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PREFACE 

THIS book is a fairly complete introduction to the science of 
Economics. It aims at giving a realistic account of how the 
economic system works to-day in a country such as Great Britain. 
It is written for beginners, although some topics are developed 
more fully than is usual in an elementary work. I hope it will 
prove useful as a textbook both for University students and for 
those preparing for the examinations of the Civil Service and of 
professional bodies. 

The last few years have seen important changes both in 
economic doctrine and in economic practice. It seemed to me 
that there was a need for a new textbook which gave some 
account of those changes. 

Among the developments in doctrine incorporated in this 
volume we may name: the greater stress laid on the notion of 
choice between alternatives, and of scales of preferences, the 
concept of "utility" as something absolute and measurable 
being discarded and "opportunity-cost" being emphasized 
ra ther than " real-cost" ; improvements in the theory of 
Diminishing Returns and of the economies oflarge-scale produc
tion; the analysis of monopoly, or imperfect competition, in 
terms of marginal cost and marginal revenue; and the treatment 
of money as a liquid asset, the demand to hold money varying 
with "liquidity-preference" and with the rate of interest. 
Considerable concessions have been made to, the views of Mr. 
Keynes but I can hardly be regarded as one of his followers. 
For the most part I have either avoided controversial questions 
or left them open, stating the various points of view. 

Among the changes in economic practice which we discuss 
are: the changes in the London Money Market and in the 
policy of the Bank of England since Great Britain left gold. in 
September, 1931; the consequences of the "cheap money" 
policy; the growth of Restriction Schemes; the creation of 
exchange equalization funds or, in some countries, of a complete 
system of exchange control; and the growth of Protection by 
duties and quotas. 

v 



vi PREFACE 

I am very grateful to my colleagues, who have helped me in 
many ways. They are largely responsible for any merits which 
this book may have, and but for them it might not have been 
written at all. 

I shall be very glad to receive, especially from teachers, 
suggestions for further improvements to be made if there is 
another edition. 

My thanks are due to Local Government Finance for permission 
to include in Chapter XIX some passages from articles of mine 
in that journal and to Messrs. Vickers Ltd. for the chart on 
page 172. 

LoNDON SCHOOL 0. ECONOMICS 

April, 1938 

FREDERIC BENHAM 
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ECONOMICS 

CHAPTER I 

GENERAL SURVEY 

• I. ACTIVITY AND WANTS 

THE world is at work. The farm labourer is in the fields, tending 
the cattle or sowing the seed or gathering the harvest. The 
factory worker is controlling the machines, feeding them with 
the raw materials which they transform into manufactured 
goods. The miner is extracting mineral deposits from beneath 
the surface of the earth. The clerk is recording transactions in 
the office, the doctor is advising patients in his consulting room, 
the teacher is instructing pupils in the school. Transport 
workers are moving persons and goods from one place to another, 
by land or sea or air. By telegraph and telephone, by cable 
and wireless, orders and instructions are transmitted with 
amazing speed. The wheels of economic activity are whirling 
round. 

Our task is to discuss this activity: to show how it comes about 
and what are its results. But we shall not describe it in any 
detail, for such a description would occupy far too much space. 
A book with chapters headed: "On a Norfolk Farm," "Down 
a Yorkshire Coal Mine," "Round the Ford Works at Dagenham," 
"A Visit to lloyd's," and so on, would make interesting reading, 
but it would have to be very long to give anything like a complete 
picture of the multifarious activities of the economic world. 
Moreover. while such a description would provide a most useful 
background of knowledge for the student of economic problems, 
it would throw little light upon those problems. for description 
can never take the place of analysis. A student who had mastered 
such a book, and who had studied numerous photographs or, 
better, cinematograph films, which supplemented and illustrated 
the text, would have a wide and valuable knowledge of technical 
processes, and of how people earn their living. But he would 

3 



4 ECONOMICS 

know little more than when he started as to why different goods 
have different prices, why some workers earn more than others, 
why an industry is prosperous at one time and depressed at 
another; in short, he would have learnt little about how the 
economic system works. And that is precisely the subject of the 
present volume. 

Let us begin by asking why all this activity takes place. Every 
wage-earner, for example, knows well enough why he goes to 
work. He may like his job, or he may not; in any event, he goes 
to work in order to earn wages. But he does not want the money 
which his employer pays him for its own sake; he wants it for 
what it will buy. He wants it in order to satisfy, as far as possible, 
his wants for what we shall call consumers' goods-that is, for 
food, clothing, house-room, and all the other things the con
sumption of which constitutes his standard of living. If he had 
no 'Such wants, or if his wants could be satisfied without any 
effort on his part, he would not go to work. He works that he 
may eat or, more generally, that he may consume. 

This is equally true of everybody who contributes towards 
e<!onomic activity, whether by his personal exertion or by invest
ing his money or permitting others to use his property. It may 
be that a man will choose a job that he prefers rather than one 
which is better paid; it may be that a business man will some
times sell cheaply, from motives of charity, to a poor customer. 
But the vast majority of people engage in economic activity 
mainly in order to get a money income, and they want the money 
to purchase consumers' goods. We may remark, in passing, that 
this by no means implies that most people are selfish or sordid 
or base. A person's character will show itself in the way he 
disposes of his income. He may spend most of it upon his wife 
or children or other dependants; he may give largely to charity. 
But he wants a money income to provide himself and his family 
with consumers' goods; it is the wants which consumers' goods 
satisfy that give the main stimulus to economic activity. 

If we turn from the motives of an individual to the functions 
performed by different kinds of economic activity, we find that 
the whole productive apparatus is directed towards producing 
consumers' goods. Only a small part of the work of the world 
consists of giving the nnal touches to consumers' goods and 
delivering them to the final consumer. Behind the shopkeeper 
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who sells, let us say, a cotton shirt there stretches a vast ~y of 
workers, all of whom, aided by natural resources and buildings 
and machinery and means of transport, have played their part 
in making possible the presence of the shirt in the shop. There 
are the workers on the cotton plantation, in the ginning works, 
in the spinning mill, in the weaving shed, and in the works 
which bleaches or prints or dyes the cloth, and in the factory 
which makes the shirt. There are the transport workers-Iorry
drivers, railwaymen, and seamen. There are the bankers and 
merchants concerned, and their clerks. And even so, the cata
logue is far from complete. The miners who hewed the coal to 
make the coke to feed the blast furnace which made the pig-iron 
which made the steel which made the spindles contributed only 
a very tiny part indeed ~owards the shirt. But it was a necessary 
part, and the ultimate object (from the standpoint of the com
munity) of their labour was achieved only by the consuntption 
of the shirts which it helped to .produce. 

It is easy to see that the whole economic apparatus, under 
capitalism, depends upon sales and, ultimately, upon sales to the 
final consumers. An operative in, say, a spinning mill wor~ in 
order to get wages. Why does his employer pay him wages? 
Because he hopes that his receipts from the sale of the yam will 
exceed his various expenses, including the wages which he pays, 
and will thus yield him an income for himself. And why do other 
firms buy his yam? Clearly for the same reason: they hope to 
seu the cloth at a price which will give them a profit. But, in 
general, yam and cloth are not wanted for their own sakes; 
they are intermediate products in a chain of processes which 
culminates and has its purpose in the consumption of cotton 
clothing. One intermediary buys from another in the hope that, 
after transforming the commodity into a form more suitable for 
satisfying wants, he in twn will be able to sell it at a profit. 
The chain may be very long, but always at the end of it stands 
the final consumer who buys the consumers' good. 

We conclude, therefore. that the rationale of economic 
activity is to satisfy human wants by producing consumers' goods. 

2. ECeN.MIC DECISleNS AS CHeICES 

People are constantly deciding how they will use their time 
and energy and property and how.they will spend their money. 
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Millions of such decisions are made every day. It is these deci
sions which determine the nature and extent of economic activity. 
tEvery one of these decisions is a choice between alternatives, 

if we may use this word in the sense of "different courses of 
action," for the "alternatives" between which a choice must be 
made are often very numerous. The "cost" of a thing, in the 
last resort, is the thing which was mostnearly chosen, inst!:.~d: 
th~~ternl~tive_:wh.ic~ ~asJ9rgm!-e. Thus a woman may declCfe 
to go on a holiday instead of buymg a fur coat:) the "cost" of 
the holiday, in this sense, is the fur coat which she would other
wise have bought. A man may decide to work overtime: the 
"cost" of the things he buys with the extra money is the leisure 
which he has forgone. A farmer may decide to grow barley 
rather than oats: the "cost" of the barley is the oats which 
would otherwise have been produced. (Economists use the term 
"opportunity-'!ost" (or, less freq~ently, "displacement-cost") 
to denote "cost" in this sense. The concept of opportunity-cost 
is of great importance in economic analysis,!) 

We may divide economic decisions into private decisions and 
business decisions. There are four important kliiasor private 
decisions. (I) A man must decide how he will divide his time 
between remunerative work and leisure. (2) He must decide 
how much of his income he will spend, upon present consump
tion, and how much he will save, in order to provide for the 
future. (3) He must decide in what form he will hold his assets: 
how he will distribute the total value ofhis assets among different 
kinds of assets. (4) He must decide how he will distribute his 
expenditure among different consumers' goods. 

Clearly these decisions are all connected with one another. 
The size of his income will vary with the amount of work he 
does, and if he decides to save more the total value of his assets 
will be greater, and the sums available for current expenditure 
will be less, than they would otherwise have been. A fifth kind 
of decision is sometimes important: the decision to choose one 
job rather than another. In so far as a worker prefers one job to 
another, and is prepared to forgo, up to a point, a higher wage 
in order to take the job he prefers, this kind of decision also 
should be classed as "private." 

1 See Robbins, "Remarks on Certain Aspect! of the Theory of Cost. .. : 
&o1llJmU: Journal, 1934. 
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Later we shall discuss these decisions at some length. FQr the 
moment we shall confine ourselves to some general remarks 
about them. To begin with, we have called them "pr!vate" 
because they all depend upon the tastes of the persons concerned. 
Different people have different tastes. One man is glad to work 
longer hours in order to get more pay, while another prefers his 
leisure; one man is thrifty and another is a spendthrift; one 
loves spinach and another hates it. There is no accounting for 
tastes. Unless we know the tastes of a person, it is impossible to 
predict what he will do when constrained to make the kind of 
choice under discussion. 

We may point out at once that all these choices relate to the 
apportionment of some fixed total among different "uses." 
Twenty-four hours a day, a given money income, a fixed total 
value of assets, a definite sum available for expenditure, has to be 
distributed, and the more of it is devoted to one use the less of 
it is available for other uses. As time goes on, the size of the total 
available may change (except for the twenty-four hours a day). 
The man may get a bigger income, or may decide to save more, 
or the value of his assets may rise, or conversely. He may then' 
divide the total among different uses in different proportions, 
even if his tastes remain the same. But at the moment when he 
makes his decision, the total is fixed. If there were no such 
limitations, if everybody could have- everything he wanted with
out any effort, there would be no need to make choices, involving 
the sacrifice of alternatives forgone, and there would be no 
economic problems. Economic problems arise precisely because 
people are compelled to choose. 

The word "decision" suggests a deliberate choice made after 
carefully considering. and rejecting, possible alternative courses. 
Many economic decisions are made in this way; most people 
have to watch their shillings, if not their pennies, and cannot 
afford to be careless. But some decisions are made impulsively, 
on the spur of the moment, and others would perhaps not be 
called decisions in ordinary speech, for they are the result of 
habits formed in the past: people may just go on doing what 
they have done before, until something happens to make them 
consciously ask themselves whether they would not prefer to do 
something different. Nevertheless all such acts of choosing, 
whether deliberate or impulsive or the result of habit, can be 
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treated as "decisions," for we are trying to explain how the 
economic system works and are therefore interested in the results 
of these acts of choosing, and the results are the same however 
much or little deliberation took place before they were made. 

We turn now to "business" decisions. These are made by the 
person or committee controlling the policy of a firm. We shall 
use the term "entrepreneur" to stand for such a person or 
committee. The entrepreneur must decide what his firm shall 
produce, how large its output shall be, what methods of produc
tion shall be used, and where its various establishments shall be 
located. Later we shall discuss such decisions at length. For the 
moment we may merely note that, provided we make the reason
able assumption that the entrepreneur wishes to get as big an 
income as possible for himself (supposing him to have already 
made his "private" decision as to how much time he will devote 
to his business rather than to his leisure), these decisions are not 
questions of taste. On the contrary, if wClmOW1lle -different 
aI~ativesWTiiCh confront an entrepreneur, we can often predict 
exactly which course he will adopt, for often one tourse will 
clearly give him a bigger income for himself than any other. 
The main reason why we cannot always predict what he will do 
is that he may sometimes give considerable weight to his belief 
that various prices will change in one way rather than another, 
and we cannot say a priori whether he will take an optimistic or 
a pessimistic view. 

The great problem for a community, regarded as an economic 
organization, is what to produce. Its members want consumers' 
goods, but it is quite impossible to provide everybody with as 
many consumers' goods, that is with as high a standard of living, I 

as he would like. If all people were like Jains-members of a 
Buddhist sect who. try to subdue and extinguish their physical 
desires-it might be done. If consumers' goods descended 
frequently and in abundance from the heavens, it might be done. 
As things are, it cannot be done. There are not enough con
sumers' goods to satisfy wants at all fully-only the fortunate few 
are rich enough to have practically as high a standard of living 
as they wish. Why are there not enough consumers' goods? 
AIl goods, except gifts_of ~atureJ are produced. In order to 
produce them we need such things as land and labour and 
machinery. Economists call such things me~ oCpr~~on or 
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Jfactors of production. Co~umers' goods are scarce, relatively I j' 
to the desire for them, because means of production are scarce.\ 
Man's energy is limited, and to multiply the people would also ( 
multiply the need; and there is not an unlimited amount of \ 
good land and other natural tesources or of plant and equip- J 
ment. Hence total output is limited. 

But a community must somehow decide how its available 
• (means of production shall be used. For many of them are capable 
\I of alternative uses. Thus much land can grow anyone of several 

crops, or can be used for pasture for different kinds of animals, 
or can serve as a golf course or a park or a building site. Much 
labour can be used for anyone of a number of different tasks, 
and many buildings and machines can serve anyone of several 
purposes. It is clear that ifmore land is used for growing wheat 
less is available for other uses, if more labour is used in making 
armaments less is available for other industries, and so on. Thus 
a community in deciding how means of production shall be used 
is deciding what assortment of goods shall ~ produced out of 
the infinite number of alternative assortments which could be 
produced from the means of production available. That isr it is, I. 
deciding which wants shall be satisfied at the expense of leaVing ~ 
others unsatisfied. • 

3. SOCIAL INSTITUTIONS 

The main purpose of this book '~ ... to show how a modern 
community such as Great Britain ~r the United States organizes 
itself in order to solve the problem of how to use its means of 
production. We shall discuss the working of the price-mechan
isms, the part played by the State, the influence of banking policy, 
the extent to which a trade union can raise the wages of its 
members, the foundations and results of monopoly power, and 
allied topics. But we shaIl pause here, at the outset, to consider 
very briefly how the problem might be solved. 
~ne possibility is central pIanping. One person or committee 
could act as an economic dictator, surveying all the resources, 
human and material, of the community, and deciding how they 
should be used and what should be done with their products. 
Soviet Russia attempts something of this kind. 

The magnitude of such a task. is enormeus. Analytically, the 
task. can be stated in a brief phrase: how to use the resources 
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available. But in order to carry it out, the dictator must make a 
vast multitude of decisions, and to carry it out at all well he 
must somehow obtain and digest a very large amount of inform
ation. He must decide how each worker and each piece of land 
is to be employed. He must decide where each works is to be 
located and what methods of production it must use. He must 
decide what plants are to get the various materials and equip
ment which are produced, how many houses are to be built, 
and where, and a host of similar questions. Clearly no single 
person or committee could do all this unaided. In practice, the 
business of suggesting decisions on wHole groups of problems 
would be delegated to various subordinate committees, who in 
turn would rely largely on the advice of local sub-committees. 
The planning organization as a whole, including all those 
engaged in obtaining information, would absorb a considerable 
proportion of the personnel and other resources of the com
munity: this, as far as it goes, is a point against such a system. 
Further, it would be very difficult for the dictator (or central 
planning committee) to co-ordinate successfully the suggestions 
of the various subordinate committees. For example, each 
industry might demand so m~y workers, or so much coal, and 
there might not be nearly enough workers or coal to give every 
industry all it reque~ted. In the last resort, that is to say, the 
dictator could not split up his economic problems and delegate 
the solution of one set of problems to one body and of another 
to another body. He himself would be compelled to make the 
final decisions. Only a superman could avoid making many 
mistakes: that is to say, taking many decisions which he after
wards regretted or found to be impracticable. Consumers, of 
course, would have to take what they were given instead of 
ordering what they wanted. They would consume what the 
dictator chose them to consume. 

r' The opposite extreme to complete central planning is a system 
of laisser-faire, in which everybody does what he likes with himself 
and his possessions. In so far as a community has a State or 
similar authority, which enforces certain rules of conduct, it 
does not practise complete laisser-faire. The practical question 
is how far the State goes in restricting individual freedom of 
action. Every State "intervenes" or "interferes" to some extent, 
but some States go much further than others. 
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We devote a separate chapter to the State. Here it will sqffice 
to point out that nearly all States try to prevent their subjects 
from killing or injuring one .another and from forcibly taking 
one another's possessions, and try to see that contracts are carried 
out. This brings us to the institution of Property. 

If anybody could have anything which he was powerful enough 
to seize, output would be very limited. A man would hesitate 
to sow for somebody else to reap; he would be reluctant to 
construct a building which would probably be taken from him 
when it was completed. At present, people are averse from adding 
to their tangible possessions in a country where the confiscation 
of possessions (following a revolution, for example) seems likely 
in the near future. The institution of Property gives persons and 
other bodies the right, subject to limitations imposed by the State, 
to keep and use land, buildings, and other resources recognized as 
"belonging to" them, and to consume or exchange their products. 

It is generally agreed that the institution of Property is desir
able. Nobody prefers "the law of the jungle." Nor does anybody 
want to deprive a person of the exclusive right to the use of a 
purely personal possession such as his tooth-brush. The con
troversial question is whether means of production, such as land 
and railways and factories, should be owned by the State or by 
private persons. 

Private property, in contrast to central planning, means 
decentralization of the task of obtaining information and making 
decisions. It means also that what is produced depends on the 
valuations of consumers and not on those of the dictator. A man 
who owns a piece of land presumably tries "to get the most out 
of it." Ifhe is going to consume its products himself, he}ViII grow, 
out of all the various possible assortments, that assortment which 
he prefers. If he is producing for exchange-which means, under 
a price-system, for sale-he will produce that assortment for 
which he expects to get most in exchange-in money terms, he 
will try to make his receipts exceed his costs by the greatest 
possible margin. This means that he will be guided by the 

. valuations of consumers: out of the various alternatives open to 
him, he will choose that which he thinks consumers will prefer, 
because it is that which will give him the greatest return for 
himsel£ Similarly with methods of production. He will try to use 
those methods which produce any given output in the cheapest 
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possible way. It will be in his own interest to give consumers 
what they want and to produce it as efficiently as possible. The 
tasks of estimating the probable future demand for different 
products, of finding out the potentialities of his land. of dis
covering the cheapest methods of production, are not performed 
by any planning authority, but by the owner himself. We shall 
show later that it is in the interest of the community for a given 
output to be produced as cheaply as possible. For the prices of 
the various means of production tend to reflect the value which 
they can produce in other fields. Efficiency in production means 
economizing scarce means of production by not using one 
collection of means of production to produce a given output 
when a cheaper collection would give the same result. 

0'he real contrast to central planning, therefore, is a system 
of private property, with the State defending the rights of 
property-owners. But clearly the State must also limit these 
rights to some extent in the interests of other members of the 
community. A man who set his house on fire might endanger 
the houses of his neighbours. It seems reasonable that the owner 
ofland needed for a railway or road should be compelled by the 
State to sell it for that purpose at a price based on what it could 
eam in other uses. But if, on the whole, people are free to do 

/what they please with themselves and their property. the social 
V system is known as capitalism. We discuss it more fully in a 

... later chapter. Here we wish only to point out that under 
capitalism the nature and extent of economic activity depend) v 
upon the countless decisions, both "private" and "business,") 
taken by individuals each acting as he thinks best. They are 
guided in their decisions by prices and by their expectations of 
how prices will change. Their decisions in tum affect prices and 
help to make them what they are. Economics is very largely a 
study of how prices are formed and of the functions which they 
fulfil. 

Not all economic activity, however, is guided by the price
mechanism and undertaken for gain. The Family is still a most 
important institution. Parents maintain and bring up their 
children from motives of affection and the mother often makes 
decisions • on behalf of the household as a whole. 

The world as a whole has been termed The Great Society. 
Improvements in transport and communication have brought 
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different regions much more closely into touch with one another. 
Events in one part of the world often have considerable reper
cussions in other parts. The main way in which people in one 
country virtually co-operate with people in others .is through 
foreign trade. It would be clear to an observer looking down on 
the world, that somehow the people in one country (or district) 
agree with people elsewhere to send them various commodities 
in return for others. Nevertheless the existence of national 
Governments means that the system of social organization differs 
between countries. Although the British Government in many 
ways limits freedom of enterprise and the rights of property
owners, Great Britain is milch nearer than present-day Germany 
or Italy to laisser-faire. In this book we shall have mainly in mind 
the system prevailing in Great Britain and other democratic 
countries. 

Our task will be to describe and analyse, rather than to praise 
or condemn. But it may be well to mention here, albeit very 
briefly, the main objections usually raised against the institution 
of Private Property as it exists in practice. 

In the first place, it gives rise to a· considerable inequality of 
incomes. Private property, in a country such as Great Britain, 
is very unevenly distributed among persons. The few have a 
great deal, the many very little. Hence the fortunate few get 
considerable incomes from ownership, and can live very com
fortably, if they ch~ose, without doing any work, while the bulk 
of the population get little or nothing as inter~rofits, or rents. 
The right of inheritance and bequest helps to perpetuate this 
inequality. Moreover, as we shall explain in the chapter on 
Wages, the children of well-to-do parents have a considerable 
advantage over the children of poor parents in quaIifY,.ing for and 
obtaining well-paid posts and in setting up in business on their 
own account. Unequality of income implies inequality of ~or
tunity and this Implies a waste of potential talent which.r~ajns 
undeveloped.) • . • 

In the second place, the concentration of a large amount of 
property under the control of one person or group may lead to 
monopolistic action. The owner may make a bigger profit for 
himself by withl}.olding some of it from use, instead of employing 
it all to help satiYy the wants of consumers. We discuss this at 
some length in the chapter on Monopoly. 
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In the third place, a small minority of persons may exert a 
predominant influence in some fields of economic activity. We 
do not attach much weight to the complaint that workers mwt 
take orders from foremen and managers. This seems inevitable 
if production is to be at all efficient. It exists in Soviet Russia 
as much as elsewhere. It also seems reasonable and desirable 
that those who take the risks of a bwines'S should control its 
policy. The workers in a particular firm will not accept lower 
wages becawe that one firm is doing badly, but the shareholders 
must accept lower dividends: it is they who take the risks. Yet 
in practice the policy of large groups of companies may be 
controlled by two or three men, holding quite a small proportion 
of the total capital, who by means of devices such as the creation 
of holding companies1 have obtained the deciding voice. A 
further point is that a few such men may exert an altogether 
disproportionate influence on the policy of the Government. For 
example, they may obtain "protection" against imports which 
compete with the goods which they sell, although this may be 
against the interests of consumers. 

A modern State does something to d~inish the results of 
inequality and, if it wished, it could do JIlore. The rich are 
taxed heavily and a good peal is spent on social services such as 
public health, education, and the relief of poverty. Most States 
make some attempt to prevent or control monopoly, and here 
again they could do more. They could also, by appropriate 
company legislation and in other ways, prevent a small minority 
from exerting an undue influence. On the other hand, even 
in Great Britain and other democratic countries, the State 
itself creates or fosters variow kinds of monopolies and seems 
sometimes to be swayed too much by pressure from particular 
groups. 

We mwt warn the reader that this book does not discuss 
whether capitalism is better or worse than some other system, 
such as communism, or what types of economic and social reform 
are desirable. These are difficult questions on which different 
people hold widely different opinions. In my view, reasoned 
and ixrl-ormed judgments on them require a considerable. study of 
economics and of political science. A discussion of them therefore 
seems out of place in an elementary work such as this. 

1 Described on pages 170-173. 
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4. PRICES AND THE PRICE-SYSTEM 

J Economic activity is largely regulated, under capitalism, by 
the mechanism of the price-system. Changes in prices act as \v 
indicators both to producers and to consumers. If consumers 
buy more of a particular product its price tends to rise and this 
makes it profitable fo'- producers to increase their output of it. 
If a particular commodity becomes more difficult to produce, or 
if there is less of it than before (owing, for example, to a bad 
harvest), its price tends to rise, warning consumers that its \ '/ 
relative scarcity has increased and inducing some of them, if not 
all, to economize more than before in their consumption of it. 
Thus consumers make their wishes known to producers, and are 
themselves induced to act in accordance with changes in relative 
scarcity, without any central planning organization, through the 
price-system. 

This volume, like every book on economic theory, will be 
largely occupied with explaining how the price-system works 
and how the relations between different prices are determined. 
It may be useful, in this introductory chapter, to make a few 
remarks on the notion of .. price" and on the way in which all 
prices are interdepend~t and together form a "system." 

The price of anything is the sum of money paid-not merely \ 
asked or offered but actually paid-in exchange for it. We \ , 
should perhaps explain the. term "value," for the price ,of ( 
anything may be defined as its value in terms of money. 

Value, as used in modem economic writings, means always 
J value in exchange. It is inevitably relative, since the value of one 

thing must always be expressed in terms of another; there can 
be-no such thing as "intrinsic" value in the modem economic 
sense of the term. The value of X in terms of r is the amount 
of r which can be obtained in exchange for X. If I lb. of tea 
exchanges for 4 lb. of sugar, the value of I lb. of tea in terms of 
pounds of sugar is four, or, to say the same thing in other words, 
the value of I lb. of sugar in terms of pounds oftea is a quarter. 
The value is the ratio or rate at which tea and sugar exchange 
against one another. 

J In fact, values are nearly a'Iways expressed in money, and are 
then termed prices. Absolute prices are affected, as we shall see 
later, by changes in the supply of money or in the demand for 
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money. There can be a general rise or fall of prices; all prices 
may rise, or all prices may fall. But, by definition, there can be 
no general rise or fall in values. If the price of everything doubles, 
this means that the value of money has halved. But changes in 
relative prices are much more siglli1icant than changes in absolute 
prices. For example, a worker's standard of living depends both 
upon his money wage and upon the prices of the things which he 
buys. If his money wage doubles and the prices of the things 
which he buys all more than double, his standard of living WIll 
fall. In the same way, a firm's profits depend both upon its 
money receipts and its money costs. A rise in the selling prices of 
its products tends to raise its profits, but if at the same tIme the 
prices of the materials and other factors of production which it 
must buy increase still more, its profits may fall. 

We shall speak of prices rather than of values. But, until we 
come to the theory of money, we shall be concerned mainly with 
relative rather than absolute prices: with the problem of why 
some prices are higher than others and of why prices change 
relatively to one another. 

The reader will doubtless have noticed that we are using 
"price," in conformity with our definition, in a much wider sense 
than the popular one. A wage, or salary, is a price, for it is paid 
in exchange for a certain amount of labour. If workers are paid 
by results, as when a miner is paid a "piece-rate" of, say, 3s. 
for every ton of coal that he hews, the unit of labour service is 
the "piece": in this case, a ton of coal hewn. If they are paid 
by time, the unit is usually an hour's work or a week's work or, 
for some highly paid workers, a month's work or a year's work. 
The "rent" of a piece ofland, or of a building or part of a build
ing, or of a cinematograph film, is the price paid for the use of It 
for a stated period of time. Interest is the price paid, per unit 
of time, for the loan of money. The rate of interest is usually 
expressed as the percentage per annum of the interest to the sum 
lent. Rates of foreign exchange between different currencies are 
also prices: for ~ple, the price of £1 sterling is so many 
French francs. 

A study of prices throws consi<;lerable light upon incomes. 
The money income of a person may be provisionally defined as 
the amount of money which he gets for himself-that is, after 
paying his business expenses-during a period of time such as a 
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week or a year. Thus every price which is paid forms part of the 
gross income of the recipient, but his net income is the excess 
of his total receipts over his business expenses, which themselves 
consist of prices. 

The payments made by an entrepreneur for labour services 
or for the loan of money or for the use of property constitute net 
income to the recipients, if they incur no business expenses in 
supplying these services. Thus the price paid to a wage-earner 
for a week's work may represent his income from work for that 
week, and the rent paid to a landlord for the use of his land for 
a year may represent his income for that year. Clearly such 
prices have a double aspect. They represent income to the 
recipients but they represent costs to the entrepreneur-for 
example, the employer or the farmer-who pays them. 

Incomes paid under contract, like wages and interest and 
rents, can be treated as prices. But a price is usually expressed 
as so ~r wut. The rate of interest, to repeat, is expressed' 
as an annual percentage on the amount lent. Thus the income 
received by a person from the loan of money depends both on the 
rate of interest and on the amount of money he lends. In the 
same way, the weekly wage of a worker paid by results depends 
both on the piece-rate and on the amount of work he does. We 
discuss wages and interest and rent fairly fully in later chapters. 
But it shQuld be remembered that in so far as Economics at
tempts to explain why incomes _re unequal it must take account 
of the fact that ability and property are unequally distributed 
among persons. A study of prices does not tell the whole story. 

"Profits," in the rather loose sense of the incomes of entre
preneurs (including persons such as barristers and hawkers 
working on their own account and also those who hold ordinary 
shares and therefore get a proportion of the profits ofa company), 
depend upon prices, in that they are .the excess of receipts over I 
costs, but they are not in themselves prices, since nobody pays 
'them. . 

Other incomes which are not prices are those received as 
private or collective gifts, such as a father's allowance to his 
son or an old-age pension given by the State. 

At this stage we can perhaps give some examples of how 
different prices are related. Ifbeefwere to become more plentiful 
and therefore cheaper, this would probably exert a downward 

s-(B 293) 
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influence on the prices of substitutes for beef, such as mutton. 
If house accommodation were to become more plentiful and 
therefore cheaper, this would probably stimulate the demand for 
furniture and might well raise its price. During recent decades 
the decline in the number of horses in Western countries has 
considerably reduced the output of oats. In so far as land 
previously used for growing oats could be used instead for other 
crops, such as wheat and barley, this has tended to increase the 
output of such crops and has therefore exerted a downward 
influence upon their price. The development of machinery has 
greatly increased output, thereby raising the general standard 
of living, but the substitution of machinery for labour may reduce 
the wages of the particular labour displaced: thus the introduc
tion of power-looms reduced the earnings of hand-loom weavers. 

/' The concept of opportunity-cost throws some light upon 
,; x;elative prices. Let us borrow a simple example from Adam 
'if Smith. Suppose that in a primitive hunting community a day's 

labour will enable a man to kill either two beaver or three deer. 
Then two beaver will exchange for three aeer. If they exchanged 
for less than three deer, nobody would hunt beaver, for by 
capturing three deer he could obtain more beaver (in exchange 
for the deer) than by catching the beaver himself. The conse
quent shortage of beaver would then raise their price imtil two 
beaver were again worth three deet. SHniIarly, if two beaver 
exchanged for more than three deer, men would hunt beavcr 
instead of deer, until the ratio of two to three was again restored 
in the market. This assumes that all men are equally skilful 

1 hunters both of beaver and of deer, and have no preference for 
v one occupation rather than the other, and that a day's labour 

will always produce either two beaver or three deer. The rate 
/of exchange between beaver and deer must then be the same as 

v the OPPOl'tunity-cost ratio,. namely two to three; changes in the 
relative demand for beaver and deer cannot affect their relative 
prices, but only the relative quantities of each that are produced. 

This concept is equally valid for a modern community, but 
it is more difficult to apply because factors of production are 
combined in different ways in different industries. {In general, 
however, we can say that the value of anything produced by a 
factor, or a group offactors, will tend to be equal to the value of 
anything else which a similar factor, or group of factors, is 
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producing. This assumes that factors of production can readily 
move from one industry to another, and will do so if they can 
thereby produce something of greater value, thus t:.aming m9~e 
for themselves. ") 

There is a cfose connection between the price of a durable 
good and the price of the services which it yields. The price of 
the good is "derived" from the price of its services and tends to 
equal the expected value of its future services, cc capitalized" at 
the -current rate of interest. Thus £100 face value 2! per cent 
Consols is simply the right to £2 lOS. a year for ever. If the 
current rate of interest is 5 per cent, anybody can obtain £2 lOS. 

a year for ever by investing £50; hence the market price of 2!' 
per cent Consols will be only £50. Again, suppose that a house 
is expected to yield £100 a year net, after meeting expenses such 
as the cost of repairs. If the current rate of interest is 5 per cent, 
the house will tend to be worth £2000, since an outlay of £2000 

will produce a; income of £100 a year; if the current rate of 
interest is 4 per cent, the house will tend to be worth £2500, 
and so on .. If investors can obtain a higher yield from Consols 
or houses than from other investments they will tend to buy 
Consols or houses, and this will raise their market price until the 
yield on them is no higher than on other investments, and, 
conversely, if the yield from -them is lower than fro\ll other 
investments, the demand for. them will fall, thus reducing their 
price and thereby increasing the percentage yield on money 
newly invested in them. Thus the value of a fixed-interest 
security or of a durable good tends to equal the- expected net 
annual value of its future services multiplied by 100 and divided 
by the current rate of interest. All this means is that the present 
value of a definite future income will vary with the current ratl!
of interest. 



CHAPTER II 

MARKETS 

I. THE WORLD MARKET AND LOCAL MARKETS 

A MARKET is commonly thought of as a place where commodities 
are bought and sold. Thus fruit and vegetables are sold wholesale 
at Covent Garden Market and meat is sold wholesale at Smith
field Market. But there are markets for things other than 
commodities, in the usual sense. There are real estate markets, 
foreign exchange markets, labour markets, short-term capital 
markets, and so on; there may be a market for anything which 
has a price. And there may be no particular place to which 
dealings are confined. Buyers and sellers may be scattered over 
the whole world and instead of actually meeting together in a 
market-place they may deal with one another by telephone, 
telegram, cable, or letter. Even if dealings are restricted to a 
particular place, the dealers may consist wholly or in part of 
brokers or agents acting on instructions from clients far away. 
Thus agents buy meat at Smithfield on behalf of retail butchers 

...-alhlver England, and brokers on the London Stock Exchange 
buy and sell securities on instructions from clients allover the 
world. We must therefore define a market as any area over which 
buyers and sellers are in such close touch with one another, • 
ei,ther directly or through dealers, that the prices obtainable in 
O"ne part of the market affect the prices paid in other parts. 

Modern means of communication are so rapid that a buyer 
can discover what price a seller is asking, and can accept it if 
he wishes, although he may be thousands of miles away. Thus 
the market for anything is, potentially, the whole world. But in 
fact many things have, normally, only a local or national market. 

This may be because nearly the whole demand is concentrated 
in one locality. Few people who are not Scottish care to tackle 
the curious concoction known as haggis; the market for pelota 
rackets is practically confined to the Basque country; the blue 
tunic, with red and yellow trimmings, worn by the Lapps is 
rarely sold to others. But of course such goods may be supplied 

20 
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by firms in other parts of the world, to be sold in the district 
where they are demanded. 

These special local demands, however, are of quite minor 
importance. The main reason why many things have not a 
world market is that they are costly or difficult to transport. 

The lower the value per ton of a good, the greater is the 
percentage addition made to its price by a fixed charge per ton
mile for transport. Thus, if coal is £2 a ton and tin £200 a ton 
at the place of production, a given transport charge forms a 
percentage of the price of coal a hundred times greater than 
of the price of tin. Hence transport costs may restrict the market 
for goods with a low value per ton, even if, as is often the case, 
they are carried at relatively low rates. It may be cheaper to 
produce, say, coal or iron ore at A than at B, but the cost of 
transporting it from A to B may outweigh the difference in 
production costs, so that it is produced for local consumption at 
B, and B does not normally form part of the market for the 
output of A. For exatnple, coal is produced much more cheaply 
in the United States than in Europe, but, owing to the cost of 
transporting coal by rail from the inland mines to the A~ntic 
seaboard of the United States, American coal seldom finds its 
way to Europe. 

Sea transport, however, is very much cheaper than land 
transport. Hence commodities of this type produced near a port 
can often be sent profitably quite long distances by sea. Thus 
Swedish iron ore comes by sea from Narvik to the Ruhr, and 
British coal is exported to Canada and South America. 

The markets for real estate are local. Soil has been transported 
from French vineyards to California, and historic mansions have 
been demolished in Europe to be re-erected in the United States, 
but as a rule land and buildings are not transported. 

Some goods, like new bread and fresh cream and strawberries, 
must be consumed very soon after they have been produced, 

/and this restricts their sale to local markets. Other goods do not 
travel well. Thus many local wines which cannot stand transport 
can be bought in the district more cheaply than similar wines 
which have a wider market. The development of refrigeration, 
and of other devices which enable foodstuffs to be preserved and 
transported, has greatly widened the market for such things as 
meat and fish and some kinds of fruit. But such devices often 
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transform the articles, from the standpoint of consumers, into a 
ddferent commodity. Condensed milk is not the same as fresh 
milk, and chilled meat or frozen butter has not the same taste as 
fresh. 

Many workers are reluctant to move to a different country, 
or even to a dlfferent part of their own country, to get a higher 
wage. This should not be exaggerated. Before the war, over a 
million persons a year emigrated overseas from Europe. Since 
the war, there have been considerable movements of population 
within Great Britain away from the depressed areas towards the 
more prosperous South. Employers may take the initiative. 
Thus girl textile workers have been engaged in Yorkshire to work 
in Australia, and during the post-war years French employers 
engaged groups of Poles and Italians to work in the coal-mines 
and steel-works of France. Nevertheless labour markets are 
9lainly local, or at any rate national. 

Transport services by rail or tram are obviously local in that 
passengers or goods must travel between points on the fixed 
track. A firm may charter, for example, a Greek ship rather 
than an English ship, if it is cheaper, but low railway rates in 
Belgium are no help to a firm which wishes to send goods across 
Canada. In the same way, such things as gas, water, and elec
tricity, supplied by means of pipes or wires, cannot be sold to 
places not connected with the system of pipes or wires. 

A country or district may impose import duties upon certain 
goods coming from elsewhere. If the duties are not prohibitive 
-that is, if some taxed goods nevertheless come in-the country 
or district still forms part of the world market for thess: goods. 
The duty may make the price in the "protected" area much 
higher than the price in the exporting districts, but if this outside 

f price falls, greater quantities of the goods will cross the tariff 
barriers, thus reducing the price inside them, and conversely if 
the outside price rises. But if the import of a good is restricted 
by quota to some stated quantity, its price in the restricting area 
is divorced from its world price and the restricting area forms a 
separate market. During recent years many quota restrictions 
have been enforced, particularly by countries in Western Europe. 
The number of immigrants may also be restricted by quota, as 
in the United States, and some countries forbid the export of 
capital. 
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It should be remembered, however, that even if the goods 
cannot move to the purchasers, the purchasers may be able to 
move to the goods. Thus if housing or electricity is cheap in 
one district people will tend to move to that district rather than 
elsewhere, and employers may build new works in one place 
rather than another because the local labour is cheaper. 

2. WHAT IS A COMMODITY? 

In ordinary speech we apply the term commodity to what is 
often a whole class of commodities. There are many different 
varieties of wheat, wool, cotton, bread, potatoes, cigarettes, and 
indeed of almost any "commodity" one can think of. One 
variety of a producers' good may serve a somewhat different 
purpose from another; and some consumers may prefer one 
variety of a consumers' good to another because of some real or 
imagined difference in quality. It may be that all or some of the 
different varieties are very close substitutes for one another, 
and that many purchasers do not mind which of them they take. 
More often, however, some purchasers have a strong preference 
for one variety rather than another, and this may lead to con
siderable divergence between their prices. Each variety is really 
a separate commodity for which there is a distinct demand. 

An interesting illustration is afforded by the relative prices 
of British and Danish bacon during recent years. From 1930 to 
1932 the price of first quality British bacon was over a third 
higher than the price of first quality Danish bacon. Most of the 
bacon sold in Great Britam was Danish, 6 or 1 million cwt. being 
imported every year. Then the import of Danish bacon was 
restricted. In 1936 about 31 Inillion cwt. of both British and 
Danish bacon were sold in Great Britain; as compared with 
1930 the British supply had doubled and the Danish supply had 
halved. The price of Danish bacon was higher than the price of 
British. The restriction of Danish supplies brought to light the 
fact, previously unsuspected, that many purchasers had a pre
ference for Danish bacon rather than British. The moral of this 
is that we must not assume that the relative prices of different 
varieties of a "commodity" will always bear the same relation 
to one another. Two units do not really belong to the same com
modity unless they are perfect substitutes: thafis, unless every 
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potential purchaser would be quite indIfferent as to which of 
the two he received for his money. 

A manufacturer may differentiate a particular product from 
similar products made by rival firms by attaching to it a .. trade
mark" which the law forbids others to use. Many varieties of 
consumers' goods-motor cars, toilet requisites, patent medicines, 
foodstuffs, and so on-are .. branded" in this way. As a rule, 
the maker of a branded article advertises it in order to create a 
demand for his brand rather than for rival brands. Other 
varieties of the commodity, whether branded or not, may be very 
similar to his product, but since he alone can use that particular 
trade-mark he has a monopoly of his product. 

The same physical thing is logically a different commodity 
when it is in a different place. For example, a steel tube at 
Corby is a different commodity from the same steel tube at 
Capetown, and sells for a different price. The difference in price 
arises from costs of transport, including such items as insurance 
charges and importers' profits, and from import duties. 

In the same way, the same thing is logically a different com
modity at one time from what it is at another, and may command 
a different price. The transport of goods over time forms a part 
of economic activity just as much as their transport over space. 
Many middlemen, including shopkeepers, carry stocks in order 
to supply their customers' requirements promptly, and this is a 
service for which customers are willing to pay: it saves them 
from the inconvenience of carrying considerable stocks themselves. 
Two or three centuries ago the grain supply of a region came 
mainly from the annual local harvest. Ifnobody had deliberately 
stored grain to sell it again later, it would have been plentiful 
and cheap soon after the harvest, but would have become 
considerably scarcer and dearer in the months just before the 
next harvest. Speculators rendered a useful service by buying 
grain soon after the harvest, thus making it less cheap at that 
time, stocking it, and selling it later, thus making its price less 
dear towards the close of the harvest year. They made a profit 
for themselves, for which they rendered a service to consumers 
by reducing the fluctuations in prices and consumption over the 
year. Since then the great improvement in transport facilities 
has rendered this type of service less important for most com
modities. Nowadays hardly a month passes in which wheat 
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is not harvested in some quarter of the globe, ready to be sent 
wherever it is demanded, so that the danger of famine or serious 
shortage in any area is slight. Consumers can similarly obtain 
most commodities at any time from the current output of some 
region or other, provided that they can afford to pay for them, 
and world stocks of most commodities are small, as a rule, com
pared with the annual output. Nevertheless, middlemen still 
render a useful service by holding some stocks to cover the period 
before the next shipments arrive and to provide a safeguard 
against an unexpected temporary shortage. Moreover, the bulk of 
the world output of some goods still takes place at one particular 
season of the year. A leading example is cotton. The bulk of the 
world's cotton (at least until recently, since the American Govern
ment restricted its output) is grown in the United States and is 
picked in the late summer and early autumn. Hence the bulk of 
the crop must be .. carried" by somebody, if spinners and others 
are to have a steady supply over the year. The tendency, there
fore, is for the price of cotton to rise steadily from one Octobq 
to the next, the rise being sufficient to make it profitable to hold 
stocks of cotton. But of course the price may rise in fact more 
or less than this, or may fall, owing to changes in the demand for 
cotton, or in the expecte<1 size of next year's crop, as the year 
goes on. 

3. PERFECT AND IMPERFECT MARKETS 
A market is said to be perfect when all the potential sellers 

,and buyers are promptly aware of the prices at which transac
f tions take place and of all the offers made by other sellers and 

buyers, and when any buyer can purchase from any seller, and 
conversely. Under such conditions the price of a commodity 
will tend to be the same (after allowing for costs of transport, 
including import duties) allover the market. If one seller is 
prepared to accept less than others, orders will stream towards 
him until he is sold out or raises his price to that asked by his 
competitors or (exceptionally, when he holds a large proportion 
of the total stocks) until rival sellers are constrained to reduce 
their prices to the level of his. Conversely, if a seller asks more 
than his rivals for the same commodity he will find no purchasers. 
for although some buyers will be prepared, if necessary, to pay 
more than the price ruling at the moment, they will not deal 
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with one seller if they can get the same commodIty more cheaply 
from others. 

This assumes that the thing dealt in is a "commodity" in 
the strict sense of the term, different units of it being perfect 
substitutes for one another. Of course, one variety of a so-called 
commodity may sell for more than another. This does not mean 
that the market is imperfect: the different varieties are really 
different commodities. They may conceivably be physically the 
same, but if a distinctive label or trade-mark, coupled with an 
advertising campaign, leads some buyers to prefer one branded 
article to another they are in effect different commodities. 

Some goods, such as wheat, are physically capable of being 
divided into "grades" in such a way that all the units in a given 
grade are practically homogeneous, so that each grade is a 
commodity in a strict sense. The grading is usually performed 
by some body representing the sellers. Careful grading is in the 
interests of the sellers, as well as of the buyers, for the market 
is thereby widened. A buyer can confidently purchase goods 
which he has not seen on the basis of the grade (or other standard 
description) given to them by the marketing organization, 
knowing exactly what he will get. Grading also makes possible 
sales for future delivery even if the goods have not been seen by 
the buyer, or are not yet in existence, and permits dealings in 
options. 

Some goods, however, cannot be graded or described with 
sufficient accuracy to be purchased without being seen and 
examined. Thus buyers of raw wool, or their representatives, 
want to inspect each lot of wool before making an offer for it, 
and buyers of tea taste samples before bidding; wool-buying 
and tea-tasting are skilled occupations. Such goods are usually 
sold in lots by auction. At a later stage in their lIfe history it 
may be possible to grade them. Wool tops can be graded, and 
tea can be blended so that one package sold to retail consumers 
is indistinguishable from another bearing the same brand. 

/ A market is imperfect when some buyers or sellers, or both, 
I are not aware of the offers being made by others. Thus the 

market for second-hand books is imperfect. It is still possible, 
occasionally, for a customer to buy a book from one book
seller and re-sell it at a profit to another. In general, retail 
markets are somewhat imperfect. For example, some shops may 
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constantly sell suitcases for one or two shillings more \han other 
shops in the same town are charging for similar cases. . 

The development of commWlications during recent decades 
has tended to make markets less imperfect. Dealers in com
modities, securities, capital, and foreign exchange cannot afford 
to pay more, or to accept less, than they need. The prices paid 
in one centre rapidly become known in other centres. A wheat 
dealer who has chartered a ship to carry wheat, which he has 
bought, from an exporting country can instruct the captain of 
the ship by wireless to go to a different port if he learns that 
prices in that port are temporarily higher than elsewhere. A 
firm holding a balance of money in New York can transfer it to 
London if a relative rise of short-term interest rates in London 
makes it profitable to do so. International securities owned by 
persons all over the world may be offered for sale in a particular 
stock exchange if they temporarily command a higher price 
there than elsewhere. Telegraph and telephone, cable and 
wireless, enable price-differences between different centres to 
be smoothed out very rapidly. 

On the other hand, the growth of Government interventio~ 
during recent years has worked in the opposite direction. High 
tariffs have increased price-clifferences between countries. 
Quantitative restrictions on the import of goods, the immigration 
of labour, and the export of capital have tended to separate 
national markets from one another. Moreover, the number of 
branded articles has tended to increase; this splits up the market 
for a "commodity" by "differentiating" different varieties which 
come to be regarded by consumers as different commodities. 

/ 
If buyers and sellers are not in close touch with one another, 

it is often possible for middlemen to make a profit, and render 
the market less imperfect, by acting as intermediaries. They 
may themselves hold stocks, which they buy as cheaply as possible, 
thus tending to equalize the prices received by different sellers, 
while competition between themselves tends to equalize the 
prices paid by different buyers: such a middleman must make 
his existence known to buyers in order to do business and a 
buyer can compare the prices asked by two or three middlemen 
before purchasing. Some middlemen do not themselves hold 
stocks but collect and give information, putting sellers and 
buyers into touch with one another and charging a commission 
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~n completed deals. Real estate agents and private labour 
elFchanges (for instance, for domestic servants or teachers) are 
examples. In the same way, trade papers make a profit by 
disseminating information; for example, the prices realized at 
book auctions are published every week or month, thus making 
the type of bargain mentioned above less common than it would 
otherwise be. In general, middlemen clearly perform a useful 
function, for it is always possible for sellers to try to deal with 
buyers directly, or conversely, if they think it more profitable. 

Monopoly and the possibility of charging different prices for 
very similar things are discussed in a later chapter.1 

4. TYPES OF TRANSACTIONS 

The various things for which prices are paid may be divided 
into the eight groups of (J) consumers' goods, (2) producers' 
goods, (3) labour services, (4) real estate, (5) loans of money, 
(6) paper titles, (7) rights, and (8) other currencies. 

(I) Consumers' Goods 

j A consumers' good is desired for its own sake; it directly 
, satisfies a want. Under this heading we may include services such 

as those rendered by doctors and houses and cinemas and means of 
transport, in so far as they directly satisfy the wants of consumers. 

Although the main object of economic activity is to produce 
consumers' goods, the value of sales to consumers forms only a 
small part of the total value of all transactions. In Great Britain 
during recent years it has seldom exceeded £4000 million a year, 
the value of retail sates by shops and public-houses forming 
rather more than half of this total, whereas the total value of all 
transactions has probably reached at least £50,000 million a year. 
This is due partly to the large volume of transactions in stocks 
and shares and other paper titles and partly to the fact that 
materials and other goods often change hands a number of times 
before being sold, in their finished form, to the final consumer. 

Retail markets, as we have already mentioned, are somewhat 
imperfect. Some people do not think it worth their while to take 
the time and trouble required to discover where an article can 
be bought slightly more cheaply, or whether a shopkeeper can 

1 It should be noted that goods produced under conditions of imperfect 
competition (or monopoly) may have a perfect markeL 
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be induced to make some reduction on the price which he quotes, 
Others buy at a particular shop because it is close at hand imd 
therefore convenient, or because they can obtain credit there, 
or because they like the service or amenities which they get 
there, or because they trust that particular shop to supply them 
with goods of good quality. Branded articles are nearly always 
sold at fixed prices and appeal to people who do not like to spend 
time in bargaining or comparing qualities. Shops selling mainly 
homogeneous articles at fixed prices, such as different brands of 
cigarettes and tobacco, tend to be distributed over space in the 
same way as the population. They cater to the convenience of 
the consumers. Shops which cater for bargain hunters, on the 
other hand, tend to be grouped together-like the second-hand 
book shops in Charing Cross Road and the fruit and vegetable 
stalls found in clusters in big cities-so that buyers can readily 
compare prices and qualities. 

A careful purchaser, who is prepared to spend time in bargain 
hunting and bargaining and to postpone or anticipate some 
wants in order to take advantage of sales, can doubtless obtain 
appreciably more for a given money outlay than a careless one. 
But it should be remembered that this difference is not all net 
gain; against it must be set the time and effort and inconvenience, 
and possibly the extra fares, which it entails. 

(2) Producers' Goods 
A producers' good is wanted not for its own sake but for the 

t5ake of the contribution it makes towards the output of consumers' 
goods. It thus satisfies wants only indirectly; in the last resort, 
the demand for such goods is .. deriVed "from the demand for 
the consumers' goods which they help to produce. Under this 
heading we may include the services, as well as the goods, which 
firms buy from other firms to enable them to carry on their 
activities. Thus they may pay for being supplied with water or 
gas or electricity or telephone service; they may pay for having 
their goods transported from one place to another; they may 
pay to have their property insured against loss or damage; and 
they may pay for various kinds of financial and banking services. 

Many goods-for example, raw materials such as crude rubber 
and spelter and iron ore and intermediate products such as 
steel bars and cotton yarn and wool tops-are nearly always 
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producers' goods, since they seldom directly satisfy wants. Other 
goods, however, may be used either as consumers' goods or as 
producers' goods. Thus coal burnt in the domestic hearth falls 
under (I), while coal burnt in a factory falls under (2); and the 
services rendered by a railway in carrying passengers to their 
holidays fall under (I) but its services in carrying freight or 
commercial travellers fall under (2). This fact, however, does 
not make our classification: useless; economic analysis is con
cerned with the functions of goods, with the part which they 
play in the economic system, rather than with their origin or 
their intrinsic qualities. 

There is little imperfection in most markets for producers' 
goods. It is part of the business of a retailer to know something 
of the qualities of the goods which he stocks and to compare 
carefully the offers made to him by sellers. He will doubtlcss 
be visited by commercial travellers, representing manufacturers 
or wholesalers, and he himself may visit wholesalers to see their 
samples or consult the relevant trade journals to see what 
advertisers are offering. 

A good example of a market in the popular sense of the term 
is Smithfield Market. The market-place is owned by the Cor
poration of London, which rents stalls to sellers on a weekly 
tenancy. The sellers are mainly meat-importing companies, who 
have either bought the cattle and sheep outright from farmers 
overseas or have agreed to slaughter, process, transport, and sell 
the stock for them in return for a commis~ion. The sellers com pete 
with one another; there is no combine or price-ring among them. 
The buyers are mainly representatives of chains of butchers' 
shops, or of restaurants and hotels or of butchers throughout the 
country. Both sellers and buyers are experts, and buyers examint" 
the meat on the spot. There is consequently very little variation 
in the prices paid for similar lots on the same day. 

The sellers and buyers of almost any producers' goods can 
readily get in touch with one another and compare prices quoted 
and offered by different firms. Most large cities have special 
" markets" for particular commodities, or for groups of them, 
where sellers and buyers, or their agents, can meet and deal. 
Thus London has its Metal Exchange, Rubber Exchange, Coal 
Exchange, Iron and Steel Exchange, Baltic Exchange, Corn 
Exchange, Wool Exchange, and others. Some of the dealings 
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are in services. Thus Lloyd's is a market for every kind of insur
ance business except life insurance. A shipowner or merchant, 
wishing to insure his cargo, can go there--or employ a marine 
insurance broker to go there on his behalf-and inquire at what 
rates the various underwriters are prepared to undertake the 
business. Again, the chartering of ships (in addition to large 
transactions in grain and other commodities such as soya beans 
and oil seeds and timber) is conducted on the Baltic. To revert 
to commodities, the actual bales of wool to be offered for sale by 
auction in the afternoon are available for inspection by buyers 
in the morning, and purchases in the London Corn Exchange 
(but not in the Baltic) are made on the basis of samples displayed 
there, but in most of the London Exchanges the goods are not 
displayed and are bought from their description in terms of 
recognized grades and qualities. Buyers can resort to arbitration 
if the goods do not conform to specification or come up to sample. 

(3) Labour Services 
In so far as these are rendered, as by domestic servants, 

directly to consumers, and paid for by consumers, they fall under 
(I). But most workers are engaged by an employer who wants 
their services not for his own consumption but for the contribu
tion they make towards the output of whatever he is selling. 
Thus the demand for most labour services is .. derived," in the last 
resort, from the demand for consumers' goods. An apparentexcep
tion, to be considered later, is the demand of Governments for such 
workers as teachers and policemen, whose products are not sold. 

In some countries minimum wages for each of a number of 
occupations are fixed from time to time by the Government or by 
Courts or Boards set up by the Government for that purpose. 
In Australia minimum wages for most workers are fixed in this 
way. In Great Britain, 48 Trade Boards, covering over 1,100,000 
workers, have been set up under the Acts of 1909 and 1918 to 
fix minimum wages for various low-paid occupations. In 
addition, the wages of agricultural workers are regulated by 
a Board and local Wages Committees: in England and Wales 
under the Act of 1924 and in Scotland under the Act of 1937. 

Although the membership of British trade unions is at present 
below 5 million, rates of wages for most occupations and grades 
are fixed by negotiation between the relevant trade union and the 
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relevant association of employers. Usually variations of wages 
between districts are permitted and the agreement covers other 
matters, such as hours of work, in addition to wages. The 
agreement usually stipulates that if either side wishes to change 
it a certain period of notice must first be given. Some agree
ments, such as that covering the wages of coal-miners, stipulate 
that wages shall vary in a prescribed manner with the profits 
of the industry; others, covering some 180,000 workers, mainly 
in iron and steel, that they shall vary with the prices of the 
products; and others, covering about 11 million workers, that 
they shall vary with movements in the Cost of Living Index of the 
Ministry of Labour. Some important groups of workers, such 
as domestic servants and clerks and typists, have not a strong 
trade union and a worker in such an occupation usually settles 
his wage by individual bargaining with his employer. 

The British Govenunent has set up a network of Employment 
Exchanges, intended to bring together employers seeking labour 
and workers seeking jobs. There are also many private employ
ment agencies, especially for domestic servants, teachers, waiters, 
and members of the theatrical profession, and a number of posts 
are offered by advertisement in the press. 

(4) Fteal ~tate 
One piece of land, or house, is different, at least in situation, 

from every other. Thus dealings on the basis of specification or 
samples are practically ruled out. Buyers wish to see the actual 
property, as a rule, before purchasing. 

For this reason most of the business is in the hands of specialized 
agents who bring buyers and sellers together in return for a 
commission from the latter when a transaction is concluded. 
There are also advertisements, inserted by sellers or their agents, 
in the general press and in special journals. Although the goods 
sold are not homogeneous, the market in real estate is not very 
imperfect, for as a rule sellers try to get as high a price as pOSSIble, 
and buyers spend some time and trouble in discovering what 
alternatives are available, before a transaction is concluded. 

(5) Loans of Money 
We shall discuss different kinds of loans in our chapter on 

interest. Firms can usually obtain loans for fairly short periods 
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from their banks. A very well-known borrower, such as the British 
Government, can appeal directly to the general public. A foreign 
Government, or large mining or industrial concern, which wished 
to raise a fairly large long-term loan in London would probably 
employ an issue house as its agent. The issue house--which we 
shall discuss later in its role of accepting house--will advise the 
borrower what terms to offer and will sponsor the loan, getting 
a commission (which may run into five figures) for its special 
knowledge and the use of its reputation. An established firm 
which wishes to raise additional capital can often get it by adver
tising in the financial press or by circularizing its shareholders. 
It is more difficult to raise capital for a new concern, unknown to 
the general public. The task may be undertaken by a company 
promoter, skilled in the ways of the City, who usually buys up 
the patent or the business and forms a company, re-selling the 
shares (at a profit) to the public, by advertising the prospectus 
or circularizing possible clients. During recent years the practice 
of raising new capital by "Stock Exchange introductions" has 
grown considerably in London: stockbrokers recommend new 
shares as good investments to their clients. 

Money seeking investment is termed "free capital." The rate 
obtainable on free capital varies with the risk of default and the 
period for which the loan is made. The rate which a borrower 
of good standing would have to pay to obtain a particular kind 
of long-term loan is often indicated by the current price, and 
therefore the percentage yield, of similar fixed-interest securities 
on the Stock Exchange. Lenders have the alternative of pur
chasing existing securities (whether they yield a lixed or a 
variable return) or subscribing to "new issues." 

(6) Paper Titles 

These fall into two broad classes: those yielding a fixed income 
and those yielding a fluctuating return. Bills of exchange and 
Treasury bills, which we discuss later, represent short-term loans 
and logically fall within the former class. So do mortgages, 
which give lenders a claim on real estate if the borrower fails to 
meet his obligations. Loans raised by Governments and similar 
bodies, and debentures issued by companies, also yield "fixed 
interest": that is to say, the borrower undertakes to pay a fixed 
money income at regular intervals to the lenders. Ordinary 

4-(B.293) 
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stock and shares, issued by companies, yield" dividends" which 
fluctuate with the profits of the company. There are also 
hybrids, such as participating .preference shares whose holders 
receive a fixed income plus something extra when profits are 
good. The 11?-ain British market for stocks and shares-often 
called "securities"-is the London Stock Exchange. We describe 
it very briefly in an appendix to this chapter. 

(7) Rights 
Payments are made for various rights. Thus one firm may 

make a periodical payment to another for permission to use a 
process of which the latter has a legal monopoly granted "by 
patent," and when a business changes hands the purchaser may 
pay the former owner a lump sum for his "goodwill": that is, 
for the right of trading as his recognized successor. Again, a 
man may purchase an "option" giving him the right to buy 
something, if he wishes, on or before some specified future date 
at the price stated in the "option." In an appendix to this 
chapter we describe briefly the Liverpool market in American 
cotton futures, partly because it is a good example of a practic
ally perfect market and partly to illustrate how dealers in a 
graded commodity can "hedge." 

(8) Other Currencies 

Diffetent countries have different currencies. Thus French 
francs, for example, can be purchased with English money. 
Usually the purchaser does not buy actual French coins or notes, 
but a bala~ce in a bank in France which enables him to pay a 
debt expressed in francs. The price at which one currency can 
be bought with another is called "the rate of exchange" between 
them. 

The London market in foreign exchange consists of the foreign 
departments of the banks, independent dealers, who often act 
as agents for foreign banks, and foreign exchange brokers, who 
deal solely on commission, bringing sellers and buyers into touch 
with one another, and not at all on their own account. The banks 
act mainly on behalf of their customers. 

The market is practically perfect. Nearly all the business is 
carried on by telephone. Dealers and brokers often have private 
wires to their most important clients. A broker with a client 
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wishing, say, to sell a certain number of dollars, will telep~one 
various possible buyers until he finds one who will pay a rate 
which his client will accept. Telephone calls to Paris and other 
continental centres go on all day, and a good deal of business is 
carried out under instructions rec.eived by cable from New York 
and other distant centres. We may add that telephone bells do 
not ring in a foreign exchange office-if they did, the task of the 
operators would not be enviable. Two little glass discs are fixed 
in the switchboard under each of the names of the firms with 
which the dealer is in frequent communication. A red light or 
green light indicates that the connection has been made. 

We have seen that the rationale of an economic system is to 
produce consumers' goods, and that the demand for other goods 
and services is, logically, cc derived" from the demand for con
sumers' goods. The remaining chapters of Book I consider, at 
some length, the demand for consumers' goods, taking the supply 
of them more or less for granted. The influences affecting supply 
are discussed in Books II and III. 

APPENDIX A 

THE LONDON STOCK EXCHANGE 

As recently as one hundred years ago, more than half the total 
assets of individuals consisted of land. To-day this is no longer 
true in Western countries. Individual assets in such countries 
now consist mainly of ~ecurities, that is, of stocks and shares of 
the type dealt in on the Stock Exchanges. 

The London Stock Exchange is housed in a buil4ing which 
occupies the greater part of the triangle which has Bartholomew 
Lane for its base and the junction of Throgmorton Street and 
Old Broad Street for its apex. The number of members is limited 
to some 4000 and, to prevent congestion, only members and their 
authorized clerks, some 2000 in number, are permitted to enter 
the .. floor'· on which dealings take place. 

The- market deals, of course, only in "o~d" securities. Its 
function is not to assist borrowers in raising 10llIlS, but to enable 
people to buy and sell existing stocks and shares. \ The fact that 
such a market exists stimulates investment, for the holder of 
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fairly well-known securities can readily sell them for cash and 
is therefore more willing to buy them than he would otherwise 
be. We should add, however, that the Committee for General 
Purposes, elected by the members, must give its permission 
before dealings in any partIcular security can take place, and 
that its permission is sometimes withheld. 

There is no important difference between stock and shares. 
Stock can be dealt in for any amount: it is possible to buy, say. 
£98 7s. 2d. of stock. The nominal value ofa share can be as low 
as a farthing, but is usually £1, £5, or £io. Shares are dealt in 
by number: one cannot buy a fraction of a share. Stock and 
shares can be divided, according to the manner in which they 
are transferred from seller to buyer, into inscribed stocks, 
regIstered securities, and bearer securities. Most" gilt-edged" 
stocks, issued by borrowers of high standing such as the British 
Government, British Corporations, and Dominion Governments. 
are inscribed stocks. They are transferred, usually'in multiples 
of £100 nominal value, from seller to Quyer by entries written 
in a book (kept for British Government stock, such as British 
Consolidated Stock commonly known as Consols, at the Bank of 
England and. in general, at the registered office 'of the company 
concerned) and there are no other documents or certificates 

• apart from the receipt for the money given by the seller to the 
buyer. The seller of British Government stock, or his represent
ative appointed by a power of attorney, has to sign the register 
at the Bank of England and a receipt for the purchase money. 
Nearly all the securities issued by joint-stock companies are 
"registered." They exist in the form of certificates but a transfer 
is not completed until the name of the new holder is substituted 
for that of the old in the register kept at the h~ad office of the 
company. Bearer securities are more common in America and 
on the continent than in Great Britain. They can be transferred 
without any formality. The holder, at the time when interest 
or dividend becomes due, detaches the relevant" coupon ,. from 
his certificate and receives his payment in exchange for it. 

Members of the London Stock Exchange are divided into 
brokers on the one hand, and jobbers or dealers on the other 
hana. Brokers act as agents for the public, buying or selling 
securines upon the instructions of their clients. If a broker 
receives an order from A to sell 1000 Great Western Railway 
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ordinary shares, and an order from B to buy 1000 Great Westem 
Railway ordinary shares, he can sell A's shares to B. But usually 
the selling and buying orders received by a particular broker do 
not coincide in this way. He therefore goes to a jobber. In this 
case, he would go to that part of the floor of the "House" where 
jobbers specializing in Home Railways are accustomed to stand 
and would ask one of them what price he was quoting for Great 
Western Railway ordinaries,_ without saying whether he wished 
to buy or sell. For it is the function of the jobber to be prepared 
to deal in any of the securities of the group which he specializes 
in. The job,ber might reply "65-66," meaning that he was 
prepared to buy these shares at £65 each and to sell them at £66 
each. The difference, in this case £1 per share, is known as "the 
jobl5tr's turn." The broker may try to get the jobber to give him 
better. terms, for example by narrowing his quotation to 651-
651, or he may'try to find another jobber who is prepared to buy 
at a higher price than 65. But as a rule he will not succeed. 
Competition among jobbers, and the sanction given by custom 
to the amount of the jobber's turn for any particular security, 
will probably lead to the same quotation being given by one 
jobber as by another. The broker therefore sells the 1000 shares 
for this client to' a jobber at the best price he can get. By Settle
ment Day, which comes once a fortnight, the jobber will have 
paid him and he will send the money, less a commission for 
himself, to his client. 

A jobber may himself own securities of the type in which he 
specializes. )3ut he frequently sells securities which at the moment 
he himself does not possess. This means that he will have to buy 
them from a broker-or, if that is not possible, from another 
jobber-before Settlement Day. He thus takes the risk that he 
will have to buy them af a higher price than he has sold them . 

.In securities with a large turnover, such as Consols, this risk is 
negligible: he will be able to buy them within the next hour or 
so and their prices are most unhkely to move within that time 
sufficiently to wipe out his profit. But in securities with a small 
and infrequent sale, this risk is considerable. Hence the jobber's 
turn will usually be much larger for securities of the latter type 
than for those of the former. 

A good deal of speculation takes place in stock exchange 
securities. A speculator who buys securities because he thinks 
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their price will rise is said to be a "bull" of those securities or 
to be "long of them" (although the latter term is employed 
mainly with reference to commodities). A bull who cannot afford 
to purchase the securities outright may defer payment until the 
following settlement, by which time he hopes they will have risen 
in price, so that he can sell at a profit. The rate which he pays 
to "carry over" from one settlement to another is known as the 
contango rate. It is not a rate of interest, for although carrying 
over postpones payment it also postpones delivery of the secur
ities. Moreover, he may actually receive a rate, known as 
"backwardation," instead of having to pay one. "Bears" are 
speculators who expect the price to fall. They" sell" securities 
which they do not possess, hoping to buy them back later at a 
lower price than the buyer has undertaken to pay. If the demand 
from bears for stock which they have undertaken to deliver but 
do not wish to buy is greater than the demand by bulls for loans 
to pay for stock of that kind which they have undertaken to buy, 
the former may pay the latter in order to postpone transactions 
until the following settlement. The rate which they pay is known 
as backwardation. When neither buyers nor sellers of a stock 
have anything to pay for carrying it over, the demands of bulls 
for accommodation balancing those of bears, the rate is called 
"even." 

The existence of jobbers, giving double quotations, and the 
rules which prevent brokers from entering into any kind of 
partnership with jobbers, protect investors against buying too 
dearly or selling too cheaply. The prices quoted by jobbers, 
and the prices at which transactions are concluded, are repro
duced in the daily press. The Exchange Telegraph Company 
sells ingenious machines, installed in many offices and clubs and 
similar places, which tick out current prices on the "tape." 
Moreover, the prices ruling in other centres are constantly cabled 
or telegraphed to the London Stock Exchange and affect the 
prices quoted there. The market for leading securities is thus 
practically perfect and world wide. 
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APPENDIX B 

THE LIVERPOOL MARKET IN AMERICAN 
COTTON FUTURES 

39 

American cotton is graded according to the amoWlt of leaf 
and dirt in the lint and to the dullness or brightness of the cotton. 
The prices of nine grades are officially quoted each day. These 
grades are called in order of superiority, Middling Fair, Strict 
Good Middling, Good Middling, Strict Middling, Middling, 
Strict Low Middling, Low Middling, Strict Good Ordinary, 
and Good Ordinary. But two lots of cotton of the same grade 
may differ considerably in length, fineness, strength, and Wli
formity of the fibre. These differences are called differences of 
"staple." The length of staple of most American. cotton varies 
between f in. and 11 in., the most common length being aroWld 
i in. The longer the staple, the more valuable is the cotton, if 
its other qualities are the same, and a tiny fraction of in inch 
mat make an appreciable difference. , 

The purchase of cotton to be used in the Lancashire mills 
takes place, for the most part, in Liverpool in the offices of the 
buying brokers, who represent the spinners. The importing 
merchants bring along their samples, and a broker may spend 
quite a long time in finding the particular grade and staple he 
requires and in bargaining over a small difference in price. 
Meanwhile, in the Cotton Exchange, which does not deal in 
cotton but only in cotton futures, many large transactions may be 
taking place. 

A cotton future is a contract to deliver raw cotton during a 
specified future month. Only members of the Liverpool Cotton 
Association are allowed to trade in futures, but of course they act 
mainly on behalf of outside clients: the restriction to members 
is to prevent congestion in the "Ring," where dealings take place. 

Let us consider why anybody should want to buy or sell cotton 
futures. He may simply want to speculate, buying futures if he 
thinks the price of cotton will rise and selling them if he thinks 
it will fall. But he may want to "hedge." 

Cotton usually passes through the ownership of a number of 
different persons in its progress from the plantation to the final 
consumer--the ultimate purchaser of cotton goods. Of course 
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it changes form during this progress, but a large part of the value 
of yarn, cloth, and so on, is the value of the cotton embodied in 
it. The price of yarn and cloth moves roughly parallel to the 
price, at the moment, of raw cotton. Hence everybody who buys 
cotton and will hold it for some time before re-selling it, either 
as cotton or as yarn or as cloth or as finished goods, rIsks a con
siderable loss. For in the interval, while he is holding the cotton, 
its price may fall. In fact, the prIce of cotton often varies greatly 
over a few months. The risk is very real. 

Let us take a simple example. Suppose that an importing 
merchant is holding 1000 bales of cotton, at Liverpool, in April. 
The price of such cotton-a price which would give him his usual 
profit-is 6d. per lb. But it is part of his business to carry stocks 
of cotton, and he does not expect to sell these 1000 bales until 
July. If there are no unforeseen changes, they will sell in July 
for, say, 6!d. per lb., and this rise of !d. per lb. will cover his 
expenses for warehousing, insurance, and interest. If, however, 
the price of such cotton in July is less than 6!d. per lb. he will 
make a loss, and possibly a heavy loss, on the transaction. It is 
true that if the price is above 61d. a lb. he will make a windfall 
gain, but if he does nothing to safeguard himself he is simply 
gambling on an unexpected rise. 

He safeguards himself by selling ten July "futures" (of 100 

bales each). He thereby contracts to deliver 1000 bales, and the 
buyer contracts to take them, in July at a price fixed now. When 
July comes, he will probably "buy in" his contracts, cancelling 
his obligation to deliver, for it will usually pay him better to sell 
his cotton" spot" than to tender it in fulfilment of his "futures" 
contracts. The" hedge" consists in the fact that the price of cotton and 
the current price of cotton futures move roughly parallel to one another. 
In July, if the price of cotton is, say, 2d. per lb. less than had been 
expected in April, the probability is that he will be able to buy 
July futures in July at about 2d. per lb. less than the price stated 
in his own contract. He could therefore receive 1000 bales, from 
the man who sold him the July futures, and hand them over to 
the man who bought the July futures from him in April, at a 
gain of 2d. per lb. Actually, by a procedure which we need not 
describe, he can take his 2d. per lb. gain witho,)lt going to this 
trouble. And this gain offsets the loss which he makes on the 
cotton he has been holding, leaving him with his normal profit 
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on his importing add warehousing business. If the price of 
cotton, and cotton futures, had been higher in July than was 
expected in April, he would lose on his futures transaction but 
would make a corresponding "windfall gain" on the cotton 
he had held. 

Thus anybody who owns cotton, in any form, which he is 
going to sell later, will tend to safeguard himself against a fall 
in its price while he is holding it by selling futures. On the other 
hand, anybody who has contracted to sell cotton, in any form, 
at a future date will do the opposite. Thus a spinner who has 
contracted to sell yam at some future date at a fixed price, and 
who will buy his cotton only in the future, may lose heavily if 
the price of cotton rises in the interval. He therefore buys futures. 

Of course the growers of cotton cannot escape the consequences 
of a fall, which is not merely temporary, in its price. They will 
receive less for their cotton. In the same way the ultimate 
purchaser of cotton goods cannot escape the consequences of a 
rise in the price of cotton which is not merely temporary. He 
will have to pay more than before. But anybody in the chain of 
intermediaries engaged in transporting, warehousing, and manu
facturing cotton can largely avoid losses through changes in its 
price by making appropriate sales or purchases of cotton futures. 
The risk cannot be completely eliminated because the price
movements of cotton and cotton futures may not be exactly 
parallel and changes in the demand for and supply of different 
grades may lead to changes in the absolute price-differences 
between the grades. The "hedge" is not complete, but it elim
inates most of the risk. 

The futures market itself is practically perfect. It deals not in 
cotton but in cotton futures. One July future is exactly the same 
as another. It is a contract to deliver 48,000 lb. (equivalent to 
roughly JOO bales, the weight of a bale being variable) of Mid
dling cotton "of not less than fair staple" some time in July. 
Thus no question of differences of quality arises: the only 
difference is that some futures relate to one month and others 
to another. It should be noted that futures dealings are possible 
only in a commodity which can be fairly accurately graded. 
The minimum fluctuation permitted in the price asked or offered 
is one-hundredth of a penny per lb., equivalent to £2 per JOO 

bales. Prices are asked and offered by public outcry in the 
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"Ring," and the prices at which transactions are concluded are 
posted up on the "Board" so that all the dealers know what is 
happening. 

The great bulk of futures sales are not carried out. Sellers do 
not intend to deliver nor buyers to take delivery. They buy or 
sell futures only in order to hedge or to speculate. But a futures 
contract is a contract to deliver actual cotton. Ifit is carried out, 
the actual cotton tendered against the contract may be of any 
grade except the two lowest of the nine. It need not be Middling. 
If it is better than Middling, the buyer must pay the seller a 
difference per lb.-the difference is the difference ruling in the 
spot market at the date of tender, and if there is a dispute, re
course may be had to arbitration or to the Appeal Committee 
of the Exchange. Hit is worse than Middling, the seller must pay 
the buyer a difference per lb. Similarly, the buyer must pay 
more for a longer staple. In this way, the futures market is freed 
from all complications of differences in grade and staple and can 
rapidly carry through large transactions in a truly homogeneous 
commodity. The question of differences in quality arises only 
if the contract is actually carried out, and it is then dealt with 
outside the futures market. 



CHAPTER III 

DEMAND 

I. THE MEANING OF DEMAND 

THE demand for anything, at a given price, is the amoWlt of it 
which will be bought per uiiiCof ome at that price. Demand 
JI)e~m.and at a J?!ice; the term has no significance 
unless a price is stated or implied. The bare statement that so 
many thousand motor cars a year or so many million tons of 
coal a year are demanded in Great Britain may be intended to 
mean that for some years the prices of motor cars and coal have 
been fairly steady and that every year the volume of sales in 
Great Britain has been very near the figure named. But such a 
statement, taken literally, does not make sense. For the volume 
of sales-that is, the demand-would be different if the prices 
were different. There is no doubt that if the prices of motor cars 
could be reduced enough twice as many would be sold and that 
if their prices went high enough their sales would be halved. 
The amoWlt bought of anything will vary, and may vary con
siderably, with its price; in other words, the demand at one 
price is different from the demand at another price. 

Clearly, demand must mean demand per unit of tim,:: per 
year or per month or per week or per day. For purposes of 
illustration we shall take the week as the unit, since most workers 
are paid by the week and most housewives, therefore, plan their 
expenditure upon a weekly basis. 

Demand, it will be noted, is not the same as desire or need. 
Doubtless many people who cannot afford a motor car would 
like one, and doubtless many children need more milk than they 
get, but Wlless desire or needjs 1?acke<!~ by abi!i~ and. ~lling
ness to pay ifCloes not affect the volume of sales. The demand 
for a thing"at a given price is the amoWlt of it which would in 
fac~ be bought at that price. 

2. DEMAND SCHEDULES AND DEMAND CURVES 

A full accoWlt of the demand, or perhaps we can say the state 
of demand or the conditions of demand, for any good in a given 
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market at a given time should state what the (weekly) volume of 
sales would be at each of a series of prices. Such an account, taking 
the form of a tabular statement, is known as a demand schedule. 

The demand for a thing depends upon many influences. Thus 
the demand for a consumers' good depends upon the numbers of 
the consuming population, their money incomes, their tastes, 
and the prices of competing goods, as well as upon the price of the 
good itself. A demand schedule is drawn up on the assumption 
that all these other influences remain unchanged. It thus at
tempts to isolate the influence exerted by the price of the good 
upon the amount of it sold: to show the amount sold as a .. func
tIon" of the price of the good. 

We give below, byway of illustration, a portion of an imaginary 
demand schedule. We may suppose It to relate to the weekly 
demand for butter, sold retail, in Great Britain. In fact there are 
different vai'letieS and grades of butter, as of most so-called 
"commodities," selling at different prices, but we shall suppose 
that the butter, or grade of butter, to which our figures refer is 
homogeneo~S:- We shall also suppose that the market is perfect 
and that tranSport costs may be ignored. We give only a part 
of the demand schedule, partly because a complete schedule, 
showing the amount which would be bought at every possible 
price from zero up to the price at which ;ales fell to nil, would 
be far too long to reproduce, and partly because a price is un
likely to change very much in the near future if the other influ
ences governing demand remain the same, so that as a rule only 
that part of the demand schedule in the neighbourhood of the 
ruling price is of practical significance. 

At a price of 

d. 
15 per lb. 10 million lb. per week would be demanded 
14 13" " " 
13 14 " 
12 17 
II 20 
10 

9 
21 
112 

" 
" 

" 
The total consumers' outlay per week on butter-that is, the 

weekly amount of money spent by purchasers and received by 
sellers in exchange for butter-can readily be found by multi
plying the price per unit by the number of units which would 
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be bought at that price. Thus our schedule shows that. the 
weekly conswners' ouday at a price 6f 15d. per lb. would be 
150 million pence; at 14d. per lb. it would be 182 million pence; 
at ISd. per lb. it would be 182 million pence; at 12d. per lb. it 
would be 204 million pence; at IId. per lb. it would be 220 
million pence; at lod. per lb. it would be 210 million pence; 
and at gd. per lb. it would be Ig8 million pence. 

Pence 
per 
lb. 

y 
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12t-----------~.,......", 

II 
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Moilion Ib demanded per week 
FIG. I 

The total amount of money wluch would be spent per week at any pnce appears 
as a rectangular area. tbus tbe rectangle sbown represents 12 X 17 uulhon pence 

- 204 lIIlIhon pence (per week). 

Our demand schedule consists of seven statements. Each of 
these statements can be represented by a ,point in a system of 
rectangular co-ordinates. It is usual to measure amounts 
demanded (per week) along the horizontal axis OX and the price 
per unit up the vertical axis or. A point which is at a height 
of I2(d.) above 0 on our vertical scale and is 17 (million lb. per 
week) to the right of 0 on our horizontal scale means that at a 
price of 12d. per lb. 17 million lb. a week would be demanded. 
We can reasonably asswne continuity. For example, we can 
asswne that if 2 1 million lb. a week would be demanded at lod. 
a lb. and 22 million at gd. a lb., then some intermediate amount, 
greater than 21 million but less than 22 million, would be 
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demanded at 9ld. a lb., and so on. On this assumption of 
continuity we can join together the varioUs points to form (a 
portion of) a "demand curve." 

3. THE DIFFICULTY OF ESTIMATING ACTUAL DEMAND 
SCHEDULES 

It is easy to make up an imaginary demand schedule as we 
have just done for purposes of illustration. But it is by no means 
easy to make a good estimate of what the demand schedule for 
a particular good or service actually is. 

At any given time a particular commodity has a certain price, 
and at that price a certain number of units are bought every day 
or every week. The problem is to discover how many units 
would be bought if the price were different. This problem cannot 
be solved merely by collecting statistics of what has happened in 
the past. It may be, for example, that three years ago the price 
of the commodity was 10 per cent higher than at present and the 
volume of sales was 30 per cent less than at present. It does not 
follow, however, that if the price were raised now by 10 per cent 
the volume of sales would be reduced by 30 per cent. For the 

,other influences governing the demand for this commodity are 
probably different, and may be very different to-day from what 
they were three years ago. For instance, during periods of pros
perity both the prices and the sales of many commodities are 
greater than during times of depression. But at any given moment, 
whether times are good or bad, a rise in price will usually diminish 
the volume of sales. Statistics of prices and sales in the past can 
often throw some light upon the present state of demand, but 
they should be used with great caution, and full allowance 
should be made for differences in such factors as the size of the 
consuming population, their money incomes, their tastes, the 
state of trade, and the prices of other commodities, at different 
times. The best estimate of the state of demand can often be 
made by someoody in close touch with actual or potential pur
chasers who is aware of the alternatives open to them and can 
therefore make a good guess as to how they would respond to a 
given increase or reduction in price. 

It is often in the interest of certain business men, Govern
ments, and others to make a good guess at the prevailing state 
of demand for some particular commodity. Every seller who is 
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in a monopolistic position, in that he can fix his own prices, is 
confronted with this·problem. Whether the monopolist, in this 
sense, is an association of producers controlling the supply of a 
commodity such as tin or tea, or the manufacturer of a branded 
article, or merely the proprietor of a local cinema, he must be 
able to form a good estimate of the state of demand in order to 
know which price will give him the greatest profits. A Chancellor 
of the Exchequer, in search of revenue, should form some 
estimate of the state of demand for a commodity on which he is 
intending to impose a new tax or to increase the existing one. 
For the yield of the tax will vary with the volume of sales, and 
the rise in price due to the tax may l'educe the volume of sales. 
Some years ago a British Chancellor of the Exchequer increased 
the rate of tax on sparkling wines. This led to an increase in 
their price, and their sales fell off so much that the revenue 
yielded was less than it had been formerly, when the rate of tax 
was lower. In the next Budget the tax on them was reduced to 
its former level. Again, the makers of, say, agricultural machinery 
sold mainly to wheat-farmers will find it to their advantage to 
make an estimate of the state of demand for wheat. For instance, 
an unusually large harvest may reduce the price of wheat so 
much that the total amount of money received by wheat-farmers 
is considerably less than usual, causing their orders for machinery 
to falloff. 

Our task, however, is not to estimate the actual demand 
schedule, at the moment of writing, for any particular com
modity, but to give a general account of how prices are formed. 
For that purpose we need a clear idea of the nature of a demand 
schedule. Each statement made in the demand schedule, and 
represented by a point on the demand curve, refers to a different 
hypothesis. If the price of butter were 13d. a lb., 14 million lb. 
a week would be bought. If, alternatively, the price were lid. 
a lb., 20 million lb. a week would be bought, and so on. In fact, 
of course, there can be only one price at anyone time. The actual 
price is, let us say, 12d. a lb. and 17 million lb. a week are bought. 
The demand schedule shows the state of demand, or the con
ditions of demand, at the moment. If the price were reduced to 
lid. a lb., sales would expand to 20 million lb. a week. But this 
would not be a change in the state of demand. On the contrary, 
sales would expand to exactly 20 million lb. a week, no more and 
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no less, only if the state of demand remained exactly the same. 
The demand schedule states how much would be bought at any 
given price. If the actual price changes, and the amount bought 
therefore changes also, as indicated in the demand schedule, the 
expansion or reduction in the volume of sales is due not to any 
change in the condItions of demand, which by' hypothesis have 
remained the same, but to the change in the> price actually 
ruling in the market. 

A demand schedule, to repeat, shows how much would be 
bought per unit of time at any given price, provided that the 
other influences governing demand remain unchanged. If these 
other influences change, the old demand schedule ceases to be 
valid and must be replaced by a new one which gives a true 
picture of the state of demand which now exists in the market. 

4. WHY MOST DEMAND CURVES SLOPE DOWNWARD 

Most demand curves slope downward to the right throughout 
their length, although the slope may be much steeper in some 
parts than in others. This means that, unless something happens 
to change the state of demand, more will be bought at any given 
price than at any higher price; any rise in price will reduce the 
volume of sales, and any fall in price will expand the volume of 
sales, to a greater or less extent. We must now try to explain 
why this is so. 

The total weekly sale of a consumers' good such as butter is 
composed of numerous sales of different amounts to different 
consumers. If the other influences governing the demand for 
butter remained the same, some consumers would buy more 
butter if its price per pound were lower and some would buy 
less butter if its price per pound were higher. We can illustrate 
this by showing how each of six consumers, A, B, C, D, E, F, 
might respond to changes in price. 
Price per Amount per week bought by 

lb. ABC D E F 
d. lb. 
15 • 2 NIl 1 3 I 
14 • 2 NIl 1 31 
13 2 1 1 31 
12 2 1 1 31 
II 2 1 1 4 
10 2 1 d 
9 2 f 41 

Total 
lb. 
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At a lower price, some customers (like A) might buy no In<>re 

than before, but some who bought none before (like B at a price 
of J4d. or over) would buy a little and'others would increase 
.the amount they purchased. In order to explain why total sales 
would be greater at a lower price we must Mnsider the behaviour 
of an individufl,l consumer, and the reasons for it. 

We assume that our consumer has a fixed weekly sum of 
money to spend. (Ifmoney incomes changed, the state of demand 
would change.) He, or more probably she, must somehow decide 
in what way to spend this weekly sum. The more money he 
spends on butter the less ,is available for other goods. Hence his 
expenditure on butter can be said to reflect his scale o[preferences 
as between'butter and other gOO<ML 
- If we- knew a person's scale of m:derences as betw~ different 

consumers' goods, we could predict exactly how he would 
distribute a gIven weekly expenditure among different goods, 
provided that we knew the price of each good. His scale of 
preferences !!.. the quantitative expression of his tastes, 

The reader probably feels that the assumption that every 
consumer has a definite scale of preferences is not realistic. Let 
us consider some possible objections which may be urged against 
it. 

It may be said that a consumer's purchases will vary with 
all kinds of circumstances, such as the climate or his state of 
health or the extent to which different goods are advertised. 
This is true. But we are regarding such a change as a change in 
his "tastes." If the tastes of consumers change, the old demand 
schedule no longer applies. We are considering why a given 
demand schedule takes the form that it does. 

It-may be said that even if a man's tastes remain unchanged 
he will not order a dinner exactly similar to the one he had 
yesterday. All this means is that we must consider a period 
sufficiently 'long to enable him to satisfy his desire for variety 
in such matters as diet. 

It may be said that part of his weekly expenditure will already 
be "earmarked" owing to decisions he has made in the past. 
For example, he may have contracted to pay a certain weekly 
sum as the rent of his house. But he is free to spend the rest of 
his money as he pleases, and if, owing to changes in other prices, 
he wishes to move into a more expensive or a less expensive 

5-{B'li3) 
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house, the matter can often be arranged: at the worst, he must 
wait until his lease expires. 

It may be said that some persons buy on behalf of others. 
Thus housewives buy food for their families, parents buy clothes 
and other goods for their children, and people may buy some 
goods to give them as presents to others. But this does not in the 
least affect our argument. In order to explain the formation of 
prices we do not need to delve into the motives of purchasers. 
We need know only how they will distribute their expenditure 
when confronted with any given set of prices. 

It may be said that few persons are aware of more than a 
portion of their scale of preferences. It is improbable, for ex
ample, that many housewives have reflected upon how much 
butter they would buy per week if its price fell to Id. a lb. or 
rose to 5S' a lb., for there is no need to consider posslblliues 
unlikely to arise. For that very reason we have used only a part 
of a demand schedule for purposes of illustration. But we must 
point out that our assumption is that a purchaser acts as if he 
had a definite scale of preferences. It is just conceivable that a 
person might not be consciously aware ofhis tastes. Ne .. ertheless, 
if he behaved consistently we could construct the relevant part 
of his scale of preferences by observing his actions. 

The above objections to our assumption, therefore, carry little 
or no weight. If it could be proved that most people act irration
ally, in that they spend carelessly and impulsively, following no 
kind of plan or scheme, whether conscious or unconscious, this 
would be a valid objection to our assumption. But in faCt most 
people do not behave like this. They cannot afford to do so. 
Their money incomes are so limited, relatively to their-desires, 
that they are constrained to weigh alternatives and to think 
before they spend in order "to make the money go as far as 
possible. " 

Let us therefore consider a typical "rational" consumer, 
planning his expenditure. Suppose that he, or she, is careful 
enough to think about the pennies as well as the shillings. Given 
the prices ruling in the market, his problem is to distribute his 
expenditure among different goods in such a way as "to get 
the most out of it" from the standpoint of his own scale of 
preferences. He will try to purchase that assortment of goods 
which he most prefers, out of all the possible assortments which 



he could buy with the same money. Ifhe succeeds, he wil\ have 
arranged his expenditure in such a way that he would not 
willingly have spent a penny more on one good and a penny less 
on another. 

Another way of expressing this is to say that he tries to get 
as much utilitY as possible from his weekly expenditure. The 
word "utility" has no moral significance. It may be that he 
would obtain more nourishment from his expenditure on food 
if he bought more of some foodstuffs and less of others; it may 
be that he would be more healthy if he spent more on food or 
exercise and less on clothes or amusements; it may be that he 
would be more efficient if he spent less on alcohol. But in order 
to understand the world as it is, we must study how people in • 
fact behave and not how we think they ought to behave. To say 
that one assortment of goods gives him more utility than another 
means nothing more nor less than that he prefers the former 
assortment to the latter.1 

We must now introduce the important conception of the .. 
mare If our consumer succeeds in diSthbutirig the liIDited 
amoun~ of money which he has to spend in the way he most 
prefers, the marginal utility to him of a pennyworth of any good 
which he buys will equal the marginal utility to him of a penny
worth of any other good that he buys. If we take a penny as our 
unit, and he spends IS. a week on butter, the marginal utility 
to him of a. pennyworth of butter is the addition made to his 
total utility by consuming 12 pennyworth of butter a week 
instead' of II pennyworth. We can say, speaking loosely, that it 
is the .extra utility yielded by the last penny per week which he 
spends on butter: this statement is a little loose in that any 
pennyworth of butter is indistinguishable from any other penny
worth. If he could get more utility by spending a penny less a 
week on butter (which could of course be done by purchasing 
butter at slightly less frequent intervals) and a penny more on, 
say, tea, he has not solved his problem correctly, and, realizing 
this, he will tend to spend more on tea and less on butter. Ifhe 
does maximize his utility, he will not wish to transfer a penny per 

1 Of course a man's decisions as to what he buys depend on his estimates of 
what the relative utilities of chfferent goods will be to him. He may anticipate 
wrongly. For example, he may buy a theatre ticket and be disappointed with 
the play. But such a divergence between expected utility and utility obtained 
is unlikely with goods which he habitually buys. 
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week from anyone good to any other. For him, that is, the 
marginal utility of all the goods that he buys (taking a penny
worth as the unit) will be equal. 

Now we must consider the so-called "Law" of Diminishing 
Marginal Utility. This is a generalization arrived at by intro
spection and by observing how people behave. "'It states that if 
a consumer, with given tastes, increases his (weekly) consumption 
of one commodity only, the marginal utility to him of that com
modity will fall relatively to the marginal utility of other com
modities. And this will be still more marked if, in order to increase 
his consumption of that commodIty, he reduces his consumption 
of other commodities, for this will make their marginal utility 
to him rise relatively to that of the commodity in question. We 
state the Law in this lengthy way to avoid implying that absolute 
utility can be measured. The utility yielded by one good is 
always relative to the utilities yielded by other goods. A con
sumer can and does compare utilities-that is, the utilities of 
wfferent goods to himself-although there is no way of mea.,uring 
absolute utility. 

In so far as most persons' scales of preferences do conform 
to this Law, we have an explanation of why most demand curves 
slope downward. A given consumer, let us say, has equated the 
marginal utility of butter with that of the other goods that he 
buys. As things are, he will not buy more butter per week, for 
in order to do so he would have to spend less on something else, 
and he values the something else which he would have to give 
up more highly than the extra butter which he would acquire. 
But if the price of butter falls, the situation is altered. l1e can 
now get more butter for each penny than before. He will there
fore increase the amount of butter that he buys, thus reducing its 
marginal utility to him, until the marginal utllity to him of the 
new enlarged "pennyworth" of butter is the same as that of a 
pennyworth of anything else. Thus a fall in the price of a com
modity will usually cause more of it to be sold. Whether the 
total consumers' outlay on the commodity will be greater or 
less than before is another matter. 

This concept of marginal utility, together with the concept of 
opportunity-cost, explains why the relative values of wiferent 
goods are what they are. The preferences of each consumer 
determine how much of each good he will buy with any given 
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constellation of prices. He will distribute his expenditure in 
such a way that the marginal utility to him of a pennyworth of 
one good is equal to that of a pennyworth of any other good 
that he buys. At the same time, the price of each good will be 
just low enough to sell the whole amount coming forward for 
sale week by week or year by year. And the amount of any good 
coming forward for sale depends on the means of production 
available and their alternative uses. If any means, or factor, of 
production can produce something more valuable by moving 
into another line it will tend to do so. Thus an increase in the 
amount of one good coming forward for sale will lower its 
relative marginal utility, assuming that all of it is sold, and will 
therefore lower its value relatively to other goods. And a change 
in tastes away from one good will similarly lower its relative 
marginal utility and therefore its relative value, if the supply 
remains the same. 

It must be remembered that marginal, and not tOJ;al, utility 
varies with relative prices. Suppose, for example, that a con
sumer spends IS. per week upon bread and IS. per week upon 
periodicals. This does not mean that the total utility which he 
derives from the periodicals is equal to the total utility which 
he derives from the bread. If he had to choose, he might prefer, 
say, half the bread to all the periodicals. But the last penny 
which he spends on periodicals yields him as much extra utility 
as the last penny which he spends on bread; if it were not so, 
he would spend more on bread and less on periodicals until each 
yielded him the same marginal utility. This concept of the 
margin helps to explain what has sometimes been called .. the 
paradox of value." Bread, for example, is said to be more 
"useful" than jewellery: why, then, is it so much cheaper? We 
must look at the margin. A. purchaser of jewellery may be 
spending so much already on food, dress, and other thingS, that 
he-or she--would rather spend, say, [.10 a year on jewellery 
than use some of that [.10 to buy addztional food, dress, and so 
on. If he had to decide between going completely without food 
and going completely withQut jewellery, he would doubtless 
choose the latter. But this is not the kind of choice which in 
fact presents itself. People have to choose between a little more 
of this and a little less of that or a little more of that and a little 
less of this. They tend to equate marginal, and not total. utilities. 
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The unit of a commodity, in this connection, must always be 
the amount which can be bought for a given unit of money, 
such as a penny. To say that a consumer equalizes the marginal 
u.tility to him of bread and of milk does not mean that the last 
loaf of bread per week yields him the same additional utility as 
the last pint of milk per week. A loaf and a pint are arbitrary 
physical units. To make a comparison, we must measure in 
terms of the limited "resource" to be distributed among different 
uses; in this case the limited resource is money, the different uses 
are different goods, and the appropriate unit is the pennyworth. 

The prices ruling on the market are the same for all consumers. 
Each consumer adjusts his purchases according to his own scale 
of preferences. The differences in the tastes of different consumers 
show themselves, therefore, not in the payment of different 
prices per unit but in the purchase of different amounts. 

s. EXCEPTIONAL DEMAND CURVES 

Some demand curves slope upward, indicating that more units 
would be bought at a higher price per unit, over part of their 
length. Of course, no demand curve slopes upward all the way 
-this would mean that the amount of money spent on the good 
would be greater, approaching infinity, if its price were higher. 

Sometimes people become more anxious to buy a commodity 
when its price has risen because they think its price will rise still 
further. This applies particularly to securities of the type dealt 
in on the Stock Exchange. But such a phenomenon is best 
regarded as a change in the state of demand due to the change 
in people's expectations and not as a stable state of demand 
represented by an upward-sloping demand curve. 

Some wealthy consumers may buy some goods, such as certain 
erecious stones, mainly because they have a high price, thus 
enabling their possessors to display their wealth. Such consumers 
may buy more of such goods at a higher price per unit. But as a 
rule the market demand curve for such goods, representing the 
combined demand of all consumers, will slope downward. 

It may occasionally happen, however, that owing to the 
ignorance of consumers the volume of sales will be greater if 
the price charged is higher. Thus it is said that a certain book 
of photographs was published just before the war at lOS. 6d. 
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and sold very few copies. After the war, it was re-issued .at a 
price of £3 38. and sold very well. Presumably consumers 
thought that a book of this kind which costs £3 3s. must be worth 
having. But such cases are infrequent. 

The most important cases of exceptional demand curves are 
provided by commodities such as bread and potatoes. Over a 
certain range of prices it is quite likely that more bread or 
potatoes would be bought at a higher price. 

Bread satisfies hunger and provides energy more cheaply, 
containing mOre calories per pennyworth, than almost any type 
of foodstuff commonly consumed in the Western world. Suppose 
that, following a rise in its cost of production, the price of bread 
were to rise. If the prices of other goods remained the same, and 
money incomes remained the same, consumers would be worse 
off than before: their real incomes would have fallen. A con
sumer would find that the weekly- sum of money which he 
usually allotted to foodstuffs, rather than to rent or other things, 
would buy less than before owing to the rise in the price of bread. 
If he bought as much of everything else as before, therefore 
spending only the same amount of money as before on bread, 
he would be getting a smaller quantity of bread than before, and 
if he were very poor he and his family might really go hungry, 
getting too little food to satisfy their bare physical needs. Con
fronted with this situation, a very poor consumer might well 
readjust the distribution of his expenditure, cutting down on 
some other things, includmg more appetizing but less nourishing 
foodstuffi, in order not merely to maintain but actually to 
increase the quantity of bread he bought per week. That this 
might actually happen is suggested by the fact that a poor 
family often spends less on bread when its money income in
creases, prices remaining the same. Thus the demand curve for 
two or three commodities such as bread may slope upward for 
part of its length. 

6. ELASTICITY OF DEMAND 
An important economic concept is that of elasticity of demand. 

This concept relates to the effect of a small change in price u.P.Qn 
~ount demanded. ----~-- . 

Thefiitalamount of money which would be spent upon a 
commodity at a given price may be termed the total outlay upon 
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the commodity at that price. If two prices, close to one another, 
would induce consumers as a whole to make the .same total 
outlay, the elasticity of demand between those two prices is said 
to be equal to unity. Thus our illustrative demand schedule has 
an elasticity equal to unity between 14d. and 13d., the total 
outlay remaining constant at 182 million pence. 

If the to_t~l outlay is greater a_t_ftle lC2~~_r price, the elasticity 
of demand is ~_el!!e! ~a.n unity between the two prices. This 
is so between 13d. and 12d., the total outlay being 182 million 
pence at 13d. and 204 million pence at 12d. 

If the total outlay is greater at the higher price, elasticity of 
demand is less than unity between the two prices. This is so 
between lid. and IOd., the total outlay being 220 million pence 
at lId. and 210 million pence at IOd.1 

Thus elasticity of demand may be dlfferent, and usually is 
different, in different parts of a demand schedule. The demand 
for any commodity will have an elasticity less than unity beyond 
a certain point, since consumers will not be prepared to spend 
more than a certain proportion of their incomes upon anyone 
commodity, owing to the pressure of other wants; but of course 
the total outlay upon many commodities is in fact well below 
such a maximum. 

Fig. 1 shows the relation between the price per unit and the 
quantity bought. Another way of representing the same data 
is to show the relation between the total outlay and the amount 
bought. This is done, for our illustrative demand schedule, in 
Fig. 2. Here the price per unit is not shown directly. It can be 
obtained by dividing the total outlay by the number of units 
demanded. For example, if OM units are bought, the total 

• OR 
outlay will be OR (pence) and the price (per lb.) will be OM 

(pence). Clearly such a diagram enables us to see at a glance 
whether the elasticity of demand at any point is greater or less 
than unity. If the ~e is !~sing (from left to right), it is greater 

1 A1)other measure of elasticity of demand at any price is the percentage 
increase m the amount demanded which would result from a I per cent fall 
in the pnce; or, more generally, the percentage increase in the amount de
manded diVIded by the (small) percentage decrease in the pnce. ThIs IS not 
qUIte the same as the measure given above: the dUference arises because 
the notion relates strictly to elasticity at a point and not over a firute range 
of price. 
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than unity; if the curve is falling, it is less than unity; if the 
curve is horizontal, it is equal to unity. 

Given the numbers and incomes and tastes of consumers, the 
elasticity of demand for a commodity in the neighbourhood of a 
particular price depends upon the possibilities (as conceived by 
consumers) of sub~~t\l!i~ it for other commodities, and con- . 
versely. Thus the demand for beef may be very elastic over a 
certain range because a small fall in its price may lead to a 
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considerable substitution ofbeeffor other meat. The demand for 
orchids or diamonds may be very inelastic over a certain range 
ifbuyers do not regard other jewels or flowers as close substitutes. 
This shows that the notion that the demand for luxuries is elastic 
and that for necessaries inelastic is not valid. 

A further point.is that many commodities are capable of a 
variety of uses. Thus the demand for coal is the sum of the 
demands of blast furnaces, railways, ships, gas-works, electricity
works, factories, homes, and so on. A fall in the price of such a 
commodity may cause a large expansion in the amount demanded 
for some particular use. To revert to butter, over a certain range 
a fall in its price might considerably expand the demand for 
butter for cooking purposes. This, however, would take place 
at the expense of such fats as lard and margarine: cases of this 
kind form no exception to our generalization that elasticity of 
demand depends upon the possibilities of substitution. 



CHAPTER IV 

PRICE WITH A FIXED DEMAND 

I. INTRODUCTION 
WE shall now consider how the price of anything is determined 
if the state of demand for it remains unchanged week after week. 
Since we are takiDg the demand as fiXed and given, the price 
will depend on the supply: that is, on the amount Of it for sale. 

IIl.1lr.dinary speech the term" supply" may have any of several 
different_ me!lllings. It may mean the total stock in existence. 
The term is often used in this sense when thetotal stock cannot 
be increased, or can be increased by only a small percentage 
during the next year or two. Thus the "supply" of Cezanne 
pictures may mean all the pictures ever painted by Cezanne and 
still known to be in existence, and the world "supply" of gold 
may mean the total amount of gold in existence, since the annual 
output from the mines and rivers forms only a small percentage 
of that total. Again, the "supply" of anything which is currently 
produced may mean the n<!r:x!!al output per unit of time. Thus 
it may be said that the world's supply of wheat is approximately 
so many millioR bushels a year. The term is more likely to be used 
in this sense if normally stocks are small, as are stocks of wheat, 
compared with the annual output. But "supply" may also mean 
the amQWlt..Qfferedfor sale per!lIli~ 9(ri!n~. This is the meaning 
which is of most use in economic analysis, and which therefore 
we shall adopt. 

Supply in this sense means supply at a price, for more may be 
offered for sale at one price than at another. The state of supply, 
or conditions of supply, can be represented by a supply schedule, 
which can be shown graphically as a supply curve. We must 
discuss Production and the Theory of Costs before we can under
stand the influences which determine the quantity of any 
particular commodity which will be produced and offered for 
sale at each of a series of prices. For the present we shall take 
it for granted that as a rule at any given time (or so long as the 
other influences affecting supply remain unchanged) more 

58 
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would be supplied at any given price than at any lower p..nce: 
that as a rule the supply curve slopes up'\Var~. The elasticity of

l supply is measured by the percentage increase in the amount 
supplied divided by the (small) percentage increase in the price.' 
An illustrative supply schedule for butter is shown on page 61 
and the corresponding supply curve is shown in Fig. 4. 

2. PRICE WITH A FIXED (WEEKLY) SUPPLY 

• Let us suppose that a fixed amount of some commodity is 
produced and offered for sale every week. If the state of demand 
for it remains unchanged, there is no doubt what its price will 
be. At first there may be some small fluctuations in the price, 
but as the same conditions go on repeating themselves week 
after week the price will settle down at whatever level is 
just low enough to enable the whole amount to be sold each 
week. 

Suppose, for example, that the commodity is butter and that 
'\he conditions of demand for it are those which we gave in our 
illustrative demand schedule. If the amount of butter coming 
forward for sale each week is 17 million lb., its price will be IS. 

per lb. At a higher price than IS., some butter would remain 
unsold each week. This would lead to a growing accumulation 
of unsold stocks, and, before long, sellers anxious to get rid of 
their ,stocks would reduce their prices. Nobody would have 
anything to gain by holding stocks unless the weekly amount of 
butter produced was expected to fall, or the demand for it to 
increase; at first some sellers might think that one of these things 
wowd happen, but after a time they would realize that they had 
been mistaken. At a lower price than IS., more than 17 million 
lb. a week would be demanded. Some would-be purchasers
prepared to pay, if necessary, more than IS. per lb.-would be 
unable to buy. At first this might lead to queues of would-be 
purchasers lining up in front of the shops (as in Great Britain 
early in 1918 and in Germany during the post-war German 
inflation) in order to buy before the shop was sold out, but 
sellers would soon realize the situation and would raise their 
prices. The only price at which all the butter would be sold, 
and at which everybody could buy as much as he were prepared 
to pay for, would be IS. per lb. This would be the "equilibrium" 
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price, for it would equate the amount demanded and the amount 
offered for sale by restricting the (weekly) demand to the 
(weekly) supply available. 

If the amount coming forward for sale each week were only 
13 million lb., the price would settle down at IS. 2d. per lb., for 
this price would be just high enough to restrict the amount 
demanded each week to 13 million lb. 

When the weekly amount coming forward for sale is always 
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the same, whatever the price, the supply curve is a vertical 
straight line, such as SS in the diagram above, and the equili
brium price will be that at which the fixed demand curve cuts it. 

3. PRICE WITH A VARIABLE (WEEKLY) SUPPLY 
Let us now suppose that the amount coming forward for sale 

is not the same every week. Ifnothing happens, such as a change 
in production costs, to cause a permanen.! c~ze in the con
ditions of supply, variations in the weekly amount coming forward 
can be due only to temporary influencesl Sl!C~~ __ ~hanges in the 
weather. The question then ames whether the commodity can 
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be stored without deteriorating. If, like strawberries, it cannpt 
be kept more than a day or two without going bad, such chance 
variations in the amount coming forward will exercise their full 
effect upon the price. But if it can conveniently be stored, an 
increase in the amount coming forward will not reduce the price 
so much. After the price has been forced down some distance 
by the increased supplies, some sellers will think it more profitable 
to store their goods than to sell them at the relatively low price 
prevailing. They will know that the average amount coming 
forward each week is unlikely to change, so that a larger amount 
than usual this week is likely to be followed by a smaller amount 
than usual next week or the week after; or they may have good 
reason to believe that the amount coming forward will be less 
in the near future. They will therefore hold stocks until the price 
rises again towards, or above, the .. normal" price, hoping that 
this will more than repay them for the various ---COsts of storage. 
In this way they make fluctuations in the supply, in the strict 
sense of the amount actually offered for sale, and therefore in the 
price, less than. the fluctuations in the weekly amount coming 
forward.1 • 

Let us suppose that the relevant portion of the supply schedule 
for butter is as follows-

At a price of 

d. 
15 per lb. 25 million lb. per week would be supplied. 
14 ,,!l2 " " II II 

13 .. 19 II II II It 

12 II 17 " " " " 
II II 15 ,. " " " 
10 JJ 12 " " JJ II 

9"8,, .. " II 

A rise in price would have a double effect. It would lead to 
a smaller quantity than before being demanded and a greater 

I An illustration of this is afforded by the Meat Board of New Zealand, or 
indeed of any important overseas meat-exporting country. Shipments of meat 
rrom New Zealand may arrive in London at irregular intervals. It was thought 
that, in the past, the price of imported meat on Smithfield Market was unduly 
depressed when new shipments arrived and were offered for sale. The meat 
producers, partly for this reason, formed a Board to sell their meat for them. The 
Board owns premises near Smithfield, equipped with refrigerating apparatus, 
in which meat can be stored. When the Board thinks that the prevailing 
prices are too low, owing to a temporary increase of supplies, it withholds 
meat from sale in the hope that prices will subsequently become higher. 
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quantity than before being produced and offered for sale. 
Conversely, a fall in price would both expand the amount 
demanded and reduce the amount supplied. Nevertheless, if 
the conditions of supply and the conditions of demand both 
remained unchanged, the price would still settle down at IS. 

per lb. For this is the equilibrium price at which the amount 
demanded equals the amount offered for sale week by week. It 
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appears in Fig. 4 as the point at which the supply curve cuts the 
demand curve. 

It should be noted that the demand curve represents one set 
of forces and the supply curve another set. Each curve is quite 
independent (as a rule) of the other. The price represents the 
equilibrium between the two sets of forces. 

If there is a change in the forces go~nvullPly, the old 
supply schedule wi.IIIi01onger-p-X'esentthe prevailing conditions 
of supply, and must be replaced by one which does. Demand 
remaining the same, the new supply curve will probably cut the 
demand curve at a different point from the old one. That is to 
say, a change in the conditions of supply will probably lead to 
a change in the equilibrium price. 
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If, under the new conditions of supply, more will be offered 
for sale at any given price than before, this is termed "an 
increase of supply," and the equilibrium price will be lower than 
before. Conversely, if less will be offered for sale at any given 
price than before, this is termed" a decrease of supply" and the 
equilibrium price will be higher than before. For example, if 
supply increases, the new supply schedule might be as follows--

At a price of 

d. 
15 per lb. 40 million lb. per week would be supplied. 
14 ,,35 "" " 
13 ,,30 " " 

12 " 27 " " 
II ,,23 "" " 
10 ,,21 "" " 
9 ,,15 "" " 

The new equilibrium price, demand remaining the same, would 
be xod. per lho: 

If supply decreases, the new supply schedule might be as 
follows--

At a price of 

d. 
15 per lb. 17 million lb. per week would be supplied. 
14 ,,13 .... .. 
13 "II "" " 
12 " 9 " " 
II " 76 "" " 
10 " "" 
9" 4"" " 

The new equilibrium price would be IS. 2d. per lb. 
There is no re~on why the new supply curve should be exactly 

parallel to the old. But if a tax is imposed on the sale of the 
commodity, sellers having to pay a fixed sum of money for every 
unit they sell, this can be represented by a "new" supply curve 
parallel to the old. The" new" curve is simply the old one 
shifted to the left. Thus if sellers of butter had to pay Id. per 
lb. tax, the amount which would now be supplied at a market 
price of IS. 2d. per lb. would be only 19 million lb. a week, for 
this is the amount' which would be supplied at a net price of 
IS. Jd. a lb. and the market price of IS. 2d. represents a net 
price to the sellers of only IS. Id., since they must pay Id. of it 
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to the Government as tax. Similarly, the amount now supplied 
at IS. Id. would be 17 milllon lb., for this is the amount which 
would be offered for sale at IS. net per lb.; and so on. If the 
demand curve slopes downward, the market price will not rise 
above its old level by the full amount of the tax. How much it 
will rise depends on the elasticities of supply and demand. If 
demand is very elastic, the demand curve being nearly horizontal 

y 

Price p'l--------¥ 
per 
unit pt-----:>--+~:lt( 

t 

s 

M' M 
OL---------~~~--------~--------~~.X 

Amoun~ de"l1anded or supplred per week 

FIG. 5 

in the relevant portion, the price will rise very little; if demand 
is very inelastic, the demand curve being nearly vertical, the 
price will rise by nearly the full amount of the tax. If supply 
is very elastic, the price will tend to rise very little; if supply is 
very ineli.t.Stic, the price will tend to rise by nearly the full amount 
of the tax. 

The diagram above shows how a decrease of supply, the old 
supply curve being SS and the new one S'S', raises the price 
from OP to OP', reducing the amount demanded and supplied 
from OM to OM'. It will be noted that if the change in supply-
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is due to the imposition of a tax t on each unit sold, the new price 
OP' will not exceed the old price OP by the full amount of the 
tax. For convenience we have shown both the curves as straight 
lines. 

4. PRICE WITH A FIXED STOCK 
The stock of some things cannot be increased. Thus there may 

be exactly a thousand copies in existence of the first edition of a 
particular book. More copies could be printed, but they would 
not be genuine first editions. The stock of some things is unlikely 
to be increased, and can be assumed to be fixed. Thus there may 
be exactly one hundred thousand ordinary shares of a particular. 
company and, uruess the company deCldes to increase its ordinary
share capital, no more shares will be issued. Again, some things 
which are currently produced are very durable, like h~es, 
and--especiaUy if they take a considerable time to produce
current output may form only a small proportion of the existing I 

stock. In so far as the existing stock cannot be appreciably 
increased in the near future, it can be assumed to be practically 
fixed for the time being. 

Dealers or speculators may buy such things in the hope of 
selling them subsequently at a profit~ but ultimately the demand 
for them comes from people who want to possess them or to use 
them. Thus the demand for houses comes, ultimately, from those 
who want to live in them. Throughout this chapter we are 
supposing that the state of demand does not change. If this is 
so, speculators for a time may buy and sell to one another, but 
there will be no profits for speculators as a whole. and after a 
time it will probably be realized that demand is not likely to 
increase, and this will make speculation die down. We shall 
therefore consider only the ultimate, and not the speculative, 
demand. 

Our problem is to explain what determines the price per 
unit of a fixed stock if demand remains unchanged. Of course, 
if the different units are not homogeneous, they may have 
different prices. One house may sell or rent for less than another 
which is larger or more attractive or better situated; the two 
"houses" are really different commodities. But if different 
houses are fairly close substitutes, so that their prices tend to 
rise and fall together, our explanation will apply to what may 

6-(B,3931 
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be termed "the general level" of house prices. We shall take 
as our illustration the thousand copies of the first edition of a 
particular book, assuming that any copy is indistinguishable from 
any other and that the market is practically perfect. 

Under these conditions there will be only one price for a copy 
of this first edition. But after a time no transactions will take 
place. Everybody who would be prepared to sell at that price 
will already have sold; everybody who would be prepared to 
buy at that price will already have bought; and, by hypothesis, 
the state of demand remains unchanged. The "price" would 
thus be the price which any possessor of a copy could get if he 
chose to sell it. 

Every owner of a copy is a potential seller, but there is a price 
below which he will not sell. This price may be called his "re
serve" price. If his reserve price were £100, and his copy were 
put up to auction and the highest bid made was £99 he himself 
would bid £100 rather than part with his copy. Of course, 
dIfferent owners have different reserve prices, and if a man owns 
several copies he might be prepared to sell one copy more 
cheaply than a second, and so on. 

Now let us go back to the time when transactions in copies 
were taking place, before the price settled down. Each owner of 
a copy at that time had his reserve price. Assuming that he 
would have been prepared to sell at his reserve price, we could 
construct a supply schedule from these reserve prices. Suppose 
that the highest reserve price is that of A, say £200; that the 
next highest is that ofB, say £190; that the next highest is that 
ofC, who wants at least £185; and so on. Suppose that the low
est price is that of Z, who wants only £50; the next lowest is 
that ofY, who wants only £55; and so on. The supply schedule 
would show that at a price of £50 one copy (that of Z) would 
be offered for sale, at a price of £55 two copies (those of Z and 
V), and so on, concluding by stating that at £185 998 copies, 
at £190 999 copies, and at £200 the whole thousand copies, 
would be offered for sale. 

Against this supply schedule we could set a demand schedule 
made up of the demands of all those who did not possess copies 
or who wish to buy additional copies. The equilibrium price 
could be shown on a diagram as the point at which the supply 
curve cut, the demand curve. 
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Another way of discovering the equilibrium price would be 
to lump together the reserve prices of the various ownerS and 
the demand prices of the would-be purchasers to form a com· 
bined demand schedule. For the reserve price of a potential 
seller (or, more strictly, a fraction below it) can be regarded as 
the price at which he "demands" his own copy. 

Suppose, for example, that the would-be buyer with the highest 
demand price is A', who would give £200, the next highest 
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demand price is that ofB', who would give £198, and the next 
highest is that of C', who would give £190. The combined 
demand schedule would begin by saying that at a price of £200 
two copies would be demanded (one by A and one by A'), at a 
price of £198 three copies (by A, A', and B'), and at a price 
£190 five copies (by A, A', B', C' and B). But there is no 
reason why any of these should pay such a high price, for there are 
plenty of sellers willing to sell for less. If the market is perfect, 
the price will settle down at the level just low enough to enable 
all the thousand copies to find permanent homes. This is 
shown in the above diagram. The vertical line SS represents the 
fixed stock of a thousand copies. The curve DD represents the 
combined demand schedule. The price, OPt will be that at 



68 ECONOMICS 

which DD cuts SS. It is obvious that if the fixed stock was 
smaller, the equilibrium price would be higher, and that if the 
fixed stock was greater, the equdibrium price would be lower. 
Given the state of demand, the price will depend on the size of 
the fixed stock---diagrammatically, that is, on the distance from 
o of the vertical line SS. 



CHAPTER V 

CHANGES IN DEMAND 

I. INCREASES AND DECREASES OF DEMAND 

WE have seen that although the state of demand for a good may 
remain unchanged, a fall in its price, due to an increase of supply, 
will probably cause the volume of sales to expand. This is 
sometimes termed an "$:xtension" of demand, the term "in
~~" of demand being reserved for a change in the state ~f 
demand, more being bought at any given price than would 
have been bought before at that price. In the same way the term 
" con traction" of demand is employed to denote that sales fall 
off not because of a change in the state of demand but because 
of an increase in the price, and the term "dec~eas~" of demand is 
reserved for a change in the state of demand, less being bought at 
any given price than would have been bought before at that price. 

An increase or decrease of demand, in this sense, means that 
the co'iiiIifiOns of demand have ctiangea.--neola-iIeniand 
scnedule no longer gives a true picture of the state of demand 
and must be replaced by one which does. Instead of a movement 
along the existing curve--an extension or contraction-the old 
curve is replaced by a new one~ Thus, if an' increase occurred 
in the demand for butter, the old demand schedule, given on 
page 44, might be replaced by the following one--

At a price of 
d. 
15 per lb. 20 million lb. per week would be demanded. 
14 22 " " " " 
13 " 25 "" 
12 28 " " 

II "go " " " " 
10 ,,31 " " " " 
9 .. 32 " " 

An increase in the demand for anything would tend to raise 
its price; if the conditions of supply remain the same, it will 
raise its price. Thus if the supply schedule for butter remains as 
shown on page 61, the new equilibrium price, after the market 
had adjusted itself to the above increase in demand, would be 
IS. 2d. per lb., for this is the price at which the amount coming 
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forward for sale each week, namely 22 million lb., would equal 
the amount bought. In the following diagram an increase in 
demand is represented by a shift of the demand curve from DD 
to D'D', raising the price from OP to OP', and increasing the 
quantity sold from OM to OM'. A decrease in demand will of 
course have the opposite effect. 

Thistscha....£.ter discusses the main influences affecting demand; 
it POIn out the main types of change likery to lead to an Increase 
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or decrease in the demand for any particular good. We shall 
have in mind mainly consumers' goods, but most of our general
izations about demand and supply apply to anything which has 
a price. The demand for goods and services bought by entre
preneurs tends to vary with the demand from consumers for 
the consumers' goods which they help to produce. For example, 
a decrease in the demand for cotton clothing tends to be reflected 
in a decrease in the demand for raw cotton. 

2. CHANGES IN THE AMOUNT OF MONEY 

A change in the amount of money would usually lead to various 
other changes. It is unlikely that the relative prices of different 
goods would remain the same; and it is unlikely that the general 
level of prices would rise or fall in exactly the same proportion 
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as that by which the amount of money had been increas~d or 
diminished. But we must defer our discussion of monetary 
changes to a much later chapter. For the present we shall regard 
money simply as a counter which facilitates the exchange of 
goods, and we shall merely compare two equilibrium situations 
which differ from one !lnother only in the quantity of money 
available, without attempting to discuss the transition from the 
one situation to the other. 

At the moment of writing, the Swiss franc is below 22 to the £ 
and the French franc is over 150 to the £. Suppose that, as a 
matter of convenience, the Swiss Government wished to reduce 
the value of the Swiss franc to about the same level as the French 
franc. It might decree that in all contracts made in terms of 
Swiss francs the number of Swiss francs stated should be multi
plied by 7; new types of notes might be printed and new types 
of coins struck, and everybody presenting notes or coins of the old 
type at the banks might be given seven new Swiss francs for 
every old Swiss franc which he handed in. Such a change might 
take place quickly and with very little disturbance. The same 
quantity of each good as before might come forward week by week 
for sale but all prices (except the rate ofinterest) would be seven 
times as high as before, for consumers would have seven times as 
much money-seven times as many counters as before--to spend. 

A change of this kind, on a far more spectacular scale, occurred 
when the Ge!:..l!lan mark was stabilized at the beginning of 1924. 
The quantity of money in Germany had been vastly increased 
in the previous years by the issue of paper notes, and in the latter 
part of 1923 the prices of most goods in Germany ran into 
billions of marks; it took 20 billion marks to buy £1 sterling. 
When the mark was stabilized, one- new mark was given in 
exchange for a billion old marks, which ceased to be legal tender, 
and prices fell to about one-billionth of their previous level. 

The prices of most things in France to-day are about seven 
times their pre-war level. This is mainly because there is about 
seven times as much money in France as there was before the war. 
But this increase in the quantity of francs took place over a 
number of years, and was not a change of the type supposed 
above, made overnight with a stroke of the pen. Hence it was 
accompanied by other changes which we cannot here discuss. 

It is money which is offered in exchange fOr goods, and hence 
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an increase in money incomes and in the money values of assets 
is likely to lead to an increase in the demand for goods and thereby 
to raIse their prices. If we can imagine two societies which are 
similar in all respects except that the quantity of money is twice 
as great in one as in the other, all money incomes and prices 
would be twice as. high in the former as in the latter. 

3. CHANGES IN REAL INCOME 
The "real" income of a person consists of goods and services 

which he can buy with his money income. During a period of 
depression an increase in the amount of money may sometimes 
promote recovery and increase real incomes by leading to the 
employment of men and resources previously idle. But this will 
by no means always happen, even in a depression; it is unfor
tunately impossible to increase real income whenever desired 
by simply printing more paper notes. The main way in which 
the real income of a community increases is by the progress of 
technique. Inventions and discoveries improve the state of 
technical knowledge, and their application to industry and trade 
enables more to be produced than before with the same amount 
of labour and other resources. 

Increases in technical knowledge change the conditions of 
supply. For example, the last twenty years or so have witnessed 
continuous improvements in the technique of manufacturing 
motor cars. New and improved models have been put on the 
market, and costs of production have tended downward. The 
supply schedule for motor cars has been changing; at any stated 
price more cars of a given type would be produced and offered 
for sale to-day than some years ago. It may be thought, therefore, 
that changes in real income due to technical progress should be 
discussed under the heading of changes in supply and have no 
place in the present chapter, which deals with changes in demand. 
But this is not so. Many changes affect both the conditions of 
supply and the conditions of demand, and the progress of 
technique is a conspicuous case in point. 

Let us suppose that the real income of a typical consumer 
increases by about 10 per cent, and that his tastes remain 
unchanged. It is most unlikely that he will distribute his expen
diture over dIfferent goods in the same proportions as before. 



CHANGES IN DEMAND 73 
It is most unlikely, that is to say, that he will buy just 10 per, 
cent more, in amount, of every good which he bought previously. 
It is probable that he will increase his purchases of some goods 
by more than 10 per cent and of others by less than 10 per cent. 
He may diminish the quantity of some goods which he buys, 
or may even cease to buy them at all; and he may now purchase 
goods which previously he did not buy at all. His scale of pre- I 
ferences, we suppose, remains the same, but a change in his real 
income alters some, or all, of his demand schedules for different 
goods. 

In fact, a change, such as the progress of technique, which 
leads to a general increase in real incomes is likely to change the 
supply schedules for different goods. But for the moment let us 
suppose, in order to concentrate upon the part played by demand, 
that there has been a general and uniform progress in technique, 
accompanied by an increase in the quantity of money sufficient 
to raise the money incomes of consumers and to leave supply 
schedules unchanged. We can then obtain a fairly good notion 
of how demand will change by observing how the expenditures 
of families at one level of income differ from those of faInilies at 
another level. People certainly differ in their individual tastes, 
but they are sufficiently ahke to warrant the deduction that if a 
whole group of families had their incomes raised to a higher 
level they would spend them in much the same way as faInilies 
already at that level do in fact spend theirs, 

Thus it seems fairly certain that if people's incomes increased, 
the proportion of their incomes which they spent on food would 
diminish and the proportion which they spent on bread would 
considerably diminish, For example, the inquiry conducted by 
the Ministry of Labour into working-class budgets in the United 
Kingdom in 1904 gave the following results-

Average 
Average Expendtture Percentage of Income 

Range of on Spent on 
Weekly Income Income 

Food I Bread Food I Bread 

s, s, s, s. 
Under 25 21'4 14'4 3'0 67 14'3 
25 to 29 27'0 17,8 3'3 66 12'3 
30 \034 31'9 20,8 3'3 65 10 3 
35 to 39 , 36'5 22'3 3'4 61 9'2 
40 and over ~o- 29'7 4'3 57 8'3 
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Much the same applies to rent. Thus the New Survey of 
London Llfe and Labour found that in East London the per
centage of family income spent on rent fell from 21'4 per cent 
out of an average weekly income of 43S. to 6· I per cent out of an 
average weekly income of 230S. A rise in the incomes of" middle
class" families often leads to a greater increase in their ex
penditure on such items as furniture, education, travel, and 
amusements than in their expenditure on food, clothing, and 
housing. 

We should beware of drawing too precise conclusions from 
the many inquiries which have been made into family expendi
tures. For example, it does not seem true that the proportion 
spent on rent falls steadily as income increases. Over a certain 
range of incomes (for example, 100S. a week to 150s. a week in 
East London) an increase in income may lead to little, if any, 
increase in the amount of money spent on rent. People may keep 
the same house or flat or rooms as before. Beyond that range, 
the desire for social distinction may cause an increasing propor
tion of additional income to be spent on rent. The net result may 
be a continuous fall in the percentage spent on rent as income 
increases, but the rate offall will not be regular. Again, the fall 
in the per capita expenditure on meat which has been going on 
for a number of years in the United States may be due partly 
to the general upward trend of real income and partly to a 
growing change in tastes away from meat and towards fruit 
and vegetables. 

It seems fairly certain, however, that when a person's income 
rises he will tend to substitute what may be termed "superior" 
goods for cheaper but inferior goods which satisfied the same 
kind of need. Thus he may substitute butter for margarine, fresh 
milk for powdered or condensed milk, and hats for caps. He 
may actually spend less money on these inferior goods than 
before; indeed, he may cease to buy them at all. He will tend 
to increase his expenditure on the more appetizing kinds of 
foodstuffs, such as fruit and vegetables and dairy produce and 
meat, more than on such things as bread and potatoes. If the 
rise in his income is sufficient, he may buy goods which he could 
not previously afford at all. Thus he may purchase a motor car 
(which will mean that in the future he will be a consumer of 
petrol and may spend less than before on journeys by rail or 
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tram or bus) or a refrigerator or a wireless set. This wil\ not 
necessarily indicate a change in his tastes; it will happen simply 
because he can now satisfy his wants more fully. 

Thus a rise in real incomes will tend to increase the demand for 
goods previously regarded as luxuries or semi-luxuries more 
than for goods of an "inferior" type. The percentage increase 
in a person's demand for a good due to a I per cent increase in 
his real income, or, more generally, the percentage increase 
in the amount demanded divided by the percentage increase in 
his income, is sometimes called his "income-elasticity of demand" 
for that good. 

4· CHANGES IN POPULATION -n. . to\l 
Other things remaining the same, the total dem~ for any 

good will obviously vary with the size of the consuming popula
tion. But other things are not likely tq remain the same. 

If the population of a country increases owing to immigration, 
the immigrants will probably have somewhat different tastes 
from the others. Thus the demand for foods particularly desired 
by the immigrants--such as certain foodstuffs to which they are 
accustomed-will increase more than the demand for other 
things. 

Apart from migration, the population of a country changes 
through births and deaths. A country whose population is 
increasing rapidly will have a high proportion of children and a 
low proportion of old people; a country whose population is 
declining or tending to decline will have the opposite. Most 
Western countries are now in the latter position. Thus in Great 
Britain in 1937 about 23 persons out of every 100 were under 
15 and some 13 were over1io. In 1967 probably only about 10 
persons out of every 100 will be under 15, whereas about 23 will 
be over 60. Clearly a change of this kind will increase the 
demand for things wanted mainly by elderly people, such as 
invalid port and artificial teeth and bath chairs, and will decrease 
the demand for things wanted mainly by children, such as peram
bulators and toys and bread. 

An increase in the number of persons of ma~.Keable age 
(which may come about without any change in the total size of 
the population) will lead to an increased dema,nd for housing 
and furniture. 
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5. CHANGES IN THE DISTRIBUTION OF WEALTH 

A person's power to demand depends on the size ofhis income 
and of his assets, in so far as he is prepared to sell assets, or to 
·borrow against them, in order to spend the proceeds. A man who 
spends £2000 a year exerts ten times the "pull" on the market 
of one who spends only £200 a year, for one man's pound is as 
good as another's. Hence, if some people become more wealthy 
and others less wealthy than before, the demand for various goods. 
and services is likely to change. For it is unlikely that the former 
will distribute their additional expenditqre in exactly the same 
way as the latter used to distribute the expenditure which now 
they can no longer make. The demand for goods on which the 
former increase their expenditure is likely to rise and the demand 
for goods on which the latter cut down their expenditure is 
likely to fall. 

Suppose that, by taxing the rich and subsidizing the poor, a 
society makes the distribution of wealth among Its members 
much less uneven than it was. The demand for things bought 
mainly by the very rich, such as luxurious cars and mink coats 
and pearls, will fall. So will the demand for things bought 
mainly by the very poor, such as cotton stockings and horse-meat. 
On the other hand, the demand for things which the poor used 
to regard as semi-luxuries will increase. 

6. CHANGES IN THE STATE OF TRADE 

Fewer men and resources are unemployed, output is greater, 
total money income is greater, and the demand for nearly 
everything is greater, as a rule, during a period of good trade 
than during a period of depression. If prosperity is expected to 
continue and possibly to increase, the demand for producers' 
goods is likely to increase more than the demand for consumers' 
goods. Entrepreneurs will anticipate good or rising profits, and 
will therefore increase their orders for plant and equipment and 
for raw materials and intermediate products. 

The opposite will happen if trade is bad and is expected to 
remain bad or to become worse. The demand for producers' 
goods will fall off more than the demand for consumers' goods. 
Consumers, being on the whole poorer than before, will tend to 
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reduce their expenditure on durable consumers' goods such as 
furniture and household appliances. 

7. CHANGES IN OTHER PRICES 

The state of demand for a particular good may change because 
the prices of other goods have changed. If two goods are fairly 
close substitutes, a fall in the price of one is likely to decrease 
the demand for the other, and conversely. For example, if an 
increase in the amount of mutton coming forward for sale causes 
its price to fall, a number of housewives and others may buy 
mutton rather than beef and the demand for beef may decrease. 
On the other hand, if two goods are jointly demanded, being 
used together in more or less constant proportions, a fall in the 
price of one is likely to increase the demand for the other. For 
example, a fall in the price of motor cars will tend to expand 
their sales, thus leading to an increase in the demand for petrol. 

These generalizations apply also to goods and services bought 
by producers. Thus a rise in .the wages of a particular kind of 
labour may induce the employers concerned to replace some of 
that labour by machinery, so that the demand for such machinery 
may increase. 

8. CHANGES IN TASTES 

The tastes of consumers may change for all kinds of reasons. 
We shall not attempt to explain the vagaries of fashion, which 
decrees at one time that women's hair shall be short, thus 
decreasing the demand for hair-pins, and at another time that 
women's dresses shall be longer, thus increasing the demand for 
dress materials. Before the war, the preparation of o.s.t:rich and 
other feathers for women's hats was a flourishing industry in 
Paris; after the war feathers were out of fashion. In England, 
s~w p.~ts were worn at one time by most men in the summer: 
where are they now? 

It is almQst as difficult to explain changes of tastes in matters 
of diet. There seems little doubt that during recent years the 
British demand for beef and veal has fallen relatively to the 
demand for mutton and lamb and for bacon and pork. Is this 
because fewer families want big joints nowadays? It seems to be 
due mainly to a general change in tastes about which nothing 
can be said. 
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For convenience it is usual to include changes in demand 
arising from external circumstances such as changes in the 
weather under the general heading of "changes in tastes," for 
they do spring from a change in scales of preferences, although 
we know well enough what has brought about this change. Thus 
an increased ~emand for umbrellas may be due to a wet summer 
and an increased demand for refrigerators and cold drinks to a 
hot one. Progress in medicine and allied science may lead to 
changes in demand. People may spend more time sun-bathing, 
and increase their expenditure on sun-tan oil; they may buy 
more of certain foods because it becomes known that they 
contain vitamins. 

Advertising and propaganda may lead to changes in tastes. 
People may drink more milk or eat more fruit or "buy British" 
because they are constantly urged to do so; and the demand for 
patent medicines and other branded articles is almost entirely 
the result of advertisement. 



CHAPTER VI 

DEMAND, SUPPLY, AND PRiCE 

I. CHANGES IN SUPPLY 
FOR the moment we can give only a brief preliminary account 
of the influences affecting supply. 

The cost of production of a commodity is composed of the 
prices of the various factors, including raw materials and inter
mediate products, used in producing it. A rise in the prices of 
some of these factors will increase costs and thereby change the 
conditions of supply. The supply curve will shift to the left: at 
any given price less will be produced and offered for sale than 
before. For example, during 1936 and 1937 the rise in the prices 
of timber, steel, and other materials changed the conditions of 
supply of such goods as houses, ships, and motor cars in this way. 
Of course a fall in factor prices will have the opposite effect. 

Taxation imposed on output or sales, or on the possession or 
use of factors of production, will have the same tendency. An 
example of this has already been given. 

An improvement in technique, which enables any given 
quantity of a commodity to be produced or marketed at a lower 
cost than before will have the opposite effect. 

The conditions of supply may be altered by such things as 
changes in the weather, fires, floods, dust-storms, and earth
quakes, although such changes are often only temporary. Suit
able weather conditions may lead to a large wheat harvest and 
thereby increase the supply of wheat; the destruction of steel
works by fire or by bombs will decrease the supply of steel. 

The effect upon price of changes in supply, supposing demand 
to remain the same, was discussed in Chapter IV. 

2. CHANGES IN BOTH SUPPLY AND DEMAND 
Many changes will affect both the conditions of supply and 

the conditions of demand. We have seen that an increase in the 
amount of money which brings about a rise in money incomes 

79 



So ECONOMICS 

will increase demand, but clearly it will also affect costs. The 
money which a wage-earner receives for his work is income from 
his standpoint but from the standpoint of his employer it is a 
cost. Improvements in technique tend to increase the supply 
of the goods in question, and we have seen that, by increasmg 
real incomes, they lead also to changes in demand. If a par
ticular kind of labour obtains higher wages, this will tend to 
raise the costs of whatever it helps to produce, and· at the same 
time will increase the power to demand of the workers concerned. 
Indeed, it can be urged that any change will have repercussions 
throughout the economic system. But often these repercussions 
are so slight that they can safely be neglected. 

Again, it often happens that over a certain period something 
happens to change the conditions of supply of a commodity 
and something else happens to change the conditions of demand 
for It. For example, an improvement in the technique of manu
facturing motor cars may coincide with an increase in the 
demand for motor cars due, for instance, to a rise in real incomes 
or a change in the distribution of wealth. 

If an Increase in supply is accompanied by a decrease in 
demand, the price of the good will fall, and if a decrease in 
supply is accompanied by an increase in demand, the price of 
the good will rise. But if an increase in supply is accompanied 
by an increase in demand, or a decrease in supply by a decrease 
in demand, we know that output and sales wIll tend to expand 
in the former case and to contract in the latter, but we cannot 
say a priori what will' happen to the price. 

After the period of transition is over, and both producers and 
consumers have adjusted themselves to the new conditions, both 
the supply curve and the demand curve will be different from 
what they were before. The new equilibrium price will be repre
sented by the point at which the two new curves cut one another. 

It is because different changes often take place simultaneously 
that economists make so much use of the word "tends" and of 
the phrase" other things being equal" or "other things remaining 
the same." A large cotton crop will tend to reduce the price of 
cotton. But other things may not remain the same. For some 
reason the demand for cotton may happen to increase so much 
that the price of cotton actually rises. Nevertheless the big crop 
does tend to keep down the price. If the crop had been smaller, 
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the same increase in demand would have brought about a still 
greater rise in the price. . 

3. SHORT-RUN AND LONG-RUN EFFECTS 
It often takes some time for the effects of a change to work 

themselves out fully. If no further changes take place, a new 
equilibrium will eventually be reached, but the period of transi
tion may last for months or even for years. 

Suppose that there is a permanent increase in the demand for 
some commodity: the demand curve shifts to the right and stays 
there. If the existing stock of that commodity cannot be in
creased, as in our previous illustration of a first edition, its price 
will rise but there will be no direct effects upon productive 
activity. But if the commodity is currently produced, the 
tendency will be to produce more of it. For if the amount of it 
coming forward week by week for sale remains the same, its 
price will rise. It will thus become more profitable than before 
to produce it. Existing firms will tend to expand their output 
and new firms will tend to enter the industry. 

It may be that a given increase in demand can readily be 
met by existing firms without any increase in their plant or 
equipment. The firms may have been working below capacity. 
This implies that they could increase their output somewhat and 
thereby reduce their average costs per unit, for some costs, such 
as the salaries of the manager and the office staff or the rent 
paid for the land or buildings, will increase little, if at all. We 
may point out that this in turn implies that such firms are in a 
.. monopolistic" position in that they realize that an expansion 
of their output, given the demand, would reduce its price per 
unit. For if a firm thinks that it can market a larger output 
without affecting the price, and knows that it can reduce its 
costs per unit by working to full capacity, it will do so. The fact 
remains that some firms which were working below capacity 
can readily expand their output somewhat in response to an 
increase in demand. Possibly they may be glad to do so without 
raising the price: the supply curve in the neighbourhood of the 
existing price may be horizontal • 

. Again, most firms make several different products. If the 
demand for one product increases and the demand for another 

HB.293) 
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decreases, i~ may be possible to produce more of the former and 
less of the latter at the same cost and with the same plant and 
equipment and labour force. Thus consumers may demand more 
of one kind of cloth and less of another. If both kinds are made 
with the same looms, it may be quite easy for manufacturers to 
supply more of the former and less of the latter without any 
change in prices. 

Moreover, changes in demand are often anticipated by 
producers, who take steps to alter their output without waiting 
for the stimulus of an actual change in price. 

But adjustments cannot always be made so easily or so rapidly. 
A big increase in the demand for a manufactured good, leading 
to a substantial expansion in its output, may call for an increase 
in "capacity." New plant and equipment may be required; 
more raw materials may be needed; more workers may have to 
be trained in the relevant tasks. In the same way a big increase 
in the demand for a mineral may lead to the opening of new mines 
or the sinking of new shafts, and a big increase in the demand for 
an agricultural product may lead to the transference of land 
from other uses. Thus some time may elapse before output 
attains its new equilibrium level, and in the interval there may 
be a conslderable rise in the price of the commodity. 

An extreme illustration is provided by rubber. Trees do not 
begin to yield latex (the milky substance which is converted into 
rubber) until five to seven years after they have been planted. 
A big increase in the demand for rubber may therefore lead to 
a very large rise in its price, and its price may remain very high 
for several years, until the new trees planted in response to the 
increased demand begin to yield. For the time being, more 
rubber can be made available by drawing upon existing stocks 
and by "tapping" existing trees more frequently. But after a 
time stocks will become exhausted and increased tapping will 
diminish the yield; these are temporary expedients which cannot 
cope with a permanent increase in demand. Again, the high 
price of rubber will make it more profitable to "regenerate" old 
rubber. Thus during the period of transition the amount of 
rubber coming forward will be greater than before and its price 
will be much higher than before, and may vary somewhat from 
week to week with changes in supply. The new equilibrium will 
be reached, if no further changes take place, only after a number 
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of years, with the output of rubber considerably ,greater. than 
before and its price somewhat higher than before, but not as 
high as during the period of transition. 

Clearly no single supply curve will suffice to depict conditions 
during a period of transition, for the state of supply will con
stantly alter as new plants come into operation, new mines are 
opened, and so on. Hence a supply curve, and therefore of course 
the supply schedule which it represents, is best regarded as 
showing how much would be supplied at any given price after 
su.fficitnt time has elapsed for the necessary adjustments to be made. 

4. DOWNWARD-SLOPING SUPPI:Y CURVES 
We have assumed that the supply curve of a currently produced 

good will usually sJope upward: that is to say, that a hi.gher 
price would be required to call forth a greater output. An 
increase in the demand for it would cause more of it to be pro
duced. But after sufficient time had elapsed for a new equilibrium 
to be reached would its price inevitably be higher than before? 

It may be that an increased demand for a commodity coincides 
with improvements in the technique of producing it. The latter 
may lead to a fall in its price, but this leaves open the question 
of whether the fall in its price would have been greater or less if 
demand had not increased. In order to isolate the effects of a per
manent increase in demand, let us consider what would happen 
if the state of technical knowledge were to remain the same. 

More factors of production will be needed by the industry 
concerned. For example, it will need more raw materials or 
intermediate products and more labour qualified to perform the 
tasks required. It may be that more factors can be obtained for 
the same price as before, but as a rule a somewhat higher price 
will be required to call forth increased supplies or-what comes 
to the same thing-less suitable workers and materials will be 
employed at the price which used to be paid for more suitable 
ones. Thus costs will tend to increase. Is there any counter
acting influence tending to reduce costs? 

There is a common impression that such a counteracting 
influence exists in the economies of large-scale production. It is 
believed that a permanent increase in the demand for a manu
factured good will lead ultimately to a fall in its price because, 
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after the period of transition is over, it will be produced on a 
larger scale and therefore, it is thought, more cheaply. 

This is sometimes true, but it is important to realize when and 
why it is true. There is no magic in the mere fact that more is 
being produced than before. We have seen that average costs 
will tend to fall if fuller use is made of plants previously worked 
below capacity. But why should they fall if the existing capacity 
is increased? Suppose that existing firms and plants are duplic
ated or that, let us say, a cotton-spinning firm expands, acquiring 
new bUIldings and managers and spindles and workers. There is 
no obvious reason why costs should fall. It is often urged that a 
country with a relatively small population, such as Australia, 
cannot produce many commodities as cheaply as, say, the 
United States or Great Britain, because she has a smaller home 
market and must therefore produce them on a smaller scale. 
This is true of some commodities, but not of most. It will usually 
be found that the small country has quite a number of factories 
producing the commodity in question. Its typical factory may 
be just as large as the typical factory in a big country. If not, it 
would usually be possible, by grouping the workers into fewer 
and larger factories, to make it so. How, then, would costs be 
reduced if the population were twice or ten times as large? If 
producing on a larger scale means merely having a thousand 
factories instead of a hundred, to produce ten times the former 
output, it is difficult to see in what the economies consist. 

The fact is that costs will fall, as a rule, only if a larger output 
is produced by different and cheaper methods. Then the 
question at once arises why these methods, which by hypothesis 
were known before, were not used before. The answer must be 
that they demand large and expensive machines and other 
apparatus which are worth installing only if the demand is 
sufficiently large to enable them to be fairly fully utilized. To 
take a simplified example, an output of 1000 units per week may 
be produced by the old methods at a cost of £1000 per week, 
and an output of 5000 units per week could be produced, with 
the aid of a certain machine, at a cost of £2500 per week. If 
the conditions of demand had been such that 1000 units would 
sell for more than £1 each and 5000 units for less than lOS. each, 
it may not have been profitable to install the machine, for its 
capacity may be over 5000 units a week and its cost may not 
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vary much with the extent to which it is utilized. If, now, deII}.and 
increases, so that 5000 units a week sell for more than lOS. each, 
it becomes profitable to install the machine. 

In the above example the conditions of demand relate to the 
market as a whole. Suppose that the market is Australia or, if 
the costs of transporting the commodity are sufficiently high to 
localize the market, the district around Sydney. If this market 
would previously have taken over 5000 units a week at a price 
above lOS., any firm would have found it profitable to install 
such a machine and undersell its rivals without waiting for an 
increase in demand. The commodities which a country is at a 
disadvantage in producing merely because its home market is 
small and it is distant from foreign consuming centres are com~ 
modi ties requiring large and expensive plant which is not worth 
while installing unless it can be utilized more fully than the 
conditions of demand in that country permit. Examples are 
motor cars, large ships, and certain types of machines. 

An industry may expand without changing its methods of 
production, but the fact that its demand for certain goods has 
increased may enable these goods to be produced by different 
and cheaper methods and therefore supplied to it at a lower price 
than before. For example, the expansion of a textile industry 
may conceivably lead to a reduction in the price of textile 
machinery. But favourable repercussions of this kind are not 
very common. 

Hence our conclusion is that, if the state of technical knowledge 
remains the same, an increase in the demand for a good or service 
will lead ultimately to a reduction in its price only if it makes 
profitable the utilization of machinery, and so on, not worth 
using before. Moreover, its price will fall only if the economies 
produced in this way more than counteract the tendency for 
costs to increase owing to the increased demand for the factors 
used by that industry. This will happen only in the minority of 
cases.1 As a rule, the supply curve slopes upward. But in this 

1 It must be remembered that we are taking the state oftechnical knowledge 
as given. As time goes on, improvements in technical knowledge tend to reduce 
costs in many industries, but that is another matter. Any particular industry 
would probably have to pay somewhat more for some of its materials or labour 
if it expanded substantially, and not many of them would be able more than 
to counteract this by adopting methods of production already known but at 
present not worth while because demand is too small. 
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minority of cases we must say-if we are justified in applying to 
them the concept of a long-period supply curve--that the supply 
curve slopes downward for part of its length. But it may well be 
conceded that the supply curve is not a very suitable instrument 
to employ in dealing with problems of this kind. 

s. JOINT SUPPLY 
Two or more different goods are often produced together. 

Thus wool and mutton are joint products of sheep, and beef and 
hides are joint products of oxen. The less valuable product of 
a process is often termed a by-product. Thus the main product 
of a coke-oven is metallurgical coke; the coke-oven gas which is 
also produced is regarded as a by-product. On the other hand, 
the main product of a gas-works is gas and the gas-coke which 
is also produced is regarded as a by-product. Many chemical 
and other processes yield a whole range of by-products, although 
further separate treatment is often needed to turn a by-product 
into a form suitable for use or sale. All the by-products, taken 
together, may be more valuable than the main product. For 
example, the combined value of the by-products of the Chicago 
stockyards is said to be greater than the value of the meat. 

This phenomenon of joint supply does not call for any sub
stantial modifications of our reasoning. For it is usually possible 
to change the proportions in which the different goods are pro
duced, although this sometimes involves changing the type of 
apparatus used, or of animal bred, and so on, and may therefore 
take some time. On the assumption that the entrepreneur will 
make as big an income as possible for himself, we can predict 
what he will do when confronted with given changes in prices. 
He will change the proportions in which the various products are 
produced if by so doing he increases his receipts more than his 
costs, or reduces his costs more than his receipts. For example, 
before the development of cold storage sheep were bred in New 
Zealand mainly for their wool. When it became possible to 
export mutton, the price of New Zealand mutton rose relatively 
to the price of wool, and cross-bred sheep, yielding more mutton 
but less wool, and wool of a poorer quality, were largely sub
stituted for merinos. 

But what if the proportions cannot be varied? Mr. Henderson, 
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in his stimulating book Supply and Demand, asserts that it has not 
been found possible to vary the proportions in which cotton lint 
-that is, raw cotton-and cotton-seed are yielded by the cotton 
plant. About 2 lb. of cotton-seed will be produced for every 
I lb. of cotton lint. This means that the "unit" produced by the 
cotton-grower must be regarded as I lb. of lint plus 2 lb. of seed. 
But the demand for cotton lint is quite separate from the demand 
for cotton-seed. Each has its own uses and its own demand 
schedule. Thus, if an increased demand for cotton causes addi
tional cotton to be produced, it will inevitably cause twice as 
much extra cotton-seed to be produced, and, if the state of 
demand for cotton-seed remains the same, its price will fall. 
But the "price" which a grower takes into account when con
sidering whether to expand or to contract his output is the 
combined price which he gets for I lb. of cotton lint plus 2 lb. 
of cotton-seed. It is very seldom, however, that proportions 
cannot be varied. 

6. THE LAWS OF SUPPLY AND DEMAND 
A change in price does not come about by itself. It is the result 

of a change in conditions which alters the supply schedule or the 
demand schedule or both. If the change affects only the demand, 
the normal sequence will be an increase in demand leading to a 
rise in price which induces an extension of supply or, in the 
opposite case, a decrease in demand leading to a fall in price 
which induces a contraction of supply. Conversely, if the change 
affects only the supply the normal sequence will be an increase 
in supply leading to a fall in price which induces an extension of 
demand or, in the opposite case, a decrease in supply leading 
to a rise in price which induces a contraction of demand. 

The distinction between increases and decreases, on the one 
hand, and extensions and contractions, on the other hand, is a 
useful aid to clear thinking. People sometimes speak as if a 

_price could never permanently change. They say, for example, 
"an invention may reduce cost3, increase supply, and lower 
price for the time being. But demand will increase, owing to
the lower price, and this will send the price back to its original
level." This of course is quite wrong. The demand curve remains 
the same; demand does not "increase" but is "extended," more 
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being bought simply because the price is lower. There is, 
however, a new supply curve, which is lower than the original 
one, and hence the new equilibrium price will be below the 
original price. 

We give below four "laws" of supply and demand. But it 
should be remembered that these laws, like all economic laws, 
are only generalizations about tendencies. We have pointed out 
that some demand curves may slope upward and some supply 
curves downward for part of their length and we shall see later 
that it is possible that less labour, or fewer savings, may be sup
plied at a higher price. There are often exceptions to law (3): 
many producers can and do increase their output of a particular 
good, when the demand for it increases, without a rise in its 
price. 

(I) Price tends to equate the amount which sellers are 
prepared to offer for sale and the amount which buyers wish 
to buy. 

(2) Usually a larger quantity of a commodity will be 
demanded at a lower price than at a higher price; and a 
larger quantity will be offered for sale at a higher price than 
at a lower price. 

(3) An increase in demand tends to raise the price and to 
extend the supply; a decrease in demand tends to lower the 
price and to contract the supply. 

(4) An increase in supply tends to lower the price and to 
extend the demand; a decrease in supply tends to raise the 
price and to contract the demand. 



APPENDIX TO BOOK I 

INDIFFERENCE CURVES 

I. THE NATURE OF INDIFFERENCE CURVES 

IF there are only two goods between which a consumer can 
choose, his scale of preferences can be represented on a two
dimensional diagram by a series of indifference curves. 

Let us suppose that ~of soldiers are stationed in an 
out-of-the-way place and that each receives a fixed weekly 
ration of, say, 10 tots of rum and 50 cigarettes. Each soldier is 
free to "swap" rum for cigarettes, or cigarettes for rum, with 
his comrades, but these are the only two goods which enter into, 
the circle of exchange. If the tastes of the various soldiers are 
not exactly the same, and some have a stronger preference than 
others for cigarettes as against rum, a market will be established 
among the soldiers in which rum will be exchanged against 
cigarettes. 

Let us consider the tastes of a soldier whom we will call A. 
He may like both rum and cigarettes. He would welcome an 
increased ration of either or both. Nevertheless he has a scale 
of preferences upon which he will act when he swaps rum for 
cigarettes, or cigarettes for rum, with his fellows. And it is 
possible to state his scale of preferences in exact quantitative 
terms and to represent it on a diagram. 

He gets, like the others, 10 tots of rum and 50 cigarettes per 
week. Suppose we ask him how many extra cigarettes he would 
require, each week, to induce him to give up one of his tots of 
rum. Upon reflection, he might decide that he would do this 
for five extra cigarettes but not for 3, while if he were offered 4 
extra cigarettes he would be undecided. This means that to him 
the combination of 10 tots ofrum plus 50 cigarettes is equivalent 
.to the combination of 9 tots of rum plus 54 cigarettes. He is 
indifferent as between these two combinations. He doesMt 
prefer one oftheriilo the other. In Uie same way there are many 
combinations of rum and cigarettes which he will regard as. 
equivalent to these two. For example, he may require a shade 
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more than 10 extra cigarettes in order to give up 2 tots of rum. 
We thus get another combination-8 tots of rum and 60 cigarettes 
-which the soldier himself values neiffier more nor~less liig1iT'y 
than either of the other two. We can set out some of these 
combinations in a little table. 

13 tots orrum and 44 cigarettes 
Ill" " 45 " 
JJ" " 47 " 
10" " 50 " 
9"" 54 
8"" 60 " 7"" 70 " . 

Such a table represents a part of his "scale of preferences" 
between rum and cigarettes. We do not inquire into the reasons 
for his preferences; we accept them as data. 

We can show each of the combinations in this table as a point 
on a diagram, measuring, say, cigarettes along the horizontal 
axis OX and rum up the vertical axis 0 r. If we join these points 
(thus assuming continuity), we obtain a portion of what is called 
an "indifference curve." This is shown in Fig. 8. 

TheiiidI£rerence curve slopes downward to the right. This is 
because an increase in one good not accompanied by a decrease 
in the other good would give the individual a combination which 
he preferred to the previous one. 

The indifference curve is "convex to the ori in." This reflects 
the act at e more rum e so ler gives up In exchange for 
cigarettes, the greater will be the number of additional cigarettes 
required to induce him to give up yet another tot of rum, and 
conversely. A scale of preferences usually follows this rule, which 
is commonly known as the Law of Diminishing Marginallltility. 
The marginal utility of o~_<lliillsJel~tivelL to th~Lof 
another, for any given individual, when his supplies~~f~the former 
good increase while his supplies of the latter remain the same_~r. 
as in~6il.r example, diminish._ ~ 
-S-o-f;u.-we--have . considered only one indifference curve of 

soldier A: that containing the combination 10 tots of rum plus 
50 cigarettes. If the soldier is sufficiently aware of his own tastes 
to give correct answers to a number of further questions, we can 
learn a great deal more about his scale of preferences. For 
example, ~ can ~~ witlLfu~_cp!I!bination of II tots of ~ 
and 55 cigarettes. It IS certain that he prefers ihiS combination 
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to 10 tots of rum plus 50 cigarettes. S'Tpose that he poss<;ssed 
~rmer ~mbination. He might be able to say, upon reflec
tion. how many additional cigarettes he would require to 
compensate him for giving up one of his II tots of rum, how 
many for giving up 2 tots, and so on. In this way we could 
obtain another indifference curve. This new curve would lie 
farther from the point 0 on our diagram than the first curve. 
Every point on this new curve would represent a combination I 
of rum and cigarettes which the soldier himself valued neither 
more nor less highly than the combination of II tots of rum plus V 
5'5"cigarettes, whiCh IS represented by a point lying on this new 
curve. But we know that he prefers II tots of rum and 55 

cigarettes to 10 tots of rum and 50 cigarettes. Th8l"efore he I 
prefers any combination lying on the new curve to any combin- • 
ation lying on the old one. 

In this way we could get a larg~.!lumb~ of indifference curvl!S, ~ ". 
and the resulting "indifference map" would recori/"our soldier's scale of I' ... l 
preferences as between rum and cigarettes. The indifference curves -, 
are thus a kind of photograffih of the' soldier's tastes. Or they I 

may be likened to contour ·n~. Each curve represents, so to 
speak. a greater height than the curve to its left or below it. The 
object of the individual will be to reach the greatest heigh~ 
possible for him under the limitations of his fixed income and 0 

the rate of exchange between the two goods in the market. He 
will try. that is. to reach the position he most prefers out of all ' , 
the positions open to him. 
-Suppose, for example, that the rate of exchange established 

in the market is one tot of fWD against 10 cigarettes. Soldier A 
~ould clearly gain by exchanging 2 tots of his rum against 
cigarettes. This would give him 8 tots of rum and 70 cigarettes. 
But, by hypothesis, he would just "as soon have 8 tots of rum and 
60 cigarettes as the 10 tots ofrum and 50 cigarettes with which he 
begins. Eight tots ofrum and 70 cigarettes, therefore, represents. 
a preferred position to him. He is on another indifference curve, I 
one which he prefers to the one on which he started. J oJ 

The "map" of his indifference curves enables us to read off I 
exactly what lieWoU1d do at ~ glvenrate of exchange. Suppose ~ 
the rate established in theIiiirK'etiSone tot of rum against 10 

cigarettes. Then if a soldier, with a ration of 10 tots of rum and 
50 cigarettes, exchanged all his cigarettes for rum he would have 
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15 tots of rum, and if he exchanged all his rum for cigarettes he 

\ 

would have 150 cigarettes. This is represented on the diagram 
\ by the ~aight line AB, joining the point on the vettical axis 

which represents 15 tots of rum to the point on the horizontal 
axis which represents 150 cigarettes. The initial ration of 10 
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tots of rum plus 50 cigarettes is represented by the point R, 
which of course..must lie on the straight line. ---

J Given this rate of exchange, aSoIdier"1s able to move to any 
point which he chooses on the line AB. For he begins at the point 
R, and any exchange which he makes must take him to some 
other point on AB. What will he do? We know that if he can 
move from one indifference curve to another which lies farther 
from 0 he will do so, because he will prefer any combination 
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on the latter curve to any combination on the former. There(ore\l 
he must move to that point on the line AB at which AB is tan-/ 
gential to one of his indifference curves.- -In Fig. 8, soldier A 
will move from the pOInt R to the po~t T. T represents the 
position which he most prefers out of all those open to him: this 
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is shown by his "indifference map," for Tlies on an indifference 
curve which is farther from 0 than any other indifference curve I' 

to which he can move. He moves from R to T by giving up RS I 

of rum in exchange for ST of cigarettes. ST must represent ten 
times as many cigarettes as the number of tots of rum repre
sented by RS, since the triangles AOB and RST are similar. 

Let us now briefly consider the preferences of another soldier, 
whom we may call B, who has a stronger preference than A for 

...- ---
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rum as against cigarettes. The relevant portion ofhis indifference 
curve; containing -the - combination IO tots of rum plus 50 

cigarettes, may be as follows-
13 tots of rum and 15 cigarettes 
12" " 23 " 
II" " 33 " 
10" " 50 

8
9"" 70 

" JOO 

7" " 150 " 

At a rate of exchange of one tot of rum against 10 cigarettes, 
this soldier would clearly gain by exchanging 20 cigarettes 
against rum. This would give him 12 tots of rum and 30 cigar
ettes. But by hypothesis he would just as soon have 12 tots of 
rum and 23 cigarettes as the 10 tots and 50 cigarettes with which 
he begins. Twelve tots of rum and 30 cigarettes, therefore, 
represent a preferred position to him. He is on QTI1)ther indifference 
curve, one which he prefers to the one on which he started. 

The scale of preferences of soldier B is shown in Fig. 9. He 
will move from the point R to the point M, giving up RL cigarettes 
in exchange for LM rum. 

It will be noted that two soldiers can both gain by exchanging 
with one another. The contention that exchange is "barren," 
because the value ODtameaiS-oiily equat to the value glvcn- up, 
is guit~ false. Both parties gain, each moving to a position which 
he> prefers, because their tastes-their scales of prelerences-are 
diHerent. And clearly two people could gain by exchanging, 
even if their tastes were the same, if in the first place one possessed 
a different assortment of goods from the other. 

2. EXCHANGE WITH ONLY TWO GOODS 

If our soldiers constitute a perfect competitive market, in the 
sense that each is aware of all the bargains that are struck and 
of all the offers which each of his comrades makes, there will be 
only one rate of exchange betWeen rum and cigarettes. This can 
be proved by showing that two rates are impossible. Suppose 
that soldier A were exchanging rum for cigarettes with soldier 
B at a rate of I tot of rum for 15 cigarettes and that soldier C 
were exchanging rum fOI:" cigarettes with soldier D at a rate of I 
tot of rum for 5 cigarettes. Clearly it would pay B and C to get 
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together at some intermediate rate--say, at a rate of 1 tot of rum 
against 10 cigarettes. In this way B would get 50 per cent more 
rum for his cigarettes and C would give only half as much rum 
as before for any given number of cigarettes. Since the market 
is perfect, every soldier knows what is going on and therefore 
two different rates cannot exist. 

It may take some time to find the equilibrium rate, but if 
each soldier's tastes remain the same, the same kind of situation 
kreps repeating itself week after week and before long a rate of 
exchange will be found which will be permanent. It will be the 
"equilibrium" rate. because at that rate every soldier who wants 
to swap rum for cigarettes can swap as much as he w.shes and 
every soldier who wants to swap cigarettes for rum can swap as 
much as he wishes. 

In practice, the equilibrium rate would be found by triaI and 
error. But if we knew the scale of preferences of each soldier, 
and the quantity of rum and cigarettes received each week by 
each soldier, we could easily discover what it would be. For we 
should know what each soldier would want to do at any given 
price and we should find that at one price alone the amount of 
rum which would be offered (by soldiers wanting cigarettes in 
exchange) would be the same as the amount of rum demanded 
(by soldiers offering cigarettes in exchange). ~I 

For example. if the "price" ofa tot ofrum were 20 cigare\tP, 
;ome soldiers would wish to give up rum, obtaining cigarettal 
in exchange. We could add together the amounts ofrum wltich 
each of these soldiers would wish to give up. This would give. 
us the total "supply" ofrum which would be offered in exchange 
at this price. (Looking at the matter from the other side, this 
number of tots multiplied by 20 would be the number of cigar
ettes demanded at this "price.") Some soldiers. on the other 
hand, would wish to give up cigarettes in exchange for rum. The 
total amount of rum which these soldiers. taken together~ would 
wish to acquire at this price would give us the demand for rum 
(and therefore the supply of cigarettes) at this price. The price 
at which 'the amount of rum supplied would be the laIDe as the 
amount demanded (implying, of course, that the amount of 
cigarettes demanded would be the same as the amount supplied) 
would be the equilibrium price. 

Suppose we found that the equilibrium price would be IO 
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cigarettes for I tot of rum. No other price could be maintained 
for any length of time. If for a time the price ruling were, say, 
9 cigarettes per tot, more cigarettes would be offered against 
rum than would be accepted. Some soldiers anxious to exchange 
cigarettes for rum would be unable to do so. Some of these 
soldIers would rather give 10 cigarettes or even I I or 12 or more 
cigarettes for a tot of rum than restrict themselves to the 10 tots 
in their ration. They would therefore offer a higher "price." 
They would offer more than 9 cigarettes per tot of rum in order 
to make sure of getting some extra rum. This would drive up 
the market "price" until it settled at a level at which everyone 
who wanted to exchange would be able to exchange as much as 
he wished-at a level, that is, at which supply would equal 
demand. 

3. CHANGES IN DATA 

Once the equilibrium rate of exchange between rum and 
cigarettes has been established, it wul continue indefinitely 
unless some change takes place in the data. Let us consider in 
what ways the data may change and how each type of change 
may cause the rate of exchange to alter. 

(I) The ration may be increased or decreased, without 
changing the proportion of rum and cigarettes. For ex;rr;ple, 
each soldier may be given 20 tots of rum and 100 cigarettes, or 
5 tots of rum and 25 cigarettes, or I I tots of rum and 55 cigarettes. 
It may be thought that a change of this kind would leave the 
rate of exchange unaltered. But this is very unlikely. For 
although the tastes of each soldier remain the same as before, 
it is unlikely that he will be prepared to give up exactly the same 
number of cigarettes to get an additional amount of rum, or 
conversely, now that the size of his ration is altered. Suppose 
that the ration is doubled. It may happen, for example, that 
each soldier would now be prepared to give up more cigarettes 
than before in order to have an additional tot of rum. A soldier 
who would not previously have given up more than, say, 12 

cigarettes (thus reducing his cigarettes to 38) in order to get an 
additional tot (thus increasing his tots to I I) may now be pre
pared to give up, say, 15 cigarettes (thus reducing his cigarettes 
to 85) in order to get an additional tot (thus increasing his tots to 
2 I) ; a soldier who would not previously have given up more than, 
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say, 3 cigarettes to get an additional tot may now be prep~red 
to give up, say, 5; and so on. Under such conditions, rum would 
still be exchanged against cigarettes, since different soldiers 
would continue to have different scales of preferences, just as 
before, but in the new equilibrium the value of a tot of rum in 
terms of cigarettes would be higher than in the old. 

(2) The Eroportion....Q~ x:um to cigarettes in the weekly ration 
may be ch~I).geg. Suppose, for example, that the ration becomes 
10 tots of rum and 60 cigarettes. This will cause the value of 
cigarettes in terms of rum to fall. For every soldier will now be 
prepared to give more cigarettes than before to get additional 
rum; or, to put it the other way round, will require more 
cigarettes than before to compensate him for the loss of a given 
amount of rum. Hence the supply of rum offered in exchange 
for cigarettes, at the old rate, will now be insufficient to meet the 
demand, and com etition amon soldiers anxious to exchange 
~~~~~~~_~~_~i!LIiye_!lp_~~p~lce. u ilie quantity' 
of both rum and cigarettes comprised in the ration is increased 
or decreased, and at the same time the proportion of rum to 
cigarettes is changed. we cannot be certain a priori how the rate 
of exchange will be affected. The change in the proportion will 
tend to increase the value of the good whose proportion has 
fallen. The change in the size of the ration may reinforce this 
tendency, but~ on the othei1i.and, it may weaken it or even 
outweigh it. 

(s) The distribution of the total weekly amount of rum and 
cigarettes among the soldiers may be changed. Instead of each 
soldier receiving the same ration as every other, s~ _ may be 
given larger rations than others. This would clearly give niore 
weight than before to the tastes of those -who now receive in
creased rations. If, for example, most of them have a stronger 
preference for cigarettes, as against rum, than the rest of the sol-. 
diers, this will tend to raise the value of cigarettes in terms of rum. 

(4) The personnel of the soldiers might change: for example, 
one regiment"iii1gtlt be replaced oy another."""This would give us 
a new set of "indifference maps" and it would be merely a 
coincidence if this did not cause an alteration in the rate of 
exchange. 

(5) There might be a general change in tastes1 in favour of 
either rum or cigarettes. For example, all the soldiers might be 

II-{B.a931 
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more or less influenced by propaganda against alcohol, and this 
of course would lower the value of rum in terms of cigarettes. 

Whatever change, or combination of changes, took place in 
the data, we could always determine the new equilibrium rate 
of exchange if we knew the ration received by each soldier and 
the scale of preferences of each soldier. It might, of course, take 
some time for the soldiers themselves to discover it. If the data 
w<:r~ changing frequently,. an equilibrium might never be 
attained. Nevertheless, at any moment the rate of exchange in 
the market would be tending towards the rate which would 
maintain equilibrium under the prevailing conditions. 

4. EXPENDITURE CURVES AND DEMAND CURVES 

A set of indifference curves, representing the scale of prefer
ences of a given individual between two goods, WIll of course 
remain valid provided that his tastes do not change. His income 
may change, or the rate of exchange between the two goods may 
alter, without causing any change in the indifference curves, for 
these portray his personal scale of preferences, and nothing else. 

If we have a diagram showing the indifference curves of an 
individual, it is easy to show how he would respond to changes 
in his income. For this purpose it is convenient to suppose that 
he receives Ius incomeLentirely in one commodity and then 
exchanges some units of that commodity against some units of the 
other. In Fig. 10 units of commodity A are measured up the 
vertical axis or and units of commodity B are measured along 
the horizontal axis OX. Our individual periodically receives an 
income of OA units of commodity A. The market rate of exchange 
between A and B is represented by the slope of the line AB. 
The combination of A and B which he most prefers out of all 
those open to him is represented by the point Q.. He will therefore 
exchange AR of A against RQ. of B, consuming OR of A and 
OS (= RQ.) ofB. Ifhis income increases to OAI , the combination 
he most prefers out of all those open to him is represented by Q.I, 
and so on. (The rate of exchange between A and B by hypothesis 
remains the same, so that AIBI is parallel to AB.) If we join 
together the various Q) we obtain (part of) what may be termed 
his cc expenditure curve." This shows how he would divide any 
given income between the two goods A and B, provided that his 
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scale of preferences (represented by the indifference curves) and 
the market rate of exchange between A and B (represented by 
the slope of the line AB) remain unchanged. 

Similarly y.'e can show how he would divide a given income Iv 
OA between A and B at each of a series of prices. A rise in the ' I 
price ofB, in terms of A, is shown by a steeper slope of AB. Since L1--! 
his income is fixed in terms of A, at OA, a rise in the price of B 

y 
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o~~~--~~~~~----------.. x 
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will place hiIil in a worse position than before. In Fig. I I, when 
the rate of exchange is AB the combination which he most 
prefers out of all those open to him is represented by Q., when it 
is ABI it is represented by Q,l' and so on. By joining the various 
Q:s we obtain (a part of) what may be termed his "demand 
curve." This shows how he would distribute his fixed income of 
OA between A and B at each of a series of prices. 

Indifference curves can be used to portray a person's scale of ( . 

~
references between any two alternatives"" provided there are ../ 

, nIy - two. Thus they can portray his scale'''Orpfeferences as 
betweenincome and leisure, showing how he would divide his 
twenty-four hours each day between leisure and remunerated 
work at any givell ra~e of pay per hour. Again;-iliey -Cml be usN! 
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to show his scale of preferences between present and future 
C:2..n..s~~l'~i.on. between liquid assets and income-yielding assets, 
and so on. For any scale of preferences relates to the disposal of 
some given total among different uses. When there are only two 
uses, it can be depicted by a series of indifference curves on a 
two-dimensional diagram. Often there are more than two uses 
-for example, there are usually more than two goods available 
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O·~---------------~~--~--~~----~~B~X 

FlO. II 

to a consumer. In such cases a scale of preferences cannot be 
represented on a diagram, for we should need as many dimen
sions as there are" alternatives."'-Nevertneless; the study, with 
t1'ieaiQ ofinOifference cUrVcs';'Oi" cases where there are only two 
alternatives will be found very useful by those who wish to under
stand the Theory of Choice and its implications. It is useful, 
but it is not absolutely essential, and as it may be found difficult 
we have relegated it to an Appendix.1 

1 For a fuller account, see Hicks, J. R.o and Allen, R. G. D.: .. A Recon
sideration of the Theory of VaIue" m &orwmu:a, N.S., Vol. I. 
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CHAPTER VII 

THE VOLUME OF PRODUCTION 

:to THE NATURE AND SIGNIFICANCE OF PRODUCTION 

HITHERTO we have more or less taken it for granted that certain 
quantities of the various consumers' goods come forward, week 
by week, for sale. We must now consider the forces which deter
mine what these quantities are. This, of course, is a large 
question, and most of the present volume will be concerned with 
one or another aspect ofit. This chapter merely gives a prelimin
ary survey of the ground to be covered. • 

All goods, except gifts of Nature, come into existence by being 
produced. We are embarking upon a study of production. Let 
us pause, at the threshold, to point out the great significance for 
social welfare of the volume of production per head of popu
lation: of the quantity and quality of the goods and services 
produced. 

Many warm-hearted persons study economics because they 
hope it will throw light upon the causes of poverty and will 
thereby show how poverty can be abolished. It is this, said the 
great economist Marshall, which lends to the science its highest 
interest. Many think that the main goal of economic policy 
should be to improve the condition of the people, that is, to 
raise the general standard of living. But the standard of living 
of a person is the goods and services which he consumes. To say 
that a family is poor is to say that it lacks sufficient food, clothing, 
housing, and other consumers' goods. Poverty is, indeed, a 
relative term. To-day the family of a British workman, drawing 
unemployment relief, is fed and clothed and housed on a scale 
enjoyed only by a small minority in Eastern countries to-day 
or in the Great Britain of a hundred years ago. Nevertheless it 
is a scale which, judged by modern standards, is woefully inade
quate. Recent investigations have shown that about half the 
families in Great Britain cannot afford the minimum diet 
required to give them reasonable protection from disease. Many 
children are physically under-developed, simply because their 
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parents cannot afford to feed them properly. And if we ask why 
there is not more food, better housing, and in general a more 
adequate supply of consumers' goods available, the answer must 
be that the volume of production is not big enough. Manna no 
longer falls from Heaven. Consumers' goods must be produced. 
In a modern community something is done, and doubtless more 
could be done, to relieve poverty by sharing the available goods 
and services more evenly: by taxing the rich for the benefit of 
the poor. But social reformers have not a great deal to hope from 
redistribution of this kind. The rich are so relatively few in 
numbers that even a completely equal distribution of wealth 
which had no adverse repercussions upon the volume of produc
tion would do comparatively little to raise the standard of living 
of the masses. We cannot escape the fact that consumption is 
limited by the amount produced. In the short run, current 
output can be supplemented from stocks, and men and materials 
can be diverted from the production of buildings, machinery, 
and other capital goods towards the production of consumers' 
goods. But such devices can raise the standard of living only for 
a short time. It is necessary to maintain working capital, such as 
stocks of materials and other goods, and fixed capital, such as 
machinery, in order to keep up the output of consumers' goods. 
The volume of production, given the population, determines the 
standard of living. 

It is true that the people of one country may be helped by 
charity or by loans from people in other countries. They may 
thus receive goods from abroad for which, at the moment, they 
pay nothing. But international charity rarely reaches very large 
dimensions, and loans are supposed to be repaid-if they are 
not, the country finds it difficult to borrow abroad in the future. 
For the most part, the consumers' goods which a country receives 
from abroad are paid for, in effect, by goods which it produces 
and exports in exchange. The more it produces, the more it has 
available, week by week, to consume within its borders or to 
exchange against imports. We shall postpone a study of inter
national trade until Book V. Until then we shall write, for the 
most part, as if the community we are considering is a "closed" 
one, having no economic relations with any other. This will 
simplliy the exposition, and the necessary qualifications will be 
added later. But clearly even for a country with a good deal of 
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international trade our broad conclusion holds good. The.main 
determinant of its general standard of living is the quantity and 
quality of the goods and services which it produces per week, 
month, or year; briefly, its volume of production. The great 
reason why, for example, the general standard of living is so 
much higher in the United States than in, say, China is that the 
volume of production per head of population is so much greater 
in the United States. 

We hope that enough has been said to show that the volume 
of production is of very great significance for social welfare. But 
perhaps we should comment on the notion, which some people 
seem to hold, that the productive capacity of the world is so 
great that it would be an easy matter, if only production were 
organized by technicians or if only the banking and credit 
system were changed, to produce more than enough for every
body. Let us translate this claim into figures. Suppose that 
enough were produced to give every man, woman, and child 
as much as £5 a week will buy at the present time. This could 
hardly be called luxury. Yet, in order to achieve it, output in 
Great Britain, even if shared equally among the population, 
would have to be trebled, and in most countries it would have 
to be considerably more than trebled. It may be doubted 
whether those who hold this notion realize the magnitude of the 
claim which they are making. Frankly, it is so fantastic that it is 
difficult to see upon what evidence, however slender, it is based. 

It is true that sometimes goods are deliberately destroyed, the 
most striking modern example being the 2 million tons of coffee 
destroyed in Brazil during 1931-4. But apart from war, only a 
tiny fraction of the total world output of all goods is destroyed. 
It is also true that men and resources are unemployed or worked 
on short time or below capacity. This is indeed a serious problem 
whose importance we do not wish to minimize. At the bottom 
of a slump the percentage of unemployment in an industrial 
country may for a time rise above 20 or even above 30. But, 
taking the world as a whole, and good years together with bad, 
continuous full employment would add perhaps 5, and at the 
outside 10, per cent to the total output.1 This would be a great 

1 This estimate may strike some readers as low. They should remember that 
unemployment is mainly an industrial rather than an agricultural phenomenon. 
Total world unemployment, at the bottom of the Great DepresslOn. was some 
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gain, but it would go only a small part of the way towards the 
ideal alleged to be capable of immediate realization. 

It is more probable that those who believe in thiS claim have 
been impressed by the rapid expansion of certain industries, such 
as the motor-car industry, during recent years, and believe that 
what is possible for one industry is possible for all. Would that 
this were true! Then indeed the economic problem would 
disappear. But unfortunately output in one industry can expand 
only by drawing labour and materials and other resources away 
from other industries. If we want more motor cars or more 
armaments we must go short of other things. Doubtless, many 
works are not equipped in the most up-to-date way, but to 
"modernize" an industry requires capital, and that means less 
capital for other industries. Doubtless, methods of production 
could be improved, and will be improved as the march of 
technical progress continues, but experience shows that, taking 
agriculture and other branches of production together and not 
looking only at two or three industries where the application of 
"mass-production" methods has proved possible, a rate of 
expansion of 4 or 5 per cent a year per head is the utmost for 
which we can hope. And at the present moment, with technical 
knowledge as it -is, producers are conducting their operations, 
spurred by the desire for profits and the fear of bankruptcy, to 
the best of their ability. Without the aid of a magic wand to 
produce new resources from nowhere and to endow men with 
much greater intelligence and skill and strength than they 
possess at present, it is quite inconceivable that the vast expansion 
of output claimed to be practicable could possibly take place. 
The economic problem, the problem of making the best use of 
productive resources because goods are scarce relatively to human 
wants, will not disappear in our lifetimes nor in those of our 
children or grandchildren. 

Another confused notion is that a great deal of labour, 
such as the work done by clerks and servants and actors, is 

30 million, whereas the occupied population of the world approached 1000 
million. Even for an industrial country, 10 per cent is a very hIgh estImate. 
Twenty per cent unemployment WllJ practically unknown before 1930. Before 
the war 10 per cent was rare, and the average WllJ somewh~re near 5. More
over, "unemployment" of plant and other resources is usually less than un
employment oflabour, and unemployed worken and other facton are, on the 
whole, less efficient than those remaining in employment. 
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"unproductive," because it ~ not directly concerned wi~ the 
production o.f goods. But what is production? Man cannot 
create matter. He cannot bring goods into existence out of 
nothing. The farmer arranges seeds in the soil in such a way that 
they draw sustenance from the earth and from the air and grow 
into plants. The shoemaker converts a piece of leather into a 
pair of shoes. The milkman brings milk from the dairy to the 
home. The shopkeeper holds a stock of goods from which his 
customers may select as and when they wish. Production consists 
in changing the form of matter or moving goods from one place 
to another or holding stocks of goods over time. 

From the standpoint of the individual, his work is productive 
if it procures him an income. The question whether a particular 
kind of work is productive from the standpoint of the community 
is really a question for social philosophers. Granted that the 
final object of production is to satisfy the wants of consumers for 
consumers' goods,l all economic activity is productive in so far 
as it enables these wants to be satisfied more fully. For example, 
various activities are required In order to transform coal em
bedded in the earth into a domestic fire. The activities of the 
miners who hew the coal, of those engaged in transporting it, of 
the merchants who organize the distribution of the coal to the 
numerous consumers who demand it, and of the domestic 
servants who prepare the fires, are all "productive." It is some
times urged that there are too many "middlemen" in one line 
or another. But it is always open to producers to sell directly to 
consumers if they wish. If they find it pays them better to sell to 
middlemen, the presumption is that the latter are useful links 
in the chain. It could doubtless be urged that activities which 
prove subsequently to have been Inisguided and useless, such as 
the work preparatory to constructing a canal which is never 
completed, are" unproductive," but of course this is a conclusion 
which can be drawn only after the event. Some may contend 
that, for example, the drink trade diminishes efficiency and is 
therefore "unproductive," but it cannot be denied that it 
satisfies consumers" wants. However, we must leave this and 

1 The producers themselves may derive a certain satisfaction from their 
activity. We shall refer to this in connection with Wages and with Unemploy
ment; for the present we can leave it on one side Without invalidating the 
discussi~n. 
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kindred questions to be discusseq, by social philosophers and 
others. 

2. THE MEASUREMENT OF THE VOLUME OF 
PRODUCTION 

The volume of production of a community is its output of 
goods and services per unit of time. The unit of time usually 
chosen folio purposes of measurement is the year. This is a con
venient unit, as the output of many goods and services vanes 
with the seasons. In particular, a number of important crops are 
harvested, in any given country, once a year, so that a country 
may ptoduce much more during the harvest months than during 
other months and, incidentally, if its exports consist largely of 
such crops they wtll be greater during the months following the 
harvest than during the other months, although the extent of 
this difference depends on how far stocks are held in the importing 
rather than in the producing countries. 

It is only the output of consumers' goods and services which 
directly affects the standard of livingl but, as we have seen, 
producers' goods of all kinds, from buildings and machinery to 
raw matenals and semi-finished products, are required to bring 
about the output of finished consumers' goods. The work done, 
for example, in preparing the ground for the seed or in making 
a road is just as much" production" as the work done in adding 
the final touches to nearly-finished consumers' goods. Pro
duction in this broad sense goes on fairly regularly throughout 
the year; it is only the rate at which final products emerge fi'om 
the productive process which varies from one season to another. 
We must therefore include goods and services of all kinds in the 
volume of production. 

It is clearly necessary to avoid double-counting. Materials 
pass through various stages before they finally emerge embodied 
in finished goods. Thus wheat is embodied in flour and flour is 
embodied in bread. If all the wheat and all the flour and all 
the bread were included, the flour would be counted twice over 
and the wheat three times over. As a rule, therefore, in computing 
the volume of production the output of any establishment is 

1 We are thinking of a closed community An open commuruty may export 
producers' goods, receiving in exchange imporu of consumers' goods for 
current consumption. Thus Great Britam exporu, among other tlung!, coal 
and machinery, and imporu mainly foodstuffs. 
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taken "net," the value of ~ materials used (including, for 
example, the fodder consumed by cattle on farIns and the heat, 
light, and power used by factories) being deducted from the 
value of the output in order to obtain the net value added by the 
establishment to the materials used.. 

Again, depreciation presents a problem. Part of the total 
output of a country consists of repairs, renewals, and replace
ments. If these were not made, the "capital" of the country-its 
material assets--would be less at the end of the year than at the 
beginning, and this would tend to reduce the volume of produc
tion in the future. It is usual, therefore, to measure the net 
volume of production after deducting "depreciation": to say, 
for example, that 10 per cent of the output is required to maintain 
capital intact. But it is very difficult to say exactly by how much 
the total capital of a country has in fact increased or diminished 
over a year, or exactly what percentage of the volume of pro
duction would be required to maintain capital intaCt. 

Many thousands of different kinds of goods and services are 
produced. How is it possible to add them together to form a 
statistical total which can be used to compare the volume of 
production of one year with that of another year? The only 
possible way is to add together their money values, avoiding 
double-counting. But prices in one year will differ from prices 
in another. The value of output may be greater in the year when 
prices are high although its volume may be less. Various devices 
can be used to try to eliminate the effects of price changes in 
order to get a comparison of volume. Thus the output of any 
year can be valued at the prices ruling in some year taken as the 
"base" year. For example, if 1930 is chosen as the base year, 
and the price of a bushel of wheat in 1930 was 5s., every bushel 
of wheat produced in subsequent years will be valued, for this 
purpose, at 5s., whatever its actual price may be, and similarly 
with all other goods and services. In this way the output of 
every year is valued at the prices ruling in 1930. Suppose that 
the actual value of production in 1930 was £4000 million and in 
1937 £5000 million, but that if everything produced in 1937 
was valued at its price in 1930 the output of 1937 would come to 
only £4400 million. It would then be said that the volume of 
production in 1937 was 10 per cent greater than in 1930, although 
its actual value'was 25 per cent greater. 



118 ECONOMICS 

But no such device can fully overcome the difficulty. The 
problem is in fact insoluble. What we are really trying to measure 
is the extent to which the output of one year will satisfy wants 
more fully than the output of another year. As time goes on, 
changes take place in the ~umbers and composition of the 
population, in their tastes, in the distribution of wealth, and_ in 
the kinds of goods and services produced. Exactly the same 
output might give much more satisfaction in 1930 than in 1940, 
for in the latter year people might want more keenly than before 
goods of which relatively few were produced in 1930, and less 
keenly than before goods of which relatively many were produced 
in 1930, whilst the incomes of those people whose demand for the 
former goods was greatest might have increased relatively to the 
incomes of others. No method of calculation can allow for such 
changes. But even if such changes are relatively unimportant, 
the composition of the output will change as time goes on. Let 
us take an extreme example. Suppose that in 1930 the value of 
the bacon produced and of the eggs produced was the same. In 
1940, owing to swine fever on the one hand and a wave of 
fertility among the hens on the other hand, only half as much 
bacon was produced as in 1930, but 50 per cent more eggs. Is 
it reasonable to say that the wants for bacon and for eggs were 
together satisfied as fully in 1940 as in 1930? Yet their combined 
value, measured at 1930 prices, was the same in both years. 
Further, new goods, and new types and qualities of goods, come 
into use as time goes on. One has only to look at a pre-war 
cinematograph film to see the many changes that have taken 
place in our clothes, furniture, motor cars, and so on. The more 
the composition of the output differs between two years, the more 
difficult it is to make a comparison. This means, in practice, that 
comparisons between years which are far apart have less signi
ficance than between years which are fairly close together, 
although even the latter can never be more than rough 
approximations. 

But although accurate measurement is not possible, no reason
able person can doubt that the volume of production per 
head in Great Britain to-day is much greater than it was a 
hundred years ago or than it is in, say, India at the present time. 
And the difficulty of measuring it does not make it any the less 
important. We now turn, therefor.e, to the question of what 
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determines the volume of production in a country with a gi~en 
population. 

3. INFLUENCES AFFECTING PRODUCTION 

Among the forces which determine the volume of production 
of a community, its social organization and institutions playa 
large part. In Book III we shall give a general account of how 
production is organized under capitalism, which is the system 
prevailing in all modem democratic countries. But there are also 
other influences affecting production which operate under any 
form of social organization. The present book confines itself to 
a discussion of these influences. 

They can be grouped under three broad heads. In the first 
place, there are influences beyond the control of man. Produc
tion may be diminished by earthquakes or floods or dust-storms; 
suitable weather conditions lead to good harvests and unsuitable 
ones to poor harvests. 

In the second place, production is profoundly influenced by 
the technical knowledge of the community. Economic progress 
in the past has been due mainly-to inventions and discoveries 
which increased man's control over Nature. However society 
may be organized, the man who discovers how to make two 
blades of grass grow where only one blade grew before is a bene
factor-always assuming that the community wants grass and 
does not object to the new methods (as the inhabitants ofErewhon 
objected to machinery). 

In the third place, production depends upon the means of 
production, or "factors of production," available, and the 
manner in which they are utilized. Consumers' goods are scarce, 
relatively to human wants, because the means of producing them 
are scarce. We cannot all have, for example, as much milk as 
we want. Milk is scarce because cows arc scarce and cows are 
scarce because land and labour, to provide them with food, are 
scarce. We could double or treble the output of milk, but only 
at the cost of diminishing the output of other goods, by diverting 
land and labour away from the production of other goods and 
into the dairying industry. The amounts and kinds of consumers' 
goods which can be produced are limited, given the state of 
technical knowledge, by the means of production available. 

We must point out, however, that an increase in the supply of 
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labour due not to more work being done per man (or to the 
acquisition of robots) but to an increase in the population, 
might not raise the general standard of living. It would almost 
certainly increase total output, but it would increase also the 
number of persons among whom the output was shared and the 
percentage increase in population might exceed the percentage 
increase in output. 

4. FACTORS OF PRODUCTION 
We shall have a good deal to say, in the pages which follow, 

about factors of production. Hence it seems desirable to pomt 
out at once some of the difficulties and ambiguities of this 
concept. 

Anything which contributes towards output is a factor of 
production. Coal is a product from the standpoint of the owner 
of the coal-mine, but in so far as it is used as a producers' good, 
as in the boiler-room of a factory, it is a factor of production. 
The finished products of one firm are factors of production in so 
far as they are used as materials by another. In short, any 
ingredient which "goes into" the productive process at any 
stage is a ~ctor of production. 

Some factors, however, cannot be appropriated by man, 
cannot be bought and sold, and are therefore usually left on one 
side in economic discussions. Sunshine is an obvious example. 
If one acre enjoys more favourable climatic conditions than 
another, it will produce more and, under a price-system, will be 
worth more, as agricultural land, than the other. The difference 
in sunshine affects the productivity of the land, but only the land, 
and not the sunshine, is commonly regarded as a factor of 
production. It is really the services rendered by a factor which 
contribute towards output, and not the factor itself. This may 
seem a hair-splitting distinction, but failure to note it may cause 
much confusion. An employer wants labour services, man-hours 
of work performed, and not men as such. Under slavery, men 
are bought and sold, but the price given reflects the estimated 
net capitalized value of their future services: it is the services, 
and not the men as such, which contribute to production. A 
given number of men may perform more or less work per year. 
They may work more or fewer hQurs, or with greater or less 
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intensity. Hence the expression "the supply of labour" is am
biguous. It may mean the number of workers, or the number of 
man-hours of services rendered, or the actual amount of work 
performed. Similarly, for example, the machinery in a factory 
can be worked for eight hours a day only or, under a two-shift 
or three-shift system, for sixteen or twenty-four hours. 

Further, a given amount of factor-services may make a greater 
or smaller contribution to output. The same land may produce 
more in one year than another simply because the climate is" 
better. A man may exert just the same effort in broadcasting 
whether he is heard by a thousand or by a million listeners. A 
business man may exert just the same effort in reaching decisions 
whether they relate to pounds or to hundreds of pounds. Capital 
goods such as roads or bridges can also be utilized more or less 
fully. 

We must of course bear these facts in mind, but at the same 
time it seems desirable to distinguish between the factors them
selves and their product. The actual factors of production are 
the men, the land, and producers' goods of all kinds. 

It is customary to group all factors of production under the 
three broad heads of Land, Labour, and Capital. There is not 
very much significance in this classification. It implies that every 
kind of worker, whether he be a captain of industry or a famous 
surgeon or a navvy, must be lumped together under Labour. It 
implies that land can readily be distinguished from capital, 
although it would puzzle a railway company or a dock company 
to make the distinction. And it groups together the most diverse 
factors, from shops to lorries and lubricating oil, under Capital. 

The distinction between land and capital is often said to 
reside in the fact that land is a gift of Nature while capital is 
produced by man. Land and labour are said to be original means 
of production and capital is said to consist of produced means of 
production. But the productivity of land and labour (as also 
of capital goods themselves) can be increased by the investment 
of capital. Land can be improved by clearing it, draining it, 
fertilizing it, and so on. Much land, in old countries, is largely 
man-made and it is impossible, and unnecessary, to distinguish 
the original land from the subsequent improvements. In the 
same way workers can be made more productive by investing 
capital in training them. Deposits of minerals, however, can be 

9-(B.·93) 
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depleted but cannot be increased. For example, the great iron
field of Lorraine will be exhausted, if ore continues to be taken 
from it at the rate of recent years, in about seventy years. 

This threefold division into Land, Labour, and Capital is 
quite inadequate for some purposes. For example, if all land is 
lumped together and the acre is taken as the unit, we are con
stantly faced with the difficulty that one acre may differ very 
greatly in productivity from another, since an acre is merely a 

'measure of area. We cannot therefore make any definite state
ments as to what happens when an additional acre is employed 
in the production of, say, wheat, for this additional acre may be 
very different from the acres already employed. In the same 
way one kind oflabour may be very different from another, and 
there are numerous kinds of equipment, materials, and other 
goods. 

The best solution seems to be to sub-divide Land and Labour 
and Capital, grouping together all similar acres or workers or 
goods, and considering each group as a separate "factor of 
production." Each unit of any given factor will thus be a practic
ally perfect substitute for any other unit of that same factor. 
This gives us a very large number of "factors," but it is the only 
method of classification which makes economic analysis possible. 

But we must explain one point. It will be remembered that 
most means of production are not completely specific, but on the 
contrary are capable of certain alternative uses. Suppose that 
Mr. Owen Jones gives up coal-mining and becomes a competent 
builders' labourer. Are we to say that the supply of factors of 
production remains the same, because Mr. Owen Jones is still 
Mr. Owen Jones, or are we to say that the supply of one factor, 
namely coal-miners, has diminished and that the supply of 
another factor, namely builders' labourerS; has increased? We 
shall take the latter view. It must be remembered, however, that 
some investment of capital (in training workers, fencing land, 
and so on) may be necessary to convert one type of factor (such 
as wheat-land) into another (such as sheep-land). 

5. THE PLAN TO BE FOLLOWED 

We shall divide our study of the influences affecting production 
into two parts. Certain influences which are of a general and 
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technical nature, in that they always operate whatever the system 
of social organization may be, are discussed in the present Book. 
We show how output is increased by division of labour, or 
specialization, and by the use of more "capitalistic" methods 
of production, and how changes in the proportions of the factors 
used affect the volume of output of any given product and the 
"marginal product" attributable to a given factor in that line 
of production. We conclude with a briefsketch of the economic 
problems which would confront an all-powerful dictator, and 
of how he might solve them. The second part of our discussion 

. will be found mainly in Book III. There we try to show how the 
problems of what to produce, and by what methods, are solved, 
and how the technical facts discussed in the present book are 
taken into account, under capitalism. 

But we have to proceed by stages. The monetary and banking 
system has a great influence on production, but we must postpone 
a full account of it until Book IV. Again, a discussion of the 
influence exerted by international trade and migration and 
investment is postponed to Book V. Moreover, the problem of 
unemployment is closely connected with monetary policy and 
the trade cycle, so that the discussion of it in Chapter XVI is 
incomplete. For the present, we are assuming a closett com
munity in which the monetary system works smoothly and there 
is full employment. , 

It will be appreciated that a discussion of the causes of natural 
phenomena such as earthquakes and of events such as wars and 
inventions, which may exert a great influence upon production, 
falls outside the scope of the science of economics. But economics 
can and does throw light on their effects upon output and prices. 
We shall assume, for the most part, that the supplies of the 
various factors, and the state of technical knowledge, are given, 
as indeed, at any moment, they are. But we shall also try to 
show how changes in the supplies of factors (such as those due 
to earthquakes and wars) and in technical knowledge and in 
tastes affect the size and composition of the output, the methods 
of production used, and the prices of factors and goods. Our 
remarks upon these topics will be found mainly in the following 
Book. 



CHAPTER VIII 

DIVISION OF LABOUR 

ADAM SMITH begins his Inquiry into the Nature and Causes oj the 
Wealth oj Nations with a discussion of the division oflabour. He 
says-

The greatest improvement in the productive powers of labour, and 
the greater part of the skill, dexterity, and judgment with which it is 
anywhere directed, or applied, seem to have been the effects of the 
division oflabour. [He takes an example from the trade of pin-making.] 
A workman not educated to this business (which the division of labour 
has rendered a distinct trade), nor acquainted With the use of the 
machinery employed in it (to the invention of which the same division 
of labour has probably given occasion), could scarce, perhaps, with hlS 
utmost industry, make one pin in a day, and certamly could not make 
twenty. But in the way in which this business is now carried on, not 
only the whole work is a peculiar trade, but It is divided into a number 
of branches, of which the greater part are lIkewise peculiar trades. One 
man draws out the wire, another straights it, a third cuts it, a fourth 
points it, a fifth gripds it at the top for receiving the head; to make the 
head requires two or three distinct operations; to put it on is a peculiar 
business, to whiten the pins is another; it is even a trade by itself to 
put them into the paper; and the important business of making a pin is, 
in this manner, divided into about eighteen distinct operations, which, 
in some manufactories, are all performed by distinct hands, though 
in others the same man WliI sometimes perform two or three of them. I 
have seen a small factory of this kind where ten men only were employed, 
and where some of them consequently performed two or three distinct 
operations. But though they were very poor, and therefore but in
differently accommodated with the necessary machinery, they could, 
when they exerted themselves, make among them about twelve pounds 
of pins in a day. There are in a pound upwards of four thousand pins of a 
middling size. Those ten persons, therefore, could make among them 
upwards offorty-eight thousand pins in a day. Each person, therefore, 
makmg a tenth part of forty-eight thousand pins, might be considered 
as making four thousand eight hundred pins in a day. But if they had 
all wrought separately and independently, and without any of them 
having been educated to this peculiar business, they certainly could not 
each of them have made twenty, perhaps not one pin in a day; that is, 
certainly not the two hundred and fortieth, perhaps not the four thousand 
eight hundred part of what they are at present capable of performing, in 
consequence of Ii proper division and combination of their different 
operations. 

116 



DIVISION OF LABOUR 117 

Under division of labour one man alone may "make" a 
commodity, such as a pair of shoes or a chair, exchanging units 
of this commodity for other goods which he wants. Even so, he 
would probably not produce his own raw materials or tools. In 
a modem community it is the exception for one person alone to 
make a commodity. 

In a factory or on a railway or ship or any other productive 
unit the workers are usually divided into groups, each performing 
a different task, as in the above illustration of pin-making. Scores 
or hundreds of different" occupations" may be found inside the 
same works. And nearly all goods require the co-operation of a 
number of different industries to transform the raw materials 
into the finished product. For example, the transformation of 
raw cotton into handkerchiefs (in the hands, or pockets, of the 
consumers) requires the co-operation of the "industries" of 
cotton-growing, cotton-ginning, cotton-spinning, cotton-weaving, 
bleaching and finishing, and of the relevant branches of whole
saling and retailing, to say nothing of transportation, building, 
the manufacture of textile machinery, warehousing, advertising, 
and so on. This implies that the labour involved is specialized 
into many different occupations, each performing one or more 
specialized tasks. 

Even in primitive communities there is some division oflabour, 
but a modem economy carries it to far greater lengths. The 
modem economic world is based upon division oflabour. With
out it, each household would have to produce for itself everything 
which it consumed. Only a fraction of the present population 
could exist and that fraction only at a very low standard ofliving. 

We should beware, however, of attributing all the increase in 
productivity per head which has taken place during recent 
generations to the development of division of laboUf.· Part of 
it ha~ been due to the continuous increase oftechnical knowledge 
(although this itself has been greatly facilitated by division of 
labour, which permits men to specialize in different branches 
of research). Part of it, again, has been due to the growth of 
capital, although this too has been facilitated by the increased 
output made possible by divisibn of labour. In many cases, to 
create new occupations by splitting up production into more 
processes requires more capital, in such forms as specialized 
machines and equipment. Thus division oflabour and technical 
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progress and the growth of capital combine together to increase 
output. 

Division of labour could equally well be termed specialization. 
For it involves the specialization of means of production to 
particular uses--the creation of numerous" factors of production" 
in our sense of the term. It involves the specialization of land 
and capital, as well as of labour. 

Let us consider first the specialization of labour. To take a 
simple example, suppose that two men both make exactly the 
same kind of simple wooden toy and sell their toys in the streets. 
Suppose the first man can make 20 toys in two hours but takes 
six hours to sell them, while the second man takes six hours to 
make 20 toys but only two hours to sell them. If the two men 
join forces, the first-specializing on making-can make 80 in 
eight hours and the second-specializing on selling-can sell 
these 80 in eight hours. Their combined output is doubled by 
division oflabour. 

There is equally an advantage in specialization if one man can 
do everything better than another but his superiority is more 
marked in one line than in others. Suppose that in a week A 
can make either 10 shoes or 10 handbags and actually makes 5 
of each, while B can make either 8 shoes or 4 handbags and 
actually makes 4 shoes and 2 handbags. By joining forces and 
specializing, A on handbags and B on shoes, their joint weekly 
output is increased from 9 shoes and 7 handbags to 8 shoes and 
10 handbags--an increase, supposing shoes and handbags to be 
of equal value, of 12t per cent. Although this is a very simplified 
example, the principle it illustrates is of great importance. We 
discuss it at some length in Chapter XXV under the title of 
"Comparative Costs," but it applies to all fuctors (in so fur as 
they can specialize) and to internal just as much as to inter
national trade. 

The special aptitudes of different persons for different tasks 
may be either innate or acquired. Division of labour enables 
differences in natural aptitudes to be utilized. It also enables 
persons to acquire an aptitude for a particular task by learning 
it and practising it. We thus get a wide range of occupations. 
This specialization, of course, implies a subsequent exchange of 
products. It would not be possible if each person had to produce 
all that he consumed. 
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In the same way different areas of land are specialized. to 
different tasks. Some land may be naturally suitable for certain 
products, owing to its mineral resources or its climate and soil. 
Other land may be made suitable, for example by irrigation. 
Most specialized land is a blend of natural and acquired advan
tages. We may again illustrate by a simple example how special
ization may increase production. Suppose there are two areas: 
one specially suited for wheat and the other for tea. If each is 
self-supporting, the first produces, say, 1000 units of wheat and 
200 of tea; the second, say, 1000 of tea and 200 of wheat. If 
the first produces only wheat, it can produce, say, 2000 units and 
if the second produces only tea it can produce, say, 2000 units of 
tea. Thus instead of having only 1200 wheat and 1200 tea pro
duced between them, by specialization they can have 2000 of 
each-from the same means of production. The first area can then 
exchange some of its wheat against tea from the second area. 

Specialization of equipment, as we know it to-day, is made 
possible by division of labour. If each man did everything for 
himself, he would have to provide all the tools he required. 
Specialization economizes tools, since only the specialist in each 
line need have a set of his special tools. But it also does much 
more. It enables elaborate machinery to be used which it would 
not be worth while for one man to use for himself alone, even if 
he could construct it. Division of labour makes large-scale 
production possible. 

Thus specialization gives men products they could not other
wise get. Without it, a man incapable of, say, playing a musical 
instrument would never hear music (unless he overheard his 
neighbour, who couJd play). A man living where tropical pro
ducts could not be grown would have to go without them. People 
in a region without coal or oil or water-power could never 
utilize these sources of power. And men who could do some 
specialized things would be no better off. A saxophone player 
may enjoy his vocation if he can obtain the necessaries and 
comforts of life by playing a saxophone for a few hours a day
but if he could provide himself with nothing but moans from 
his saxophone he would perish miserably. There was once an 
Mrican tribe whose area produced only bananas and the food 
value of bananas is so low that these unfortunate people had to 

. munch bananas aU day long. Specialization also provides men 
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with products which they could produce for themselves but which 
they can get in greater quantities or with less effort by special
izing on something else and exchanging: as in our wheat and 
tea example. 

It is important to realize that division of labour is limited by 
the extent of the market. A doctor whose practice was confined 
to a small village would not be able to specialize upon one par
ticular branch of his art. Indeed he might have to supplement 
his earnings as a doctor by doing some other kind of work. 
Again, an island eminently suitable for growing bananas but 
unable to export would probably be used largely for growing 
other things which the inhabitants desired in addition to bananas. 

But the most striking illustration of this principle is the use 
of specialized and elaborate equipment. A large shoe factory, 
with elaborate machinery, can produce many more shoes than 
could be produced by the same amount of labour and capital 
divided among scores of tiny workshops. But if its sales were 
restricted to a small area, the machinery would lie idle for most 
of the time and the people of that small area could probably have 
satisfied their wants more fully by putting less capital into 
simpler shoe machinery and using the rest of their capital for 
other purposes. 

Some products can be produced more cheaply in one place 
than another, but this advantage may be outweighed by the cost 
of transporting them. Clearly, inventions which reduce transport 
costs extend the scope of dIvision of labour by widening the 
market. 

Under division oflabour it is not true that every factor is used 
for the purpose to which it is best suited. Most factors are not 
completely specific. They are capable of doing any of several 
things. Thus a man might be the best bricklayer in the com
munity and only the tenth best architect. If architects were 
much scarcer, relatively to the demand for them, than brick
layers, the wants of consumers might be satisfied more fully if 
he devoted himself exclusively to architecture. Similarly, some 
of the best wheat-land in the world might also be fairly suitable 
for growing grapes. If there was a greater relative scarcity of 
vineyards than of wheat-land, the wants of consumers might be 
satisfied more fully if it were used for growing grapes. 

The introduction of demand, and consumers, into this 
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liscussion does not imply that our generalizations are restr}cted 
o a community organized on a basis of production for profit. For 
!xample, under a complete dictatorship, the dictator would be 
the consumer, in the sense of the person who exercised demand. 
However the community were organized, the wants of those in a 
position to make their choice effective could be satisfied much 
more fully, from a given supply of means of production, by 
taking full advantage of division of labour. 



CHAPTER IX 

COMBINATIONS OF FACTORS 

I. FIXED AND VARIABLE PROPORTIONS 

FEW economic tasks can be performed by one factor alone. 
Nearly every form of economic activity requires the services of 
two or more different factors of production, acting in combination. 
Labour as well as land is required to grow wheat and machinery 
as well as labour is required to make pins. Hence the illustrations 
which we gave in tlie previous chapter--of men making toys and 
of land growing wheat or tea-were not very realistic. The 
number of toys which a given man can make per hour is not 
fixed: it will be greater if he has good tools than if he has 
poor ones. The amount of wheat which a given piece of land 
will yield per year is not fixed: it will be greater (up to a point) 
if more labour and agricultural machinery are employed in 
conjunction with the land. This in no way affects the validity 
of our conclusions about division of labour, but it does raise 
the very important issue of what determines the methods of 
production in different industries, in the sense of the pro
portions in which the different factors are combined in each 
industry. 

It may be that, in order to perform a certain task, different 
factors of production must be combined together in fixed pro
portions. Some plants seem to be planned to employ a fixed 
number of workers, and it appears obvious that taxicabs and 
taxi-drivers must be combined in the proportion of one to 
one. 

But this is by no means the general rule. On the contrary, the 
general rule is that the proportions between the different factors 
can be varied. For example, a farmer as a rule can either acquire 
more land or buy more agricultural machinery or engage more 
labour, and a manufacturer as a rule can either substitute 
machinery for labour or do the opposite. 

Even when the proportions appear to be fixed they can often, 
in fact, be changed, although this sometimes involves a change 

122 
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in the nature of the product. For example, in a large wQrks 
more or fewer men can usually be employed in supervising; and 
a manufacturer may sometimes find it profitable, in the long run, 
to employ more men testing his products in order to avoid 
delivering imperfect specimens to his customers. Even in the 
case of taxicabs, the proportions are not absolutely fixed. Taxi
cabs in New York are larger and more luxurious than in 
London-that is to say, thero- is more capital per taxi-driver
while it is said by an eminent authorityl that in Japan there are 
frequently two men at a time engaged in the task of operating a 
taxicab. . 

Even when the proportions really are more or less fixed, they 
are usually fixed only in the short run. This is due mainly to the 
fact that capital goods wear out or are scrapped. and need not 
be replaced by exactly similar capital goods. For example, if 
capital became more abundant relatively to labour, a blast 
furnace of the type requiring about twelve men to work it could 
be replaced by one of a more elaborate type, with devices for 
automatic charging, requiring only about four men to work it. 
In the same way ring-frame spindles, operated by relatively 
unskilled women, could replace mule-spindles, operated by 
relatively skilled men, although this would probably mean that 
a coarser type of yarn was produced.· 
• We shall therefore proceed upon the assumption that the 
proportions of the factors combined together to perform a given 
task can be varied. This raises the question of the effect upon 
output of changes in the proportions of the different factors 
employed. This question has usually been discussed in connection 
with the celebrated Law of Diminishing Returns. 

z. THE LAW OF DIMINISHING RETURNS 

The English classical economists considered this Law in 
relation to agriculture. They said that if population increased 
more agricultural produce would be demanded. But the total 
amount of land, they said, was fixed. Therefore as more men 
were employed in agriculture the average amount produced per 

l Japan, by H. G. Moulton, page 398. 
• The conditions under which capital goods, although not worn out, would 

be scrapped and replaced by others of a dJ.fferent type are discussed on pages 
134-135. 
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man would tend to falV For example, if twice as many men were 
employed on the land, the total amount of produce would be less 
than double. This tendency, they said, might be counteracted 
for a time by the progress of knowledge, but it is always present. 
This view led them strongly to advocate a reduction in the birth 
rate, in order to raise the standard ofliving. 

Actually the amount produced per man from the land has 
tended to increase rather than to diminish throughout the whole 
of recorded history; and this upward trend has been greatly 
accentuated during the last hundred years or so. This has been 
due to all kinds of inventions and discoveries, such as the dis
covery of the principle of rotation of crops, inventions of agri
cultural machinery, improved methods of fertilizing the soil, and 
discoveries of new varieties of crops which are more prolific or 
are better able to resist various diseases or various types of 
unfavourable climate. One consequence of this has been that, 
although the standard of living, so far as food is concerned, has 
risen greatly in most countries, the proportion of persons engaged 
in agriculture has steadily fallen. When one man's labour on 
the land produced food for little more than one family, the 
bulk of the population had to be rural and engaged in 
agriculture. Now that one man's labour on the land pro
duces enough for three families (even at the present higher 
standard of living) two-thirds of the population can be, and 
are, set free for non-agricultural production, and can live in 
towns. 

The progress of knowledge has thus proved to be a stronger 
force than the tendency to diminishing returns. But this tendency 

'"ls always present. The Law of Diminishing Returns states how 
output would vary if the proportions of the factors were altered 
at a given moment and this rules out any changes in knowledge. 
It shows the alternatives which present themselves at any 

1 They saId that this would happen for two reasons. In the first place, 
returns per man from the better land would dimirush as it was worked more 
intensively. In the second place, worse land would be brought into cultlvatlon. 
But their measurement of land in non-homogeneoU5 acres does not affect the . 
argument. For the worse land would be brought into cultivatlon only because 
returns per man from the better land dIminished suffiCIently to make the worse 
land worth cultivating: after a point, addinonallabour could produce as much 
upon the worse land as upon the better land. Hence the problem arISes only 
becaU5e returns to labour dlIIlinish upon 'the gIven area of .. better land" 
already cultivated. 
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moment, and, as we shall see, it applies to all branches of 
production and not only to agriculture. 

Let us suppose, to begin with, that in any branch of production 
doubling all the factors would exactly double the total product, 
increasing all the factors by 10 per cent would increase the total 
product by exactly 10 per cent, and so on. In reality this may 
not be so. An increase in the scale pf production may make it 
worth while to use specialized machinery or to make greater use 
of division of labour among the workers. We shall consider this 
question later. At present we leave it on one side, since our 
immediate problem concerns changes in the proportions of the 
different factors. 

In order to'simplify, we shall consider only two factors, land 
and labour-each of uniform quality-engaged in the production 
of, let us say, wheat. We can suppose, if we wish, that each 
worker is equipped with a given set of tools. We give an imagin
ary arithmetical illustration of how the output of wheat would 
vary, per square Inile, with changes in the number of men 
employed per square Inile. It is important to bear in mind that 
the number of men per square Inile can be, for example, doubled 
either by doubling the total number of men, the amount of land 
remaining the same, or by halving the total amount of land, the 
number of men re19aining the same, or by some increase in the 
number of men coupled with an appropriate decrease in the 
amount ofland. 

The table on p. 126 shows three stages. The first stage includes 
all combinations with fewer than eight men per square IniIe. 
Seven men per square Inile gives the highest average product per 
man. As the number of men per square mile is increased from one 
to seven the average product per man is increased. The reason 
for this is that a square mile is too large an area for fewer than 
seven men to tackle: they waste some of their effort in trying 
to work it all. (Any reader who objects to these figures is at 
liberty to substitute a hundred, or a thousand, square miles for 
one square Inile-but it cannot be doubted that S011l8 area ofland 
will be too large for six men to cope with.) Hence, however 
small Inight be the number of men engaged in wheat-growing, 
and however large Inight be the amount of land available, they 
would not (if they realized the facts) attempt to work more than 
one square IniIe per seven men. Suppose, for example, that in a 
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new colony 70 men were engaged in wheat-growing and had 
an almost unlimited amount of free land at their disposal. The 
greatest amount of wheat they could produce would be 12,000 

units and they could produce this only by concentrating upon 10 

square miles of land, leaving the rest of the land alone. If they 
tried to work, say, 70 square miles at a time they would produce 
only 7000 units of wheat. Hence this first stage, provided men 
know what they are doing, will never be found in practice. 

PRODUCT OF LABOUR (IN UNITS OF WID!.AT) PER SQ.UAR.B Mn.a OF LAND 

Number of Men I Total Product II Average Product I 
(per Square MIle) (per Square MIle) 

I 100 100 
2 250 125 
3 450 150 
4- 646 161·5 
5 837 1674 
6 1022 17°3 
7 1200 171 4-
8 137° 171.2 
9 1531 17°·1 

10 1682 168'2 
II 1822 165 6 
12 1950 162 5 
13 2065 1588 
14" 2166 154'7 
15 2252 150'1 
16 2322 145'1 
17 2375 139'7 
18 2410 133 8 
19 2426 127 6 
20 2422 121'1 
21 2397 114'1 

M ~ginal 
Pr':auct 

100 
150 
200-
196 
191 
185 
178 
17° 
161 
151 
140 
128 
115 
101 
86 
70 
53 
35 
16 

- 4 
-25 

The second stage includes all combinations from eight to 
nineteen men per square mile. Up to this point the output per 
square mile continues to increase, although the output per man 
is diminishing. 

The third stage includes all combinations containing more than 
nineteen men per square mile. If more than nineteen men per 
square mile are employed on a given area of land, the total 
output from that area could be increased by reducing the number 
of men to nineteen per square mile. The maximum output from 
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a given area of land is 2426 units of wheat per square mile, an.d, 
in order to obtain this, nineteen men, and not more, are required. 
The reason for this is that when there are more than nineteen 
(and again if the reader does not like these figures he may sub
stitute nineteen hundred or nineteen thousand) the men impede 
one another: too many cooks spoil the broth. Hence the third 
stage would never be found in practice, for it contains too large 
a proportion of labour. The only stage found in practice would 
be the second. 

In this second stage it is clear from the table that as the pro
portion oflabour to land increases, the average product per man 
diminishes. It is equally clear, upon reflection, that as the 
proportion of land to labour increases, the average product per 
square mile diminishes. For an increased proportion of land to 
labour means fewer men per square mile and (reading the table 
upwards) it is clear that, as the number of men per square mile 
diminishes from nineteen to seven, the output per square mile 
diminishes. Hence we conclude that (apart from indivisibilities, 
which will be explained and discussed later) in practice every 
factor will be combined with other factors in such.a proportion 
that ifit alone were increased its average product would diminish. 
We should expect to find, that is, that every factor yields dimin
ishing average returns. There is nothing peculiar about land or 
agriculture: this rule applies to every factor and to every in
dustry. And, indeed, this is exactly what our common sense 
would lead us to expect. If anyone factor alone were increased 
by, say, 10 per cent, the quantity of the other factors remaining 
the same, we should expect the total product to increase by less 
than 10 per cent. If this were not so, then all the food in the 
world could be produced from one small plot of land, since the 
output from that plot could be doubled indefinitely by doubling 
the men and other factors employed upon it. 

We turn now to the marginal product of a factor. This is the 
addition to the total product due to the addition of one more 
unit of the factor. The last column of our table shows the marginal 
product of labour per square mile. Increase the number of men 
per square mile from, say, seven to eight and the marginal 
product oflabour (per square mile) falls from 178 units to. 170 
units. This figure of 170 is obtained by subtracting 120o-the 
output per square mile when there are seven men per square 
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mile-from 137o-the output per square mile when there are 
eight men per square mile. It would be misleading to say that 
the extra 170 units are "due to the eighth man" since, by 
definition, the eighth man is no more and no less efficient than 
any of the others. The 170 units are the marginal product of 
labour per square mile when eight men are employed per square 
mile. The marginal product oflabour, per square mile, is shown 

y 

20~ 
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180 
170 
160 
150 
140 
130 

Unl~s 120 
.1: II 0 

oJ 100 >-
wheat 90 
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40 

~~ h 
10 I h 

~~'~LI~2~~-4~5~6-!1-B~9~IO~I~I~I~2~IJ~~~1~5~16~'7~18~~~~~II--~X 

=~g Men per square mile U 

FIo. 12 

in Fig. 12. Reading from left to right, the first rectangle or pillar 
represents the product when there is one man (namely 100 units), 
the second rectangle represents the amount added (namely 150 
units) when there are two men, and so on. The total product 
when there are x men is the sum of the x rectangles, and the 
marginal product is the xth rectangle. If the marginal product 
is negative, it is represented by a rectangle below OX and the 
total product is the rectangles above OX minus those below OX. 
The diagram is usually simplified, as in Fig. 13, by showing only 
the smoothed curve. The total product of OM men is the area 
OABM; their marginal product is BM. 

It will be noted that, in our table, the marginal product of 



COMBINATIONS OF FACTORS 129 
labour at first rises more sharply, as we suppose the number of 
men per square mile to increase, than the average product of 
labour. The marginal product of two men (per square mile) 
is 150 units and of three men 200 units as against an average 
product of 125 and 150 units. The marginal product oflabour 
begins to fall (when more than three men per square mile are 
engaged) while the average product continues to rise until it 

y 

Units 
of A 

Product 

O~------------Mb----------------T--~X 

Units of varying factor 

FIo. 13 

reaches a maximum (when seven men per square mile are en
gaged). At this point the marginal product and the average 
product are equal. (They are not exactly equal-I 78 as against 
171'4-in our table because we do not show "fractions of a 
man OJ per square mile. The 'true maximum average product is 
a little higher than 171'4 and would be reached when the 
number of men engaged per square mile was seven plus an 
eighth man working most of his time, but not all of it, and at 
this point-with about 7.8 men per square mile-the average 
and marginal products would be equal.) Beyond this point 
both the marginal and the average product fall continuously, 
but the former falls more sharply than the latter, and becomes 
negative when as many as twenty men per square mile are 
engaged. 

lo-(B.a931 
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These relations between average and marginal product must 
always be true! if the average product first rises and then falls. 
They are shown on the diagram below. 

Units 
of 

Produce 

y 

...... ......... 
" 

""'" 

o~~~~----~------~~~~~~--~.x 
Umes 01 varying factor per unit oj fixed factor 

(e 9 men per square mile) 
--= marginal product of varying Jactor --_.= average product of varying factor 

FIo. 14 

We may now state the Law of Diminishing Returns. As the 
proportion of one factor in a combination of factors is increased, after a 
point, the marginal and average product of that factor will diminish. 

1 It is difficult to "explain" this. As long as the marginal product is above 
the average product, the latter must be nsmg, and as long as the marginal 
product is below the average product, the latter must be faIImg. When the 
two are equal, the average product IS neither nsing nor faIImg: i.e. It is at a 
maximum. Some readers may be able to convmce themselves by workmg out 
illustratiOns in terms of cricket scores. Or we can think of men bemg arranged 
m a row. If the first man is 5 ft. taIl, the second 5 ft. 2 in., the thud 5 fL 6 in., 
and the fourth 6 ft., these increases in the "marginal height" will make the 
"average height" increase, but It will remain below the "margmal height." 
Thus the average hetght of these four men will be only 5 fL 5 in. Now suppose 
that subsequent men are progressively shorter-say the fifth man is 5 ft. II tin., 
the sixth 5 ft. III in., and so on. Clearly for some time the average height in 
the row will continue to increase. When the average hetght reaches a 1I1aXl

mum, it is neither increasing nor decreasing-for a moment the curve repre
senting it is neither nsing nor faIImg, and must therefore be honzontal. The 
last addition neither raISes nor lowers the previous average, hence it must 
equal IL Thus If the average .hetght of our men first rises and then falls, and 
If at the point when it ceases to rISe the next man does not make It begm to 
fall, his height must equal the average hetght of the men in the row. 
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Thi. assumes that the state of technical knowledge is given ~nd 
that there are no "economies ofscale." 

3. THE ALLOCATION OF FACTORS AMONG 
INDUSTRIES 

At any moment a community possesses definite quantities of 
the various means of production.1 We must now give a prelim
inary answer to the question of what determines how these means 
of production are allocated among different industries. It is this 
allocation, of course, which determines what assortment of goods 
and services is produced. 

In answering this question we must bear in mind that most 
branches of production require the co-operation of several 
different factors, and that most factors of production are capable 
of rendering service in anyone of several industries. 

The reader may be tempted to conclude from the hypothetical 
figures of our table that the "best" proportion of labour to land 
in wheat-growing would be seven men per square mile, since 
this is the proportion which maximizes the average product per 
man. But this would be true only if wheat-land were so abundant 
that the community could use as much as it wished without 
thereby diminishing the production of anything else. And this is not 
likely. Much wheat-land is capable of producing other things
oats, barley, sheep, grapes, and so on-and, as a rule, to allot 
sufficient land to wheat--growing to maximize the average product 
per worker in wheat-growing would inevitably mean reducing 
considerably the output of alternative products. The community 
must somehow distribute its land among different industries in 
such a way that it would not prefer to have more land in one 
industry and correspondingly less in another. This result is 
achieved when the communiry places the same value upon the marginal 
product of land (the addition to the total product resulting from the 
addition of one mOTe unit of land) in every industry in which land is used. 
This means that, on the figures given in our table, less than one 
square mile of land will be employed in .conjunction with every 
seven men in wheat-growing. For if one square mile were 
employed with every seven men, the marginal product of land 

1 For the present we can neglect the fact that given men cab. do more or less 
work. 
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in wheat-growing would be zero-the last increment of land 
(given the number of men) would have added practically nothing 
to the total output of wheat and further additions of land would 
actually diminish it. The labour force, being fewer than seven 
to a square mile, would be trying to work more land than it 
could properly manage and would get a bigger product by leaving 
some land unused. But (unless land is so abundant that, under 
competition and a pricing-system, its price is zero) the marginal 
product of this land in other industries will be positive and may 
be quite considerable. Hence sufficient land cannot be spared 
for wheat-growing to maximize the average output of wheat per 
man. Land is scarce and must be economized. 

The same point can be illustrated, perhaps more clearly, if we 
consider labour. Granted that land is scarce, it might seem that 
the "best" proportion oflabour to land in wheat-growmg would 
be between nineteen and twenty men per square nule, since this 
is the proportion which maximizes the output of wheat per 
square mile. But this proportion would mean that the marginal 
product of labour in wheat-growing was zero. The last incre
ment of men (given the amount of land) would have added 
practically nothing to the total output of wheat, and further 
additions of men would actually diminish it. If nineteen to 
twenty men per square mile were employed in wheat-growing, 
the transference of some of these men to other industries would 
undoubtedly increase the total output of those other industries. 
The equilibrium situatIon is that in which the communiry places the same 
value upon the marginal product of (homogeneous) labour in every 
industry. Let us illustrate by a simple example. Suppose that 100 

square miles have been allotted to wheat-growing and that 
1000 men are employed in conjunction with this land. The 
transference of 100 of these men to other industries would 
diminish the output of wheat by 15,100 units. Is there anything 
which these 100 men can produce elsewhere which the community 
values so highly that it is prepared to reduce its output of wheat 
from 168,200 units to 153,100 units in order to obtain it? If so, 
the tendency will be to transfer these men. If not, the question 
arises, of whether enough men are employed in wheat-growing. 
An additional 100 men would increase the total output of wheat 
from 168,200 to 182,200' units. But it would reduce the output 
of the other industries from which the men were transferred. Is 
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there anything which 100 men are producing in other indus¢,es 
which the community would be willing to forgo in order to 
obtain this increase in the output of wheat? If so, the tendency 
will be to transfer men to wheat-growing. In the same way we 
can ask whether the community would prefer to transfer some 
of the 100 square miles from wheat-growing to other uses, or 
conversely. When the answer to all these questions is No, 
equilibrium has been attained, in the sense that there will be no 
incentive (unless some change occurs in the data) for any factor 
to move out of one line and into another. The value of the marginal 
product of a factor will be the same in every line in which it is employed. 

For the sake of simplicity we have spoken as if there were only 
two factors, land and labour, each of uniform quality and each 
capable of a number of alternative uses. Actually, there are 
many different factors-many different kinds of land and labour 
and capital goods-and some factors can be used for only one or 
two purposes. Nevertheless the conclusions of this section are 
valid: they do apply to the real world. We shall return to them 
when we study the working of the price-system under capitalism. 

4. UNUSED FACTORS 

The contention that "a community should use all its re
sources" sounds plausible, but probably few would agree with 
it if they realized its implications. Since very few econoInic tasks 
can be performed by one factor alone, and since a community 
usually has a large number of factors-different grades of land, 
and so on-people can often satisfy their wants more fully by 
leaving some factors of production completely unused. Suppose, 
for example, that a community has two coal deposits, one of 
thick seams near the surface and the other of thin seams, deep 
down and difficult to work. If it concentrates entirely on the 
better deposit, 1000 men will suffice to produce a million tons a 
year; ifit concentrates entirely on the worse deposit, it will take 
5000 men to produce a million tons a year; and if it gets half a 
million tons a year from each, 3000 men (500 + 2500) will be 
required. If the community wants around a million tons of coal 
a year, clearly it would be sheer waste to work the worse deposit: 
by concentrating only on the better deposit fewer men will be 
required to produce a given amount of coal. It will pay to work 
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the worse deposit only when the better deposit has been worked 
to such an extent that the transference of labour from it to the 
other one would yield more coal. All this of course is on the 
assumption that the community desires only to satisfy its wants 
for consumers' goods as fully as possible from the factors of 
production available. If it regards the employment of large 
numbers of mell in coal-mining as an end desirable in itself, this 
reasoning does: not apply. 

We may perhaps mention some other applications of this same 
principle. The community may attain its ends more fully by not 
attempting to cultivate relatively barren or badly situated land. 
A greater product may be obtained by concentrating entirely 
on the better land. 

The principle applies also to material equipment. Suppose, 
for example, that a new type of machine is invented which will 
perform a certain task more efficiently than the type of machine 
at present in use for that purpose. The community may attain 
its ends more fully by applying the invention at once and 
scrapping all the old-type machines, even if many of them are 
practically new. Whether this will be so depends on two things. 

(I) Suppose that a machine of the new type (if it were pro
duced) and a machine of the old type (which has already been 
produced) would each last for ten years. Can the community 
satisfy its wants more fully over these ten years by using the less 
efficient machi~e, which is already in existence, or by employing 
co-operating factors, such as labour, to produce a machine of the 
new type and to operate it? If the latter, then the community 
would gain by producing the new machine and scrapping the 
existing one. 

(2) But this is not all. The community has a limited supply of 
savings. Some of these savings would be absorbed in producing 
machines of the new type. A still greater gain Inight be possible 
by using its IiInited savings in other ways and by continuing to 
work the existing machines. But if this is not so, then clearly the 
best course is to scrap all existing machines of the old type. 

This- point is not fully realized by those who deplore what 
they call "the loss of capital" due to inventions and who wish 
to restrict, for example, the competition of road transport in 
order to preserve the capital value of the railways. 

A final example of our principle may be drawn from public 
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works to relieve unemployment. It is sometimes urged that any 
such relief works must increase production since the unemployed 
will produce something instead of nothing. This may not be 
true. In order to produce something-say, roads-the unem
ployed must be combined with other factors such as engineers, 
supervisors, equipment, and materials. These co-operating 
factors, including the labour and capital employed in making the 
equipment and producing the materials, must be drawn from 
other uses. As a consequence of this reshuffle, the total assort
ment of goods and services produced may satisfy the wants of the 
community less fully than the assortment which would have 
been produced in the absence of relief works. But again we must 
point out that this is not necessarily conclusive. The community 
may prefer to maintain the morale and working habits of the 
unemployed even at this cost. Further, some econOlnists argue 
that under certain conditions such relief works may lead to a 
general revival of economic activity. For such reasons we some
times find relief schemes in operation-for example, some of those 
in America under the "New Deal"-although it would be con
siderably cheaper for the Government to pay the unemployed 
weekly sums of money without demanding any work from them 
in return. 

5. THE ECONOMIES OF LARGE-SCALE PRODUCTION 
Hitherto we have assumed that doubling all the factors engaged 

in an industry would exactly double the total output of that 
industry, increasing every factor by 10 per cent would increase 
the total output by exactly 10 per cent, and so on. This may not 
be true. The expansion of an industry may make possible what 
are known as "economies of scale." 

The reason for this is that a different method of production 
may be adopted. We are not supposing any increase in technical 
knowledge. But if the scale of an industry is increased, it may be 
possible to take greater advantage of specialization. Men may 
specialize more upon particular tasks, and machinery may be 
used which previously was not worth while. Take, for example, 
printing. When the numbers of men and the amount of capital 
employed are small, hand printing-presses may be used, although 
the people concerned know quite well how to construct and 
operate a linotype machine. Multiply the men and the capital 
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engaged by ten, and one or more linotype machines may be wed 
and some men may specialize as compositors, others as proof
readers, and so on. The total output of the printing industry 
may increase more than tenfold and the marginal product of 
every f\lctor may be greater than it was before. 

The careful reader will note again the ambiguity of the term 
"factor." We can say either that the amount of the factor 
"capital" has increased tenfold or that one type of capital good 
-linotype machines-has replaced another type--hand printing
presses. But there is no dispute about the facts, and as the former 
method of stating them is customary in this connection, we shall 
follow it. 

We may remark that "small-scale" methods of production 
may be used in an industry although its total output is fairly 
large and although large-scale methods would seem more 
efficient. The reason is that the product may be fairly costly to 
transport, and the consumers may be in a number of centres 
scattered over a wide area, so that the gain from producing in a 
large-scale plant would be outweighed by the cost of distributing 
the products. An expansion of the industry may make it worth 
while to use large-scale methods in each of a number of centres. 

We have supposed all the factors engaged in an industry to 
increase by the same percentage. The same broad result may 
follow if some factors increase more than others, so that the 
proportions of the variow factors alter. For example, a large 
increase in the capital employed in an indwtry may cawe the 
adoption of methods of using it which were previowly known but 
not worth while, because the proportion of capital available was 
too small. Thus it might become worth while to construct a 
waterworks and to lay pipes for the conveyance of water instead 
of carrying it in buckets. 

A large increase in the scale of an "industry" may result in 
a separation of processes and occupations. For instance, instead 
of one man making a carpet some firms may do the spinning, 
others the weaving, others the dyeing, and so on, and many new 
occupations may be created in connection with the various kinds 
of specialized machinery used. 

During the last few generations, we have had a great and 
continuous improvement in the technique of nearly every branch 
of economic activity, coupled with an increase in population 
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and a still greater increase in capital. The "returns" to practic
ally every factor in every industry have increased-over ·time. 
But at present we are ruling out, for purposes of analysis, in
creases in technical knowledge. How, then, can economies of 
scale arise? If all the methods, machinery, and so on, are 
known, why are they not used when the output of the industry 
is relatively small? 

The reason is that some factors are indivisible and are not 
worth using unless the demand for their products is large enough 
to keep them sufficiently employed. Thus a considerable increase 
in the demand for a commodity or a service may make possible 
the use of indivisible factors which were previously not worth 
while installing. 

This concept of indivisibility needs some explanation. 
Many things must be a certain minimum size in order to 

perform the required tasks. Why has not every city an under
ground railway? Tiny carriages, lifts, and so on, might serve for 
Lilliputians but not for us. The size of human beings imposes a 
certain minimum, and the potential volume of traffic is large 
enough to warrant an underground railway only in the very 
largest cities. A tiny conveyer-system might serve for toy motor 
cars, but to produce cars of the usual size it must be on a certain 
minimum scale and is worth installing only if the demand for 
cars is sufficient to enable it to be fairly fully utilized. In the 
same way there is an absolute minimum to the size of a linotype 
machine, a blast furnace, and a host of other capital goods. 
Such things would not be worth installing if they had to remain 
idle most of the time owing to the limited demand for their 
products. 

Some factors are more efficient, up to a point, the bigger they 
are. Consider, for example, a ship. The carrying capacity of a 
ship increases roughly with the cube of its dimensions, in the 
same way that a 2 X 2 X 2 box holds eight times as much as a 
I X I X I box. But, up to a point, the resistance of a ship in 
the water increases roughly as the square of its dimensions. 
Hence, within limits, bigger ships need less equipment and fuel 
and crew per unit of carrying-space. And the same general 
principle applies to steam-engines, electric-power plant, water
works, flour-Inills, and very many other types of plant and 
equipment. 
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A man also is indivisible. A night watchman may be able 
quite well to watch a certain building but he cannot simultane
ously watch a building half its size at one end of the town and 
another building half its size at the other end of the town. One 
doctor is not a tenth as good as ten doctors each of whom has 
specialized in a different branch of medicine. 

Thus the use of an indivisible factor, being an aspect of special
ization or division of labour, is limited by the extent of the 
market. An increase in the extent of the market, whether it 
comes about by a growth of population or by cheaper transport 
or by an increased preference for the commodity or service in 
question, may make it possible to take advantage of economies 
of scale, although, of course, the scope for such economies is 
different in different industries. And these economies always 
involve the use of indivisible factors of production. 

6. CONSTANT AND INCREASING RETURNS 

We have seen why economies of scale may be possible. But, 
given the scale of production in an industry, how can a small 
increase in the amount of one factor, in that industry, raise its 
marginal product? Or how can an increase of, say, 10 per cent 
in one factor alone raise the total output of the industry by 10 

per cent or more, showing constant or increasing average returns 
to that factor? 

The answer is again to be found in the concept of indivisibility. 
Indivisibility may be present in the product. Suppose that the 
task consists of moving some heavy object, like a steel bar or a 
grand piano. Two or three men may scarcely be able to move 
it at all. Ten men, for example, may be able by their combined 
efforts to do three or four times as much work of this kind as 
five men. Hence doubling the men over this range-from five to 
ten-would more than double the product. Over this range 
there would be increasing returns to labour. 

But the most important indivisibilities are those of specialized 
factors. It may be worth while to employ some indivisible 
factor although the demand is not sufficient for it to be used to 
capacity. For example, it may be worth while to use a ship of, 
say, 2000 tons on a certain route although it is known that its 
total cargo-space will seldom be filled. It may be worth while 
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to set up plant for producing electricity sufficient to meet a p~ak 
demand although for most of the time the demand may be con
siderably smaller. In a shop it may be worth while to employ a 
staff of assistants large enough to cope fairly well with the rush 
hours, although they may be idle for part of the time. 

In these circumstances there may be constant or even increasing 
returns to the other factors. For example, if the crew of a ship 
is increased by 10 per cent, the ship may be able to carry 10 per 
cent or more than 10 per cent additional passengers or cargo, 
because previously it was working below capacity. The average 
and· marginal product of the labour working the ship would 
remain constant or increase. Again, an increase in the number 
of receiving sets might make possible a corresponding increase 
in the number of listeners without involving any change in the 
programmes of the transmitting stations. Only the sets would 
increase and they would yield constant average returns: an 
increase of 10 per cent in the number of sets would increase the 
amount of "listening-in " by 1 0 per cent because the "indivisible" 
programmes would be more fully utilized. 

Obviously the phenomena discussed in this chapter would be 
present in any community, however organized. We shall see 
later how they affect costs under a price-system. 



CHAPTER X 

CAPITAL 

I. THE DEFINITION OF CAPITAL 
IT is often urged, and rightly, that a precise definition of terms 
is essential to clear thinking. But this does not mean that one 
definition of a term must be right and all others wrong. Often 
anyone of several possible definitions, provided that it is clear and 
unambiguous, will serve as well as another for the purpose in hand: 
the choice between them is little more than a matter of taste. This 
is so with the term Capital. It has been defined by economists 
in a number of different ways, but anyone of several (if not all) 
of these ways will serve equally well to help in explaining how an 
economic system works, and this is the main task of Economics. 
-, It is generally agreed that capital is a stock or fund existing at a 
given moment, as opposed to income, which is ajlow over time: 
so much per week or per year. The capital of an individual, in 
a society based on private property, may include paper titles 
such as stocks and shares which give him the right to a fixed 
money income or to a certain proportion of the profits made by 
a company. From the standpoint of a (closed) community, 
however, capital consists of material assets or goods. Some 
writers speak of" human capital," but it is usual, in the absence 
of slavery, to exclude human beings. 

This stock of goods, at any moment, which constitutes the 
capital of the community, at that moment, certainly includes 
produced means of production, such as factories and machinery 
and railways, together with raw materials and other "inter
mediate products" in course of being transformed into finished 
commodities. It is generally agreed that it should include stocks 
of consumers' goods held by "producers" and traders, both 
shopkeepers and others, since a process of production is not 
completed until the commodity is in the hands of the final 
consumer. But it is a matter of opinion whether it should include 
land, or consumers' goods in the hands of consumers, or both. 

The argument for excluding fand is that it consists of gifts of 
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Nature whose supply cannot be increased by man. If lan~ is 
defined in this way, the argument is valid. True, it is function 
and not origin which matters when we consider the extent to 
which man is aided in production by his environment: a canal 
may be just as useful as a river. But it is desirable to distinguish 
between capital, which can be increased by man, and gifts of 
Nature, which cannot. The difficulty is, however, that much 
land-in the usual sense of the term-is man-made. A com
munity can save and invest by improving its land as well as by 
increasing its stock of other goods. And it is almost impossible 
in practice to distinguish between original gifts of Nature and 
improvements made by man; otherwise we could include the 
latter, but not the former, in capital. Perhaps the best solution 
is to admit that logically we should include land in our concept 
of capital but to urge that it is such an important category of 
capital that it is convenient to follow the usual practice of 
treating it separjltely. 

The argument for excluding consumers' goods in the hands of 
consumers from capital is presumably that the process of pro
duction, as far as they are concerned, is completed. But this is 
not true. In the last analysis, consumers' goods are wanted for 
the flow of services which they yield. For example, coal yields a 
flow of warmth as it is consumed in a fire, houses yield a flow of 
shelter, and food yields a flow of nutrition. Thus a house may 
yield services to its owner, who lives in it, for many years; and 
the same applies, over a shorter period, to other fairly durable 
consumers' goods such as furniture and radios and motor cars. 
Stocks offood, clothing, and so on, are held, like stocks in factories 
or shops, to avoid the trouble of making very frequent purchases 
of small amounts and as a reserve against possible contingencies. 
It seems unnecessary to follow the practice of those economists 
who declare that a man's motor car, for instance, is to be regarded 
as capital when he is using it for business but not when he is using 
it for pleasure. It might be urged that there will be no further 
financial transactions concerning consumers' goods in the hands 
of consumers. But that is not so: for example. a consumer may 
decide to let a furnished room in his house or to hire out his 
private yacht. Hence I agree with those economists who include 
consumers' goods in the hands of consumers in capital. They are 
sometimf's called cc consumers' capital." 
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We therefore define capital as the Btock of goods of all kinds, 
including land, existing at a given moment. But for most 
purposes we shall treat land separately. 

2. THE ACCUMULATION OF CAPITAL 

We are not concerned at present with the distinction between 
"capitalist" communities, like those of Great Britain and the 
United States, and "non-capitalist" communities, like that of 
Soviet Russia. This distinction rests upon the ownership and 
control of the capital. But it is clear that any community will 
have some capital, whoever may own or control it. Our present 
purpose is to show how capital may be increased, and how such 
an increase may enable the community to satisfy its wants more 
fully in the future, by augmenting the future output of consumers' 
goods and services. 
_ This is fairly clear if we think of "consumers' capital." If a 
community produces more houses and furniture and other fairly 
durable consumers' goods, then after a time it will have a bigger 
stock of these goods and they will continue to contribute directly 
to the satisfaction of wants until they are worn out. The greater 
the stock of houses at any moment the greater will be the output 
of "shelter" in the future. 

The same applies to "producers' capital," the only difference 
being that such goods contribute indirectly, and not directly, 
to the satisfaction of wants. To take a simple example, the use of 
boats may enable men to catch more fu;h. The contribution of 
the boats is an indirect one. Consumers want fish and not boats, 
but the boats enable their desire for fish to be satisfied more 
fully. 

Granted the technical fact that the use of boats increases the 
productivity of men engaged in fishing, the question arises of 
how a community-wanting fish and knowing that it could get 
more fish if it had boats-could acquire boats. We use boats 
purely as an illustration: our answer applies equally to the 
accumulation of any other kind of capital, including consumers' 
capital and improve£~ to land. 

A community could acquire boats simply by working longer 
hours, devoting the extra tinx..A0 boat-building. This would 
involve a sacrifice of their leisut~ :If they did not wish to give 
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up, for the time being, some of their leisure, only three bro~d 
courses would be open to them. 

The first course would be to store some of the food, clothing, 
and other consumers' goods which they produce. Suppose that 
after eleven months they had stored enough to provide them 
with supplies for a further month. During that pIonth they 
could all set to work to produce boats instead of consumers' 
goods. 

The second course would be for them all to devote part of 
each working day to the production of boats. If, for example, 
they worked twelve hours a day and devoted one of these twelve 
hours to building boats, they would have as many boats at the 
end of a year as under the first plan. 

The third course would be to arrange for some of their number, 
say one-twelfth, to work only at boat-building, the others supply
ing them from day to day with consumers' goods. This plan 
is the one which corresponds to actual practice. It has the 
advantage of enabling some men to specialize in the art of 
boat-building, and it avoids the necessity of keeping large stores 
of food. 

Under any of these courses, the community, for the time being, 
would produce and consume fewer consumers' goods than before. 
Labour, and other factors of production, which !night have been 
employed in the direct production of consumers' goods would 
be employed instead in producing boats. This labour has, as its 
ultimate object, an increase in the output of fish. It does not 
achieve this object until a considerable time has elapsed. In the 
first place, it takes time to build a boat. In the second place, 
the boat lasts for some time. Thus the fruits of the labour 
employed in building a boat are the increased supplies of fish 
obtained, owing to the use of the boat, during the life of tile boat. 
The average length of time between the "input" of this labour 
and its final "output" may thus be considerable. Clearly the 
part played by capital derives its importance from the fact that 
production takes time. If consumers' goods were all produced 
instantaneously, without any preliInin~ work in producing 
instruments of production, raw materi~-and so on, and if no 
consumption goods were durable, like houses, there would be 
no possibility of increasing qu~t by adopting methods of 
production which involve the ~ of more capital. . . 
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In the last resort, all capital may be regarded as the product 
of labour and land. We include land because at any rate the 
raw materials-the wood, in the case of a boat-probably 
require land for their production. Tools, themselves capital, 
may be used to produce capital goods but the tools themselves 
are the product of labour and land. But to increase the amount 
of capital-in the sense of the stock of goods in existence-
requires what is usually called "waiting." It involves a renuncia
tion, for the time being, of consumption. Some people consume 
less than they could in order that capital may be produced. 

The incentive to "wait," in this sense, is that output can be 
increased by the use of more "capitalistic" or "roundabout" 
methods of production: that is, of methods involving the use of 
more capital. Of course, not all roundabout methods are more 
productive than direct methods, but people choose only those 
which are. If, for example, the boats built by our imaginary 
community were to take a year to build and were to last for five 
years, a considerably greater output of fish might be obtained 
over those six years by constructing and using the boats than by 
using the same factors of production to catch fish without the aid of 
boats. 

3. MAINTAINING CAPITAL INTACT 

Suppose that the boats of our hypothetical community have 
a hfe of five years, after which they are of no use. If our com
munity, having obtained the boats, made no provision for 
replacing them, at the end of five years they would be back where 
they began, boatless, and would have to begin the cycle all over 
again if they still thought that the extra fish were worth the 
requisite amount of "waiting." But if they wished to maintain 
a constant output of fish, they would make provision, during 
these five years, for replacing the boats by new ones immediately 
they had worn out. Instead of using all their available labour, 
and other factors, during those five years, to produce consumers' 
goods, they would employ some in boat-building, so that they 
would always have the same number of boats in good condition, 
old ones being replaced by new ones immediately they wore out. 
This is termed "maintaining capital intact." 

This concept, however, presents difficulties if applied to a 
period over which there are changes in tastes or technique or 
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external conditions. Suppose that all the members of our co}I1-
munity changed their scales of preferences in favour of meat as 
against fish. In order to maintain their capital intact they would 
have to divert some factors from the task of replacing boats to 
the task of increasing the equipment required to produce meat. 
Suppose, again, that an improvement in knowledge or in external 
conditions-say, the discovery of new fishing-grounds or an 
immigration of fish-enabled more fish to be caught per man. 
Capital could be maintained intact by maintaining a smaller 
number of boats, yielding the same output of fish as before. In 
general, capital is maintained intact if-given the co-operating 
factors-the output of consumers' goods which it helps to produce 
in any period is regarded by consumers as yielding them equiva
lent satisfaction to that yielded by the output of any other period. 

4. CAPITAL CONSUMPTION 

Suppose that our community suddenly decided-because, for 
example, it believed that the end of the world was at hand-to 
cease bothering about the future. It could considerably raise its 
standard of living by diverting labour and other factors from 
making repairs and renewals and replacements of existing capital 
towards more direct methods of producing consumers' goods. Of 
course, this higher standard of living could not be maintained for 
long. Worn-out plant and equipment would not be replaced, 
buildings would not be kept in good repair, stocks of goods held 
in reserve would diminish, and the growing shortage of capital 
would reduce the output of consumers' goods. The community 
would be constrained to return to more and more primitive 
methods of production, and, if it persisted in consuming its 
capital, it would be reduced in the end to an extremely low 
standard ofliving. But in the short run it could increase its output 
of consumers' goods, and therefore its standard of living, by 
employing more of its factors on the direct production of con
sumers' goods (with the aid of existing capital, as long as it 
lasted) instead of maintaining or increasing its capital. This 
process is known as .. capital consumption." During a war a 
country may be constrained to consume some of its capital by 
diverting factors from such occupations as erecting and repairing 
buildings to the more urgent ~ of trying to win the V(ar. 

n-(B.ag31 
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s. CONCLUSIONS 

The conclusions which we have obtained from our study of 
these imaginary simple cases apply to the modern world of 
reality. Most consumers' goods are produced, in a modern 
community, by highly capitalistic methods. For example, cotton 
goods are in part the final product of the labour employed in 
growing the cotton, in part they are the final product of the 
labour employed in mining the coal to smelt the iron which made 
the spindles, and so on. The great bulk of all the goods existing 
at any moment are not consumers' goods but producers' goods. 
By far the greater part of the productive activity which is going 
on at any moment will not come to final fruition for months or 
even years. 

We need add only a few remarks to bring our example of the 
boats into harmony with reality. In the first place, there are 
many dlfferent consumers' goods. A community must somehow 
choose to what extent it wishes to increase the output of some 
consumers' goods more than of others. The application of more 
capitalistic methods to the production of, say, fish, need not 
involve a corresponding increase in the output of fish, since 
factors previously employed in producing fish can be set free for 
other tasks: fewer factors, employed in a more capitalistic way, 
can produce the same output of fish as before. • 

In the second place, the state of technical knowledge usually 
permits a choice between a whole range of methods in producing 
any given commodity. One method is more capitalistic and more 
productive than another, a third is still more capitalistic and still 
more productive, and so on. For example, boats may be made 
more or less durable, or may be equipped with motors. The 
community must somehow choose to what extent it is worth 
"waiting" in order to obtain a still greater output in the future. 

In the third place, capital goods do not usually remain in 
perfect technical condition and then suddenly collapse, lIke the 
wonderful" one-hoss shay." Part of the activity involved in 
maintaining capital intact consists of making repairs. 

In the fourth place, productive enterprises all need to carry 
stocks of goods, which may include stocks of their own final 
products as well as of raw materials, fuel, intermediate goods, 
and so on. These stocks are a necessary element in the productive 
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process. They must be carried mainly because of unforeseen 
contingencies. For example, a manufacturer may receive ·an 
unexpected "rush" order, and therefore carries stocks of his 
finished product. He may not be able to secure all the raw 
materials he wants every day, and therefore carries a stock of 
them. These stocks form part of his capital. 

Finally, we should remember that there are other methods of 
making provision for the future, apart from increasing the stock 
of capital. Factors of production can be used to increase the 
productive capacities of human beings, by educating and training, 
them or by improving their health and physique. Further,. 
factors of production can be devoted to promoting the progresl! 
of technical knowledge, for example, by means of research. 
These two methods are alternatives to increasing capital, and 
they, too, involve "waiting." 



CHAPTER XI 

PRODUCTION UNDER A DICTATOR 

I. INTRODUCTION 

ANY community, however organized, must somehow decide 
what to produce. It cannot fully satisfy all its economic wants. 
It must decide to what extent it will satisfy some of its wants at 
the cost of leaving other wants unsatisfied. This means that it 
must decide how it wiIl distribute its limited stock of factors of 
production among different "industries." 

It will be instructive to consider how this problem would be 
solved by a dictator. We may suppose that all his subjects obey 
him gladly, performing whatever tasks he sets them to the best 
of their abilities, so that he need not set aside factors of produc
tion for the purpose of maintaining his authority, and we may 
further suppose that he is able to survey the economy as a whole 
and, somehow surmounting the serious difficulties mentioned in 
Chapter I, to weigh different possible alternatives against one 
another. He may choose whatever courses seem to him to be in 
the best interests of his people, but in any event he alone makes 
the final decisions. It is his scale of preferences, whatever may 
be the motives which shape it, which is the ultimate arbiter. 

z. ONE SCARCE FACTOR 

Suppose that there is only one scarce factor of production: 
homogeneous labour. All other means of production are so 
abundant that there is no need to economize them. Let us call 
them "land." Then, in every industry, whatever amount of 
labour may be employed wiIl be combined with that amount of 
land which maximizes its product. Given the number of men in 
any industry, average output per man will be as high as possible. 
Of course, this does not mean that the proportions oflabour and 
land wiIl be the same in all industries. The amount of land per 
man which will maximize the output per man will probably be 
different in each industry. If our arithmetical example on page 
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126 of Chapter IX represented the situation in wheat-grow~ng, 
the proportions would be 1 square mile of land to each seven 
men, since either a greater or a smaller proportion of land 
would give a smaller output per man. 

But our dictator would have to decide how to distribute his 
labour force among the different industries. He would distribute 
it in such a way that he would not value the additional product 
obtainable by moving a man from anyone industry to any other 
more highly than the amount of the product of the former industry 
which he would thereby forgo. That is to say, his equilibrium 
distribution of labour would be such that, according to his 
valuation, the marginal product of labour in every industry 
would be equal. 

3. TWO SCARCE FACTORS 

Next suppose that there are two scarce factors: homogeneous 
labour and homogeneous land. Since they are both scarce, he 
will combine them in such a way that both all the land and all 
the labour are employed (assuming that their proportions, in 
each industry, can be varied). In no industry will labour have 
enough land, assisting it, to maximize average output per man. 
For if it had, additional land in that industry would diminish 
the total output of that industry: the marginal productivity of 
land in that industry would be zero. But land is scarce, so that 
if other industries had additional land they would considerably 
increase their output. Hence sufficient land cannot be spared 
for anyone industry to maximize average output per man. This 
means that in all industries the proportion of labour to land will 
be greater than the proportion which maximizes average output 
per man, so that the marginal productivity of labour in all 
industries must be diminishing. Exactly the same reasoning 
applies if we transpose the words labour and land. There is not 
enough labour available to maximize output per acre, so that 
the marginal productivity of land in all industries must be 
diminishing. 

The equilibrium distribution of labour and land among 
industries will be such that, according to the valuation of the 
dictator, the marginal product oflabour in any industry is equal 
to the marginal product of labour in every other industry, 
and the marginal product of land in any industry is equal 
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to the marginal product of land in every other industry. 
For under these conditions the dictator will have nothing to 
gain by any further transfer of either labour or land between 
industries. 

It must be emphasized that the valuations of the dictator 
will determine his decision. Suppose, to take a simple example, 
that he has 1000 men producing 20,000 bushels of wheat and 
another 1000 men producing 20,000 bushels of barley. It may 
be that the transfer of 100 men from the wheat industry to the 
barley industry would dlminish the output of wheat by only 
1000 bushels, or 5 per cent, and would increase the output of 
barley by 2000 bushels, or 10 per cent. But the dictator, knowing 
this, may not make the transfer. He may very well prefer 20,000 

bushels of wheat and 20,000 bushels of barley to 19,000 bushels 
of wheat and 22,000 bushels of barley. His aim is not to maximize 
the number of bushels, or tons, of total product, nor to transfer 
factors whenever the percentage addition to one product exceeds 
the percentage thereby forgone of another product. His aim is 
simply to obtain that assortment of goods, out of the multitudin- . 
ous possible assortments, which he most prefers. 

4. MANY SCARCE FACTORS 

In reality there are many scarce factors--many different kinds 
oflabour and ofland and of produced means of production-but 
the above analysis applies. A dictator would employ all units of 
all scarce factors and would distribute them so that the marginal 
product of any factor was the same, according to his valuation, 
in all industries in which it was employed. 

The dictator would take account of indivisibilities. He might 
know, for example, that doubling the factors engaged in the 
motor-car industry would quadruple its output by permitting 
the introduction of a conveyer system and increased division of 
labour among the men. Nevertheless he might decide to leave 
the motor-car industry as it was, preferring the present product 
of the factors which would have to be transferred to three times 
the present output of motor cars. Again, he might know that the 
output of certain commodities--for example, houses or dresses-
could be greatly increased, without employing more factors, by 
"standardization." For if only two or three types were produced, 
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it might be worth while to introduce certain "indivisible" means 
of production or to utilize existing "indivisible" factors more 
fully. Nevertheless he might prefer the existing diversity to a 
larger output of standardized goods. 

s. SPECIFIC FACTORS 

Let us now suppose that certain factors are specific. Some land, 
for example, is suitable only for forests. How will this affect the 
problem? There are four possibilities. 

(I) If there is so much of this forest-land that not enough other 
factors can be spared to utilize it all, it will be a free good. 
Enough of this land will be combined with, say, labour to 
maximize the average output per man in this industry and its 
marginal productivity, therefore, will be zero. 

(2) If other, non-specific, land is equally suitable for forests, 
and the dictator's relative desire for forests is so great that he 
employs other land, in addition to the specific forest-land, for 
this purpose, the marginal productivity of the forest-land will be 
the same as that of other land. Under these conditions its 
specificity will have no effect. 

(3) The dictator may utilize all the specific forest-land, but 
no other land, for growing forests. If the forest-land were 
capable of other uses, he would transfer some of it to the other 
industries. Under these conditions the marginal productivity 
of forest-land, while it may be positive, will be less than the 
marginal productivity of other land. For it will be used in 
a greater proportion (relatively to labour) than if it were 
non-specific. 

(4) It may be that no other land can grow forests and that, 
if it could. the dictator would employ some of it, in addition to 
the specific forest-land, for that purpose. Then the forest-land 
will be combined in a smaller proportion with labour than if the 
other land were able to grow forests, so that its marginal pro
ductivity will be higher than that of other land. But the marginal 
productivity of labour, as valued by the dictator, will be the 
same on forest-land as on other land. If, by transferring some 
workers from one kind of land to another, he could get extra 
products which he preferred to those he would have to give up. 
he would do so. 
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6. JOINT SUPPLY 
We have assumed that each industry produces only one 

product. In reality most industries produce a number of different 
products. This, however, makes no essential difference to the 
foregoing conclusions. 

It may be that an industry cannot avoid producing two or 
more products in practically fixed proportions. For example, in 
cotton-growing a pound of raw cotton may be inevitably accom
panied by about two pounds of cotton-seed. But this merely 
means that the dictator must balance the possibility of using 
factors of production to produce an extra quantity of cotton plus 
double that quantity of cotton-seed against the possibility of 
using them to produce such and such a quantity of some other 
commodity. 

As a rule, however, it is possible to vary the proportion in 
which two or more commodities are jointly produced. For 
example, sheep can be bred to yield either more wool or more 
mutton, and types of coal can be selected for coking which yield 
either more coke or more gas. Thus our dictator can survey the 
possible assortments of different goods available from given 
factors and plan production to obtain that assortment which he 
most prefers. 

7. PROVISION FOR THE FUTURE 
Our dictator will have to decide, in distributing his factors of 

production among different industries, to what extent and in 
what ways he will sacrifice a potential output of consumers' goods 
in the immediate future for the sake of a greater output in the 
more distant future. Let us consider, in general terms, the chief 
ways in which he could thus make the productive activity of the 
community more "capitalistic" or "roundabout." 

(I) There would certainly be plenty of scope, given the state 
of technical knowledge, for increasing future output by using 
factors of production to increase the stock of capital-for example, 
by constructing such things as machinery and buildings to be used 
in the various industries. Thus the dictator may know, or may 
be informed by his technical experts, that the output of certain 
agricultural products could be considerably increased by the use of 
more fertilizer, that the output of pig-iron could be considerably 
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increased by constructing larger and more "up-to-date" blast 
furnaces, that the volume of traffic handled by the railways 
could be considerably increased by electrifying the railways, and 
similarly for practically every branch of production. 

(2) He may know that to set aside factors of production for 
different kinds of research would very probably yield increased 
knowledge which, when applied to production, would consider
ably increase output. 

(3) He may know that he could increase future output by 
using factors of production to improve, in various ways, the 
productive capacities of the working population. We have 
assumed that every worker performs his task to the best of his 
ability. But his ability might well be increased by training and 
instruction. To assume a given state of technical knowledge is by 
no means to assume that every worker is equipped with sufficient 
relevant knowledge to do his job to the best of his physical and 
mental capacity. For example, the efficiency offarmers might be 
increased if they were carefully instructed how to apply the 
results of research work performed upon experimental farms. 

This general heading covers the provision of education and 
training to the children who will later become workers. It covers 
also the maintenance and improvement of the physical capacities 
of present and future workers by setting aside factors of produc
tion to prevent sickness and accident and to maintain workers 
in health and physical efficiency. This may well involve keeping 
them adequately supplied with "necessaries for efficiency" such 
as food. A certain minimum of consumers' goods per worker is 
necessary to maintain life: larger amounts, above this minimum, 
may indirectly contribute towards future output by increasing 
the physical capacities of the workers. 

(4) The dictator may know that he can convert certain factors 
into others. For example, certain forest-land may be turned into 
land capable of growing crops at the cost of present expenditure 
in clearing it. Again, certain coal-miners may be converted into, 
say, builders' labourers at the cost of present expenditure in 
training them for this new occupation. 

It will be observed that, in order to obtain "greater efficiency" 
in production, our dictator must make some sacrifice of present 
output of consumers' goods. He must use his factors of production 
in a more "roundabout" way, diverting some of them from the 
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production of consumers' goods to such uses as the production 
of additional machinery, the promotion of research, the diffusion 
of existing knowledge, and the service of preventive medicine. 
But it is certain that he will not utilize all the possibilities open 
to him of increasing future output in these ways. Probably it 
would be possible for him to use all his avculable factors of 
production in ways, such as constructing new roads and railways 
and power-plant and buildings, which would yield a greatly 
increased output in the future-provided that workers remained 
alive to produce it. But, as we have seen, a certain output of 
consumers' goods would be necessary to maintain his labour 
force alive, and greater outputs would yield fruit, up to a point, 
by increasing the productive efficiency of the workers. Further, 
our dictator might not regard his workers merely as instruments 
to be supplied with more or fewer consumers' goods as engines are 
supplied with more or less fuel. He might choose to sacrifice the 
present to the future only to a certain extent, even if his subjects 
thereby enjoyed a standard of living well above that sufficient 
to supply them with "necessaries for efficiency." 

Our dictator, then, will consider all the different ways in 
which the future output of consumers' goods could be increased 
by setting aside factors of production to perform tasks which 
would yield fruit only in the future. Taking account of the 
probable future yields of different forms of "investment," he will 
decide to what extent, and in what ways, he will make production 
more "capitalistic." The technical experts whose schemes have 
been rejected will doubtless complain that their industries are 
"inefficient" and badly need more up-to-date equipment. But 
"efficiency" is a vague and question-begging term. Not all 
wants can be fully satisfied, and not all potential investment 
opportunities can be utilized, for factors of production are 
limited in amount. The economic problem is one of choosing 
between possible alternatives. Under our present assumptions, 
the choice is exercised by the dictator. His technical advisers 
have performed their task when they have informed him of the 
available possibilities. Such terms as "efficient" have no meaning 
when applied to his decisions, for he alone knows his own scale 
of preferences. 

We must now consider how these problems are decided in a 
modern capitalist economy. 
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CHAPTER XII 

THE CONTROLLING POWER OF DEMAND 

I. THE DISTINGUISHING FEATURES OF CAPITALISM 

WE have seen how a dictator would solve the problem of what 
to produce: of how to use the available factors of production. 
We must now consider how this problem is solved in a modern 
capitalist community. We shall consider also the connected 
question of what forces determine the relative remuneration of 
the different factors. This question hardly arises under a complete 
dictatorship, since everybody gets what the dictator chooses to 
give him. 

The economic system of Great Britain, the United States, 
France, and indeed all democratic countries, is capitalism. The 
working of the system varies between these countries, especially 
as to the amount of control exerted by the State, but the general
izations which follow are substantially true of all of them. 

A capitalist economy is the antithesis of an economic dictator
ship. There is no central planning of production as a whole. 
The State operates certain industries, such as the Post Office, 
imposes various restrictions upon the use of property, exercise'S 
some regulation over working conditions, and prevents or 
restricts the production and sale of certain commodities. Subject 
to the limitations imposed by the State, everybody is more or 
less free to do what he likes. The economic activities of the com
munity are determined by the apparently unco-ordinated 
decisions of a multitude of different persons, since each owner of 
a factor of production (including workers, who--in the absence 
of slavery-own their own labour) is free to use it as he pleases, 
and to dispose of its earnings as he wishes. 

This freedom may be expressed by saying that the three dis
tinguishing features of capitalism are: (1) Private Property, (2) 
Freedom of Enterprise, and (3) Freedom of Choice by Consumers. 

The institution of Private Property means that the owner of' 
any kind of property may use it, or may hire it to somebody else, 
provided he complies with the law of the State, as he pleases. 
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Thus if a man owns some land he may tum it into a private park, 
or build upon it, or use it for growing, say, wheat, or lease it to 
somebody else or leave it idle. His choice is restricted, of course, 
to the realm of what is possible. His land may be (00 small in 
area to make a full-size golf course and it may not receive enough 
sunshine to produce bananas. But within this realm he is free to 
do whatever he pleases with the land-and to keep or exchange 
whatever it yields him. The l~nd is his private property. 

The institution of Freedom of Enterprise means that a man is 
free, provided he complies with the law of the State, to engage in 
whatever economic activity he pleases. He may start any kind 
of business he wishes. Ifhe is already running a business, he may 
close down for as long as he thinks fit. Or he may engage in 
whatever occupation, and work for whatever employer, he 
pleases; and he may transfer to another job or may remain idle 
just as he wishes. Of course his range of choice is limited. He 
may not be able to command sufficient capital to set up in 
business for himself (except, perhaps, in such activities as hawk
ing). He may not have the capacities necessary to obtain 
employment in some lines and he may lack the training required 
to find employment in others. But, within the range open to him, 
his choice is free. 

The institution of Freedom of Choice by Consumers meaIlJ 
that people are free, provided they comply with the law of the 
State, to dispose of their money as they please. A man can buy 
whatever commodities he thinks fit. If he wishes, he can hoard 
some of his money. Ifhe wishes, he can save some ofit, investing 
it in whatever way he pleases. Here again, of course, there are 
limits to what is possible. Many people receive too little, as 
payment for their labour or for the use of their property, to. 
enable them either to enjoy a very high standard of living or to 
save any considerable amount. But within these limits, and sub
ject to the limitations made and enforced by the State, they are 
free to-do what they will. 

We must now answer our question. What are the forces which 
determine how the available factors of production are used? 

2. THE SOVEREIGNTY OF THE CONSUMER 

The answer is that ~!lder _capitalism the consumer is king. 
The final purpose of all productive - activity is to- produce 
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consumers' goods. The owner of any factor of production will use 
it-subject to minor qualifications to be mentioned shortly-for 
whatever purpose seems likely to yield him the greatest money 
return. But the money returns, the earnings of factors of pro
duction, come in the last resort from the money paid by con
sumers for the goods which these factors help to produce. Hence 
it is the preferences of consumers, as shown by the ways in which 
they spend their money, which determine what shall be produced. 

This would be quite clear if all goods were produced to order. 
The directions of economic activity would then be determined 
by the orders given by consumers. Retailers would pass on these 
orders to wholesalers, wholesalers to manufacturers, manufac
turers to producers of intermediate products, and so on. In fact, 
most goods are produced in anticipation of consumers' demands. 
Entrepreneurs pay many factors of production before their 
products are sold. But this does not alter the fundamental truth 
of the above statement. Entrepreneurs act upon their anticipa
tions of consumers' demand. If their anticipations are correct, 
they theJnselves obtain a larger money return than if they are 
wrong. If they turn out to be wrong, entrepreneurs change their 
plans, to bring them into line with the wishes of consumers. 
Production is controlled by demand or rather, for the most part, . 
by anticipated demand. Under a dictatorship it is the valuations 
of the dictator which determine, within the limits of what is 
technically possible. how factors of production are used. Under 
capitalism the controlling force is the valuations of consumers, 
as shown by the ways in which they spend their money. 

Of course there are ~tations upon the power of consumers 
to determine what shall be produced. In the first place, there are 
the limitations imposed by what is p"!!ysically possible, given the 
amount off actors available and the state of technical knowledge. 
Many different assortments of goods can be produced, but there 
is always an upper limit beyond which, in order to have more of 
one good, consumers must have less of other goods. This limit
ation appears, to an individual consumer, in the form of the 
prices which rule in the market. The amount of money which he 
has to spend, or to save, is limited: hence, at given prices, only a 
certain range of possibilities is open to him. He must choose what 
he will have and what he will forgo. And the combined choice of 
all consumers controls the directions taken by productive activity 
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in the future. In the second place, there are the limitations im
posed by the State. The sale of some goods, such as certain 
drugs, may be prohibited; the sale of others, such as alcoholic 
drink, may be restricted; the production of others, such as 
t-obacco, may be taxed, raising their prices. Moreover, the State 
may take some of the consumers' money and spend it upon public 
purposes. Nevertheless we can assume that in a democratic 
community the State acts more or less in accordance with the 
wishes of most of the citizens, so that this limitation upon the 
sovereignty of the consumer is more apparent than real. In the 
third place, there is the existence of monopoly in all its forms. 
We shall discuss this later. It is true that if there is an increase 
in the demand for a monopolized commodity it will usually pay 
the monopolist to respond to the wishes of the consumers by 
increasing his output. Nevertheless, at any moment, consumers 
do not get the assortment of goods which they most prefer. 
Monopolists use their monopoly power to prevent more factors 
of production from entering their field, although such factors 
could produce a greater value within it than they are producing 
outside it-although, that is to say, consumers would prefer to 
forgo some things at present produced in order to have more of 
the monopolized products. And we must remember that mono
poly may be present not only in the production of consumers' 
goods but also in the production of intermediate products, and, 
in the form of powerful professional associations and trade unions, 
in the production of certain kinds of labour services. 

It is sometimes asserted that advertising and salesmanship 
impose a further limitation upon the sovereignty of consumers 
who do not really exercise free choice but are cajoled or hypno
tized into buying what advertisements and salesmen tell them 
to buy. There is not much force in this contention. Many non
advertised goods meet with a wide sale, and usually if one 
brand of a commodity is widely advertised, so are rival brands, 
and the consumer must ~ecide between them. In any case, a 
monarch may be advised and cajoled, as to some of his activities, 
even by his slaves, but he remains a monarch none the less. 
Another argument, namely that consumers are constrained to 
purchase standardized commodities in many lines, has even less 
weight. There are sometimes considerable economies (associated 
with the use of indivisible equipment) to be gained by producing 
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large quantities of standardized goods, and such goods can 
therefore be sold more cheaply. But any consumer is free to 
decide between buying a mass-produced good at a lower price 
and a different type (which, if necessary, he can order) at a 
higher price. . 

The question of whether the sovereignty of the consumer is 
desirable falls outside the scope of economic science. Some urge 
that consumers, on the whole, tend to buy ugly things rather 
than beautiful ones, show a poor taste in literature, music, and 
the other arts, and-if left to themselves-would purchase 
harmful drugs and adulterated foodstuffs or would go without 
adequate nourishment in order to buy drink or silk stockings 
or go to cinemas. They contend that it would be better to give 
consumers what is good for them rather than what they want. 
Others reply that they prefer not to leave questions of taste to 
the dictatorship of the Government and that if people are not 
free to make mistakes they are unlikely to achieve anything 
worth while. Again, it must be remembered that the pull exerted 
on the market by a man with £2000 a year is ten times as great 
as the pull of a man with £200 a year. Production is governed 
not by the " needs" of consumers but by their "effective 
demand tt: by the sums of money actually expended. or expected 
to be expended. Hence it is often urged that a reduction in the 
inequality of incomes is desirable. But these are matters of 
opinion. Our present task is to show how capitalism works, not 
to discuss its merits or defects. 

3. ILLUSTRATIONS 

We shall now give a few simple illustrations of how the pro
ductive activities of a community may change in accordance 
with the wishes of consumers. The reader is warned that these 
illustrations ignore certain defects in the actual working of the 
economic system in modem capitalist countries. In particular, 
they ignore monopoly and they assume that the monetary 
mechanism works smoothly. But we must proceed by stages. 
We are now giving a broad and somewhat idealized picture of 
capitalism. Later we shall consider at some length how the 
picture is modified by the existence of monopoly and by fluctua
tions in investment which lead to trade depressions. 

ra--iB.293) 
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Let us begin with a change in the tastes of consumers. They 
have, let us say, a greater desire for wheat (or its products) 
relatively to barley (or its products) than before. If the amounts 
of wheat and of barley coming forward for sale remain the same, 
the price of wheat will rise and the price of barley will fall. 
This will cause more wheat and less barley than before to be 
produced. Suppose that, in the old equilibrium, the price of 
wheat was the same as the price of barley. Then all land which 
coufd produce more wheat than barley was producing wheat, 
and conversely. Suppose that, following the change in the scales 
of preferences of some consumers in favour of wheat as against 
barley, a new equilibrium is reached in which the price of wheat 
is 10 per cent above the price of barley. Then all land which can 
produce (plus co-operating factors) either a certain quantity of 
barley or more than ten-elevenths that quantity of wheat will 
be under wheat. The price-mechanism will have induced owners 
of land capable of producing more barley than wheat, but less 
than 10 per cent more, to transfer it from barley to wheat in 
accordance with the change in the preferences of consumers. 

This is a simple example, for we have supposed that given 
land {and labour and equipment) can produce either wheat or 
barley. In practice, a change in demand may lead to a whole 
series of responses by the productive mechanism. Some land may 
be abandoned; some equipment may be scrapped; some 
workers may move to a different part of the country; there may 
be a considerable "reshuffle" of factors among industries. But 
factors will move into another line only if their owners expect 
them to earn more there--only, that is, if it appears that con
sumers would value their contribution to production in the new 
line more highly than they value their present contribution. 

Let us suppose now that an increase in technical knowledge 
(not requiring more "waiting") makes it possible to produce 
more of a commodity than before from a given amount of 
factors. Consumers would wish the new method to be adopted. 
They could then have a greater quantity of that commodity, 
without forgoing anything else; or, alternatively, some factors 
could be diverted from that industry to increase the output of 
other goods, without. thereby diminishing the output of the 
commodity in question. Under the stimulus of the price
mechanism, the new method will be adopted, sinc:e those producers 
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who adopt it will increase their own incomes. The benefit is 
passed on to consumers because, under competition, the output 
of the commodity will increase and its price will therefore fall. 

Let us now consider an increased desire by consumers to save 
-to forgo present consumption in order to have more to con
sume in the future. By saving more, they spend less on con
sumers' goods. In order to increase their future incomes, they 
invest what they save. The fall in demand for consumers' goods 
induces some factors of production to move out of the industries 
producing them. At the same time, the increase in investment 
leads to a greater demand for factors in industries producing 
raw materials, constructional goods, machinery, and so on. 
Hence the structure of production becomes more .. capitalistic," 
in accordance with the wishes of consumers. 

Finally, let us consider what determines the channels into 
which free capital-that is, money seeking investment-will 
flow. There are alwaIi many possible ways of increasing the 
output of this, that, or the other commodity by making methods 
of production more capitalistic. Investors, however, will aim at 
as large a money return as possible from their capital. They 
will take account, therefore, not only of the technical possibilities 
of increasing physical output but also of the probable future 
selling prices of the various alternative products whose supply 
they could increase. They will be guided, that is, by their 
anticipations of future demand--of the valuations of consumers. 

We hope it is now clear that, although no single consumer 
may be able to change existing prices, it is the sum-total of 
consumers' actions which controls the directions taken by the 
whole mechanism of production. It is true that we have not 
consIdered the difficulties which may stand in the way of a rapid 
adaptation to a change in the preferences of consumers or in 
the state of technical knowledge. We deal with these matters 
in Chapter XlV. Our present aim has been to establish the fact 
that under capitalism the final arbiter is the consumer. 

4. TH. SOURCE OF CONSUMERS' INCOMES 

We have seen that, under capitalism, the consumers are 
supreme. But who are these consumers,· and whence do they 
obtain the money incomes which enable them, through the 



ECONOMICS 

price-mechanism, to control the directions taken by productive 
, activity? The consumers are none other than the owners of 
\factors of production, and their incomes-apart from private br 
collective gifts, such as parents' allowances to their children or 
State pensions-are simply the earnings of the factors which they 
own: the remuneration received for their labour or for the use 
of their property. 

This complicates any study of periods of transition. Suppose, 
for example, that there is an increased demand for agricultural 
products. The earnings of agricultural land will increase and 
the owners of such land will thereby be enabled to exert a greater 
influence than before, in their capacity of consumers, upon the 
price-mechanism. It would be incorrect, therefore, to assume 
that the income of every consumer is fixed and given. Nearly 
every kind of economic change will tend to alter the relative 
earnings of different factors of production and hence the relative 
incomes of different consumers. 

Nevertheless our dictum of the sovereignty of the consumer 
remains valid. And it is equally true that so long as consumers 
place a higher value upon the services rendered by certain 
factors in one line than in another there will be a tendency for 
such factors to move from the latter line to the former. 



CHAPTER XIII 

THE PROBLEMS OF THE FIRM 

I. THE ROLE OF THE ENTREPRENEUR 
WE have seen that nearly all commodities are produced by a 
number of different factors working in combination. This means 
that some persons must perform the task of combining different! 
factors together, by hiring other factors to co-operate with those 
factors which they themselves possess. Economists usually call 
these persons "entreE!eneurs." There is no really suitable 
English word for theIil: "enterpriser" sounds too dashing and 
"undertaker" a little sinister. 

We shall use the term "entrepreneur" to mean the person o~ 
group of persons controlling the policy of a firm. The firm is a. 
collection of factors-land, buildings, plant and equipment, ~ 
workers, materials, and so on--controlled by an entrepreneur. 
These definitions are not quite as circular as they sound. A firm 
is a separate planning unit and it is the entrepreneur who does 
the planning. 

The next section discusses the main ways in which firms may 
be legally organized. We there point out that those who are 
apparently the entrepreneurs sometimes do not in fact control 
the policy of their firms. The holder~ of ordinary shares in a 
public company have the legal riglit to appoint and dismiss 
directors and thereby to control the policy of the company. In 
fact the policy may be controlled by one or two directors, or by 
an active minority of the shareholders, or by a holding company 
having a majority of the shares. The remainder of the chapter, 
however, leaves this complication out of account. 

It will be remembered that under capitalism, in contrast to a 
system of central planning, the tasks of obtaining information 
and making decisions are, for the most part, decentralized. They 
are performed largely by entrepreneurs. Each entrepreneur acts 
independently in his own interests. If he is beginning his career 
as an entrepreneur, he enters whatever industty offers him, in 
his view, the best prospects. If he decides to build, say, a new 

I lis 
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factory he chooses whatever location seems the most profitable. 
He produces whatever commodities he thinks will pay him best 
and employs those methods of production which seem to him 
the most profitable. As time goes on, some industries expand and 
others contract (or if all expand some expand more than others 
and if all contract some contract more than others), the location 
of industry changes, some improvements in technical knowledge 
are put into practice, to a greater or smaller extent, and others 
are not, more or less use is made of labour-saving devices, and 
so on. All such changes are mainly due to the multitudinous 
decisions of entrepreneurs. The way in which a community 
solves its problems of what to produce, and how to produce, and 
where to produce, depends mainly upon the policies adopted by 
its various firms. 

It is the entrepreneur who bears most of the risks of industry. 
Since it takes time to produce goods and to sell them, he usually 
contracts to make fixed payments to the factors which he hires 
-to pay fixed rates of wages to his various workers, a fixed rent 
to his landlord, a fixed sum periodically as interest on the money 
he borrows, and so on-without being quite certain of the amount 
of money he will get from the sale of their products. Hence the 
gain from an unforeseen rise in selling prices, or the loss from 
an unforeseen fall, accrues mainly to entrepreneurs: "profits" 
fluctuate more over time than other forms of income. 

Economic conditions are constantly changing. The demand 
for some goods rises while the demand for others falls. Some 
factors become scarcer and therefore dearer relatively to others. 
Changes in technical knowledge are constantly taking place. 
The extent to which an entrepreneur is successful depends on 
how far he is correct in realizing what changes have taken place, 
are taking place, and will take place, and how they affect. or 
;will affect, his firm. His judgment of the situation and his 

)forecast of future trends will lead him, as a rule, to do whatever 
seems most likely to maximize his own income. But under perfect 
competition the policy which best serves his own interests is also 
the policy which conforms most closely to the wishes of consumers~ 
It pays him best to give consumers what they want. It pays him" 
to divert factors from elsewhere if their marginal products will 
be more valuable when they are employed by him. The prices of 
the variouS factors represent, the valuations placed by tonsumers 
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on their marginal products in their present uses, so that if 
it pays him to employ factors now employed elsewhere (ahd if 
necessary to offer them some inducement to move) it follows 
that consumers prefer what these factors will produce under him 
to what they are producing now. Moreover, it pays him to 
produce any given output as cheaply as possible, and this means 
that he employs those factors (provided that under his control 
they render services at least as valuable as they would render 
elsewhere) which can best be spared from other uses. Thus the 
price-mechanism tends to harmonize the desire of entrepreneurs 
for profits and the desire of consumers to satisfy their wants as 
fully as possible from the factors of production available. 
, In fact this harmony of interests is by no means complete. It 
is disturbed by imperfect competition, or mOJlopoly. We discuss 
this at length in Chapter XV. It is disturbed in so far as some 
forIns of activity cause costs to other people or confer benefits on 
other people which do not enter into the costs or receipts of 
those engaged in these activities and therefore do not affect their 
decisions: for example, the 75,000 tons of soot which fall on 
London in the course of a year impose cost:S::-higher laundry 
bills, discomfort, and so forth-on many people, but these costs 

,are not charged against those who produce the smoke. It is also 
d~turbed in so far as d~rs act for their own gain against the 
interests of their shareholders, or Govc:rnments act in the interests 
of a particular group and not in those of the community as a 
whole, or firJ!ls deceive consumers by misleading advertisements 
or deceive investors by misleading accounts of their financial 
position and prospects. It will be remembered, moreover, that 
it is a harmony based on the existing distribution of wealth and 
income among persons. And even when the harmony of interests 
between entrepreneurs and consumers is complete, how fully 
these interests are achieved depends largely on the ability and 
flair of the entrepreneurs. We do not argue for one moment that 
capitalism, as it actually exists, even approaches perfection. Any 
syst~ of social organization, however, would in practice have its 
drawbacks. People will make mistakes, and some of them will be 
corrupt or unjust or intolerant under any form of society. It is 
not our purpose to discuss whether some other system would be 
better than capitalism or to what extent and in what manner 
the )Vorking of capitalism could be improved. Our purpose is to 
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show what many people fail to understand: that the price-system 
really is a system and that, in so far as it is permitted to work 
freely, it does guide economic activity into those channels which 
consumers most prefer. It is with this purpose in mind that we 
shall consider the problems which confront the entrepreneur 
and the manner in which he solves them. 

2. FORMS OF ENTREPRENEURIAL ORGANIZ~TION 
It is possible for the owner of any kind of factor to act as 

entrepreneur. Thus a landowner may borrow money with which 
he hires worIters and buys machinery, fodder, fertilizer, seed, 
and so on, to employ in conjunction with his land; or a group 
of workers may form an association and run a factory with the 
aid of borrowed money. But it is often difficult for persons with 
few material assets of their own to borrow, and hence it is mainly 
owners of capital who undertake the tasks of entrepreneurship. 
They may leave all except the very broadest question of general 
policy to a hired manager, but even so the final responsibility is 
theirs, since they have to bear any losses, and have the power to 
dismiss the manager and appoint another in his place. At this 
stage a brief account of the main forms of entrepreneurial organ
ization may be useful. 

Individual Proprietorship was the dominant form in the 
period of small-scale industry and even to-day the majority of 
firms in number (b)lt not in importance) are "one-man concerns" 
controlled by a single entrepreneur. This form of organization 
is still predominant in agriculture, which in most countries is 
the most important single branch of productive activity. and in 
retail trade. 

Partnership is the relation which subsists between persons 
carrying on a business in common. The powers, rights. and duties 
of each partner are defined in the Partnership Agreement; if 
this is silent on any point, the Partnership Act of 1890 applies. 
All of the partners usually contribute to the capital although 
sometimes a partner contributes only ability. but, in any event. 

,every partner is liable to the extent of all his possessions for the 
debts of the firm. In view of this serious responsibility the 
Partnership Act requires the consent of all the partners to certain 
important matters such as changing the nature .of the business, 
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or admitting a new partner, but in ordinary everyday matters 
of business a majority of partners will bind the others: This 
form of entrepreneurial organization is well suited to the business 
of solicitors, accountants, estate agents, doctors, and the like, 
and is very prominent in these professions. 

The Limited Partnerships Act of 1907 makes possible a varia
tion of the partnership. It provides for limited partnerships 
with one or more "general partners" liable for all debts and 
obligations of the firm, and one or more limited partners who 
contribute a stated sum and are liable for no more than this 
provided they do not take part in the general management of 
the business. However, little advantage has been taken of this 
Act owing to the superior advantages of registering under the 
Companies Act as a private limited company. 

The private company is one of the most important forms of 
entrepreneurfarorganization; it gives the members the advan
tage of limited liability and only two persons are needed to form 
it. It has advantages over the public company; for instance, it 
need not file an annual balance sheet with the Registrar of 
Joint Stock Companies and there are no restrictions on com
mencing business. However, a private company must by its 
Articles of Association (4) restrict the right to transfer its shares, 
(b) limit the number ofits members to fifty (with certain excep
tions), (c) prohibit any invitation to the public to subscribe for 
shares or debentures. 

This is obviously a form of organization well suited to the 
m~um-size~c.onunercial and industrial organization which 
does Jlot require finance from the public; moreover, it is an 
extremely useful method of trying out speculative ventures which 
a small group of people are prepared to back financially up to 
a defined limit, namely the capital subscribed. Many of these 
companies on reaching a certain stage of success are "floated 
off," that is to say, they are converted into public companies, the 
public being invited to put up money for expansion. 

The device of limited liability was introduced in Great Britain 
in I~5.S-and permitted saversto invest in shares without becoming 
liable for the debts of the company beyond the extent of the 
nominal amount of the investment. This is clearly an important 
method of financing those industrial and transport businesses 
which requir~ immediate heavy investment because there are 
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considerable economies of large-scale production. If such com
panies ask the public for funds then they cannot comply with the 
legal provisions relating to private companies and must be 
registered as public companies. Incidentally the minimum 
number of members which a public company may have is seven, 
but there is no maximum number. Thus a company may have 
a nominal and issued capital of £1,000,000 divided into 1,000,000 

ordinary shares of £1 each spread among perhaps a thousand 
members, who are joint entrepreneurs. The shareholders share 
the profits periodically among themselves in the form of 
"dividends," in proportion to their holdings of shares. In prac
tice it would obviously be impossible for the shareholders all to 
take part in the management of the concern, so this function is 
delegated to a Board of Directors. The Board is nominally 
responsible to all the shareholders, but in point of fact the 
directors control the policy of the company effectively if they and 
their friends own a majority of the shares. Small shareholders 
usually play quite a passive part. 

In order to attract capital as cheaply as possible, there are 
various market devices offering prospective shareholders a choice 
of terms. For example, cumulative preference shares guarantee 
the holders a fixed rate of dividend and if profits are not sufficient 
to pay the dividend in any year then it is to be made up out 
of the profits of future years. There are many other classes of 
shares, the element of risk being different in each class. 

A company may borrow from the public by issuing debentures, 
which carry a fixed rate of interest and are usually secured by a 
charge on the company's assets, enabling the debenture-holders 
to seize the assets if their interest is not paid. The debenture
holders are not entrepreneurs but merely lenders, for they are 
entitled to their interest whether profits are made or not. 

A useful device for centralizing the control of two or more 
companies without destroying their separate legal identities or 
any "goodwill" attached to their names is that of the holding 
company. Many large and important groups of establishments 
-for example, Vickers and Imperial Chemical Industries in this 
country and General Motors in the United States--are wholly 
or mainly controlled by a holding company. Some discussion of 
this device, therefore, seems appropriate. 

The term "holding company" was originally used to describe 



THE PROBLEMS OF THE FIRM 171 

a company formed with the express object of acquiring a con
trolling interest, by buying a majority of the shares, in tWo or 
more operating concerns, but more recently it has come to 
include companies which, besides having a controlling interest 
in others, themselves carry on a business. The concerns which 
are controlled are known as subsidiaries. The table on page 172 

shows the su~idiaries of Vickers Ltd., an important British 
liolding company. ---

Suppose that a group of firms could achieve certain economies 
by combining together to pursue a common selling policy, to 
share the services of a staff of technical experts, to "pool" their 
various patents, and so on. One course open to them would: 
be to sink their separate identities and amalgamate. But amalga~ 
mations are often difficult and expensive to arrange. Another 
course would be for them to form a cartel. But a cartel, as we( 
explain in Chapter XV, is often a short-lived affair. Each firm' 
retains its own identity and keeps a jealous eye on its own 
interests, so that as a rule only short-period agreements as to 
price and output are possible. The holding company js a looser 
form than an amalgamation; it can achieve economies hardly 
open to a cartel and is on a more permanent and unified basis; 
and it is simple and relatively cheap to arrange, for it requires 
nothing beyond a transfer of shares. 

It is possible, under this device, for a few persons to control 
much more capital than they possess. Suppose, to take a simple 
hypothetical example, that such a group possesses just over £1 
million in the form of shares which give it the control of company 
A, with a share capital of £2 million. Company A-the holding 
company-buys a majority of the shares in company B, which 
has a capital of £4 million, half in shares and half in debentures. 
(The debenture-holders, of course, exercise no control.) Com
pany B buys a majority of the shares in company C, which has 
a capital of £8 million, half in shares and half in debentures; 
company C buys a majority of the shares in company D, which 
has a capital of £16 million, and so on. When this happens, the 
interests of the minority shareholders, not members of the con
trolling group, in the subsidiary companies may be endangered. 
Subsidiary companies are often allowed very considerable 
freedom of action. But the whole group of companies is essenti
ally one firm, whose policy is dictated by the controlling gr~up. 
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If the interests of this group conflict with those of minority share-
holders it is the latter who will suffer. . 

Another point is that the holding company device may enable 
information to be withheld from the general public. The con
solidated balance sheet is not legally obligatory, nor have the 
methods of preparing it been perfected. A subsidiary private 
company in which ~l the shares are owned by a holding company 
Qeed disclose its annual balance sheet only t~ the holding com
pany: it is only public companies which are obliged to file a 
copy with the Registrar of Joint-stock Companies. 

Co-operative Societies. Consumers' co-operative societies are 
associations of consumers engaged in retail trade and sharing 
the trading profits among their members. A number of such 
societies may combine to form a wholesale society, which supplies 
the retail societies and may engage in production. Thus the 
Co-operative Wholesale Society engages in many branches of 
production-grows wheat, makes clothing, owns ships, runs a 
bank, and so on. 

Produce!S~ co-ol?~rative societies are associations of producers 
marketing the products of their members and sharing the 
trading profits among them. They are more important in other 
countries, such as Denmark, than in Great Britain. In Great 
Britain the marketing 'Of a number of comuioruties, such as milk 
an.d bacon, is controlled by the State thr0.E~ ~<?~rds representing 
the producers. 

State Enterprises. Central and local Governments may engage 
in productive activity, obtaining their capital by borrowing 
from the public or from taxation. Thus the British Government 
owns and operates the Post Office, and many local authorities 
run tramways, provide water, gas, or electricity, and so on. 

This list is not complete, but it covers the main forms of entre
preneurial organization. It is difficult to give a clear-cut defini
tion of a firm, as of most economic terms, because the phenomena 
of the real world, which definitions attempt to summarize, are 
not clear-cut. A large business may give a very free hand to the 
managers of its branches or departments, and a firm may sur
render much of its control over policy to a cartel. We shall 
regard a cartel or a producers' co-operative society not as a 
single firm but as an association of firms. Some of our remarks 
about firms will not apply to State enterprises which do not try 
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to maximize their profits. We shall regard a group of concerns 
which retain their separate names but are controlled by a holding 
company as a single firm. 

The reasoning which follows applies equally well whether the 
general policy of a firm is determined by one person or by a 
group of persons, but in order to simplify the discussion we shall 
suppose that it is determined by one person: the entrepreneur. 

3. COSTS AND PROFITS 

In ordinary speech, the costs of a firm are sometimes taken to 
mean only the money payments actually made by the firm in 
order to obtain labour, eqwpment, materials, and other factors. 
U'he total receipts of the firm, over a period, minus these costs are 
~egarded as a kind of residual income. It is the earnings of the 
factors employed in the firm and owned by the entrepreneur 
himself. In other words, it is the return which he receives on his 
own efforts and assets in so far as they are employed in the 
service of his firm. It is commonly called" profits." 
r This popular distinction between costs and profits is somewhat 
'arbitrary, as an example will show. Consider two exactly similar 
businesses. One is owned by a man who gives all his working 
time to managing it and who himself supplies the capital. The 
other is owned by a man who employs a manager, giving very 
little of his own time to it, and who borrows most of the capital. 
':The profits of the first man are considerably greater, and his costs 
torrespondingly less, than those of the second man. The dis
crepancy arises from the fact that,logically, the first man should 
count the value of his own labour (measured by what he could 
earn elsewhere by working as an employee-for example, as a 
salaried manager) and the services of his own capital (measured 
by what it could yield as interest if he lent it) in his costs. 

Costs in the former sense of sums of money which must be paid 
by the entrepreneur to other people in exchange for factors of 
production, or for the use of their services, or for the loan of 
money with which he buys or hires factors, may be termed prime 
costs. The " costs" which give rise to the discrepancy just 
mentioned, and which measure how much the factors owned by 
the entrepreneur could earn if hired out and employed in other 
uses, may be termed supplementary costs. A person will not, as 
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a rule, take the risks of becoming an entrepreneur by setting up 
in business on his own account unless he expects that (over a 
number of years if not for each separate year) the total receipts 
of his firm will more than cover both prime and supplementary 
costs. 

The amount by which total receipts exceed prime and supple
fDentary costs, taken together, may be termed "profits" in the 
harrower and somewhat technical sense. Profits in this sense 
may be regarded as the remuJ).eration of "pure entrepreneur
ship." They exist because of uncertainty and the consequent 
risks of business. It is the entrepreneur who bears most of these 
risks, and his profits will vary with his success in forecasting 
future changes, deciding how they will affect his business, and 

. acting accordingly. For the sake of brevity we shall term profits 
in this sense "p~rofits. 

Pure profits are quite often negative. Many men over-
, estimate their own business ability and set up firms which after 
a time go bankrupt or, if they survive, yield their entrepreneurs 
a lower return than they could get by working for others and 
investing their capital at fixed interest. During periods of bad 
trade many firms fail to cover their supplementary costs. The 
ups and downs of the trade cycle, however, affect firms in some 
industries more strongly than in others. A firm producing com
modities, such as tobacco, for which the demand fluctuates 
comparatively little over time may well make some pure profits 
(although they may be relatively small since the risks are relatively 
slight) year after year, whereas a firm producing commodities, 
such as steel and machinery, for which the demand fluctuates 
widely over time may well resign itself to making losses (in the 
sense of negative pure profits) during bad years, expecting that 
large pure profits during good years will more than compensate 
for this. 

'Total pure profits, taking all firms together and good years 
together with bad, are almost certainly positive. In other words, 
entrepreneurs as a whole probably make more than they would 
get by working for others or by lending their capital at fixed 
interest instead of investing it in their own businesses. Persons 
with a real flair for entrepreneurship are scarce and, provided 
they can command sufficient capital, most of them can make 
much more than they would earn at other jobs. The same, of 
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course, is true of outstanding members of other occupations such 
as film stars. Probably most people over-estimate the magnitude 
of pure profits. They do not take sufficient account of the firms 
which fail and of the companies which pay no dividend for years 
on end or are compelled to write down their capital. They do 
not fully appreciate the fact that the number of managers and 
other employees able to command sufficient capital to start on 
their own account, if they think that they can earn more as 
entrepreneurs, is fairly large. Owners of "free capital" can 
either act as entrepreneurs (for example, by investing in ordinary 
shares) or lend their money at a fix~d rate of interest, and 
although on the whole and in the long run the former course 
probably gives the higher return, owing to the greater risks, 
competition among investors usually prevents the difference 

,from becoming very large. For these reasons we conclude that 
pure profits, for all firms taken together over a long period, are 
almost certainly positive but are considerably smaller than many 
people suppose them to be. 

We have seen that total costs may be divided into supplemen
tary costs and prime costs. They may also be divided into fixed 
costs, which do not vary with the size of the firm's output, and 
variable costs, which do. Given the amount of effort which the 
entrepreneur devotes to his firm, and the assets employed in the 
firm which belong to him, all supplementary costs are in this 
sense fixed costs. They do not vary with the output of the firm; 
they are the same whether it is large or small. But some prime 
costs-sums of money actually paid out-are also fixed in this 
sense, at least within wide limits. Thus the interest payments due 
from a firm to its bank or from a company to its debenture
holders, or the rent due from a farmer (who has signed a long 
lease) to his landlord, do not vary with the output of the firm. 
Expenditure on such items as the salaries of office employees, 
insurance of the buildings against fire or burglary, and adver
tising, often falls into the same category. 

Both the distinction between supplementary and prime costs 
and that between fixed and variable costs are useful provided 
that we remember that they are only rough distinctions applying 
to a relatively short period. Unless factor-prices change, a. 
substantial increase in output can often be produced more cheaply 
by increasing the plant and other" fixed capital" as well as the 
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labour, materials, and so on. A large change in output may also 
cause the office staff to be increased or reduced, and may lead 
to changes in other items of current expenditure which can 
normally be taken as fixed. Again, a considerable increase in 
output often raises the rate at which money is spent on replacing 
parts of the "fixed capital"--on buying new tyres for lorries, 
new linings for furnaces, and so on-and in keeping it in good 
repair. Moreover, as time goes on, "fixed capital" wears out 
and will not be replaced unless its expected earnings are as high 
as the yield obtainable by investing the money, which it costs to 
replace it, in some other way. In the very long run, all costs 
are both variable and prime. 

4. THE DECISIONS OF THE ENTREPRENEUR 
An entrepreneur must decide the following questions-
(I) What industry shall he enter? 'Illis is the question which 

confronts him at the outset, when he has made up his mind that 
he will do better by setting up in business for himself instead of 
working for others. In so far as ordinary shareholders may be 
regarded as entrepreneurs, they must decide in what industries 
they will invest, taking the risks, instead of lending at fixed 
interest. But the question does not disappear once a decision 
has been made, for an entrepreneur may think it desirable to 
transfer his activity or investments into another industry. 

(2) What commodities or services shall he produce? Logically, 
this question merges into the first, for both relate to the nature 
of his output. But it is convenient to separate them. For a firm 
usually produces a number of different goods, within the same 
broad group of goods. The first question relates to the group
for example, pottery or machinery. The second question relates 
to the particular goods within the group. 

(3) What shall be the size of his" plant" or plants? This term 
is meant to cover a "unit" such as a factory or a farm or a shop. 
In many cases it is difficult to say exactly what the "unit" is, 
but in others there is little real doubt. We treat this as a separate 
question, despite the difficulty of definition, in order to stress the 
fact that one firm may possess a number of different "plants." 

(4) What shall be the size of his firm? This question relates to 
the size of his ·output. This chapter, for the most part, assumes 

z3-{B.1931 
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perfect compeuuon; imperfect competition, or monopoly, is 
discussed in Chapter XV. But we may mention here that if a 
firm is in a monopolistic position the question of how much of 
a commodity it shall produce is practically identical with the 
question of what price it shall charge. 

(5) What methods of production shall he adopt? In other 
words, in what proportions shall he combine the various types 
of labour and other factors? We discuss this under the heading 
of "substitution between factors." 

He must also decide where his. plant or plants shall be located, 
but we postpone discussion of this to Chapter XXV. We may 
say at once, however, that in this matter, as in the others, he 
will tend to act in accordance with the wishes of consumers. For 
example, less transport may be required to assemble the various 
materials at one point than at another. Other things being equal, 
he will choose the former point as a site for his plant because it 
will keep down his transport costs, and it is to the advantage of 
consumers that he should do so, for factors of production are 
thereby made available for other uses instead of being employed 
in unnecessary transport. 

W4at_ considerations will guide an entrepreneur in making 
these various decisions? He will doubtless pay some attention to 
his own tastes and feelings. For example, he may prefer" being 
his own boss" to getting a somewhat bigger income by working 
for an employer or he may believe that alcoholic drink is harmful 
and may therefore enter some other industry although he could 
make bigger profits by running a brewery. He will have a 
certain scale of preferences as between income and leisure, and 
will probably content himself with a smaller income than he 
could obtain by devoting more time to his firm, in order to have 
a certain amount of leisure. If he saves, he may prefer to invest 
his savings in his own business although he could obtain about 
as high a yield ifhe invested them elsewhere. We shall set aside 
these considerations, which do not substantially affect the 
argument, by supposing that he has no preferences as between 
different fields of economic activity, and that he will neither 
increase nor diminish the amount of work which he devotes to 
his firm and the amount of other factors employed in his firm 
which he himself owns. 

On these assumptions, he will choose whatever course promises 
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him the greatest profits in the wide sense of liupplementary costs 
plus pure profits. In other words, he will try to get the gteatest 
possible money income from those factors in his firm which he 
himself owns: that is, from the efforts which he devotes to the 
firm and the capital which he himself has invested in it. 

This simple rule enables us to predict how an entrepreneur will 
behave when confronted with a given set of prices, provided that 
he knows, and we know, how changes in the combination of 
factors employed in the firm will affect its output, and provided 
that he does not anticipate any significant changes in relevant 
prices or technical possibilities. If he does anticipate changes, 
we can predict what he will do if we know exactly what his 
anticipations are. 

The reader will note the great difference between the data 
required to predict the behaviour of a consumer, on the one hand, 
and of an entrepreneur, on the other hand. In order to predict 
how a consumer will behave, when confronted with a given set 
of prices, we must know his scale of preferences, for there is no 
accounting for tastes. But the tastes, in this sense, of the entre
preneur do not affect his behaviour. The behaviour of all 
entrepreneurs is determined by the same general principle. They 
will all endeavour to maximize their profits. There is no "sub
jective" or "psychological" aspect of the matter (apart from 
the relatively minor considerations which we have set aside by 
our assumptions) as there is in the case of a consumer. The 
actions of an entrepreneur are not determined by his own par
ticular scale of preferences but b~ objective IruU'ket.-facts. They 
therefore lend themselves to analysis far more than do the 
actions of consumers. 

s. FIRMS AND INDUSTRIES 

We define an i!!dustry as a group of firms producing similar 
products or rendering-similar services. But it should be said af 
once that an "inchIstry" in the popular sense may include firms 
whose products are not "similar," for they are not at all close 
substitutes for one another. Thus "the coal-mining industry" 
embraces both firms producing steam coal and firms producing 
household coal. These two types of coal are by no means close 
substitutes. The demand for one may increase while the demand 
for the other falls, and over a period their prices may diverge 
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very considerably, moving in opposite directions. Indeed, fuel 
oil is a much closer substitute for steam coal, which is used largely 
In ships, than most other types of coal. It should also be said 
.that a firm may belong to several industries at once, producing, 
~foF example, coal and steel and machinery. 

Suppose there is an increased demand for the products of a 
particular industry. Consumers, taken together, have a stronger 
preference for those products, relatively to others, than before. 
It pays entrepreneurs to comply with their wishes. Firms already 
in that industry will find it profitable to expand their output, 
and entrepreneurs about to set up new firms will be attracted 
towards that industry rather than towards others. For, unless 
there is a good deal of "unused capacity" available for rapid 
expansion of output, the prices of these products will rise. The 
opposite, of course, applies to an industry for whose products 
the demand falls off. Existing firms will tend to contract 
their output and new entrepreneurs will tend to avoid that 
industry. 

The number of firms in a contracting industry may diminish 
(apart from amalgamations) because some firms are driven into 
bankruptcy and some entrepreneurs transfer to other industries 
where they hope to make bigger profits. A firm which cannot 
cover its prime costs is paying out more money than it receives 
and sooner or later, if this continues, will be forced out of exist
ence. The entrepreneur pays the penalty for misjudging or 
forecasting wrongly the wishes of consumers, or for using ineffi
cient methods, and for entering the ranks of entrepreneurs when 
his services would have been valued more highly by consumers 
as an employee. The entrepreneurs who decide to transfer their 
abilities elsewhere may be among the most efficient in the 
industry. They may be making quite considerable profits, but 
now that the demand for these particular products is lower than 
before, they may believe that they will make still larger profits 
by transferring their abilities to another industry. 

It is seldom that the whole group of factors constituting a firm 
moves bodily from one industry into another. Whether particular 
factors move depends largely on how "specific" they are to that 
industry. Plant which is suitable for only one purpose will 
continue, under perfect competition, to be employed for that 
purpose so long as it yields any net return, however small, above 



THE PROBLEMS OF THE FIRM 181 

what could be obtained by selling it for scrap and investing the 
proceeds. Workers who are specialized to one industry, and 
would be of little use elsewhere, will remain attached to that 
industry even if their wages fall very low or they become unem
ployed. In a contracting industry there may be some reshuffle of 
factors among firms, the specific ones remaining in the industry, 
perhaps finding employment with other firms if their own cease 
business, and some of the non-specific ones moving to other 
industries. For example, if an entrepreneur moves to another 
industry (taking his accumulated amortisation fund, which is in 
the form of money or marketable securities, with him) he may 
sell the factory to another firm which uses it for a different 
purpose, and he may sell some of his plant and equipment and 
materials to another firm in that industry and sell the rest as 
scrap, while some of his workers may find jobs with other firms 
in that industry, some may move into various other industries, 
and some may remain unemployed. 

The supply curve of a commodity produced under perfect 
competition is the marginal cost curve of the industry producing 
that commodity. The expansion of an industry implies that its 
demand for particular types of labour, materials, and other 
factors is increasing. If it has to pay higher prices in order to 
obtain increased supplies of some of these factors, this will raise 
its marginal costs and the product will have to command a corre
spondingly higher price if its supply is to be increased to that 
extent. On the other hand, the expansion of an industry may 
lead to various economies which tend to reduce its marginal 
costs. Thus expansion due to an increased demand for its products 
may enable it to employ "inqivisible" equipment not previously 
worth while. Again, the expansion of a localized industry may 
enable railway companies, for example, to reduce their charges 
owing to the larger volume of traffic. But in any event marginal 
cost, as we shall explain in a later section, will tend under perfect 
competition to equal the selling price of the product. We speak 
here of the marginal costs of an industry because although any 
single firm may take the prices of its factors as given "by the 
market" and beyond its control, yet the simultaneous expansion 
of a number of firms, together perhaps with the entry of new ones, 
may well raise the prices of some of the factors employed in the 
industry. 
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6. THE NATURE OF THE OUTPUT 
Consider an entrepreneur who is already engaged in some line 

of production. It may be that the demand for his products, and 
therefore their selling prices, are less than he had expected and 
his profits smaller than he had hoped. If he were just about to 
set up in business, he would enter a different industry. He may 
nevertheless remain where he is, for he has probably acquired 
a special knowledge of his present kind of business, and has 
perhaps built up a "goodwill," both of which would be sacrificed 
if he moved into another line . 
• Very few firms produce only one homogeneous product. A 
firm may produce only, say, shoes, but it will usually turn out a 
variety of styles and patterns. An entrepreneur will produce 
whatever assortment of products gives him the largest income, 
and he will meet changes in the relative demand for his dIfferent 
products by producing more of the goods now more in demand 
and less of those for which the demand has diminished. It pays 
him to comply with the wishes of consumers. This is true even 
if he is producing equipment or other producers' goods. He may 
sell his products to manufacturers, but their demands will reflect 
their anticipations of the demands of final consumers-based 
usually on the behaviour of the latter in the recent past. There 
may be many different processes and many different firms 
engaged in the various stages of producing a consumers' good, 
but always at the end of the chain are the sovereign consumers, 
whose anticipated preference~ :!etermine the directions taken by 
economic activity. An entrepreneur may decide that he can 
increase his profits by producing some new commodity, but in 
this case also his decision will turn upon his forecast of consumers' 
demand. 

If it is easy to produce more of one good and less of another 
by making relatively minor adjustments to the fixed plant and 
equipment or using materials in different proportions, the 
marginal cost curves-that is, under perfect competition, the 
supply curves-of those goods may be practically horizontal over 
a certain range. Changes in demand will not appreciably alter 
the price but will lead at once to corresponding changes in out
put. But this is often not the case, as we saw in Chapter VI, 
section 3. 
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7. THE SIZE OF PLANTS 
A "plant," with its equipment, stocks of materials and other 

goods, and workers, may coincide with a firm: a farmer may 
have just one farm, a shopkeeper just one shop, a manufacturer 
just one factory. On the other hand, one firm may control quite 
a number of plants. Thus some colliery companies operate a 
number of mines, "chain stores," such as Woolworth, run a 
number of shops, and some large firms, such as Unilever, control 
many plants of various kinds-plantations, factories, ships, shops, 
and so on. In Germany in 1925, 42'4 per cent of all persons 
occupied in industry and commerce were occupied, according 
to the Census, in firms with branch plants. Figures for Great 
Britain are not available, but many plants are controlled by 
holding companies and the percentage is probably quite as high 
as in Germany. 

The size of a plant may be limit~d~~y, the demand for its 
products. We should not expect to find an enormous factory 
producing only glass eyes, for the demand for glass eyes, even at 
a low price, is comparatively small. But the limitations imposed 
by the extent of total demand are much less important than 
those imposed by the extent of local demand: it is this, for 
example, which restricts the size of a village shop. Industries 
such as baking, printing, and tailoring, in which for one reason 
or another most plants must be fairly near the consumers, tend 
to have small plants distributed over space in much the same way 
as the population. If a commodity is heavy or bulky in propor
tion to its value, the advantages of large-scale production have 
to be considerable (as they are with Fletton bricks) to outweigh 
the increased costs of transport involved in supplying a wider 
area. Thus brick-works and breweries and furniture factories 
are often relatively small and distributed over space roughly 
according to population. 

The advantages of large-scale production arise mainly, as we 
have seen, from the use ot "indivisible""equipment. In many 
fields-for example, in the manufacture of steel or motor cars 
or ships--these advantages are so great that large plants are the 
rule. 

In some industries integration, in the sense of carrying out a 
number' of processes in the same plant, is often profitable. Thus 
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in the stec:l industry there are economies to be gained by having 
coke-ovens, blast furnaces, melting shops, and rolling-mills close 
together, forming a single "plant." Less fuel is required if the 
metal is passed through its various stages without being allowed 
to get cold; the bl~.! furnace gas can be utllized for the coke
ovens and the coke-oven gas can be converted into electric 
current for power and light. Hence most .iron- and steel-works 
are large-partly because the greatest technical efficiency can be 
obtained from relatively large blast furnaces and other types of 
equipment, and partly because most of the works are more or 
less integrated. 

Sometimes, however, it may pay to sacrifice some of the 
technical efficiency resulting from large apparatus or from 
integration. For example, it may pay to have blast furnaces 
smaller than the technically "most efficient" size if the fuel 
available locally could not stand the weight of the charge in a 
larger furnace and if better fuel would have to be brought from 
a long distance. Again, the by-products of coking may be utilized 
or sold at the mine instead of at the steel-works. A ton of coke 
requires about 1 I tons of coal to produce it, so that less weight is 
transported if coke moves instead of coal, and a steel-works may 
find it more profitable to buy coke than to have its own coke
ovens. In general, a plant which is not integrated can often 
adapt itself more readily to changes in demand for different 
varieties of product and to changes in relative supplies of 
different materials and other factors. 

The. size of plant which best pays an entrepreneur will tend, 
under perfect competition at any rate and often under monopoly, 
to be that which best satisfies the wants of consumers. It will 

/pay the firm to take full advantage of economies of scale or of 
(integration unless these are outweighed by such considerations 
'as transport costs or the need for flexibility. If they are thus out
weighed, the implication is that the wants of consumers, taking 
account of probable future changes, can be satisfied more fully 
hy sI?aller plants. 

In Great Britain, according to the 1930 Census, 75.8 per cent 
of iIlemployeesin Iron and Steel (Sme1ting and ROIIingT were 
in plants employing _9ver 500 workers. In Automobiles the 
corresponding percentago was 7'·2 and in Electrical Machinery 
73·9. At the other end of the scale were Bakery with a percentage 
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of ~'o and Fu!.~iture with a percentage Qf 8'4. In s~!Il~ indus
tries; -such as c~ining and foundry and general engineering, 
there was no weel or prevailing size of plant.1 

8. THE SIZE OF FIRMS 
Two or more firms cannot both control the same plant. Hence, 

in industries where most plants are large, most firms will be at 
least correspondingly large. But small plants may be owned by 
large firms. The question we really have to answer is what 
forces limit the size of a firm. We are supposing that the amoupt 
of work which the entrepreneur devotes to his firm, and the 
aIllount of his own c~p!tal invested in it, are given, and that he 
wishes to maximize ~ profits. Why cannot he increase them 
indefinitely simply by expanding his output or, in other words, 
by increasing the size of his firm? 

One reason may be that he cannot borrow the money necessary 
for expansion, or can borrow it only at a rate of interest so much 
above the prevailing rate that it would not pay him to do so. 
In order to expand, he will have to engage more workers and, 
as a rule, pay them wages before he himselfis paid for the goods 
which they help to produce; he will have to buy more raw 
materials or other intermediate products such as fuel; he may 
have to acquire more land or buildings or equipment. All this 
requires expenditure; and since his own assets, which he can 
pledge as security to lenders, are limited, he may not be able to 
borrow. This point is of real importance, but it should not be 
exaggerated. Raw materials and other goods can usually be 
bought on credit; a loan can be obtained, the main security for 
which is the assets acquired with the loan; and an entrepreneur 
who has proved his efficiency by running a small business success
fully can usually find a bank, or some other lender, ready to 
advance him money with which to expand; and if the results 
are satisfactory, he will usually be able to borrow more for further 
expansion, and so on. But even if he can borrow as much as he 

}wishes, at the prevailing rate of interest, he will not expand his 
• output indefinitely. 

1 Most of the figures in this section are quoted from a very informative 
article by Prof. P. Sargant Florence entitled .. Economic Researcll and Indus
trial Pohey" 10 the Economic Journal, Vol. XLVII, No. 188, December, 1937. 
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If a firm continues to grow, sooner or later its output will 
become large enough to have a perceptible influence upon the 
selling price of its product. The entrepreneur will then take 
account of the fact that an increase in his output will lower the 
price which he receives for all the units he produces. Altern
atively, he may be able to'sell more at the old price only by 
spending more, per unit of output, upon selling costs. We have 
seen that the increase in transport costs, as a wider area is supplied, 
may limit the size of a plant. A firm may combat this by setting 
up new plants in other localities, but nevertheless it may have to 
spend more, per unit of output, upon advertising and salesman
ship in order to sell a larger quantity at the old price. Again, a 
firm may become 80 large that its demand for one or more 
factors, such as a particular type of skilled worker, affects their 
price. The entTepreneur will then take account of the fact that 
if he employs more of this factor he will have to pay more for 
every unit of it which he employs. We return to these points in 
Chapter XV, which deals with Monopoly. But we may state at 
once an important rule, derived from the principle that an 

I entrepreneur will try to maximize his profits. This rule is that 
he Wtll try to equate his marginal costs and his marginal revenue. In 
other words, he will expand his output so long as the increase in 
his total costs is less than the increase in his total revenue, or 
receipts, due to the increase in his output. If the latter-his 
marginal revenue-is less than the former-his marginal costs
he will increase his profits by contracting his output. He will 
maximize his income, therefore, only if the two are equal. The 
size of his firm will be limited by the increase in marginal costs 
or by the decrease in marginal revenue, or both, as its output 
becomes larger. 

Many entrepreneurs, however, do not produce enough to have 
a perceptible influence upon the selling prices of their products 
or upon the prices of the factors they employ, and yet they would 
make smaller profits if they increased their output. The reason 
for this is that an entrepreneur is limited by his own capacities. 
Consider, for example, a wheat-farmer. By hypothesis, the 
amount of work which he devotes to his farm, however big it 
may be, is given. This means that, after a pornt, his manage
ment will inevitably become less efficient. He will have to spend 
more time, as the farm grows in area, in moving from one part 
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ofit to another. He will have to incur extra costs in the fonn of 
book-keeping and other checks to sa.feguard himself from fraud 
by his managers. He will find it more difficult to make correct 
decisions as the number of decisions to be made becomes larger, 
for the time which he can devote to the problems of his business 
is given. In short, the Law of Diminishing Returns operates. 
As increasing amounts of other factors are combined with a fixed 
amount of entrepreneurship, the marginal products of the other 
factors diminish, although the price which has to be paid for 
each unit of a factor remains the same. In other words, the 
marginal cost of production-the increase in total costs involved 
in producing an additional unit (or hundred or thousand units) 
of output-increases. 

Of course, entrepreneurs differ in capacity. so that in any 
industry a more capable entrepreneur will tend to control a 
larger firm than a less capable one. But even the most capable: 
entrepreneur will find that. after a point, further expansion ~ 
would diminish- his own income: his" profits." However large 
a firm may be, the question remains: why is it not still larger ? 
And the answer is always that further expansion would increase 
total costs more than total revenue, or receipts. 

9. SUBSTITUTION BETWEEN FACTORS 

Our general principle that an entrepreneur will try to max
imize his own income, or "profits," implies both that he will 
try to produce whatever output is most profitable and that he 
will try to produce it at the lowest possible total cost. Hitherto 
we have taken this latter point for granted; we must now make 
it explicit. 

We do not say that he will produce whatever output has the 
least total cost. Clearly quite a small output might have the 
least total cost, yet he might make greater profits from a larger 
output. Nor do we say that he will produce whatever output 
has the least average cost (per unit of oUtput).1 His average 
costs may be rising, yet it will pay him to expand so long as his 
marginal receipts exceed his marginal costs. What we do say is 
that he will produce any given output in the cheapest possible way. 

1 It will be remembered that we are excluding from his "costs" the return 
on his own efforts and capital. 
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This means that if he can reduce his total costs, without 
diminishing his output, by substituting some factors for others, 
he will do so. His cheapest method will depend, given the 
technical possibilities, on the relative prices of the different 
factors. For example, if a machine for packing cigarettes, plus 
one girl, packs 10 million cigarettes a year, and if it takes five 
girls to pack 10 million cigarettes a year by hand, which method 
is cheaper will clearly depend on the relative annual cost of a 
machine and of a girl. If the girls must be paid £100 a year 
each, the machine is cheaper if its cost (including amort
isation) is less than £400 a year and dearer if it is more than 
£400 a year. Again, ifit pays him to expand his output, he will 
do so by hiring whatever factors enable him to produce any 
given increase at the least additional cost. If, for example, he 
begins to expand simply by hiring more of a particular grade of 
labour, the marginal product of that grade will fall (and the 
marginal products of his other factors will rise, since they are 
combined with a greater quantity of that grade) so that, after a 
point, further expansion will be obtained more cheaply by hiring 
more of other factors. In some circumstances considerable 
expansion may take place before this point is reached. If, for 
some reason, his plant was being worked well below capacity, 
he may find that the cheapest way of increasing his output until 
full capacity is attained is to employ mainly additional labour. 
Even so, he will have to decide how much more of one kind of 
labour, and how much more of another kind, to employ, and 
to what extent he will purchase more raw materials, fuel, and 
so on, and how much he will spend on repairs, renewals, and 
replacements. 

Mr. R. F. Fowler gives some illustrations of the principle we 
are discussing in an article published in the QJuzrterly ]ourT/IJ1 of 
Economics, Vol. LII, November, 1937. Scrap and pig-iron can be 
used in different proportions as materials in the manufacture of 
open-hearth steel. Mr. Fowler found that "a reduction in the 
price of scrap relatively to the price of pig-iron leads to a greater 
proportion of raw material costs being incurred for scrap as 
compared with pig-iron." In South Wales, for example, the 
price of scrap in 1924 was only about I per cent lower per ton 
than the price of pig-iron. About I! tons of scrap were combined 
with I ton of pig-iron. In 1935, scrap was 13 per cent cheaper, 
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per ton, than pig-iron and twice as much scrap as pig-iron was 
used. Mr. Fowler also found that as the proportion of scrap 
consumed increases "it becomes more and more difficult to 
substitute scrap for pig-iron without raising costs." This, of 
course, is an illustration of diminishing marginal returns: the 
marginal productivity of scrap falls, relatively to that of pig-iron, 
as the proportion of scrap increases. 

Our conclusion can be stated as follows. 

Ifth marginal product of factor A 
e price of factor A 

. tha th marginal product of factor B. will b th 
IS greater n e . f r. B It e to e pnce 0 ,actor 
advantage of the entrepreneur to employ a method of production 
which uses more of A and less of B. For example, if machines 
costing £'400 a year add more than four times as much to the 
total product as girls costing £'100 a year, machines will be 
substituted for girls. This will mean an increased demand for 
machines and a decreased demand for girls. The price of 
machines will tend to rise (unless they can be produced more 
cheaply on a larger scale) and the wages of girls will fall (unless 
they are kept up by State regulation or by their trade union, in 
which case their marginal product will be raised by fewer of them 
being employed) until their marginal products are proportional 
to their prices. 

Under perfect competition this Principle of Substitution implies 
that the value of the marginal product of any factor will equal its 
price. If it were less, entrepreneurs would use less of it until the 
decreased demand for it lowered its price; if it were greater, 
entrepreneurs would increase their profits by using more of it, 
and their increased demand for it would raise its price. The 
interests of entrepreneurs and of consumers, in this respect, 
would be in complete harmony. The price of any factor would 
reflect the valuation placed by consumers on the contribution 
which it was making to output. Units of particular raw materials, 
types of labour, and other factors would be diverted towards a 
particular firm only if they could make a contribution to output 
in that firm which consumers valued at least as highly as any 
contribution they could make elsewhere. If an entrepreneur 
attempted to use so many units of a factor that some of them could 



190 ECONOMICS 

produce something elsewhere which consumers valued more 
highly, the price of that factor would exceed the value of its 
marginal product in that firm, and the entrepreneur in question 
could increase his profits by using less of it. 

10. COST OF PRODUCTION AND PRICE 

A common view is that the price of a commodity-although it 
may vary owing to changes in demand after the com!Dodity has 
been produced-is normally "determined by" its cost of pro
d..uction. This implies that the cost of produ<;.tion includes the 
profit of the entrepreneur, but his profit in fact may vary from 
time to time as a consequence of changes in price. Moreover, 
cost of production often varies with the size of the output, which 
in turn depends on the demand for the product . 
."..The money cost of production, however defined, and whether 
average or marginal, itself consj.sts of p~ices. It is composed of 
the prices of the' various factors used in making the good. A 
complete theory of value should explain all prices, including 
those of gifts of Nature, labour services, land rents, loans of 
money, foreign currencies, and rights, as well as the prices of 
commodities currently produced. But the view under discussion 

I makes no attempt to explain the prices of nen-pr.rluced goods 
\ and services. 
• In fact, costs no more "determine" the prices of finished 
products than the latter determine the former. A shortage of 
coal-miners may raise their wages, and this may raise the price 
of coal. On the other hand, an increased demand for coal may 
raise its price and this may lead, by way of an increased demand 
for coal-miners, to a rise in their wages. ~ prices are 
interdependent. 

The price of a good produced under imperfect competition, 
or monopoly, will exceed its marginal cost. Suppose, to take a 
simple example, that a monopolist is selling a thousand units a 
week at £1 per unit and that in order to sell 1100 per week he 
must reduce his price to 19S. The increase in his total receipts 
would not be 100 times 19S. but only £1045 less £1000, or 100 
times 19s. less 1000 times IS., that is, 9005. or £45. He will not 
produce this extra 100 units unless the additIon to his costs is 
less than £45, although they sell for £95. 
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Let WI now consider perfect competition. An increase in the 
output of a firm under perfeCt competition will not perceptibly 
reduce the price of its product. Its receipts will be increised. by 
the full (present) selling price of the additional output. The 
marginal revenue from an extra unit will be the full price of that 
unit, so that the rule that an entrepreneur will equate marginal 
cost and marginal revenue means that he will equate marginal 
cost and price. Every firm will tend to produce that output for 
which marginal cost equals price. Differences in efficiency 
between firms will show themselves not in differences in marginal 
costs but ~n differences-in output. The more efficient firm will 
have the larger output. . 

We have seen that in the long run an entrepreneur will tend 
to go bankrupt, or transfer to another industry, or relapse into 
the ranks of employees, if his receipts do not cover both his 
supplementary and his prime costs. But in the short run it is 
variable prIme costs which ire important. " Fixed" costs do not 
cnter into marginal costs because they must be paid whether the 
output is large or small. He will expand his output so long as the 
price ofhis product exceeds the extra amount of money which he 
must payout in order to produce one more unit of product. If 
the reduction in his total costs due to his producing one unit 
less would exceed the price of a unit, he will contract. He is 
maximizing his own income only if marginal cost equals price. 
And we may repeat that this applies to all firms and not only to 
some hypothetical cc marginal firms." It may be that some firms 
will expand or contract their output by, say, a hundred or a 
thousand units at a time, and not by just one unit, but that in 
no way modifies our conclusions. 

Let us take a very simple example. Suppose that an entre
preneur, growing wheat, has rented a square mile of Jand and 
has acquired a given amount of machinery, seed, fertilizer, and 
so on, and that in order to increase his output he must increase 
only the number of men he employs. Suppose the marginal 
product (per year) of his men varies as in the table given on 
page 126. Then if the wage of a man is £125 a year and the 
price of a unit of wheat is £1, he will employ 12 men. If he 
employs only lImen, his output will be 1822 units and his 
receipts, therefore, £1822. One additional man would increase 
his output to 1950 units, adding £128 to his receipts and only 
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£125 to his costs, thus increasing his profits by £3. But a 
thirteenth man would increase his receipts by only £115, whilst 
increasing his costs, as before, by £125. He will therefore employ 
I2 men, but not more than 12. In this example his marginal 
costs consist entirely of wages. Since men are indivisible, his 
costs increase, as his output expands, by jumps of £125 a year 
-that being the prevailing rate of wages for this type oflabour. 
An entrepreneur who can employ men by the hour can achieve 
closer equality between marginal cost and price. His marginal 
cost will be the cost of the extra hours of labour required to 
produce an additional unit of product. As more labour is em
ployed, the marginal product of labour will diminish. In other 
words, as output expands, an increasing number of hours' work 
will be required to produce yet one more unit. Marginal cost
the addition to his wages bill required to secure an additional 
unit of product-will therefore increase. He will expand his 
output only so long as the price he gets for a unit of product 
exceeds its marginal cost. 

All this assumes not only perfect competition but also that 
changes in output involve changes only in the amount of labour 
employed, the quantities of other factors employed remaining the 
same. In the short run, this latter assumption may be near the 
truth. Expansion of output may require mainly additional 
labour, together, perhaps, with increased raw materials, fuel, 
and so on, and the loan of additional money with which to pay 
for these things. Any given output will be produced as cheaply 
as possible, so that the proportions in which different types of 
labour and materials are combined may change as output 
expands, but this does not affect the conclusion that marginal 
cost will tend to equal price. But it must be remembered that 
the longer the period under consideration the greater the 
number of costs-for replacements and so on-which actually 
have to be paid out and thus enter into marginal costs. 

One further point may be added. In the short run, a firm may 
continue to produce although its marginal costs exceed its 
marginal revenue. It will do so if the loss involved in closing 
down temporarily and keeping its assets in good condition is 
greater than the loss involved in working them, and if, at the 
same time, it hopes that after a while the prices of the products 
will rise. Thus if a coal-mine is temporarily closed down, the 
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cost of keeping it free of water and in good condition generally 
is relatively high: the loss from working it may be smaller.· But 
of course if the entrepreneur is wrong in his belief that in time 
the prices of his products will rise (or the prices of his factors 
fall) sooner or later he will be compelled to close down rather 
than to continue paying money from his private resources to go 
on working at a 10ss.1 

I .. The Equilibrium of the Firm" by N. Kaldor (Eeonomu: journal, 1934) 
deals admirably with several of the problems chscussed in this chapter. 



CHAPTER XIV 

THE MOBILITY OF FACTORS OF 
PRODUCTION 

I. THE MEANING OF "MOBILITY" 

AT any moment a cormnunity has a certain quantity of factors 
of production. In the first place, it has a working population. 
This does not consist only of wage-earners. -It includes also 
farmers, shopkeepers, workers in the plofessions, housewives, 
and indeed all whose activities contribute directly or indirectly 
towards the production of goods and services. In the second place, 
it has natural r!!sources, including improvements of all kinds (such 
as roads, tunnels, and dams) made by man. In the third place, it 
has c~ital, consisting of goods of all kinds, ranging in durability 
from bUlIdings to quickly perishable goods such as fish. It will 
be remembered that there are Vf'ry many different kinds of 
factors of production and that we group them under these three 
brQad headings $)f Labour, Land, and Capital merely for con
venience of exposition. It makes little dIfference whether we 
regard, say, a canal or a bridge as falling under Land or as falling 
under Capital, or indeed whether or not we include all Land 
under Capital. The important thing is to realize how the possible 
output of consumers' goods and services is limited by the quan
tity and nature 6f the factors of production available. 

It is true that a given quantity of factors of production may 
render more or fewer services. Thus a given population may 
perform more-or less work. Some people capable of working may 
choose to live a life of leisure, enjoying incomes received from 
their ownership of property, and workers may take longer or 
shorter holidays, or work more or fewer hours per week. But 
this point is not relevant to our present problem. 

Our present problem is to consider how far factors of produc
tion are capable of alternative uses. A factor capable of only one 
use, such as a coke-oven, is said to be completely;' specific." If 
every factor were completely specific, a community woUld have 
little scope for choice as to what assortment of goods and services 

194 
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it would produce. It could indeed decide which factors were not 
worth utilizing, and to what extent particular factors should be 
worked, but that would be all. Unless it could acquire new and 
different factors, there would be no possibIlity of variation-the 
same factors would always produce the same products. In fact, 
of course, this is not the case. Many factors are capable of alter. 
nativ~ !!.s..es, and thus a given quantitY of factors can produce any 
one of a large number of different assortments of goods and 
services. Moreover, some existing factors can be converted into, 
or r~ptaced by, different ones, and this increases still further the 
range within which the composition of the total output can be 
altered. 

It will be reIuembered that in modem communities the 
structure of production is complex. The production ofa finished 
commodity may involve many stages and processes, in the course 
of which many different kinds off actors are used. Hence we can 
distinguish two ways in which a given factor of production may 
make a different contribution to the final output. In the first 
place, it may continue to render exactly the same kind of services 
as before, but these may be utilized in a different way. For 
example, a ~ist may move from one "industry" to another 
without changing the nature of her work, and a blast furnace 
may continue to produce pig-iron but more of the pig-iron may 
become, say, girders and less, say, rails than before. In the 
second place, a factor may change the nature of the services 
which it renders. For example; a typist may become a shop 
assistant. We might then say that, whilst remaining the same 
person, she has become a different factor of production, and we 
might regard any "costs of conversion," such as the cost of 
training her for her new job, as an investment of capital. 

We have used the term "mobility," rather than "specificity," 
partly because it- is- better kn'OWn and partly because i(iricludes 
the notion of geographical mobility. Changes in economic 
conditions may make it desirable for some factors to move from 
one place to another. Thus we can speak of mobility between 
industries, between occupations, and between places. As we 
have just seen, a factor may move from one industry to another 
without changing its occupation, and it may do so without 
having to move to a different place. A movement between 
occupations need not involve a movement between industries or 
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places: for example, our typist may have been typing for the 
shopkeeper in whose shop she now acts as a saleswoman. Simi
larly, a movement between places need not involve a change 
either of industry or occupation. Anyone type of mobility may 
be accompanied by either, or both, or neither, of the other two 
types. 

The last two chapters have shown how the price-system pro
vides incentives to entrepreneurs and other owners of factors to 
produce that assortment of goods which consumers most prefer 
and to change the composition of the total output in response to 
changes in the tastes of consumers and in the state of technical 
knowledge. The extent to which changes in output are made, as 
time goes on, depends upon a number of things. It depends in 
part upon the expectations of entrepreneurs as to how prices 
will change in the future. It depends in part upon how far owners 
of factors of production would forgo a monetary gain or incur a 
monetary loss rather than move their factors (which, of course, 
in the case of workers means themselves) to another place or 
occupation or industry, and upon how far their estimates of the 
gains or .losses are correct. It depends in part upon how far 
State action (such as Public Assistance) discourages or encourages 
mobility; and so on. But the extent to which changes in output 
can be made depends upon the extent to which factors of produc
tion can be transferred to other industries or occupations or 
places, and upon the time required to effect such transfers. This 
question of the physical possibilities of mobility forms the subject 
of the present chapter, although we shall make some reference 
also to non-physical obstacles to mobility. The question is one 
of fact. Mobility is greater in some countries and periods than 
in others; we shall take our illustrations mainly from Great 
Britain during recent years. 

2. THE MOBILITY OF LABOUR 

The British Census of 1931 distinguishes about 35,000 dIfferent 
occupations. Some of these, such as interior decorating or dress 
designing or tea-tasting, require a natural aptitude possessed, in 
a high degree, by relatively few. Others, such as the professions 
or litllOgraphic printing, require a considerable period of training 
or apprenticeship, in addition to sufficient natural aptitude. Any 



MOBILITY OF FACTORS OF PRODUCTION 197 

occupation, even a so-called "unskilled job" such as pick-and
shovel work, requires certain capacities; and a beginner· can 
usually improve, perhaps quite considerably, with practice. 

Nevertheless, almost any worker who is proficient at his own 
job could become fairly proficient at occupations demanding 
similar qualities, and there is usually quite a wide range of such 
occupations. Thus a man who is fairly efficient at tending one 
kind of machine could usually learn to tend other kinds of 
machines, a man doing work requiring mainly physical strength 
could usually do other jobs of a simllar kind, most good chauffeurs 
could learn to pilot an aeroplane, and so on. And most occupa
tions can be learnt in a fairly short time. Thus it is roughly true 
to say that occupations can be divided into groups. A worker 
can move fairly easily from one occupation to another within his 
group, but may have difficulty in becoming proficient at an 
occupation in another group demanding different qualities. 

Clearly it is a simple matter for a worker to change his industry, 
provided that he continues to do the same kind of work and to 
live in the same place. And quite a number of occupations, such 
as those of clerks, typists, salesmen, lorry-drivers, and porters, 
are common to many different industries. 

M<?vement between places, however, may not be easy. A 
workermay consider-more -than the monetary cost or moving to 
a new district. He may be reluctant to leave familiar scenes and 
friends and associations and to begin life again in a strange place. 
He may be still more reluctant to move to a different country, 
especially one with a different language and different customs. 

The monetary cost of learning a new job or moving to a 
different place is an investment of capital. This investment may 
sometimes be made by the State: by providing free training or 
by paying the fares of workers moving to jobs in another district 
or by subs~dizing emigration. It may sometimes be made by the 
employers, who consider it worth their while to train workers or 
to pay their fares. But usually it must be made by the worker 
himsel£ He will not make'it unless he believes that the improve
ment in his future earnings will repay him with interest. Some 
workers may not have the necessary capital, and others may 
consider that even the probability of repayment plus, say, 10 or 
20 per cent interest, in the form of increased wages for the rest 
of their working lives, is not sufficient to compensate them for 
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the present sacrifice of the capital sum. It may be noted that a 
given prospect of increased earnings will be more likely to tempt 
a younger worker to move than an older one, not merely because 
the latter has become more set in his habits but also because he 
has fewer years of his working life left over in which to recoup 
himself for his present investment. 

In a modern community, changes in demand and in technical 
knowledge are constantly taking place and providmg incentives, 
through the price-mechanism, for labour to move between 
occupations and industries and places. There has been a marked 

ltendency during recent years for the State to prevent or restrict 
\entrance to certain industries: thus in Great Britain an entre
'preneur may not be pennitted to open a new coal-mine or to 
'Iltart a new bus service or to begin distributing electricity or to 
,set up a broadcasting station or to begin growing potatoes or 
hops for the market. Moreover, entrants to certain occupations, 
such as most of the professions, are required to pass some kind 
of qualifying test and in some cases to pay a fee. But apart from 
these restrictions, there are no legal obstacles to mobility within 
a_country. Yet it cannot be claimed that movements of labour 
take place on a large enough scale, and sufficiently quickly, to 
facilitate a rapid and complete adjustment to changes in 
economic conditions. 

A Jeading example o( inadequa_t~ mobili~t of Great 
B!"i!ain auririg the last t~Q9J: fifteen years. Certain areas, notably 
South Wales, Glasgow, Lancashire, and Tyneside, are largely 
dependent upon "st~le" industries (such as coal and cotton) 
which export a large proportion of their output and which have 
been confronted with a marked fall, especially in foreign markets, 
in the ~.mand for their products. Wages in these ateas have 
fallen below wages fqr comparable occupations in ~ther parts of 
the country, yet the mobility oflabour away from"these districts 
has been insufficient to prevent the percentage of unemployment 
from being at least twice as high as in other districts, so that they 
are now treated as "special" or "depressed" areas. It is 
claimed, however, that mobility has been hindered, until 
recently, by a shQrtage of suitable houses in the more prosperous 
parts of the country and that it is still hindered by the fact that 
uneOlpl~yment benefits and public assistance reduce incentives 
to movement. 
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Nevertheless, the mobility of labour is sufficient, in most 
modern countries, to make possible a very large measure of 
adjustment in response to changes in economic conditions. It 
must be remembered that it is quite exceptional for changes in 
conditions to require more than a quite small percentage of 
workers to move, in anr..one year, out of anyone occupation or 
industry or district. Only that small fraction of the total working 
population which is most able and willing to move need do so; 
as a rule, complete adjustment could be achieved even if the 
vast majority of workers continued to live in the same place 
and to do the same work as before. Further, adjustment may, 
and often does, take place by means of a kind of "reshuffle." 
Suppose, for example, that a movement of population is required 
from the North to the South. This could be brought about by a 
series of ripples, constituting a general southward trend, some 
people in the North moving some distance southward, some 
people in the North Midlands moving southward, and so on. 
Similarly with a movement between occupations. Suppose, for 
example, that the coal industry is contracting and the motor 
industry expanding. It is possible that very few coal-miners 
could become proficient workers in the motor industry. In spite 
of this, a transition might be effected by, let us say, some coal
miners becoming builders' labourers, some builders' labourers 
lorry-drivers, and some lorry-drivers entering the motor industry. 
Finally, by far the most important influence facilitating mobility 
between occupations and industries, although not so much 
between places, is the change in personnel of the working popula
tion, which is constantly being diminished by deaths and retire
ments and increased by the flow of boys and girls entering the 
labour market from school or college. It is easier to decide to 
enter, for the. first time, one occupation rather than :nother, 
than to decide to give up an occupation in which one has 
acquired knowledge and skill, in order to begin afi:esh, perhaps 
at a fairly advanced age, in a new field. Most of the youthful 
new entrants to the labour market are capable of entering any 
one of a number of industries and occupations, and they tend to 
be diverted towards those which consumers would most prefer 
them to enter, for it is those which offer them the brightest 
prospects. Here, again, the State is often helpful: children may 
be given "vocational tests" to discoyer their natural aptitudes, 
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and parents may be advised by Employment Exchange officials 
and others, who know the prospects of employment and wages 
in different fields, into what jobs to place their children. 

A few statistics will show that considerable movements of 
labour have taken place in Great Britain during recent years. 
Between July, 1923, and July, 1935, the number of insured 
workers attached to coal-mining fell from 1244 thousand to 
939 thousand, to cotton from 568 thousand to 442 thousand, and 
to shipbuilding from 270 thousand to 157 thousand, whilst those 
attached to the distributive trades rose from 1254 thousand to 
2007 thousand, to building from 716 thousand to 977 thousand, 
and to the motor industry from 192 thousand to 286 thousand, 
whilst numerous other changes also took place between industries 
and occupations. There was also some movement away from 
the depressed areas and towards the South. Thus the Census 
Preliminary Report, 1931 (page xiv), remarks-

It will be observed that the countries North of Cheshire and York
shire inclusive have on balance lost as many as 443,000 of their population 
by migration durmg the past decennium and that from the central belt 
Wales has lost 259,000, the MIdlands 81,000, and the Eastern region 
41,000. • • • In the South-eastern sectIon the net immigration numbers 
61 5,000. 

This movement has continued during recent years. 
It may be noted that a~j1:l.stment between industries and occu

pations is facilitated by an expanding population, for changes in 
the proportion of the working population attached to different 
industries and occupations can be brought about mainly by 
diverting the stream of new entrants towards those fields which 
are expanding, without many workers having actually to change 
over from one line to another. This also can be illustrated from 
Great Britain. In 1881 the total occupied population was 
12,739 thousand, of which 1593 thousand were engaged in 
agriculture. Improvements in transport and in agricultural 
technique made it cheaper for Great Britain to buy more of the 
agricultural produce which she consumed from abroad instead 
of producing it herself. Thus in 193 I, out of an occupied popula
tion of 21,055 thousand, only 1194 thousand were engaged in 
agriculture. A change from 1250 per 10,000 occupied persons 
to 567 per 10,000 occupied persons involved an absolute diminu
tion of only 399,000 in the number engaged in agriculture, owing 
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to the growth of population. Over this period some industries 
expanded greatly. For example, the numbers engaged in the 
manufacture of 11!etals. machinery, etc., increased from 927 
thousand to 2412 thousand, that is from 728 to 1145 per 10,000 

occupied persons. These expansions took place largely by the 
inflow of new entrants to the labour market. A stationary, and 
still more a declining, population hampers adjustment, since this 
must take place mainly by workers leaving one kind of job and 
moving to another. Great Britain has been handicapped in this 
respect by the recent slowing-down in her rate of population 
growth, and this handicap is likely to increase in the future, as 
her population ceases to expand and begins to decline. 

3. THE MOBILITY OF LAND 
It will be granted that s~il can be shifted, that rivers can be 

diverted, that minerals, once extracted, can be transported, and 
so on. But it will probably seem absprd to suggest that land itself 
can be moved from one place to another. 

This is because we measure land by its area. ~a, as such, 
is of less importance than productivity, and tlie productivity of 
a particular piece of land can be increased or diminished. 

The term "land" has sometimes been restricted to the inherent 
and indestructible powers of the soil. But there seems little point 
in adopting this definition. In fact much of what is commonly 
called land is man-made, and it is impossible to separate "im
provements" due to man from the original land. Most land 
requires a continuous investment of free capital in order to keep 
it sufficiently free from pests, or sufficiently fertilized or drained, 
to maintain its productivity; and as a rule additional invest
ments will increase its productivity. The confusion between 
the two concepts of land is well illustrated by the story of 
the landowner who stipulated when leasing his land that the 
tenant should maintain intact the indestructible powers of the 
soil. 

Hence if more free capital than formerly is invested in 
"improving" the land of one region, and less than formerly in 
"improving" the land of another region, the productivity of 
land has been increased in the former region and diminished in 
the latter. 
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But although man can do much, by lI"ngation and other 
means, to improve the natural resources of a region, he cannot 
giye a tropical clImate to land in a temperate zone, or transport 
minerals without first extracting them; and the uneven distribu
tion of different natural resources over the earth's surface is a 
very import;nt fact. We shall discuss its implications when we 
deal with the location of industry. 

Some land is more or less completely "specific." For instance, 
much land in the North of Europe grows 'Only forests, and the 
soil is not rich enough to make it worth wlule to clear the forests 
in order to grow crops. Again, much land in the interior of 
Australia receives a rainfall so small and unreliable that it is 
suited only for sparse pastoral cultivation. Most land, however, 
is capable of a considerable range of different uses. There is very 
little land which could not be made to serve as a site for buildings: 
witness, for example, the Ford factory which rests trlumphantly 
on concrete piles above the swamps of Dagenham. There are 
few districts which could not provide some kind of golf course 
if the demand for it were great enough. Nearly all "arable" 
land is capable of growing grass and serving as pasture, and much 
of it could support any of several kinds of animals. Obviously 

ithe potential Uses of any given piece of land are limited by its 
'climate and by the nature of its soil, but within these limits 
~most land is far £.om being completely specific. But some 
investment of capital is usually required in order to convert 
land from one use to another. Moreover, a considerable 
time may have to elapse before the supply of a given pro
duct can be substantially increased: for example, a rubber 
tree or a coffee bush takes several years before it begins to 
yield. 

A striking example of a change in the use to which land has 
been put is afforded by the tran~(er from grain-growing to 
S!oc~-t:~is~g in, the United Kingdom between 1874 and 1914. 
Over tills period, the area under wheat fell from 3.8 to I·g 

million acres and that under barley from 2·5 to I·g million acres, 
while the area under permanent grass increased from 23·7 to 
27·4 million acres. U~der the stimulus of a subsidy, the area 
undt:r. i?,:et sugar increased from 4000 acres in 1913 to 404,000 
acres in 1934. Over the same period the area under turnips and 
swedes fell from 1,486,000 acres to 874,000 acres. 
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4. THE MOBILITY Of' CAPITAL 
Much of the capital of a country consists of buildings and. 

p~~t .. It is often physically possible to dismantle plant, transport 
it, and set it up again in a different place, but the advantages of 
a change in location are seldom great enough to outweigh the 
cost of doing so: and it is very seldom worth while to move 
buildings constructed of brick or stones. Moreover, most of this 
fix~d ca~LIIe.~~..tQ_b~ ,highlY .specific. It was designed for a 
partlcUlar purpose and as a rule the cost of adapting it to a 
different purpose would be too great to make the investment 
worth while. There are, of courseJ exceptions to this. Thus it is 
claimed that factories making sewing-machines can readily 
produce machine-guns, and that plant designed for motor cars 
or agricultural machinery can often be converted to the manu
facture of armaments. But most fixed capital either stays where! 
it is and does the kind of work for which it was designed or is!' 
broken up and sold as scrap. 

N~vertheless, the mobility of capital is considerably greater 
than appears at first sight. 

The "purpOSe" for' which a building or plant was designed is 
often wide enough to permit considerable variation in the goods 
or services produced. Thus a building designed as a factory or: 
a shop or an office will often serve equally well for anyone of' 
several kinds of factory or shop or office. Many engineering 
works are capable of producing a wide range of products and 
can readily produce more of one kind and less of another. 
Spindles can often be adapted to spin a finer or a coarser yam 
or even to use a different kind of material. 

Many raw mat~rials and other intermediate products are 
used by a num't>er of different industries, so that although the 
plant which produces them may be specific to that use, its 
products are capable. of several different uses. For ~mple, a 
bl?-st furnace-may produce only pig-iron, but the pig-iron may 
be finally transformed into part of a rail~~y t~ack or of a building 
or a $hip or a motor car or a machine. In the same .. way the 
services of transport "agencies, such-as railways' and lorries, can 
be uSed foralmosf any kinds of goods, and it is a simple matter 
to supply more light, heat, and power to some industries and less 
to others. Thus very considerable changes can take place fairly 
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quicM~ in...th~ cQmp9sition of the final output of a country whilst 
most2.f...!lli:_~c;d. ~apital continua~1Q render. exactly_ the same 
services or to produce exactly the same goods as before. 

Fip._~lly, as .time goes on, capital js consumed and need not 
be replaced in the same form. For example, an entrepreneur 
who wishes to keep his capital intact will set aside some of his 
receipts in order to replace his machinery and other equipment 
when it wears out. The money which he sets aside is free capital 
and will be used to purchase a different type of machinery or a 
completely different kind of plant, if he thinks that course more 
profitable. It is true that I!!Qst buildings and many plants have 
a fairly long. "life!' Even so, the distribution of capital between 
industries can be changed considerably if the total amount of 
capital is being increased by new savings (which flow towards 
those industries where they can be used most profitably) just as 
the distribution of labour between industries is facilitated by an 
expanding population. Moreover, "working capital," which 

!consists largely of stocks of intermediate 'products, and much 
i consumers' capital, has a fairly short life and can readily be 
replaced by something different after it is consumed. 

5. CONCLUSIONS 

We have been considering a question of fact, namely, to wh~t 
extent a modern economic system IS flexible. Under capitalism, 
changes in ~economic conditions act upon the pi-ice-~echanism 
and provide incentives to entrepreneurs to 'produce more of 
some goods rather than of others. But this means transferring 
some factors of production to different uses. We have inquired 
how readily such transferences can take place. 

Our general conclusion is that they can take place more easily 
than is often supposed: and this conclusion, for which we 
offered a number of reasons, is borne out by experience. In most 
modern countries some industries have waxed and others waned, 
and quite new industries (such as the motor car industry) have 
sprung up and attained a large size very quickly, with little 
disturbance to the economic system as a whole. But t1!~re 
obstacles to mobility,- and it may take some time to overcome 
them: in general, the longer the time which has elapsed after a 
change in conditions, the more complete wIll be the adaptation. 
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We have seen that adjustment is facilitated when population 
and capital are expanding, and that the most difficult transference 
to effect is often the movement of labour from one district to. 
another. Our discussion, it should be added, has said nothing 
about the trade cycle. A general trade depression usually involves 
a marked fall in the demand for the products of the constructional 
industries. Large groups of unemployed may be marooned for 
a considerable time in districts specializing in such industries, 
so that problems of transference become particularly important 
and at the same time exceptionally difficult to solve. But we 
must postpone this subject to a later chapter. 



CHAPTER XV 

MONOPOLY 

I. THE MEANING OF MONOPOLY 

MONOPOLY is in some sense the opposite of perfect competition. 
It will be convenient to begin our discussion by stating once again 
what is meant by perfect competition. 

An entrepreneur is acting under perfect competition when he 
produces such a small part of the total supply of his commodity 

,or service that he cannot perceptibly influence its price by 
expanding or contracting his output. Its price appears to him as 
a fact which he must accept and which he calUlot alter. It 
would be futile for him to charge more than the market price, 
since if he did he would sell nothing at all: there are thousands 
of others to whom buyers could turn instead. It would be foolish 
for him to charge less, since he can sell all he cares to produce 
at the full market price. Therefore he must, and does, accept 
the price as he finds it. 

Of course the sum-total of the actions of all the producers of 
a particular good does have a powerful influence on its price. 
If they all produce moce, the price is lower; if they all produce 
less, the price is higher. ~t no one producer can lercept,bly 
ipfly!!ru;.e the price--any more than one star more or less on a 
night of ~;oile'grain of sand more or less in a heap of sand, 
one hair more or less on most heads, makes any perceptible 
difference. 

It is tempting to say that the opposite pole to perfect competi
tion is absolute monopoly, and to define an absolute monopolist 

,as one who is the sole producer of some commodity. But what is 
a "commodity"? Mr. Blank may be the sole producer of 
Blank's tea, but his product has to meet the competition of other 
more or less similar brands of tea. Even if Mr. Blank were the 
sole producer of tea he would still have to face the competition 
of coffee and other substitutes for tea. All commodities and 
services are to some extent rivals in their claims upon the limited 
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purse of the consumer. There is no such thing as an _al?solute., 
monopolist. ------ ~ -- -
""Therels, however, a great deal of "imperfect" or "mono

polistic" competition. Many finns produce a proportion of the 

(
'total output of their commodity large enough for changes in 
their own output to have a' perceptible effect upon its price: an 
'effect which they take into acCount when considering what si7;c; 
lof output will be most profitable to them. The device of trade
I!!.arks enables a finn to differentiate its products -from the pro
ducts of its rivals, and to fix its own price. Of course a higher 
price will mean lower sales, but within limits it can charge a 
higher price without reducing its sales to zero. The reason for 
this is that consumers, or at least some consumers, prefer one 
brand to another: they do not regard the different brands as 
perfect substitutes. This explains, too, why one barrister may 
get higher fees than another, why one cinema can charge higher 
prices than another, and so on. Another reason for imperfect 
'competition is to be found in cgsts of transport. A colliery 
Icompany, for example, could charge local consumers higher 
prices than those charged at the pithead by its nearest rival, 
provided that the difference in price (for exactly similar coal) 
did not exceed the cost of transporting coal from the mine of its 
rival to its own local consumers. In the same way some con
sumers may knowingly pay a slightly higher price at one shop 
rather than take the trouble of going to another. 

As a matter of strict logic, every producer is more or less in 
competition with every other, any given producer must be work
ing under either perfect or imperfect competition, and the tenn 
m?!l~ol should be either discarded or used as a s onym for 
i~erfect competItion. Never e ess, some producers or combin
ations of producers, such as Messrs. Coats, the chief producers[ 
of sewing-cotton, and the Coffee Institute of Brazil, which: 
controls most of the coffee supply of the world, have a muCh\\ 
greater degree of monopoly than the sellers of one brand of 
butter, or than any particular shop, in that they control the bulk 
of a commodity for which there is no very close substitute. Al
though'our discussion of monopoly will apply, for the most part, 
to imperfect competition in general, we shall have in mind 
mainly monopolists of the former type, who enjoy a monopoly 
in the popular sense of the term. 
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2. MONOPOLY PRICE 

Let us consIder a monopolist who is the sole producer of some 
l:ommodity and who wishes to maximize his "p!ofits" in the 
sense of the ~oney return from th,ose factors of production, 
assumed to remain fiXed in amount, which he himself owns and 
uses in his business. He can eIther fix whatever price he pleases 
or sell whatever amount (say, per week) he pleases; but he 
cannot sell as much as he lIkes at whatever price he likes. He 
will sell more at a lower price than at a higher price. The 
·amount which he can sell at any given price depends upon the 
'conditions of demand for his product, and these he cannot 
influence: he must accept them as a given fact.l They will be 
affected, of'course, by the prices and suitability of the various 
substitutes for his commodity to which consumers can turn: in 
general, the demand for his product will be more elastic, around 
a given price, if fairly close substitutes are available at about 
that price than if they are not. 

Hence it is a matter of indifference whether we ask what 
price he will find most profitable or what output he wdl find 
most profitable, for the amount which he can sell at any 
given price is. determined for him by the conditions of demand. 
The answer to· our question was given in Chapter XIII. 
H~J>!:o~~~~I~_ ~utpu! will be that at which his "!arginal 
costs_ and ~ marginal revenue (or marginal receipts) are 
equal. The rest of this section is merely an expansion of that 
statement. 

If he has no costs, his most profitable output will clearly be 
that which (supposing it all to be sold) maximizes his total 
receipts. ¥te!:....~~h._~ increases in his output m~t 
diminish his total rece1£...ts. If consumersspeiia more money 
ti'p--oll Ills commodity, they have less to spend upon other things, 
so that there must be some (weekly) sum of money which is the 
utmost that he can obtain from consumers. A typical curve 

1 Many producers can and do raise the demand schedule for thell' products 
by such means as advertising. This fact makes no fundamental dIfference to 
our reasoning and we have therefore oDUtted it from the text. We can assume 
that our monopolIst has calculated the most profitable expenditure on sellmg 
costs for any gIven output, and that the "demand curve" which he conslden 
as a datum shows the sales wruch he expects to make at any gIven price If he 
spends whatever sum 1S most profitable on sellmg costs, and that his "cost 
curve" includes selling costs. 
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showing how t~l receipts vary with output (or sales) will·rise 
to a maximum and then decline. Before this maximum is 
reached, the elasticity of demand is greater than unity; after it 
is reached, it is less than unity; and around the maximum it is 
equal to unity (for since the curve is neither rising nor falling 
it must be horizontal).l The marginal costs of the monopolist 
are zero, and therefore his most profitable output is that at which 
his marginal revenue is also zero-a slight increase in his output 
neither increasing nor diminishing his total receipts, since they 
are at a maximum. 

Suppose now that a monopolist has costs. His marginal costs 
may be rising or falling or constant, but it is certain that his 
total costs will be greater for any given output than foJ." any 
smaller output.s This means that his marginal costs will always 
be positive, and therefore his most profitable .QVJI!-~!_~ll_ be one 
at_which his mar in~L~~ve; it must therefore be 
smal er- than it would be if he has;! no costs, since in that case, ' 
as we have seen, his marginal revenue would be zero. And even 
ifhis marginal costs are falling, there must be !lome point beyond \ 
which his marginal revenue would be less than his marginal 
costs, and beyond which. therefore, it would not pay him to 
expand his output. 

The following table, in which the figures are of course hypo
thetical, shows part of the cost schedule of a monopolist and the 
corresponding part of the demand schedule for his product. 
We suppose that he would vary his output by 1000 units at a 
time and that his marginal costs are constantS at 16,000 shillings 
per 1000 units. His profits are maximized at a (weekly) output 
of 14,000 units, since at this output his marginal costs and his 
marginal receipts' are as nearly equal as possible. If he increases 
his output to 15,000 units, he would increase his total costs by 
16,000 shillings and his total receipts by only 13,000 shillings, 
thereby reducing his profits. If he reduced his output to 13,000 

units, he would reduce his total costs by 16,000 shillings and his 

I See Chapter III, section 6. 
a He may be able, say, to produce 1000 units a week with the aid of special

ized machinery at a lower total cost than 100 units per week by more primitive 
methods. But, if so, his cheapest method of producing 100 units per week is to 
use specialized machinery, even if this involves destroying the greater part of 
his output; and in fact It will always cost him less to produce a smaller amounL 

I We assume a fixed charge of 300,000 shillings (per week) for equipment. 
IS-(B"93) 
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total receipts by 17,000 shillings, so that this course also would 
diminish his profits. 

Output \ Price .per I Total I Marginal I Total I Marginal I Profits 
per Week Urut Revenue Revenue Costs Costs 

s. s. s. S. I. I. 
10,000 50 500,000 - 460,000 - 40,000 
11,000 48 528,000 28,000 476,000 16,000 52,000 
12,000 47 564,000 36,000 492,000 16,000 72,000 
13,000 45 585,000 21,000 508,000 16,000 77,000 
.!~,ooo 43 6.02,000 17,000 524.000 16,000 78,000 
15,000 41 61 5,000 13,000 540,000 16,000 7~'ooO 
16,000 39 624,000 9,000 556,000 16,000 6,000 
17,000 37 629,000 5,000 572,000 16,000 57,000 
18,000 35 630 ,000 1,000 588,000 16,000 42,000 
19,000 33 627,000 - 3,000 604,000 16,000 23,000 

Fig. 15 shows the situation by means of a diagram. Quantities 
of output are measured along the horizontal axis and total 
receipts and total costs up the vertical axis. The curve labelled 

y 

Total 
receipts 

and 
total 
costs 
per 

week 

TO 

TR 

L---------------~--~--------~x 
Sales per week 

FIG. 15 

TR shows the total receipts obtained from the corresponding 
quantity of output. It rises to a maximum at M and then 
declines. That labelled TC shows the total cost of each amount 
of output. We make it begin above 0 because we assume a 
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certain fixed charge for equipment. It has a constant_s~oJ2e, 
sho'Yi!lg fOnstan! r,narginal costs. If margii}al costs' were faning, 
it would tend to flatten from left to right, and if they were rising, 
it would tend to do the opposite. The object of the monopolist 
is to maximize the difference AB between his total receipts AQ. 
and his total costs BQ.. He actiieves this object by producing 
(and selling) that amount OQ.at which his marginal receipts and I 
his marginal costs are equal, at which, that is to say, the slope of I 
TR is the same as the slope of TC.l Q ~ { 

The price er unit is not shown directly. The price per unit _-=-
of any output is the total receipts Q.A divided by the 0 0,-
output OQ.. ~~ 

"",,--

3. DBcRIMINATING MONOPOLY 

Hitherto we have supposed that a monopolist is obliged to sell 
all his output at a uniform price per unit. He may be able, 
however, to divide his sales among a number of different 
"markets" and to charge a different price in each market. This 
is known as "discrimination." 

Let us give a few examples. A doctor may charge a rich 
patient more than a poor one for an exactly similar operation. 
An electricity company may charge more for current used for 
lighting than for current used for power. A railway company 
may charge more per ton-mile for carrying copper than for 
carrying coal. A monopolist may "dump" goods abroad at a 
lower price than he charges for them in his home market. 

All the units sold at one price are said to be sold in one" mar
ket," so that a discriminating monopolist has as many markets 
as he charges different prices. The same person may of course 
purchase from the monopolist in two or more different markets, 
as when a man sends two or more different commodities, charged 
at different rates per ton-mile, by the same railway company. 

'Discriminating monopoly is possible only if the goods or 
services sold in the cheaper market (that is, at a lower price) 
cannot readily be transferred to the dearer market. Thus it 
would hardly be possible for a firm to charge higher prices to 
well-dressed customers. For well-dressed persons would then 
either dress badly in order to make purchases or send their badly
dressed servants or ftiends to buy on their behalf. But a man 

1 That is, !!.~~point!_ is parallel t9 TC~t the point B.) 
I-M 
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cannot readily disguise his identity when he visits a doctor; 
copper cannot be transformed into coal while it travels by rail j 
the use of separate meters prevents electric current charged as 
being used for power from being used for lighting; and the price 
of goods sold abroad can be lower than the home price by the 
cost of transport both ways-if the difference is greater, foreign 
buyers can make a profit by reselling, at a price just below the 
home price, in the home market. 

If a monopolist can divide his sales among a number of markets, 
between which the conditions of demand are different, he will 
make greater profits by charging a different price in each 
market. He will maximize his profits by charging such prices 
that his ma!~}~al c~sts (f~~~~~l oU~1:!:t) are equal to the 
marginal receIpts in each se~arate nliI1et. For if he does this, 
he -will gain neither oy -incieasiIig nor'l>y decreasing his output 
nor yet by transferring some sales from one market to another. 

A simple illustration may be useful. Suppose that a mono
polist has the same cost schedule as that shown in our table, and 
can vary his output by 1000 units at a time, his marginal costs 
(for a further 1000 units) being always 16,000 shillings. Suppose 
that he has two markets. In one, the demand schedule is as 
shown in our table. In this market, therefore, he will sell 14,000 

units at a price of 43 shillings per unit, his marginal revenue 
(from the fourteenth thousand) being 17,000 shillings. In the 
other market, suppose that the relevant part of the demand 
schedule is as follows-

Quantity I Price per Total Marginal 
Unit Revenue Revenue 

s. s. I. 

1000 4 0 4 0 ,000 
2000 30 60,000 20,000 

3000 26 78 ,000 18,000 

4 000 21 84,000 6,000 

In this market he will charge 26 shillings, his marginal revenue 
(from the third thousand) being 18,000 shillings. His total 
output, therefore, will be 17,000 and his total profits 602,000 plus 
78,000 minus 572,000 = r08,000 shillings-these being the maxi
mum total-profits which .he can obtain under the given conditions. 
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It should be noted .mat discrimination is prQfitable onlLiL 
elasticity of demand is dWprent in the-y'a~ious markets 11tere 
are doubtless many monopolists who could discriminate if they 
chose but who, because this condition is absent, do not find this 
course profitable. 

As between only two markets, the most profitable p!i<:e will 
be lower in the market where the elasticity of demand is greater. 
The possibility of dumping on a foreIgn market will raise the 
home price if marginal costs are rising, lower it if they are 
falling, and leave it unaltered if (as in the above example) they 
are constant. But we must leave the reader to satisfy himself of 
the truth of these propositions.1 

4. THE FOUNDATIONS OF MONOPOLY POWER 
Even a monopolist is subject to the sovereignty of the con

sumer. He cannot make consumers buy more of his product, 
at any given price, than they choose to buy. His monopoly 
power rests on his control over the supply of his product. It 
enables him to produce, and sell, whatever quantity will max
imize his profits, given the conditions of demand. 

If his commodity were produced under perfect competition, 
the quantity produced would be such that the price of the 
commodity equalled the marginal cost of producing it of every 
firm engaged in that industry, and no factors of production would 
be able to raise the value of their contribution to output, and 
earn more, by moving into that industry. But his monopoly 
power enables him to restrict the supply of his commodity, so 
that its price exceeds his marginal cost of production. A number 
of producers, working under perfect competition, might push 
their total output well beyond the point at which the elasticity 
of demand became less than unity. In such a case they would 
clearly gain if they could combine to form a monopoly and 
restrict their total output and thereby increase their total 
receipts. A monopolist, as we have seen, will always produce-
ifhe has costs-an output smaller than that which would maxim
ize his total receipts, for he wishes to maximize his total receipts 
minus his total costs. Thus the elasticity of demand for a mono
polized product will always be greater than unity for the output 
actually produced; but the opportunities for gain by converting 

1 Or see J. Robinson, .. The Economics of Imperfect Com~tion." 
U' 
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an industry into a monopoly are particularly great when the 
demand for the output which would be produced under competi
tion is relatively inelastic. In terms of our diagram, they are 
particularly great when the cOEl.J>etitive output would expand 
beyond the maximum point M on the Total Revenue curve into 
the region of relatively inelastic demand. 

Thus the key to the success of a monopoly is restriction of 
output. This keeps up the price of the commodity and enables 
the factors owned by the monopolist t9 earn more than they 
could earn elsewhere. But this means that owners of similar 
factors (or of free capital, which could be used to hire similar 
factors at their market price-which of course would equal their 
earnings outside the monopolized industry) could get a bigger 
income by moving their factors into the monopolized industry. 
If they did so, however, more of that commodity would be pro
duced, its price would fall, and the erstwhile monopolist would 
earn no more from his factors than they could earn elsewhere: 
his monopoly would collapse. It follows that a monopoly can be 
maintained only if would-be new entrants can be kept out. The 
CIrcumstances which prevent or deter newcomers, and thus 
enable output to be restricted, are the foundations upon which 
the power of a monopoly is based. We can classify such circum
stances into three main groups. 

In the first place, a monopoly may be based upon its ownership 
of all or most of the supply of something essential to the produc
tion of the monopolized product. This something may be a !aw 
m~!erial-for example, the International Nickel Corporation of 
Canada owns most of the known deposits of nickel in the world; 
or it may be a secret process; or, as in the case of Charlie Chaplin, 
it may be a unique personality. Under this heading fall local 
monopolies such as that possessed by a firm which owns the sole 

I deposit of coal in a given district. 
In the second place, a monopoly may be based on the possession 

of an exclusive legal privilege. Thus most States, in order to 
encourage invention, grant paten~ which give their 
possessors the sole right, for a ternroryears, to make use of some 
new process or invention which they have discovered or purchased 
from the inventor. Again, in most countries a firm can differen
tiate a commodity which it produces from other similar commo
dities by labelling it with a trade-mark which other firms are 
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forbidden by law to copy. Or the State may simply confer a 
legal monopoly in some field upon itself (for example, the Fl"~ch 
Government has given itself the monopoly of toqa~co manu· 
facture in France) or upon some firm (for example, the British 
Broadcasting Corporation) or upon existing producers (for 
example, potato-growers in Great Britain are protected by law 
from the entry of new producers into their industry). 

Clearly, most monopolies resting upon legal privilege will have 
a monopoly ~nly within the territory of their State, but within 
that territory they may be protected from the competition of 
imports by import duties or prohibitions. In general, a protective 
tariff, by sheltering firms within the protected area from the 
competition ofimports, facilitates the formation and maintenance 
of monopolies inside the tariff wall. 

In the third place, the most profitable method of production 
in some industries may require ~~'{~ ~~d specialized plant 
and equipment. Hence the number of firms wilfbe relatively 
small;-andlhls will facilitate combination among them in order 
to exercise a monopolistic control over the supply of their 
products. This is the case, for example, in most branches of the 
iro_n a.~d_ stee~ in~us~. This same circumstance may deter new 
funis, in the short run, from entering the industry. For fixed 
costs are high both absolutely and relatively to variable costs. 
A capitalist will hesitate before investing a large amount of 
capital in a highly specific form. Existing firms may be making 
monopoly profits, but the entry of another firm might increase 
output so much that the profits of all might be reduced below 
the competitive level-just as one shop in a small village may do 
well whereas two would both do badly. If the plant will last a 
long time, the capitalist will need to feel confident of making 
profits in the more distant as well as in the immediate future 
before he decides to erect it. Thus existing firms may for some 
time enjoy a monopoly based essentially upon the indivisibility 
of the plant and equipment needed in the industry. But they 
have no means pfpreventing new firms from entering, and hence 
a period of considerable prosperity is likely to tempt in new 
producers, thus enlarging the "capacity" of the industry. Since 
industries of this type, apart from public utilities, are ~inll 
constructional industri~ the demand for their products Buctu· 
ates coiiSldiTably as between trade booms and trade depressions. 
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New firms tend to enter during a boom, and, when a depression 
follows, the industry finds itself with an enlarged capacity to 
produce but facing a diminished demand. Hence such industries 
tend to make monopoly profits in times of boom but to fare worse 
than most industries in times of depression. 

The supply of transport by rail and tram, of telephonic com
munication, and of water, gas, and electricity, requires expensive 
specific fixed capital, includmg rails or wires or pipes by means 
of which the service is supplied to consumers. This tends to make 
such industries local monopolies and enables them to charge 
discriminating prices. For these reasons they are usually classed 
as "public utilities" by the State, which either owns them or 
controls their prices or profits. 

These three headings cover most, although not all, of the 
circumstances which give rise to monopolies. 

5. COMBINATIONS OF PRODUCERS 

A single firm may control all or most of the output of a com
mOdity or service, either throughout the world (as De Beers 
controlled diamonds) or within one area (as with "Imperial 
ChenlicafIndustries). Such a firm comes into existence, as a rule, 
by means of amalgamations. The leading firms of an industry 
combine together, sinking their individual identities, or one firm 

1absorbs the others. The firm which finally emerges as the result of 
\hese amalgamations is sometimes called a "trust." 

But a monopoly may consist ofa combination-of firms, retain
ing their separate identities, and uniting only for the purpose of 
pursuing a common monopolistic policy in their joint interests. 

This common policy may consist only in fixing minimum prices 
which they all agree to charge. But, if this is all, the combination 
is not likely to hold together for long. If the distribution of orders 
among the firms is left entirely to consumers, some firms will 
receive what they consider an unduly low proportion. They will 
then be tempted to increase their sales by charging a lower price 
-either covertly, through such devices as secret rebates, or 
openly, by leaving the combination. Hence a combination is 
likely to keep together only if its members agree at the outset 
upon the proportion of total sales which each is to receive. They 
may agree also, in order to secure as far as possible that none of 
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them evades the agreement by making undisclosed sales, or by 
selling below the agreed prices, that all sales must be made 
through a central selling agency, set up by the combination to 
receive all orders and all payments. Moreover, the existence of 
large unsold stocks leads buyers to believe that prices must fall 
in the future, and therefore to restrict their purchases. In order 
to avoid this danger, a combination may restrict the total output 
of its members, deciding-in accordance with its estimate of 
future demand-what the total output must be over the following 
month or quarter or year. This total output is then divided 
among the different firms, each receiving whatever "quota" (or 
proportion) was agreed upon when the combination was formed. 

Even when existing producers, considered as a group, can 
make considerably greater profits by combining to restrict their 
output, negotiations to create a combination may well break 
down. The divergent claims of different firms must be reconciled. 
FirIns which have produced a relatively large share of the total 
output in the past will demand the same share in the future. 
Firms which are expanding-owing, for example, to an unusually 
efficient management-will demand a larger share than they 
obtained in the past. Firms with a greater "capacity" for pro
ducing, as measured by the size of their fixed assets, such as 
plant, will demand a correspondingly greater share. As a rule, 
it will be possible to reconcile conflicting claiIns and to create a 
combination based on voluntary agreement only when the 
number of firms in the industry is fairly small. This is likely to 
be the case if there are technical advantages in large plants, as 
in the iron andstec;l i~dustrY, or-lr the supply. of some essential 
raw material is confined to a few localities, as with potash or 
quinine, or if seH~! proces,ses are used, as with dyc;~!lJ.ffs and other 
chemical products. If the number of producers is large, it will 
be very difficult to organize them for monopolistic action unless 
some measure of governmental compulsion is employed. Most 
of the restriction schemes which have been applied to various 
raw materials, especially during recent years, have been organized 
and enforced by the State, acting in the interests of the numerous 
separate producers. Thus the restriction of coal output in Great 
B.!i!~in>rests upon the Actor 1930, the output of rubber in Malaya 
and C~ylon was restricted (froln 1922 to 1928) by an export tax 
on rubber, the restriction of co~to.n output in the United States 
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is enforced by the Government, the Coffee Institute which controls 
the supply of Brazilian coffee is a Government agency, and indeed 
there is scarcely any such scheme, involving a large number of 
producers, which is not based upon legal compulsIOn. 

1 The successful maintenance of a combination, once it is formed, 
iis threatened both from within and from without. Conditions 
will change as time goes on, and will make it difficult for the 
combination to retain the adherence or "loyalty" of some of its 
members. Some firms will find that consumers demand more of 
their particular products than before and will resent having to 
pass on orders (in excess of their quota) to be executed by other 
members of the combination. Again, some firms will outstrip 
others in taking advantage of the progress of technical knowledge, 
and will conclude that they have more to gain by expandmg 
their sales at lower prices than by continuing their membership 
of the combination. If the demand for the products of the 
industry falls considerably, the proportion of "unused capacity" 
will increase, and this will strengthen the desire of some firms to 
break away and make fuller use of their plants, thus increasing 
their receipts, by selling at lower prices. Hence cartels and other 
combinations which do not rest on Government support tend to 
break up after a relatively short time and to be revived only if 
there is a readjustment of quotas among the previous members. 
Such a reorganization, to be successful, must include also 
important "outsiders" who arose or expanded during the life of 
the scheme. This brings us to our second point: the danger from 
without. 

Producers outside the combination are in a fortunate position. 
They can take advantage of the monopoly prices due to restric
tion of output by the combination whilst they themselves can 
produce as much as they please. The greater the success of the 
combination in raising prices, or in maintaining them despite 
falling costs, the greater is the inducement to new firms to enter 
the industry and to existing "outside" producers to expand their 
output. But as such outside output increases, the combination 
has to restrict its own output correspondingly more in order to 
maintain the prevailing prices (unless demand also happens to 
increase) and after a point the burden will become too heavy for 
it to bear. Either it will break up or there will be a reorganization 
and most of the outside producers (faced with the alternative of 
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a collapse of prices) will join the combination in order that it 
may survive. " 

Many schemes for restricting output, whether supported by 
particular Governments or not, have broken upon this rock. 
For example, the Chadbourne Agreement to restrict sugar pro
duction, negotiated"fIiI'93i: covered- production in Germany, 
Belgium, Hungary, -Poland, Czechoslovakia, Yugoslavia, Cuba, 
Mexico, Peru, and Java. This area produc;ed nearly hal( the 
world's sugar in. 1929-30 but in 1934-35 it produced less than 
3'?1~~ cent of the total output. The Agreement expired in 1935 
an was not renewed. In d?-e ,same way the Rubber Restriction 
Scheme led to a great growth of production in the Netherlands 
East Indies, which were outside the ~cheme, and this compelled 
the Scheme to be abandoned in 1928. (The new Agreement of 
1934 includes the Netherlands East Indies and nearly all other 
important producing areas.~ 

The United States Government still pays farmers not to grow 
cotton, but the present which it thereby makes to outside pro~ 
ducers (in Brazil and elsewhere) is becoming quite expensive. 
In 1929-30 America produced 3.2 million metric tons of cotton, 
and other countries 2·5 Inillion; in 1934-35 the corresponding 
figures were 2·X million and 3"0 million. 

Thus a combination can succeed in maintaining prices, for 
any considerable period, only if it can both maintain loyalty 
among its members and prevent any marked expansion of outside 
production or if, alternatively, the Government or Governments 
supporting it are prepared to shoulder the losses due to the 
growth of outside output (or to pass them on to home consumers). 

J 6. ECONOMIC EFFECTS OF MONOPOLY 

A full discussion of the econoInic effects of monopoly would 
occupy far more space than we can spare. On this topic, ther~ 
fore, we shall restrict our own output-without, however, feeling 
very confident that this will make our words more valuable. 

Let us first narrow the issue. Suppose that the production of 
some commodity, for which there is no very close substitute, is 
controlled by one firm, or by a combination of firxns, acting 
as a monopolist. Our problem is to show in what respects the 
situation is different from what it would be if the commodity 
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were produced by a large number of firms competing with one 
another. 

We must begin by pointing out that in some cases this problem 
may not be a real one. The economies to be gained by supplying 
the whole market from a single "plant" may be so great that 
monopoly is inevitable. It is often claimed that public utilities 
are of this nature, so that if several firms competed with one 
another in supplying a district with, say, gas, the waste from 
duplication of plant and pipes would soon lead the different 
firms to combine, or one of them to oust or absorb the others. 
In such a case, the price charged by a private monopolist might 
conceivably be lower than it could be if the supply were provided 
by a number of competing firms; nevertheless it would be higher 
than his marginal cost. The question of whether the State should 
control such "inevitable" monopolies-in order to ensure, for 
example, that they expand their output up to the point at which 
new free capital invested in them would yield no more than 
elsewhere-is a difficult and controversial one into which we shall 
not enter. The remainder of this section leaves such cases on 
one side. 

It is commonly believed that monopoly m~kes the distribution 
\ of wealth more uneven. In fact it is not always true that the 
monopolist is richer than the consumers whom he exploits. For 
example, the many small cotton-growers in the United States 
are poorer than most consumers of their cotton. 

Monopoly may retard the application of inventions which 
require a new type of capital equipment. Suppose that one firm 
is the sole producer of a commodity, and that it is confronted with 
such an invention. It will scrap its existing equipment and replace 
it with the new type only if the cost of working the latter plus 
interest and amortisation upon its purchase price is less than the 
cost of working the existing equipment. It will install equipment 
of the new type side by side with the old only if the profits from 
the former exceed the reduction in profits upon the latter due to 
the increased output and consequent fall in price of its com
modity. If this is not the case, it will take no action, thus with
holding from consumers the benefits of the more efficient method, 
until some of its existing equipment wears out. But if there is no 
monopoly, it will be profitable for new firms to enter the industry 
and install the new type of equipment, for they will not be deterred 
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by the fact that a lower price to consumers will reduce the 
earnings (or quasi-rent) of existing equipment belonging to their 
rivals. 

There are a number of other possible effects of monopoly, but 
we shall discuss only those arising from the fact that a monopoly 
restricts output. 

Metholh...o( restricting oU.!P~t may be grouped under three 
heads. In the :6.rst place, some.o.u!Pl!t ah:~ady prod,u.ced ..may 
be des~oyed. Thus between 193 1 .~nd the end of 1934 the Qqf!.ee 
Iris!itute ,of Brazil destroye<fover 2 million tons of low-grade 
coffee. This is obviously a costIy\vay of restricting supply, and a 
monopoly resorts to it only when no cheaper way is practicable. 

I In the second place, a monopoly m~ !e~~e _some of its j>ro~_uctive 
, resources idle. Some _rubber trees. are 110t j:app~d, some land 
suitable 'for 'growing, say, cotton or sugar is kept out of cultiva
tion, some plant and equipment is not worked. Under competi
tion, if resources could earn anything at all they would be 
worked, but under monopoly they may be left idle or worked 
below capacity (and hence co-operating factors may be yielding 
constant or increasing returns) because their output would 
reduce the price of the product and diminish the profits of the 
lllonopoly. In the third place, there may be no visible "waste" 
-no productive resources being left iare and alI the output being 
sold-but free capital and enterprise are prevented from entering 
the monop()lized indUstry, although they can eam more there 
than elsewhere. The monopolist himself refrains from enlarging 
his productive resources. He employs only sufficient resources 
to produce whatever output maximizes his profits, and this is less 
than the output which would be produced under competition. 

Monopolistic restriction of output has various effects. The 

l
demand for factors of production in the monopoliZed industry is 
less than it would otherwise be and this tends to reduce the price 
of any factor which finds one of its chief markets in that industry. 
Thus the monopoly in the iron and ste.c:l..PJ..cjustry is a disadvantage 
to 9wners of mines which produce coking coal. A common effect 
of cartel agreements is to ca~. ~c.~~lus capacity" into exis~e?-,ce. 
Firms increase their plantm order to cIaim-a1argerquota when 
the cartel is reorganized. Again, when the monopoly is a 
combination of producers, the more efficien! sources of supply 
often produce less, relatively to'other sources, than they would ----
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produce under competition. Thus the British Coal Mines 
Scheme in effect gives each mine about the same share of the 
total output that it had in 1928. It is certain that considerably 
fewer miners would have been required to produce the total 
"Output actually produced in, say, 1937 if more of that total had 
been produced in districts (and mines) which have increased 
their efficiency, relatively to others, since 1928. The World 
EconoIDlc Survey for 1934-5 observes (pages 96-7): "it is a 
curious fact that the method most generally adopted to restore 
a semblance of order in the markets for basic foodstuffs and raw 
'materials has been to reduce output in the most efficient and least 
expensive areas of production. " 

At all events, monopolistic restriction of output must mean 
that the assortment of goods and services produced is not the 
jassortment which consumers want most. The barriers of mono
'poly prevent available factors of production from being distri
'buted among differen~ uses in complete accordance with the 
'preferences of consumers. Even if no goods are destroyed and no 
'factors left idle by the monopollSts, and even if all factors debarred 
from entering the monopolized preserves find employment 
elsewhere, this remains true. Some factors of production could 
raise the value of their marginal products by entering the 
monopolized fields, and this means that consumers would prefer 
what these factors could produce inside those fields to what they 
are producing outside them. In this respect, therefore, monopoly 
limits the sovereignty of the consumer.' --
1~>We must not exaggerate the power of monopolies in the 
I, modern world. Some monopolies are .operated, or closely con-

12 i trolled, by the State (although, on the other hand, modern rr States create or support a number of monopolies). Others do 
.t)....... not try to maximize their profits because they fear that if they t ~ raise prices too much the State will intervene, or consumers will 

?,<:J boycott their products, or inventive effort will be directed 
,.;t towards finding new substitutes for their products. Again, a 

nJ-....... combination of producers, as we have seen, is difficult to form 
IV"" and still more difficult to keep in being. Finally, every mono-
, polist is limited by the conditions of demand for his product; 

these reflect the prices of substitutes, and there are few products 
for which some fairly close substitute is not available. Owing to 
these various limitations upon the scope of monopoly power, the 
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extent to which it acts as a check upon the sovereignty of the 
consumer is smaller than appears at first sight. 1'i~vertheless, the 
check is real and important. Monopolies often give rise to 
"excess capacity" and occasionally lead to the destruction of 
valuable products. They sometimes hold up the application of 
inventions and improved methods. They often increase the 
inequality of wealth. They make the assortment of goods and 
services actually produced different from what it would be under 
perfect competition. Thus the tendency of the price-mechanism 
to harmonize the interests of entrepreneurs and consumers is 
weakened and distorted, to a greater or less extent, by the 
existence of monopoly in the wide sense ofimperfect competition. 



CHAPTER XVI 

WAGES 

I. INTRODUCTION 

THE present chapter is a long one so that it may be helpful to 
begin by stating the order in which different topics are treated. 

The following section discusses the reasons why one worker 
may earn more than another who is doing exactly the same kind 
of work. It deals, that is, with differences in earnings within an 
occupation. 

But differences in wage-rates within an occupation are much 
less significant than differences between occupations. This is the 
topic to which most of the chapter is devoted. After a note on 
independent workers, in section 3, we tum to the demand for 
labour in some given occupation. Here we simplify by supposing 
that all the workers in that occupation are of about equal 
efficiency and receive the same rate of pay, which we take to be 
a time-rate of so much per week. (As the reasons, such as 
differences in efficiency, for differences ill pay within an occupa
tion are discussed in section 2, we abstract from them in order to 
concentrate upon the more important question of why the pre
vailing rate in one occupation is different from that in another.) 
Section 4 makes two further assumptions. It assumes competition 
between firms both in selling their products and in bidding for 
their labour; and it assumes that methods of production can 
readily be changed. It is shown that, on these assumptions, the 
wages of any type of labour will tend to equal the value of its 
marginal product. 

Section 5 considers how the situation is changed if a single 
firm or combine has a monopoly (a) in selling its products and 
(b) in purchasing a particular type oflabour. Section 6 considers 
how the situation is changed iflabour must be combined ip fixed 
proportions with some other factor, so that methods ofproquction 
cannot be freely varied. 

Given the supply oflabour in an occupation, its price, or wage, 
will depend upon the demand for it. Conversely, given the 
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demand, the wage will depend upon the supply of that type of 
labour seeking employment. Section 7 discusses the influel\ces 
determining the supply of labour in different occupations. 
Section 8 is a note on the earnings of women. 

Up to this point we have supposed that the price of labour is 
quite free to vary. Section 9 discusses the consequences of a 
minimum wage, for a given occupation, which is fixed by law or 
maintained by a trade union. It also contains a note upon the 
difficulty of raising real wages all round by legislation. Section 
10 considers under what conditions a trade union can raise the 
wages of its members. The chapter concludes with a note on 
unemployment. 

2. DIFFERENCES IN EARNINGS WITHIN AN 
OCCUPATION 

It will be remembered that there are many different kinds of 
labour. An" occupation," in the ordinary sense of the term, may 
include several distinct kinds or grades of labour. Obviously 
there are considerable differences in the kind of work done by, 
say, a brain specialist and a general practitioner, or by a master 
at a public school and a master at an elementary school, or by 
the captain of a large liner and the captain of a small tramp. 
Less obviously, a cotton operative tending mule spindles is doing 
a different job from one tending ring-frame spindles, and a 
waiter in an expensive restaurant is performing a somewhat 
different task from a waiter in a cheap eating-house. We there
fore define "occupation" by saying that all the workers in any 
particular "occupation" are performing exactly the same kind 
of work. This sense of the term is narrower than the popular 
one, but it conforms to actual practice, for different occupations, 
in our sense, tend to receive different rates of pay. 

During any given week some workers may eam more than 
others in the same occupation because they have a longer normal 
working week, or because they are working overtime, or because 
the others are on short-time. Apart from this, one worker may 
earn more than another, in the same time, because he is more 
efficient or more energetic. If piece-rates are paid, he will of 
course receive more money than the other. For example, if 
each is hewing coal at so ,much per ton and one has a bigger 
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output than the other, he WIll earn correspondingly more. But 
in most occupations workers are paid time-rates: so much per 
hour or per week or per month. For in some occupations it is 
difficult to measure the amount of work performed by any 
individual; in others it is difficult to test the quality of the work 
done, and payment by quantitative results might lead to bad 
workmanship; and in others the workers object to this method 
of payment. Under time-rates some workers may do more work 
than others and yet receive only the same pay. It would cause 
discontent if employers paid more to those whom they believed 
(Without any objective test) to be more efficient. Moreover, 
employers save time and trouble by paying a common rate to all 
workers of a given grade instead of making a separate bargain 
with each individual; in practice, standard time-rates are often 
fixed for different occupations by collective bargaining between 
employers and trade unions. In some occupations, however, it 
is not unusual for employers to use the objective test of seniority, 
paying more to workers who have been with them longer, 
although in fact they may not be more efficient. 

Workers in one district may earn more, per hour, than similar 
workers in another dIstrict. It may be that such differences in 
money wages merely equalize "real" wages, the lower money 
earnings being offset by a lower cost of living. This partly 
explains why wage-rates in country districts are often lower 
than wage-rates for similar work in cities: house rents, in partic
ular, are higher in the cities. Differences in real wages between 
districts are due to those obstacles to mobility, discussed in 
Chapter XIV, which hinder workers from moving to places 
where they can earn more. 

Apart from differences in the amount of work done, and in 
location, differences in earnings within an occupation must be 
due mainly to ignorance. If one employer pays more than 
another, in the same place, for workers of~qual efficiency, it 
would pay him to dismiss his own workers and engage those 
employed by his rival, at some intermediate rate of pay, and it 
would be to their advantage to move to him; in this way rates 
would tend to be equalized. Members of one occupation may be 
employed in several different industries, but there is no reason 
why employers in a prosperous industry should pay more than 
those in a depressed industry for exactly the same type of work. 
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The main purpose of this chapter is to consider why the wage
rate in any occupation is what it is, and why wage-rates are 
higher in some occupations than in others. We shall therefore 
abstract from differences in the rate of pay between workers in 
the. same occupation and assume that a uniform time-rate 
prevails for any given type of labour. 

3. INDEPENDENT WORKERS 

A wage may be defined as a sum of money paid under contract 
by an employer to a worker in exchange for services rendered. 
There is no need for us to attempt to distinguish between wages 
and salaries. But the earnings of" independent" workers demand 
some consideration. 

An independent worker is one who works on his own account 
and not for an employer. Whether he is a farmer or a doctor, 
a writer or a hawker, he is an entrepreneur. We have already 
argued1 that the earnings (excluding the return on his capital) 
of an entrepreneur tend to be little more than those of a salaried 
manager or other paid worker performing the same amount and 
kind of work for an employer. Hence our explanation of "wages" 
in a given occupation will explain also the earnings of independent 
workers in that occupation, and we must include the latter 
together with wage-eamers when considering the supply of 
labour. 

The earnings of independent workers fluctuate more, over 
time, than those of employees, for the former are selling their 
services or products directly to the market, while the latter are 
selling them to an employer who pays an agreed rate which it 
is troublesome and difficult to alter frequently. Thus the gains 
or losses arising from changes in the prices of products accrue in 
the one case to the workers and in the other to the employer. 

It is an import'lnt fact that many agricultural commodities 
are produced largely by farmers who work their own farms. 
When the prices of these products fall, many farmers respond by 
maintaining or even increasing their output, hoping that this 
will pay them better than temporarily leaving their land idle 
and seeking a differt".nt occupation. Thus the prices of such 
products may fall very heavily. Over the period 1928 to 1932, 

I ~ pages 175-176• 
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the prices of many agricultural products about halved. The 
incomes of most farmers were greatly reduced, many thousands 
of them receiving less than the wages of an unskilled industrial 
worker. They were their own employers, selling directly to the 
market, and hence they could not escape the consequences of the 
decreased demand for their products, although they remained 
"fully employed." In countries, such as France and Germany, 
which on balance were importers of agricultural products, the 
farmers induced their Governments to give them some protection 
by restricting imports. In countries which exported agricultural 
products, such as the United States, the farmers appealed to 
their Governments for subsidies, and a number of Restriction 
Schemes were organized to reduce output and thus support 
prices. An industry such as coal-mining, in which nearly all the 
workers are wage-earners, offers a striking contrast. A large 
decrease in the demand for coal reduces the value-productivity 
of miners' labour but, in most countries, the miners claim that 
"they are entitled to a certain minimum standard of living and 
resist any large cuts in their wages. Hence a number of pits can 
no longer be worked at a profit, and are closed; the diminution in 
the supply of coal prevents any great fall in its price; and the 
marginal value-productivity of coal-mining labour is kept about 
equal to its wage by a considerable reduction in the amount of 
labour employed. Broadly speaking, a marked fall in the demand 

.(of, say, wheat, cuts down the incomes of wheat-farmers, whereas 
a marked faU in the demand for coal causes unemployment 
among coal-miners. The wages of industrial workers are con
siderably more stable than the incomes offarmers, but unemploy
ment is mainly an industrial, rather than an agricultural, 
phenomenon. 

4. THE DEMAND FOR LABOUR: MARGINAL 
PRODUCTIVITY 

The demand for labour, as for other factors of production, is 
a "derived demand." A consumer buys goods for their own 
sakes; his demand for them is ultiplate. But, except in the case 
of personal services, an employer does not want workers for 
their own sakes; he wants them for the work which they perform, 
as measured, not by the efforts which they exert, but by the 
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'contribution which they make to his output and thereby to his 
receipts. Thus his demand for their services is derived from the • 
demand of his customers for his products; he is an intermediary, 
buying work in order to sell it "embodied" in his products. 

Workers in a particular occupation may be employed in 
several different industries. But we shall begin by considering a 
kind of labour which is demanded by entrepreneurs in one 
industry only. The demand for, say, coal-miners is derived 
entirely from the demand for coal. The sole reason why an 
entrepreneur employs coal-miners is that they increase his 
output of coal, and thereby his receipts. We have already argued 
that he will tend to employ additional workers only if they 
increase his output sufficiently to add more to his receipts than 
to his costs. Ifhis output is not large enough to have a perceptible 
influence upon the selling price of his coal, and if the employment 
of additional men adds nothing more' than their wages to his 
costs, he will tend to increase his labour force up to the point at 
which the addition to his weekly output arising from the employ
ment of another miner would sell for a sum equal to the weekly 
wage. For if his labour force were smaller than this, he could 
increase his own income by taking on additional men, whose 
output would sell for more than their wages; and if it were 
greater than this, he could cut down his costs more than his 
receipts by dismissing some of his workers. The weekly wage of 
a coal-miner would equal the value of the marginal product ~f 
coal-mining labour, measured in units of "man-weeks." 

The assumption that changes in his labour force alter the costs 
of an entrepreneur only by the addition or reduction made to 
his wage-bill implies that the quantity ofhis other factors-plant, 
equipment, and so on-is fixed. We know from the Law of 
Diminishing Returns that as more labour is combined with a 
fixed amount of other factors the marginal productivity of that 
labour, after a point, will diminish. 

The curve AB in Fig. 16 represents the marginal productivity 
of labour to an entrepreneur. If wages were paid in coal, he 
would employ OM workers at a weekly wage of 0 W, and so on. 
His weekly output of coal would be represented by the area 
OA W'M, of which 0 WW'M would represent his wage-bill and 
A WW' the amount available for other factors (including those 
owned by himself). In fact wages are paid in money anti not in 
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coal, but we can still make the curve AB represent his demand 
for labour by rewriting the vertical scale, translating tons of coal 
into their money equivalent. For example, if coal were 15S. a 
ton, each unit on the vertical scale would represent 15s., and his 
demand for labour at a weekly wage-rate of 45s. would be OM, 
of 60S. ON, and so on. Clearly, a rise in the price of coal would 
increase his demand for labour, at any given wage-rate, and a fall 
in the price of coal would diminish it. Thus a rise from 15s. to 
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£1 per ton would increase his demand for labour, at a wage-rate 
of £3 a week, from ONto OM. But the curve AB would remain 
unchanged. 

The total demand for labour is the sum of the demands of all 
the different entrepreneurs. A rise in the price of coal would tend 
to attract entrepreneurs into the industry and a fall would have 
the opposite effect. But at any moment the number of entre
preneurs is given, and their combined demand for labour can 
be represented by a curve which adds together, so to speak, the 
abscissae of all the AB curves. For example, suppose that at a 

• weekly wage-rate of 6 tons, one entrepreneur would employ five 
thousand workers, another eight hundred, another fifty, and so 
-on, and that the sum of all these different demands was five 
hundred thousand workers. The curve showing the total demand 
for labour would indicate that at a weekly wage equivalent to 
~ tons, five hundred thousand workers would be demanded. 
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The greater the number of workers, at any moment, attached 
to the industry, the lower would be the wage-rate-in terms of 
coal-at which they could all find employment. For the greater 
the amount of labour employed, in combination with a fixed 
quantity of other factors, in the industry, the smaller would be 
its marginal product of coal; and the wage-rate would tend to 
equal this marginal product. 

Thus if wages were paid in coal, a given number of miners 
would each receive less coal as payment for a week's work than 
if their numbers were fewer. But this is not all. A larger number 
of miners would produce more coal, and this would force down 
the exchange value of a ton of coal. Not only would each miner 
receive less coal per week; in addition, each ton of coal would 
buy less. How much less would depend, of course, upon the 
!Farket demand schedule for coal. 
j..In fact wages are paid in money. Under competition each 
entrepreneur regards the price of coal as a market fact which he 
cannot alter, but nevertheless, if the total output of the industry 
increases, the price of coal will fall. Mining labour tends to 
receive the value of its marginal product, and an increase in the 
number of miners employed will both reduce their marginal 
product of coal and cause its price per ton to fall, so that the 
value of their marginal product will fall by more than the 
reduction in its amount. Suppose, for example, that the marginal 
product of five hundred thousand man-weeks is..&. tons and of 
six hundred thousand workers only 5'5 tons. An ~crease in the 
labour force from five hundred thousand to six hundred thousand 
would clearly increase the total weekly output of coal-it might 
increase it, for example, from 4'0 million to 4.6 million tons. 
Given the demand for coal, its price per ton would have to fall in 
order that 4.6 million tons, instead of 4'0 million, could be sold 
each week. Suppose that it would have to fall from lOS. 6d. to 
lOS. per ton. Then money wages would tend to fall from 63s• L ." 
(6 X lOS. 6d.) to 55s. (5'5 X lOS.). The marginal product ..T"I 
would have fallen by one-twelfth (from 6 to 5'5), its price per 
unit by one twenty-first (from 105. 6d. to 105.), and the value o~ 
the marginal product by more than one-eighth (from 635. to 55s.)~ 

A particular kind of labour may be demanded by several 
different industries, but this makes no fundamental difference to 
our analysis. If one worker is doing exactly the same kind of 
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work as another, and there are no great hindrances to mobility, 
he will tend to receive the same wage-rate although he is helping 
to produce a different product. Under competition the wage
rate in such an occupation will tend to equal the value of the 
marginal product of that kind of labour in every industry in 
which it is engaged; and this will determine how many of the 
available workers are employed in each of the various industries. 
Suppose, for example, that an increased demand for the products 
of one industry causes the marginal product of labour in that 
industry to be worth more than its wage. Entrepreneurs in that 
industry will try to increase their own incomes by engaging more 
workers. But in order to attract more workers of that type from 
other industries they must offer higher wages. This raises the 
wage-rate throughout that occupation. At the higher wage-rate 
some entrepreneurs in other industries can no longer afford to 
employ as much of that labour as before. By dismissing some of 
their workers they raise the marginal productivity of those who re
main until the value of their marginal product equals the increased 
wage. The dismissed workers will tend to find employment in 
the industry whose demand for that type oflabour has increased. 

It is sometimes urged that the "marginal productivity" 
explanation of the demand for labour does not apply to the real 
world, because many employers do not know by how much an 
additional worker (or ten, or a hundred, additional workers) 
would increase the total output. There is little ground for this 
objection. If the manager of a firm, or of a department, is at 
all efficient, he will always bear in mind the possibility of using 
more labour of one type or less of another, and from time to 
time he will experiment in this way and watch the results. A 
large firm often finds it worth while to keep cost accounts by 
which it can judge the effect upon output of employing more or 
less of a given factor. In the short nm, wage-rates and mar . nal 
productivity may diverge a It e._ emp oyer confronte WI 
a fall, which he hopes IS only temporary, in the demand for hiI 
products, may retain all his workers at existing wage-rates in 
order to keep them together and to promote good feeling; and a 
rise in product-prices may not be followed immediately by a rise 
in wages. But entrepreneurs who do not make a serious effort to 
equate the marginal cost of any factor with marginal receipts 
will sooner or later be driven out of business by those who do. 
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Our analysis, however, applies only to entrepreneurs producing 
for the market. Modem States are large employers of labour, 
and within limits they can pay wages as high as they please 
without going bankrupt. Yet there is a connection between the 
wage paid by the State for a given type oflabour and the marginal 
productivity of that labour in private industry, for the State must 
pay a wage high enough to attract as many workers of that type 
as it requires. If it pays substantially more than they could earn 
elsewhere, there will be keen competition to get into State 
employment and the tendency will be for more efficient workers to 
succeed. In practice, however, some jobs (especially appointments 
to higher-paid posts not made through competitive examination) 
may be secured by patronage and influence rather than on merit. 

It will be remembered that in this section we have assumed 
that competition1 prevails and that methods of production can 
readily be varied. We must now consider how far our conclusions 
are modified if these assumptions do not hold good. 

s. THE DEMAND FOR LABOUR: MONOPOLY 

In our previous discussion we supposed each entrepreneur to 
produce so small a proportion of the total supply of coal that 
variations in his output would not perceptibly affect its price 
per ton. If the whole output were under the control of a mono
polist, who tried to maximize his profits, he would take account 
of the fact that an increase in his output would reduce the price 
he received for every ton produced. If he wel'e to employ, say, 
an extra thousand men, this would increase the output of coal, 
bring down its price per ton, and thereby add less to his receipts 
than the market value of the additional output. Hence the 
general rule that an entrepreneur will engage additional men 
only if the resulting increase in.his wage-bill is less than the 
resulting increase in his revenue means that a monopolist would 
lose by paying his workers the full value of their marginal 
product. To put the same point in another. way, at any given 
wage-rate an industry would employ more workers if it consisted 
of competing firms than if it were under a monopolisfl In the 
former case the labour force would be increased up to the point 

1 We use "competition" to mean "perfect competition" as contrasted 
with imperfect competition, which we call " monopoly." 
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at which the value of its marginal product equalled its wage. In 
the latter case it would be increased only up to the pomt at which 
the adchtional revenue due to the extra output (that is, the re
ceipts from the sale of the extra output less the consequent 
reduction in the receipts from the "old" output) equalled the 
addition to the wage-bill. 

We turn to "monopsony"-that is, monopoly in the purchase 
of labour (or other factors). This is much less common than 
monopoly in the sale of commodities. It is seldom that a firm or 
combine is the sole or main buyer of a particular kind oflabour. 
When it is, it can of course offer as Iowa wage as it pleases, but 
if it pays a wage substantially below that prevailing in compar
able occupations, it is very likely that, as time goes on, workers 
will leave it to enter such other occupations and it will not be 
able to get all the labour it wants. In general, the larger the 
number of workers it requires, the higher will be the wage which 
it must offer in order to obtain them. Hence it will take account 
of the fact that if it increases its labour force it wlll have to pay 
more not only to the additional workers but also to those it 
already employs-for it is rarely possible to pay different rates 
to men of equal efficiency working together at the same task. 
The marginal cost of additional workers will thus exceed their 
wages. This fact will tend to make its demand for labour less 
than it would be if that type of labour were employed also in a 
number of other industries, so that its wage-rate could be taken 
more or less as given. 

6. THE DEMAND FOR LABOUR: NET PRODUCTIVITY 

Our second assumption, which we must now consider, was that 
methods of production can readlly be varied, more or less of a 
particular type of labour being employed in co-operation with a 
fixed amount of other factors. l This assumption is nearly always 

1 If an industry increases (or diminishes) its labour force, it Wlll doubtless 
increase (or climmish) also the quantItIes of certain other facton whIch It uses. 
The real questIon, as we showed In our dlSCU5Sion of DunlffiShing Returns, IS 

whether the prOPortIOns between the facton can be vaned. For example, an 
increase of 20 per cent in the labour force, the quantity of other facton remam
ing the same, WIll reduce the marginal product oflabour by about as much as 
an increase of 32 per cent in th.e labour force accompanied by an Increase of 10 

per cent In the quantIty of other facton. (Of course the value per urut of the 
product would fall more in the latter case since total output would be greater.) 
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true. We have scenl that an entrepreneur will try to produce 
any given output in the cheapest possible way. If the price of a 
particular kind of labour rises (or falls) he will usually find that 
it pays him to use less (or more) of it, relatively to other factors, 
than before. It may be that in some cases very little substitution 
between factors is possible in the short run. For example, a 
plant may be designed to employ a fixed number of men. Even 
so, plants 'wear out in time and need not be replaced exactly in 
the same form. A change in relative factor-prices would tend to 
cause such plants to be replaced. in time, by plants of a different 
type. designed to employ more of the factors which had become 
cheaper and fewer of those which had become dearer. Thus it 
might take some time for the full effects of a rise or fall in wages 
to manifest themselves. But in most industries there is consider
able scope for substitution between factors even in the short run. 

No great difficulty is presented by cases in which labour must 
be combined in fixed proportions with some other factor. Sup
pose that for each worker there must be one machine. or a fixed 
quantity of raw material. An entrepreneur will treat the man 
plus the machine (or plus the raw material) as one unit, and if 
the proportion of such "units" to other factors can be varied, 
the marginal productivity principle still applies. Under compe
tition the price of the unit will tend to equal the value of its 
marginal product. Each worker will receive this value less the 
cost of the machine or the raw material. This sum is sometimes 
called the value of his nel product. 

There is usually an interval between the payment of labour 
and the sale of its product. so that an entrepreneur needs 
"circulating capital" to advance to workers in the form of wages 
over this interval. If, for any entrepreneur. this interval is 
constant. an increase or decrease in his labour force will require 
a corresponding increase or decrease in his circulating capital. 
Hence he will not engage an additional man unless the value 
of the additional output covers both the wage of the man and 
interest at the current rate upon the extra circulating capital 
required. ~ In other words. wages under such conditions would 
tend to equal the discounted value of the marginal product.' But 
there is no reason why the interval must be constant. and there
fore a given amount of circulating capital could be used to 

1 See Chapter XIII, section g. 
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employ a greater or smaller number of men. (For example, 
£2000 advanced for three months represents the ~ame amount 
of circulating capital as £1000 advanced for six months.) We 
have therefore ignored this complication in the preceding 
discussion. 

7. THE SUPPLY OF LABOUR 
In some or all occupations minimum wage-rates may be fixed 

by the State or maintained by the power of trade unions. The 
consequences of this are discussed in the following section. For 
the present we shall assume that there is no lower limit to the 
wage which workers are prepared, if necessary, to accept in 
order to obtain employment. Under such conditions the wage
rate in any occupation will tend towards that level at which all 
the workers in it can find employment. If it were higher than 
this, the pressure of unemployed workers, offering their services 
at less than the prevailing rate, would force it down. If it were 
lower than this, the competition of entrepreneurs, seeking to 
increase their profits by engaging more workers, would force it 
up. Hence, given the demand for labour in the occupation, the 
wage-rate will depend upon the number of workers seeking that 
type of work: the greater the number, the lower the wage-rate. 
We must therefore inquire what determines the number of 
workers seeking employment in any given occupation. 

Logically, perhaps, we should begin by considering what 
determines the size of the working population as a whole. But 
such an inquiry would take us far afield; indeed, it would carry 
us well beyond the boundaries of economic science. At one time 

. it was thought that wages had a direct influence upon the size 
of the working population. It was believed that a rise in "real" 
wages would increase the number of babies which survived and 
hence, in time, the number of workers, thus forcing wages down 
again, and that a fall in "real wages" would have the opposite 
effect, so that "real" wages would not remain for many years 
either much above or much below a given level. Some writers 
thought this level was that at which workers could just about 
subsist; others thought it was that which would provide them 
with the minimum standard of living which they insisted upon 
having. It is now generally recognized that these views are false. 
In modern countries birth control is widely practised, and it 
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would be difficult to predict at all accurately the effect of a 
change in wages upon the number of births. Some workers earn 
much more than others, although their physiological needs are 
the same. The standard of living of any worker depends upon 
his wages, and not conversely. Doubtless most workers want to 
raise their standard of living, but unless this desire leads them to 
work harder or to qualify for a better-paid occupation it has no 
effect upon their earnings. It is true that the larger the popula
tion in any area, with given resources, the lower will be the 
marginal productivity of labour in general in that area, and the 
lower, therefore, will be the general level ofwages.1 This relative 
abundance of labour largely explains the low level of wages, and 
hence the low standard of living, in most Eastern countries; but 
whether a population is large or small, there are considerable 
differences between wage-rates in different occupations which 
cannot be explained by referring to the size of the population 
as a whole. We shall therefore assume that the size of the working 
population is given. 

A given number of workers, however, may supply more or less 
work per year. One important reason for this may be variations 
in the amount of unemployment. We shall consider this later. 
The point which demands discussion at present is that workers 
can and do £hoose, to a certain extent, between income on the 
one hand and leisure on the other hand. 

Here we meet again the concept of a scale of preferences. Con
sider, for example, a worker who is free to do as much or as little 
work as he pleases at a rate of, say, 2S. an hour.1 Each day he 
has a fixed amount of time at his disposal to distribute between 

I A country may be "under-populated" in that greater numbers would 
permit roads, railways, and other eXISting resources of that nature to be so 
much more fully utIlized, and would permit so much more spec1alization of 
labour and other factors, that there would be increasing returns to labour. But 
most countries are not in that position. 

I This method ofstatement evades a complication, namely, that the amount 
of work done in an hour WIll vary with the number of hours worked per day 
(and per year). In some occupatIons, for example, a man's total annual output 
may be greater with a regular rune-hourworkmg day than with a regular twelve
hour working day. It seems probable that the very long hours worked in many 
BrItish industnes in the past were very wasteful, and that the legislatIon which 
reduced them both gave the workers more lClSure and increased the yearly 
output per worker. But in countnes where the normal working week is around 
forty-eight hours or less it is probable that a small increase or decrease in its 
length would lead to a roughly proportIonate increase or decrease in the 
amount of work performed per week. 
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work, which yields an income, and leisure. He can increase his 
income only by forgoing some of his leisure, and he can increase 
his leisure only by forgoing some of his income. Suppose that 
he decides to work eight hours a day. This means that he prefers 
i6s. a day and sixteen hours for rest, recreation, and so on, to 
any other combination, such as I¥. and seventeen hours or 18s. 
and fifteen hours. He values his sixteenth hour of" leisure " more 
highly than a ninth florin, per day; on the other hand he values 
his eighth florin more highly than the extra (seventeenth) hour 
of leisure which he could obtain by forgoing it. Suppose now 
that Ius hourly rate is permanently raised to 35. WIll he work 
more or fewer hours per day than before? It is impossible to say. 

gOne man !night respond in quite a different way from another. 
It is fairly certain that he would not cut down his working day 
so much that he earned less than before, for in that event the 
relative marginal significance to him ofleisure (as against income) 
would be less than before and the extra income to be gained by 
giving up a given amount ofleisure would be greater than before. 
If he were to work eight hours a day, as before, he would earn 
24s. instead of 16s. as formerly, and would still have sixteen 
hours' leisure. The relative marginal significance of leisure, 
measured in hours, as against income, measured in shillings, 
would have increased, but his problem is how to distribute his 
available twenty-four hours per day, and an extra hour devoted 
to work now provides an extra 3s. instead of an extra 28. as 

~... f formerly. In the circuInstances he might quite consistently v N ~ decide either to increase or to diIninish the length of his working 
day. Hence we cannot predict whether a permanent change in 

~ (hourly) wage-rates will lead workers to desire a longer working 
~ I week or a shorter one, unless we know their scale of preferences 
~ in this matter. 

Most workers are paid by the week, and apparently have no 
influence upon the length of their working week, which is fixed 
by law or by custom. But as a rule the length of the working 
week does correspond to the wishes of the majority of workers 
in that occupation. Most of them would not prefer a longer 
working week at the same hourly rate of pay, and expect a higher 
hourly rate for overtime; on the other hand they do not welcome 
short-time, with a corresponding reduction in their weekly 
earnings. And when a group of workers can succeed, owing to 
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an increase in the demand for their labour, in obtaining either 
an increase in weekly wages or a reduction in hours, they demand, 
under collective bargaining, what the majority of them prefer. 
Sometimes they press mainly for increased wages and sometimes 
mainly for increased leisure. For example, the British Trade 
Union Congresses of 1936 and 1937-a time of increasing pros
perity~tressed the desirability of a shorter working week more 
strongly than that of increased wages. 

At any moment, however, the length of the working week is 
given. Our problem is to consider what determines the number 
of workers attached to each occupation. 

If every worker could readily find employment in whatever 
occupation he pleased, the "net advantages" of all occupations 
would tend to be equal. Wages in some occupations might be 
lower than in others, but the difference would merely oflSet the 
greater attractiveness of the work, or of the conditions under 
which it was performed. Workers would distribute themselves 
among occupations in such a way that wage-rates (after allowing 
for other advantages or disadvantages) were everywhere the 
same. An increased demand for one type oflabour would increase 
its wage, but only temporarily: for workers would leave other 
occupations to enter that one, thus reducing the marginal 
product of labour of that type. Similarly a decreased demand 
for one type of labour would lower its wage only for a time, for 
workers would leave that occupation, thus raising the marginal 
product of those who remained. 

In fact the net advantages of different occupations are by no 
means equal. On the whole, the more disagreeable kinds of work 
are among the worst-paid, and earnings in some occupations, such 
as the professions, are much higher than in others. The reason is, 
of course, that it is difficult for most workers (or new entrants 
to the labour market) to enter the better--paid occupations. 

The numbers in a comparatively well-paid occupation may be 
restricted by law. Thus a worker may be legally required to 
serve for a given period as an apprentice before taking employ
ment as a journeyman, and the number of apprentices may be 
limited by the State. Again, the State may prevent or restrict 
newcomers from entedng an industry which is "planned" in 
the sense that the State controls its total output in order to 
maintain the prices of its products. 
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Some kinds of inn~te ability are scarcer than others relatively 
to the demand for them. Thus many workers earn a compar
atively low rate of wages because they lack sufficient intelligence 
or business ability or mechanical aptitude or artistic flair, and 
so on, to find employment in better-paid occupations which 
require one or more of such qualities in a fairly high degree. 

But probably the main reason why more workers do not enter 
. the better-paid occupations is that they lack the necessary 

capital. Entrance to certain occupations, such as the professions, 
is granted only to those who have proved by some kind of 
examination that they have attained at least the minimum 
standard of efficiency which is legally required. Thus many who 
may possess sufficient innate ability to enter one of these occupa
tions are effectively debarred because they cannot affocd to pay 
for the necessary education and training and to forgo what they 
could earn, during this period, by spending their time in working 
for pay instead of in study. Hence earnings in such occupations 
usually exceed earnings in occupations which require little or no 
training by considerably more than interest and amortisation on 
the initial capital outlay. Suppose, for example, that it takes a 
youth five years of university and hospital training to become 
qualified as a doctor. During this time he might have earned 
perhaps £750 at some relatively unskilled job, and he might 
have paid some £250 in fees and for boob and instruments. The 
interest on £1000 at, say, 5 per cent is only £50 a year and the 
amortisation charge over a working life of, say, thirty years is 
considerably less. If, therefore, such a capital output brought 
him a return of £100 a year it would be yielding more than most 
investments. Yet in fact the earnings of doctors usually exceed 
those of relatively unskilled occupations by much more than 
£100 a year. And this is mainly because many young men and 
women who could become quite proficient in the medical pro
fession cannot afford to make the initial investment and have no 
parents or friends who have both the will and the means to make 
it on their behalf. Hence the child of well-to-do parents begins 
life with a great advantage-an advantage which is lessened but 
not destroyed by the scholarship and maintenance grants made 
by the State and other bodies to enable a limited number of 
children to continue their studies beyond the time at which they 
would otherwise have been compelled to enter the labour market. 
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Again, a man requires capital to set up in business on pis own 
account or to purchase a partnership in an establishedj;lOncern. 
Hence such fields are closed to the children of poor parents 
unless they can manage to save or to bon-ow enough capital. 
and it is not easy either to save much out of a small income or to 
obtain a loan without having tangible assets to serve as security 
for it. 

Some jobs are obtained partly through "influence," and in 
others, such as stockbroking or selling expensive cars. a personal 
knowledge of fairly rich people is an asset. 

We must therefore conclude that the main. although not the 
sole. reason why the numbers in well-paid occupations are not 
greater is the considerable extent to which inequality of incomes 
prevails in most modern communities. 

8. THE EARNINGS OF WOMEN 

The average woman earns considerably less than the average 
man.1 This is partly because in many fields her marginal 

~ productivity is less and partly because the great majority of 
women are concentrated, in the worst-paid occupations. 

When we speak of "marginal productivity" we mean the 
difference made to total receipts by employing one "unit" more. 
or less, of a given factor. In some occupations. such as those 
requiring considerable strength, the physical output of a woman 
is less than that of a man; and such occupations may represent 

. a larger demand for labour than those. such as the care of 
children, at which women are more efficient than men. In other 
occupations, such as waiting, or serving in shops, workers render 
personal services to customers. Most customers prefer to be 
served by men, so that a man increases receipts more than an 
equally efficient woman. Again, most men do not like working 
under a woman. so that a man in a position of authority may 
obtain more work from his male subordinates than an equally 
capable woman. Finally. most employers believe that men are 
more reliable than women and less likely to stay away owing to 
sickness or to refuse to work overtime or to leave them in the 
lurch by suddenly giving up their jobs. Hence a woman may 

I Around 3~s. 3d. a week, as against 643. 6d. for men, in Great Britain in 
1935. See the MInIS/Jy qf Labor.a ~tlte, February to July, 1937. 

J7-(B.093) 
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eam less than a man in the same occupation either because her 
actua1 output is less or because it is believed to add less, especially 
in the long run, to the receipts of her firm. 

The other reason why women eam less, on the average, than 
men is that relatively few of them are in the better-paid occupa
tions. This is partly because less is spent in educating girls than 
in educating boys: parents tend to invest their capital in their 
sons rather than in their daughters. It is partly because the 
general public is still rather shy of, for example, a woman 
solicitor or a woman doctor. Again, employers tend to think that 
the chief aim of a woman is to get married and leave her job, 
so that it would be a risky investment to train a woman for a 
higher-paid post in which she could not be readily replaced. 
Finally, many trades are closed to women, being held by law or 
custom (often supported by the views of the organized male 
workers in the trade) to be "men's jobs." Thus in Great Britain 
women are kept out of mining (underground), iron and steel, 
heavy engineering, building, most transport work, and the 
diplomatic service. This mayor may not be socially advisable; 
it certainly restricts the field of employment open to women. 
The combined result of all these factors is that the great majority 
of women workers are concentrated in a few occupations where, 
largely for that reason, wages are low. 

9. MINIMUM WAGES 
. So far we have assumed that the wage-rate in an occupation 

can vary freely in response to changes in the demand for, or in 
the supply of, that type of labour. We must now consider the 
consequences of fixing a minimum wage for an occupation. The 
results are the same whether the minimum wage is enforced by 
the State or maintained, effectively, by a trade union. 

Suppose that a board is set up to fix wages in a so-called 
"sweated trade"-that is, one where wages are considerably 
lower than in most "trades" or occupations. Suppose that it 
fixes a minimum weekly wage considerably above the level which 
previously prevailed. It is by no me~ certain that this will 
prove a real benefit to the workers whom it was intended to help. 
Every employer in the trade is now compelled by l,,:w to pay at 
least the minimum wage to every worker he employs, but he is 
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not compelled to continue giving employment, at this higher wage, 
to all his present labour force. Hence a number of workers may 
be dismissed; and since presumably even the low wages they 
receive in that occupation were more than they could earn in 
any alternative employment open to them, they will be driven 
into jobs where they earn even less than they did before or-if 
the State permits nobody, in any occupation, to receive less than 
a certain minimum-they will become permanently unemployed 
and maintained by public or private charity. 

It is conceivable that the minimum wage will be high enough 
to attract workers, from other employments, who are more 
efficient than those already engaged in that occupation. If so, 
emPlOyers will tend to substitute them, as far as possible, for their 
existing workers, and(~main result of the minimum wage will 
be simply a redistribution of labour between occu1atio~ 
Another possibilIty is that employers will install more abOur
savinlL machinery and other devices, dismissing some of their 
workers. At the old 'rage, machinery costing a given sum may 
have been dearer than labour, but the rise in wages may make it 
cheaper than labour.1 In any event, the rise in wages will' 
diminish profits in the industries affected. Some of the Jess. 
efficient employers may be forcedJnto bankruptcy. Others may 
transfer their activities to a different field. As time goes on, new 
capital and ~nterprise will tend to avoid those industries, until 
the reduction in their output has raised the prices of their 
products sufficiently to make the prospects of profit there as 
bright as elsewhere. 

Thus the probable effect of the minimum wage will be to 
( diminisa employment in that occupation.' But this effect may 
take some time to show itself. Entrepreneurs with fixed plant I 
may continue to work it, employing nearly as many workers as 
before, although they now get a smaller return from it; but 
when plant wears out it may not be replaced, or it may 
be replaced in a different form, requiring less labour. Thus 

1 This, however, does not mean that wage-fixing tends to increase the total 
capital of a countty. Indeed, it is more hkely-by diminishing profits and by 
leadmg to lugher laxatlon to provide for a larger number of unemployed-to 
check the accumulation of capital. But it may cause the available flow of 
savings to dlJtnbute itself among dUferent channels somewhat dUferendy, some 
of it acting as a direct substitute for labour instead of going into, say, bwlding, 
or the development of some new inventlon. 
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dismissals taking place at a considerable interval after wages ha. 
been raised may be generally believed to be due to the inefficien4 
of employers or to labour-saving devices and not to the minimu 
wage. 

The extent to which a rise in wages wilidiminish employme 
in that occupation, after sufficient time has elapsed for methol 
of production to be changed, will vary with the elasticity 
demand for that type oflabour. This in turn will depend main 
upon the elasticity of demand for the products which that labol 
helps to produce and upon the ease with which other facto! 
such as machinery, can be substituted for it. If its products ha' 
to meet the competition of similar products imported fro 
abroad, whose prices remain the same, the demand for them w 
be very elastic: so, therefore, will be the demand for that tyj 
oflabour, and a rise in its wages will considerably reduce emplo 
ment. If, on the other hand, an appreciable rise in the prices 
its products will cause sales to fall off only slightly, employme 
may be reduced very little. We say "may" and not "will 
because the possibility of substitution is important. An entr 
preneur will try to produce any given output at the low( 
possible cost, and if a rise in wages causes an alternative meth< 
of production, employing more capital, to be cheaper, he w 
change over to that method (even if the demand for his produ 
is completely inelastic~ (Where substitution is not worth while, 
any great extent, the proportion of labour cost to total cost is 
importance, for the smaller it is the less will be the increase 
the prices of the products which would compensate employe 
for a given rise in wages. 

We must not conclude, however, that a minimum wage mt 
inevitably harm, in the long run, those workers whom it w 
intended to help. There are four ways in which it may prove 
real benefit to them. 

In the first place, as we have already seen, the existence 
fixed and specialized plant may mean that methods ofproducti< 
cannot readily be changed, so that it may be possible to "squeeze 
profits for the benefit of wages without thereby causing mU4 
unemployment. If a fairly small reduction in output leads to 
considerable rise in the prices of the products, it is unlikely th 

'many firms will close down, and it could be claimed that pa 
of the increase in wages is "passed on" to the consumers of tho 
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particular products in the form of higher pricej: Thus most of 
the workers might remain in employment, at a higher wage, for 
some considerable time, during which some change in conditions 
might occur, such as an increase in their efficiency, to increase 
the demand for theiClabour and retain them all, or nearly all, 
in employment. 

This leads to our second point. A rise in the wages of a worker 
may bring about an increase in his effi.ciency. It may enable 
him to consume more and better food or other "necessaries for 
efficiency"; it may relieve him of some pressing anxieties about 
money matters and thereby raise the quality of his work; it may 
induce him to be more energetic or more careful in order to give 
something in return for the increase in his wages. Of course, if 
workers do more work their output increases and the prices of 
their products tend to fall, but on the other hand labour cost 
per unit of output is reduced, thereby stimulating the demand 
for labour relatively to other factors, so that in many cases an 
increase in the efficiency of workers paid on time-rates will 
increase the demand for them. But we feel bound to add that 
there seems little evidence for believing that a rise in the wages 
paid to the majority of workers in modern countries to-day would 
cause any substantial increase in their efficiency. 

In the third place, some or all of the workers in a particular 
occupation may be "exJ?!gited" by their employers in that the 
latter would continue to employ them, even in the long run, if, 
their wages were higher. But exploitation in this sense is not 
easy. A firm, or a combination of firms, might be the sole 
producer of certain commodities and yet be powerless to exploit 
its workers, for if the main demand for workers of that type came 
from other industries, where competition prevailed, it would be 
compelled to pay them the full value of their marginal product 
in those industries in order to retain their services. It is only 
when a firm, or a close combination of firms, is the sole or main 
purchaser ofa particular type oflabour that it possesses the power 
of exploItatio~, and even then this power is limited by the ease 
with which such workers could transfer to different occupations, 
iequiring similar qualities, and work for other firms. In fact 
there are very few occupations whose workers are employed 
mainly by one firm or combine. But it may well happen that 
one firm is the main employer of certain types of labour in a 
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given district. If its workers are reluctant to leave that district, 
even if they could earn considerably more elsewhere, they can 
be exploited. Nevertheless a strong check upon such local 
exploitation is provided by the possibility that other firms, 
attracted by the cheap labour, WIll establish plants in that 
district and bid up wage-rates. Again, it is conceivable that if 
an employer makes a separate wage bargain with each worker 
he may get some workers to accept less than others, whose 
efficiency is no greater, are receiving. But it is doubtful whether 
he would gain by doing this. Such workers would be discontented 
while they were with him and would sooner or later find a 
better-paid job elsewhere. Some exploitation of this kind may 
exist at present in the market for domestic service, but probably 
most housewives find that it pays them to give their servants as 
much as they could earn elsewhere. We conclude, therefore, that 
exploitation would not be common even if there were no mini
mum wages. In so far as a minimum wage, fixed by the State or 
maintained by a trade union, does abohsh exploitation, it is a 
real gain to the workers concerned, for it raises their wages 
without causing many of them to be dismissed. 

Finally, we must take account of unemployme%!t benefit. It 
could be argued that a group of workers, taken as a whole, would 
not gain by a rise in their wage-rate if this caused so many of 
them to become unemployed that the total sum received in 
wages by the group was diminished. If, however, their unem
ployed members received every week a sum approaching in size 
their previous wages, provided mainly not by their fellows but 
by, let us say, the wealthier taxpayers, the situation would be 
altered. The minimum wage would have been the instrument of 
securing a transfer of income from the relatively rich, so that 
this group of workers, as a whole, might be in a better position 
than before. 

jWe may now sum up. ( A minimum wage, above the level 
previously ruling, will-clearly benefit those who keep their jobs. 
It will probably cause some unemployment-how much will 
depend upon the circumstances which we have named. Those 
who are thrown out of employment, or driven into worse-paid 
occupations, will lose; profits in the industries concerned will 
tend to diminish, for a time; consumers of products whose prices 
are raised will suffer to that extent; and taxpayers and others 
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may have to contribute more than before towards unemployment 
benefit. 

Hitherto we have considered the results of fixing a minimum 
wage for only one or a fe~ccupations. It is instructive to 
consider what would happen if a Government insisted upon a 
substantial rise in the "real" wages of every worker. Suppose it 
were to fix a "basic" minimum weekly wage for adult males, 
and a lower one for adult females, say some 20 per cent above the 
level previously ruling for unskilled labour, permitting nobody 
to work for less, and were to raise wage-rates in all occupations 
by about 20 per cent. In order to ensure that "real" wages 
were raised, it would doubtless make money wages vary with the 
cost of living, so that if the prices of the food, clothing, housing, 
and other things bought by workers were to rise, their money 
wages would rise correspondingly. 

This would close three loopholes left open when minimum 
wages are fixed for only a few occupations. Relatively inefficient 
workers, not worth the basic wage, would not be permitted to 
take a worse-paid job elsewhere. There would be little redistri
,bution oflabour: workers dismissed would remain unemployed. 
Further, a rise in prices due to a reduction of output would have 
much less effect in checking the diminution of profits, for higher 
prices would mean higher money wages. Finally, the prices of 
labour-saving machinery and other devices would rise nearly as 
much as money wages, so that there would be much less scope for 
checking the fhll in profits by altering methods of production.) 
The result might well be a serious check to the accumulation, 
and investment, of capital; after a time, the total amount of 
capital in the country, represented by plan!J.-stock-in-trade, and 
so on, might diminish. A fall in the amount of capital c0-

operating with labour must mean a fall in the marginal product 
of labour; in the absence of wage-fixing, this would lead to a 
fall in wages; ifreal wages are maintained, it will lead to further 
unemployment. 

Such a policy might "squeeze" owners of existing plant and 
other equipment, but our reasoning suggests that it might cause 
considerable unemployment-much more, proportionately, than 
minimum wages in one or two occupations only-and that the 
number of unemployed might increase as time went on. This 
would be so if the fall in profits and the increase in taxation (to 
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provide for the unemployed) caused the total capital of the 
country to diminish. The history of wage-regulation in Australia, 
where it has been practised more extensively than in most 
countries, shows that the dangers of such a policy are real and 
have been recognized by wage-fixing authorities. On more than 
one occasion they have shrunk, despite or because of their desire 
to promote the welfare of wage-earners, from trying to discover 
by experiment whether the abyss of cumulative disequilibrium 
described above was merely a bogy created by economists.) 

10. TRADE UNIONS AND WAGES 

Clearly a trade union will not have much power unless it 
includes the majority of workers in that occupation. Employers 
will not be greatly perturbed if only a fraction of their workers 
threaten to strike, provided that they can carry on with the help 
of the non-unionists who remain and can partly re~~e _ ~h~ 
strikers by workers drawn from_~e unemployed or-from other 
joDs.t- "EVen If Ii 'union controls nearly all the workers in one 
district its power is limited by the ease with which employers 
can import "blackle~s" from other districts. Further, the power 
of a union crepends partly upon its funds. Its main weapon is 
the strike, or rather the threat to st~ If the strikers cannot 
support themselves and their families, they may be starved into 
submission i hence the importance of union funds. If workers 
receive unemployment benefit provided not by the union but 
through the State, sufficient to maintain them without any great, 
hardship, this clearly strengthens the hands of the unions in 
insisting on a certain minimum wage even if this is high enough 
to cause some unemployment. , 

The consequences of fixing a minimum wage for a given 
occupation have been discussed. It is immaterial whether the 
minimum wage is fixed by some court or board whose decisions 
have the force of law or whether it is maintained through the 
power of a trade union. But our previous discussion referred 
mainly to a minimum wage fixed for a relatively low-paid 
occupation. It is interesting to consider the conditions under 

1 Hence the importance attached by trade unions to "the closed .hop" 
(employmg only union workers) and to their tight to "peacrful plcketmg" (to 
keep away blacklegs) when they are on stnke. 
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which a trade'union can enforce a wage-rate considerably above 
that paid in comparable occupations. 

Suppose that a union induces employers to agree to pay a 
wage-rate substantially higher than would otherwise have pre
vailed. This will cause some unemployment. But it may be 
that a change in methods of production will not be worth while, 
despite the higher wage; the cost of that type oflabour may form 
only a small proportion of the total cost of the products; and 
the demag.<;l for the products may be fairly' inelastic. (Given such 
favourable conditions, the amount of unemployment may be small. J 

We may pause to point out that such favourable conditions 
might not last. A rise in the cost of a certain type of labour will 
stimulate the invention of methods, or of different types of 
products satisfying the same kind of want, which use less of it. 

(Moreover, many industries employ several different types of 
labour. The wages of anyone type may form only a small part 
of total costs, but if one type obtains an increase in its wages, the 
others will try to follow suit and the combined effect upon total 
costs, and thereby upon employment, may be quite large.) 

Assuming conditions to remain favourable, can the increased 
wage be maintained? By hypothesis, it is substantially above 
the level ruling in other occupations, requiring simi1ar qualities. 
Boys leaving school will be drawn towards that occupation 
rather than others. Some workers in comparable jobs will try 
to transfer into that occupation, especially if this does not involve 
changing their residence. The type of work in question may be 
regarded as a man's job and not a woman's, but the preference 
of employers for male labour might be greatly weakened if they 
thought that women could be trained to do the work at much 
lower rates than those enforced by the men's union. But a large 
influx of new workers would tend to rob existing members of the 
union of their gains. The newcomers might refuse to join the 
union-possibly forming one of their own-and might obtain r 
employment by accepting wages below those demanded by the' 
union, thus throwing union members out of employment, and 
compelling them to agree to a lower rate. If they all joined the 
union, and refused to undercut, there would be a corresponding 
increase of unemployment, in which the original members of 
the union would share, and this might outweigh their gain from 
the increased wage and induce them to accept less. 
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The conclusion is that, granted that other conditions are 

\

favourable, a union is not hkely to maintain such an increase 
~j in wages unless it can somehow limit the number of new entrants 
/ to its occupation. And it is not easy to do this without obtaining 

the sanction of the law-for example, by inducing the State to 
declare that a minimum period of apprenticeship must be served 
by new entrants and to limit the number of apprentices per 
journeyman. (A union, like any other monopolist, can raise its 
price only by restricting supply.) 

We may add that one way of reducing supply is to adopt a 
"go slow" policy, under wruch each man performs less work 
per1i'OUr than before. If there is considerable unemployment in 
an occupation, the union may hope that this policy will "spread" 
the available work and create jobs, at the prevailing weekly 
wage, for many of its unemployed members. But the amount of 
work available is not fixed. A "go slow" policy raises the cost of 
that type of labour and thereby reduces the demand for it. This 
reduction may be so great that fewer workers than before are 
employed; how great it will be depends upon the circumstances 
already discussed (such as the ease with which other factors can 
be substitUu:.d for that type of labour). If such a policy were 
followed by Itiost workers, total output would be reduced and 
prices would rise. (Thus a union which succeeded in creating 
more employment for its members, at a given money wage, would 
have to set against this gain the rise in the cost of living due to 
the widespread adoption of its own "go slow" policy. 

II. UNEMPLOYMENT 
There are many "causes" of unemployment. To begin with, 

every country has some "unemployables," whose efficiency is so 
low that they cannot keep any job for long, and faIl back upon 
private or public charity. But their numbers are relatively 
small. Again, some industries-notably docking, building, and 
contracting--employ casual labour: the numbers of workers 
employed by anyone fum may fluctuate widely from one day 
to another, so that on any given day a considerable number of 
men, attached to these industries, may not find a job. Further, 
many industries are subject to considerable seasonal fluctuations, 
so that some men attached to them are out of work during their 
slack times. 
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One general "cause," whi"ch we have already discmsed, is 
the maintenance of relatively hig~ standard rates of wageS' in 
most occupa.!i9.Ds. These rates may be more than some of the 
workers-apart from the "unemployables"-are worth. Such a 
worker will often be out of employment. (If the standard rate 
is a minimum, an employer who discovers his deficiencies will 
dismiss him; and in any event this course is simpler, and invites 
less misunderstanding, than offering him a wage appropriate to 
his efficiency. Further, the standard rate may be so high that 
not all the workers of average efficiency in that occupation can 
find employment. 

As time goes onl the demand for different products is certain 
to change) Firms faced with a fall in demand may keep on all 
their workers for a time, but, unless demand revives again, they 
may be compelled to dismiss some of them, and some firms may 
close down altogether. (Substantial reductions in wages might 
prevent much unemployment, but the workers may refuse. not 
unnaturally, to accept large cuts in their customary rates of pay. 
The question then arises of whether those thrown out of work 
can find employment elsewhere. Unless there is a general 
depression, there are sure to be some industries which are 
expanding. If customers spend less on some things, they have 
more to spend on others. But the expanding industries may be 
in a different part of the country, and most of the dismissed 
workers may stay where they are-especially if they are draw~ 
ing unemployment benefit on a scale which is not too niggardly 
-and hope for re-employment, rather than move to a 
strange district in the hope of finding a job. Moreover, the 
expanding industries may require a different type of labour, 
and some of the unemployed may be too old to learn a new 
trade. 

Changes in technique, and notably "mecha~ation," may be 
induced, as we have seen, by highj\"ages. (If they are due simply 
to new inventions, or to increased savings which lower the rate 
of interest, they need not cause unemployment. The reduction in 
costs will lower the price of the products, and the demand for 
them may be so elastic that the industry in question provides 
at least as much employment as before. An illustration is the 
motor car industry over the last twenty years or so. The number 
of men required to produce a car has fallen but the total number 
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employed in making cars has cdnsiderably increased, both in 
Great Britain and in other countries. 

As a rule, however, "mechanization" in an industry does 
throw some workers out of employment. But some other indus
tries, including those making the new plant or equipment, will be 
expanding, and employment as a whole may increase. It is 
clearly absurd to claim that mechanization must diminish total 
employment. In most industrial countries mechanization has 
been going on for many years without any parallel growth in 
unemployment. Recent years have witnessed a considerable 
growth in mechanization in many British industries. It is difficult 
to give comparable figures of the numbers in employment at 
different dates but it seems broadly true, on the basis of figures 
given in the Abstracts of Labour Statistics, that the number of 
insured workers in employment was around 91 million in 1923, 
and rose to some JOt million in 1929 and to more than 12 million 
in 1937. Apart from the slump years of 1930-34, the growth in 
employment nearly kept pace with the growth in the working 
population, despite the progress of mechanization and the con
traction of certain industries, such as coal-mining. 

By far the most important "cause" of unemployment, in a 
modern capitalist country, is the trade cycle.) At the bottom 
of a general trade depression the percentage of workers unem
ployed is usually at least two or three times as high as in prosperous 
periods. We discuss the trade cycle in Chapter XX, section 4, 
but we may say a few words here about wage-policy during a 
depression. 

This is a very controversial subject. Some economists contend 
that the best policy is to raise money wages in order to stimulate 
expenditure on consumers' goods and thereby to stimulate 
investment. Others believe that such an increase in the costs 
of entrepreneurs would lead them to dismiss still more workers, 
whilst reductions in wages (especially if they took place in one 
or two industries at a time and not in all at once) would induce 
firms to take on more workers and to order more equipment 
and materials, thus increasing investment. Probably much would 
depend on the beliefs and therefore the reactions of entrepreneurs. 
A number of economists think that, more often than not, neither 
increases nor decreases in money wages would have much effect 
and that trade depressions must be fought by other weapons. 



CHAPTER XVII 

INTEREST 

I. THE MEANING OF INTEREST 
IN the modern world there is a great deal oflending and borrow
ing. National governments borrow large sums from time to 
time, mainly to pay for war; local authorities borrow in order 
to build houses, or construct sewers, or acquire durable equip
ment of other kinds; banks, building societies, and similar 
institutions borrow from their depositors and re-lend the money 
at a higher rate of interest; other firms borrow in order to begin 
new enterprises or expand existing ones; private persons borrow 
to meet the cost of some urgent need, such as an operation, or 
to get present enjoyment from a fortune which they expect to 
inherit in the future. It is nearly always money which is lent 
,and borrowed; and the price paid for the loan of money is 
'called interest. 

For the moment let us suppose that no provision is made for 
repayment: that the money is lent for ever. Then a man who 
lends £100 in return for a promise by the borrower to pay him 
£3 a year for ever no longer has £100; he has exchanged his 
£100 for the right to £3 a year for ever. He may be able to sell 
this right to somebody else whenever he wishes, but it is unlikely 
that he will get exactly £100 for it at some future date; he may 
get more and he may get less. 

Suppose that it is embodied in a 3 per cent bond of face value 
£100. When the loan was raised, the borrower had to promise 
to pay £3 a year on each £100 lent-that is, a rate of interest 
of 3 per cent-in order to induce people to lend to him. At some 
future date this same borrower might have to pay more than 3 
per cent, or less than 3 per cent, to obtain a new loan; that is, 
the rate of interest may change. Suppose the rate ofinterest were 
to rise from 3 per cent to 4 per cent, where it was expected to 
remain. A lender could then obtain £3 a year for ever by giving 
up only £75. so that the price of the bond under discussion would 
fall to £75. If, on the other hand, the rate of interest were to 

1153 
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fall to 2 per cent, where it was expected to remain, the price of 
this bond would rise to £ISO, for a new lender would have to 
pay £ISO in order to get £3 a year for ever. A3 time goes on, 
the rate of interest may change, and the market value of the 
bond will change with it. The two will be connected in the way 
shown by the "capitalization formula"; the market value (or 
capital value) of the bond will equal its annual money yield 
(£3) multiphed by 100 and divided by the rate of interest. 

Thus the rate of interest at any time is the rate which a bor
rower must pay in order to raise a new loan. Once the lender 
has parted with his money, he has only a right to a fixed sum of 
money every year, or other period, and the capital value of 
that right will change, as we have shown, with changes in the 
rate of interest. Suppose that one man bought a 3 per cent £100 
face-value bond for £100 (the current rate of interest at the time 
being 3 per cent) and that another man bought an exactly 
similar bond at a later date for £60 (the current rate of interest 
at that time being S per cent) and that the rate of interest is 
now 4 per cent, and the market value of such bonds, therefore, 
£7S. It is merely a matter of history, without any present 
significance, that one of them is getting 3 per cent and another 
S per cent on his original investment. The current rate of interest 
is neither 3 nor S per cent; it is 4 per cent. 

We have implied that at any given time there is only one 
rate of interest. In fact there appear to be very many different 
rates of interest. This can easily be verified by a glance at the 
yields of different "fixed-interest" securities, and at the rate of 
interest obtainable by lending money for short periods, on any 
given day. There are two reasons for this apparent multiplicity 
of interest rates: (I) the market considers that the risk of default 
is greater in some cases than in others and (2) loans are made 
for different lengths of time. 

(I) We have seen that a man who lends money on "fixed
interest" acquires the right to a specified money income.' But 
it is not absolutely certain that the borrower will be both able 
and willing to fulfil his promise. For this rea10n one borrower 
may be able to borrow at a lower rate than another. In the 

1 When a loan is made for a short period, there may be only one interest 
payment: the loan may be repaid plus mterest at the end of the penod. A man 
who buys (or" discOunts ") a bill of exchange virtually makes a loan of tlus type. 
The argument of the text apphes equally to short-tenn loans. 
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language of the market, his "credit" may stand higher than that 
of the other, who must therefore offer a higher rate in order·to 
compensate lenders for the greater risk of default. The risk of 
default is real; from time to time different borrowers do default 
wholly or in part, and over a long period the percentage return 
actually received by those who have lent to very "safe" borrowers 
is probably little lower than that actually received by those who, 
attracted by the relatively high rates offered by more "risky" 
borrowers, have accepted greater risk of d.efault. 

The yield on the market price of an existing fixed-interest 
security is a good indication of the rate which that borrower 
would have to offer in order to raise a new loan of the same type. 
It is immaterial to a lender whether he subscribes to a new loan 
or whether he buys a security issued by that borrower when he 
raised a loan in the past, provided that the conditions, such as 
provision for repayment, attached to the two loans are the same.1 

Differences in yield are illustrated by the following three quota
tions. of market prices on the London Stock Exchange on 15th 
September, 1937-

British Consols 2t% • • • 
Southern Railway 4% Debenture 
Polish Government 7% • • 

.£ s. d. 
73t 3 8 -

104 3 17 -
64 10 18 9 

At that time the "credit" of the British Government stood higher 
than that of the Southern Railway and very much higher than 
that of the Polish Government. 

But there is a further complication. The conditions (apart 

I In some cases the rate of interest which must be offered to raise a new loan 
will be higher than the yield (to probable maturity) of similar securities rep""'" 
senting an old loan; it cannot well be lower. Suppose that the Government of 
Ruritania wants to raise a relatively large new loan to be spent "unproduc> 
tively": for example, on a war. The current market price of its existing 
securities gives a YIeld of, say, 6 per cent. By adding to its debt. the Govern
ment makes it somewhat less hkely that it WIll be able and willing to continue 
meeting its interest charges in full. Hence the new loan may have to be floated 
at. say. 7 per cent in order to obtain the amount of money reauired. Jfso. then 
the market price of its corresponding .. old" SecurIties will fau so that they too 
give a yield of 7 per cent. ~ 
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from time of repayment) attached to one loan may be different 
from those attached to another raised by the same borrower. 
Thus the currency in which interest on one loan is payable may 
be considered more likely to depreciate in value than the different 
currency in which interest is payable on another loan by the 
same borrower; if so, the present yield of the former will be 
higher than that of the latter. Again, a Government wishing to 
raise a foreign loan may promise that interest payments on that 
loan shall be a first charge on the yield of certain revenues (such 
as customs duties or the earnings of railways which it owns) and 
may give representatives of the lenders some control over those 
sources of revenue. A loan "secured" in some such manner 
may give a lower yield than another loan raised by the same 
Government on its bare promise. Often lenders have the right 
to seize certain assets belonging to the borrower if their interest 
is not paid; the more valuable these assets relatively to the 
amount of the loan, the lower will tend to be its yield. 

Thus it can be claimed that in so far as differences in interest 
rates arise from estimated differences in the risks of default 
undertaken by the lenders they are apparent rather than real. 
It can be claimed that "the rate ofinterest" proper is that which 
must be paid by a borrower, such as the British Government, 
considered almost completely "safe"; the difference between 
this and the higher rate which another borrower must offer is 
due to the risk that the latter may default. 

(2) Differen~es in rates of interest arising from the fact that 
loans are repayable at dlfferent periods are, on the other hand, 
"real" differences. At one extreme stand loans repayable on 
demand-that is, whenever the lender wishes. At the other 
extreme stand loans which are not repayable at all. Between these 
two extremes are loans made for all kinds of periods, from a day 
or a week up to fifty years or more. It is perhaps customary 
to call a loan made for any period less than a year a short-term 
loan, one made fur any period from one to, say, ten years a 
medium-term \oan, and others long-term loans, but this is clearly 
only a rough grouping and of little 9i.gnificance. A furthC8 com
plication is that"in some cases the borrower is obliged to repay 
the nominal an'lount borrowed on a stated date or over a stated 
period, whilst in other ca;es he hels the option 'Of doing" so or 
not as he wishes. 
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The differences in rates arising from differences in the time of 
repayment can be illustrated from three different types of loans 
raised by the British Government. The question of risk of 
default does not arise, since the market considers this risk to b1 negligible on all loans raised by the British Government. In thQ 
first place, we may refer again to Consols: here the question of 
repayment does not arise.1 In September, 1937, as we have seen, 
the price of £100 face-value 21 per cent Consols, giving the 
holder the right to £2 lOS. a year for ever, was £73 lOS., giving 
a yield of £3 8s. or 3! per cent. In the second place, the d per 
cent Conversion Loan stood at £106.55. in September, 1937. 
This loan is to be repaid some time during the years 1940 to 
1944. When it is repaid (or, to use the technical term, redeemed) 
each holder of £100 face value will receive £100, so that a 
holder who purchased in September, 1937, will "lose" £6 55. 

Allowing for this, the yield was not 1:6~ of d per cent, but only 

£2 115. per cent.- Lenders were prepared to accept this rate, 
which was lower than the rate of Consols, because they would 
receive.a known sum of money in a few years' time when the loan 
was redeemed. In the third place, we may refer to the price at 
which Trsasury bills were sold. A three months' Treasury bill 
for £5000 is in effect a promise by the British Government to 
pay £5000 in three months'time. In September, 1937, such bills 
were sold for about £49931, giving a yield equivalent to only 
about it per cent per annum. Lenders were willing to accept 
this low rete because they would be repaid (plus interest) at the 
end of three months. Thus, even if we abstract from risks of 
default. at any moment there is not just one rate ofinten;st but a 
whole family of rates. 

2. SHORT-TERM' AND LONG-TERM RATES 
OF INTEREST 

A fairly complete explanation .of the differences between 
different rates of interest would take more spa;e than we cap 
spaJ"e! It would 'require a realistic study of tht market for each 

I Except that the BriQsh Government can repay when it ple8ses, and would 
do so if their price rose much -abQve tliair nominal value,' 

I Or even less, if allowance is made for the fact that income tax is payable 
• on the gross yiel<J. ' 

11J-.{B."93l 
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main kind of loan, and of the factors influencing the views of 
lenders and borrowers. We must confine ourselves to some 
general remarks, with particular reference to the London money 
market. 

Everybody with a credit balance in a bank is in effect lending 
that amount to the bank on short term, for he has the alternative 
of withdrawing it in cash. If it is on current account, and 
thereby subject to cheque, he usually gets no interest upon it. 
If it is on deposit account, it can usually be withdrawn at seven 
days' notice, is not subject to cheque, and yields some interest. 
During recent years the banks have paid a rate of interest of 
! per cent on deposit accounts. This rate of interest is largely 
conventional. If the banks paid no interest whatever on deposit 
account, it is unlikely-unless short-term interest rates were a 
good deal above their present level-that their total deposits 
would be much less or that the volume of cheques would be 
much greater. The small depositor can deposit up to £500 a 
year in the Post Office Savings Bank, receiving 21 per cent 
interest, and can withdraw any amount at three days' notice. 
The big depositor can usually get more than the banks offer by 
lending, at short notice, to some other borrower, such as a 
discount house or insurance company or building society. 
Probably most people with a credit balance at a bank regard it 
as "money" rather than as a short-term loan. We also shall 
take this view. 

The rate which the banks charge on loans, and the rate which 
they charge on overdrafts, to their customers is also partly 
conventional. They charge different rates to different customers, 
varying with the size and conditions of the loan and the security 
given by the customer, but they very seldom lend at less than 4 
per cent. Loans and overdrafts are usually given for not more 
than six months, so that they are technically short-term loans. 
But in practice the customer may be unable or unwilling to 
repay when the loan falls due for repayment, and loans and 
overdrafts are often renewed again and again. Certainly the 
long-term securities held by a bank can be turned into money 
more reacWy than its loans and overdrafts falling due can in 
fact be recalled. Hence the rate charged on loans and overdrafts 
is usually higher than the yield on gilt-edged securities such as 
Consols. 
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When financial journalists and others speak of short-term 
rates in London they have in mind the rate on Treasury bilJs.-.. 
for during recent years the volume of Treasury bills has been far 
greater than the volume of other bills--or the rate at which the 
banks lend to discount houses or to the Stock Exchange at short 
notice. The main lenders are the banks, although of course it 
is open to anybody to buy Treasury bills or to lend at short 
notice. The borrowers are mainly the British Government and 
financial houses, such as discount houses, of very high standing. 
It is impossible for the great bulk of firms to borrow at these low 
rates. Hence the market for short loans is in fact a very limited 
market. 

As a rule, although by no means always, short rates are below 
long rates. It may be thought that this is because borrowers are 
not prepared to pay so much for a loan which they have to 
repay in a short time as for a loan which they can "tie up"
for example, in plant and equipment-for a long period. But 
if the short-term borrower can continually borrow again to 
meet his loan when it falls due, he can cc tie up" the money for a 
long period whilst paying interest at the ruling short-term rate. 
The time and trouble and expense involved in a long-term loan 
may be greater or may be less than in a corresponding series of 
short-term loans: this depends on market conditions. But this 
affects both lenders and borrowers. Ifit were urged that borrowers 
will not pay so much for short-term loans because of the trouble 
of continually finding lenders, it could be replied that lenders 
might ask more for short-term loans because of their trouble in 
continually finding borrowers. The true reason why short rates 
are usually below long is to be found partly in the structure of 
the market and partly in the extra risk of lending on long term. 
Only a restricted number of borrowers can in fact take advantage 
oflow short-term rates; it is not possible fur most borrowers to 
substitute short loans for long, or long loans fur short, as they 
wish. The risk of default, although practically negligible on 
gilt-edged securities such as those issued by the British Govern
ment, tends, in general, to increase with the period for which 
the loan is made. As time goes on, the credit of the borrower 
may deteriorate. Moreover, a person who lends on long term 
takes the risk that the market value of his asset will fall in the 
future. Of course the price of his Consols or bonds, or whatever 
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they may be, may equally well rise. Nevertheless, he is taking a 
risk which is present only to a very small extent in a short-term 
loan. If the holder of a short-term asset such as a bill wants to 
sell it before it matures, he is most unlikely to lose any consider
able sum. Suppose, for example, that a man bought a £ I 00 
three months' bill for £99 lOS. and wanted to tum it into money 
after six weeks. Even if the rate of discount on such a bill had 
risen from 2 per cent to as much as 16 per cent, he would get 
about £98 for it. But a man who bought Consols at over £94 
at the beginning of 1935 and sold them towards the close of 
1937 would have had to sell them at about £74. 

Short-term rates fluctuate over time much more widely than 
long-term rates. We can illustrate this by the changing relations 
between the yield on Treasury bills and the yield on Consols 
during the last ten years. In November, 1927, the two were 
nearly the same. Treasury bills yielded £4 7s. per cent and 
Consols £4 liS. per cent. During the crisis of the autumn of 
1929 the yield on Treasury bills rose to £6 ss. per cent, while 
that on Consols rose only to £4 ISS. per cent. Towards the close 
of 1930 the former rate was down to £2 IS. 6d. per cent while 
the yield on Consols had fallen only to £4 ss. In the autumn of 
1931 the yield on Treasury bills rose to £S 1 IS. and that on 
Consols to only £4 12S. 6d. At the close of 1937 the yield on 
Treasury bills was about 12S. per cent and that on Consols 
£3 7s. 6d. per cent. 

Low short-term rates usually prevail during a period of 
• depression and during the early stages of recovery. The demand 
for bank loans and overdrafts is low and the banks seek a safe 
outlet for their funds. After 1931 the Treasury and the Bank. 
of England pursued a "cheap money" policy: they tried to keep 
down interest rates by increasing the supply of bank. credit. 
Thus bank deposits rose from about £1800 million to some 
£2300 million in 1937. The demand for bank loans rose appre
ciably during the latter half of 1937 but before then it was less 
than in 1929 although the rates charged were lower. The banks 
had increased their holdings of long-dated securities from £240 
million in 1929 to some £6so million in 1937 and were anxious 
to diminish rather than increase their holdings as the prices of 
such securities had been falling and might fall further. The 
banks do not invest in ordinary shares. Hence they were glad 
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to buy Treasury bills and to lend on short term even at very 
low rates. It was the large volume of money controlled liy the 
banks, together with the large sterling balances held in London 
by foreign and Dominion banks, seeking an oudet in safe short
term loans, that kept short-term rates so low. 

In order to give a more general explanation of the differences 
between short and long rates we must look at the alternative 
courses open to a person or bank who lends on short term. There 
are four main types of assets which he may hold. In the first 
place, he could hold money, in the form either of cash or of a 
balance at his bank. In the second place, he could hold short
dated securities, which for brevity we shall call bills. In the third 
place, he could hold long-dated fixed-interest securities, which for 
brevity we shall call bonds. In the fourth place, he could hold 
either tangible assets, for example, in his own business, or secur
ities yielding a variable dividend. For brevity we shall call such 
assets shares. 

This broad fourfold grouping leaves out durable consumers' 
goods. But these are not usually bought with a view to resale 
at a later date. The most important durable consumers' good is a 
house. In so far as the rental value of a house remains the same, 
its market value tends to vary with the price of bonds. 

The way in which a person (or firm) distributes his assets 
among these four groups will depend pardy on the size of the 
total, pardy on his temperament, and pardy on the yields of 
bills, bonds, and shares. He will usually take fewer risks if his 
assets are small than if they are large. And different people have 
different scales of preferences; some like a gamble and some do 
not. The most important point, however, is that different people 
have different expectations as to future prices and yields. If 
everybody expected the price of Consols to fall by 5 per cent in 
the near future, it would fall immediately by nearly 5 per. cent. 
But if the bulk of investors had no views on the matter, or if 
those controlling trustee and similar funds were compelled to 
invest them in such securities although they feared a fall in their 
price, the price of Consols might fall only a lilde but the increased 
volume of loans offered at short term by those who feared that 
the price of bonds would fall might push down short-term rates 
considerably. 

A man is said to be "liquid" in so far as he holds money, 
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and one asset is said to be more liquid than another if it can be 
sold more readily for money. It is not true that a bill is more 
liquid in this sense than a bond or share dealt in on the Stock 
Exchange. Both can readily be sold for money. The difference 
is, as we have seen, that bonds or shares may fall considerably 
in value. Both bonds and shares will do so if there is a general 
desire to sell them in order to become more liquid. Bonds will 
do so if the long-term rate of interest rises, and shares will do so 
if it is expected that the dividends on them will fall or, and this 
applies especially to the shares of well-established concerns such 
as Imperial Tobacco selling consumers' goods for which the 
demand remains fairly stable, that dividends will not rise in 
proportion to the rise in the long-term rate of interest. 

The advantage of holding money is that money alone can be 
used to pay a money debt. The lender on short term runs only 
a shght risk of losing any of his money. If he can wait until the 
loan matures, he will get back the exact sum which he lent. 
But he does forgo the advantage of holding money. We may 
perhaps regard a short-term rate as a payment to lenders to 
compensate them for the sacrifice of liquidity. If there is a 
general increase in the desire to become liquid, short-term rates 
will rise. This happens to a marked extent during a financial 
panic. Firms are very anxious to borrow money on short term 
in order to meet their current money obligations and avoid 
bankruptcy. 

If a general rise in prices is expected, people will be reluctant 
to lend money at fixed interest. They will not wish to hold either 
money or claims to money, since they expect that the money 
will buy less at a later date. They will wish to hold their ;ii5ets 
mainly in the form of goods or claims to goods, such as ordirulry 
shares, or in a foreign currency. With people reluctant to lend 
but anxious to borrow, owing to the profits expected from buying 
goods to sell them on a rising market, rates of interest will be 
high. Conversely, if a general fall in prices is expected, rates of 
interest will tend to be low. But as a rule people do not anticipate 
any considerable change in the prices of goods unless they have 
already been rising or falling markedly for some time; they 
then may expect the rise, or fall, to continue. The abnormally 
high interest rates, rising to well over 100 per cent per annum 
on short term, which prevailed in Germany towards the close 
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of her post-war inflation can be explained largely in this way. 
But as a rule we can neglect this factor, for normally it has little 
influence on lenders or borrowers. 

If people expect profits to increase--for example, when a 
boom is under way-they will tend to buy shares. The prices 
of shares will rise and the prices of bonds will fall. Short-term 
rates are hk.ely to rise owing to the demand from speculators and 
from firms wishing to borrow money at once in order to expand 
their activities instead of waiting until they have obtained a 
long-term loan or have succeeded in selling new shares to the 
public. Thus short-term rates were high, at times rising over 
10 per cent, in New York during the boom in shares which 
collapsed in the autumn of 1929. During a depression the opposite 
movement occurs. Share prices fall and bond prices rise. Short 
rates tend to be low because tlle volume of funds offered on short 
term-where there is practically no risk oflosing capital through 
a fall in the prices of bills-is large relatively to the demand for 
them. 

Thus there is often a tendency for long rates, as measured by 
the yield of Consols or bonds, and short rates to move together. 
If no considerable body of opinion expects the prices of bonds 
to move in one way rather than another, and the long-term rate 
is much above the short-term rate, the two will tend to move 
nearer together. For example, a borrower such as the British 
Government may borrow short rather than long, and firms such 
as discount houses may borrow on short term from the banks in 
order to buy long-term securities. This will tend to raise the 
short rate, and, by raising the prices of long-term securities, to 
lower. the long rate. 

A divergent movement between the two may come about, as 
we havc< already noted, if a particular body of opinion believes 
that the prices Of bonds will change. From October, 1929, to 
October, 1930, the price of Consols rose by 12 per cent. If this 
movement had been more clearly and widely foreseen, short-term 
rates in the autumn of 1929 would have been even higher than 
they were. Conversely, the very low short-term rates in 1936 
and 1937 are to be explained partly by the fact that some lenders 
foresaw the rise in the long-term rate of interest or, in other 
words, the coming fall in the prices of bonds, unaccompanied by 
a substantial rise in the prices of shares. 
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Thus the short-term rate is not solely a kind of payment for 
the sacrifice of liquidity. At times, when it is very high, it may 
be regarded as a kind of bribe to short-term lenders to induce 
them to forgo speculative gains on a rising bond market or share 
market and at other times, when it is very low, it is low not 
because people are less anxious than usually to hold money but 
because a number of them fear that bond and share prices will 
fall. A complete explanation must take account of all the different 
types of assets, including money, and of the different expectations 
of different lenders and borrowers as to their respective values 
and yields in the future. 

3. THE DEMAND FOR LONG-TERM LOANS FROM 
CONSUMPTION BORROWERS 

The demand for long-term loans is a composite demand. In 
peace-time, most of the demand comes from firms who use the 
money to acquire assets such as buildings and machinery and 
stocks of goods in the hope that the net earnings of these assets 
will more than cover the interest which they have to pay on the
loans. In war-time, borrowing by the Government may swamp 
all other borrowing and force up interest rates. A Government 
borrows in time of war to pay for the armed forces and arma
ments and other goods which it requires to conduct the war. 
When the war is over, it has few tangible assets to show for its 
expenditure. The shells which it bought have been blown away, 
the bombs have been exploded, the food supplied to the troops 
has been eaten: in a word, the capital represented by the loan 
has been consumed. In the same way a "spendthrift" heir who 
borrows on the strength of the fortune which he will inherit later 
and spends the loan in increasing his present consumption is 
simply consuming capital. 

There is little to be gained, however, by trying to divide all 
loans into those used for productive purposes and those used 
for consumption. How should we classify the loan raised by a 
father to pay for the education of his son or the loan raised by a 
Government to build much-needed roads which bring in no 
direct revenue? How should we classify a loan raised by a 
person to buy a house which he himself occupies? We could, of 
course, say that it yields him in effect the net rental value of the 
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house, but what if he raises a loan to buy a piano for his own 
enjoyment? We need spend no time on such questions. "The 
rate ofinterest is determined by the supply ofloan money and the 
demand for loans, and the latter comes from borrowers who 
want to use the money for various purposes. 

Nevertheless, it is instructive to consider what would happen 
if the use of capital did not increase productivity, and all loans 
were used only for current consumption. There would still be 
some borrowing. Consider, for example, a man who wants to 
Vorrow ['100 to be repaid ten years hence. The loan enables him 
to increase his present expenditure by [,100, but in ten years' 
time his expenditure will be ['100 less than it would otherwise 
have been, for he must then repay the loan. How can this 
arrangement be of advantage to him? He will gain by it if his 
present desire for goods and services is greater relatively to his 
present income than his desire for goods and services will be ten 
years hence, relatively to his income at that time. He may expect 
his income to remain constant, but may think that the present 
expenditure--say, on travel, or on furniture--of an extra [,100 

will yield him more satisfaction than he will lose by curtailing 
his consumption ten years hence. Or he may expect that his 
income will be greater in ten years' time and that his desire for 
goods and services will be about the same, so that borrowing 
enables him to spend at a more even rate by bringing forward 
some future income into the present. And his scale of preferences 
between money now and money in the future may be such that 
he would be prepared to pay some money as interest in order to 
obtain the loan. 

Some writerJ allege that people always tend to value a present 
satisfaction ~re highly than an equal satisfaction in the future, 
even if the laher is certain to occur, but there is no reason why 
they slloulQ and it seems unlikely that most of them do. The 
demand for consumption loans can be explained, as we have 
just seen, on other grounds: it arises from a lack of correspondence 
between the expected flow of income and the expected desire 
for goods, the latter being more urgent relatively to th, former 
at the present time than the borrower expects it to be when the 
loan has to be repaid. But it may be thought that, under the 
conditions we are assuming, there would always be a widespread 
desire to borrow, especially on the part of elderly people, owing 
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to the fact that people do not live for ever. This fact means that 
a person will tend to value a certain present satisfaction more 
highly than an equivalent satisfaction at some future date becawe 
there is a risk that he will not live to enjoy the latter. But clearly 
a lender would want to guard against the risk oflosing his money 
by the death of the borrower. He would probably insist that 
this risk should be eliminated by the borrower's insuring, in his 
favour, against death. Thus the cost of insurance would deter 
people from borrowing merely because they might die before the 
loan fell due for repayment. 

Lenders would value money in the future, relatively to money 
now, more highly than the borrowers. Some people would 
expect their incomes to be less, or their needs greater, in the 
future. They would therefore be prepared to lend even if the 
rate of interest were zero. Indeed, their desire to increase their 
expenditure in the future by diminishing it in the present might 
be so strong that they would be prepared, if necessary, to pay 
something in order to make the adjustment. Thus it is conceiv
able, under our present assumption, that at a zero rate of interest 
the amount offered on loan might exceed the amount demanded; 
if so, the rate of interest would be negative. But a would-be 
lender always has the alternative of holding the money himself 
in order to spend it later, so that a negative rate of interest could 
not be greater than the cost of holding money or of paying a safe 
deposit company to hold it. 

Under these conditions a rate of interest (positive or negative) 
would arise simply because people have different scales of prefer
ences as between money now and money in the future. Its function 
would be to equate the supply of loans and the demand for them. 
Suppose, for example, that a rate of 5 per cent per annum became 
established. This would imply that at a zero rate of interest the 
demand for loans would be greater than the supply. The neces
sity of paying 5 per cent (plus something for the risk of default) 
would curtail the demand for loans; the incentive of obtaining 
5 per cent each year as interest might call forward a greater 
supply; and at 5 per cent all who wanted to borrow at that rate 
could do so and all who wanted to lend at that rate could do so. 
Five per cent-or whatever the rate happened to be-would be 
the "price" wl>ich maintained equilibrium by equating supply 
and demand. 



INI'EREST 

We have thus established that a rate of interest might arise 
even if there were no opportunities to eam profits by using 
capital or to raise one's standard of living by owning durable 
goods. In fact, however, there are many such opportunities, 
and borrowers who do not wish to use the money to eam profits 
in industry and trade have to compete with those who do and 
to pay the same rate of interest. 

4. THE DEMAND FOR LONG-TERM LOANS FROM 
INDUSTRY AND TRADE 

Most of the capital! used in industry and trade belon~ to the 
shareholders of the various companies or to individuals who have 
their own businesses. These people receive a variable income 
which represents the earnings of the assets which they own and 
which is commonly called profits or, ifit accrues to shareholders, 
dividends. It would be misleading to call this income interest, 
for it is not a periodical payment fixed by contract made in 
return for a loan. The owners of the assets can be regarded as 
having supplied the original money capital to themselves, or 
rather to their businesses. It may yield them either more or less 
than they expected when they made the investment. They take 
this risk and receive a fluctuating money income. 

Some of the capital, however, is borrowed by firms-that is, 
by the shareholders or the individual proprietors-at a fixed 
rate of interest. Most firms borrow from time to time from their 
banks in order to provide themselves with extra working capital 
and pay an agreed rate of interest, which of course may be higher 
at one time than at another, upon the loan or overdraft. Some 
firms borrow at long term from the public by issuing long-dated 
fixed-interest securities, usually known as debentures or, in the 
United States, as bonds. From the standpoint of the lenders 
such securities are similar to Consoli in that they yield a fixed 
money income, but the yield on the money invested is higher 
than on Consols because the securities are not cc gilt-edged " : 
the risk that a firm will default is greater than the practically 
negligible risk that the British Government will default. From 
the standpoint of the borro'\\'el'S, this interest is a fixed money 

1 In the sense of equipment, stocks of goods, and other assets purchased with 
the •• free capital" invested in the various firms. 
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charge which legally has to be met at ·regular intervals whether 
the firm is doing well or badly. If the net earnings of the assets 
bought with the loan more than cover the interest on it, the gain 
goes to the borrower. If they do not, the borrower must legally 
bear the loss. He has undertaken to pay the lenders a fixed sum 
of money each year, or shorter period, as interest upon their loan, 
and the lenders are concerned with the use made of their money 
only in so far as it affects the ability and the willingness of the 
borrower to pay them the interest. 

There are thus two broad alternatives which confront a man 
who wishes to invest his savings at long term. On the one hand, 
he may lend at fixed interest, thus acquiring the right to a fixed 
money income and taking the risk that the borrower will default. 
On the other hand, he may invest the money in his own business 
or acquire a share in an existing business, receiving a fluctuating 
income known as profits. • 

There are various ways in which it is possible for an investpr 
to combine some of the advantages, and disadvantages, of both 
these alternatives. For example, soDle shares give the holder the 
right to a fixed money income plus something extra when profits 
are good. Again, an investor may purchase land or buildings 
and let them to tenants for a fixed money rent. In such a case 
his investment, for the period of the lease, resembles a fixed
interest security, but when the lease is up, the rent which he can 
obtain may be considerably higher or lower than before. But 
we can ignore these" hybrids" without thereby invalidating our 
general argument. 

The main reason why some firms saddle themselves with 
fixed-interest charges by issuing debentures is that different 
investors have different preferences. Not all investors have the 
ability or desire to run a business of their own, but every investor 
could buy shares rather than bonds. They do not do so because 
some of them prefer a fixed money income to dividends which 
might be greater over a lqng periad but which would fluct\late 
from time to time, or because most of them prefer some part of 

.their income to be fixed. By offering investors a choice of terms 
--debentures, preference shares, cumulative preference shares, 
and so on-industry obtains more capital than if there were only 
ordinary shares. Of course, borrowers such as governments who 
do not make profits cannot offer investors a share in their profits 
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and must pay fixed interest. Hence we have loans yielding a fixed 
money income side by side with assets yielding a variable profit. 

The net ~arnings of an asset as a percentage of its cost may be 
termed the rate of profit. At any moment the expected rate of 
profit tends. to equal the current rate of interest. In peace-time 
tile main demand for capital as a rule comes from industry and 
trade, so that the expected rate of profit exerts a governing 
influence upon the current rate of interest. 

This follows from the fact that investors have a choice between 
the two broad alternatives mentioned above. It is true that 
some funds, such as some trustee funds and those controlled by 
Government institutions like the Savings Bank, must be invested 
in gilt-edged securities. It is also true that the British banks do 
not buy ordinary shares, although some of their loans to customers 
are in fact used by the customers for this purpose. Nevertheless, 
th~re are usually sufficient investors willing to take either profits 
c1l" interest, whichever they expect to be the greater, to make the 
rate of interest which the borrower must pay about equal to' the 
expected rate of profit at the time in industry and trade. And in 
fact we find that when increased profits are expected-when a 
recovery or boom is definitely under way-the prices of bonds 
fall-that is, the current long-term rate of interest rises-and 
conversely when a depression has set in. 

Another way to demonstrate our conclusion is to consider how 
much an entrepreneur will box;row at fixed interest. Suppose 
that he owns buildings and machinery and uses the borrowed 
money to pay for wages, raw materials, and so on. He will try 
to equate marginal costs and marginal revenue. He will therefore 
borrow so much that the marginal revenue from the capital equals 
the rate oqnterest which he pays, for if the former were greater, 
he .could increase his own income by borrowing more. ~f the 
expected retu.rn from his ,buildings and machinery, expressed as 
a percentage o{ the present.money cost of reproducing them, is 
greater thaIl'the current rate pfinteres!, it will pay him to borrow 
at long term"Jn order to buy more buildings and machinery. 
Thus 'the; net earnings of any of his ass~ts will tend to equal the 
rato.of interest upon theti present money cost. If some assets 
cannot be quicklY,reproduced, they may for a time earn more 
than the current rate of interest upon their ct>st of reproduction, 
If s6, tb,ey, or the ordiI)ary share'! which l'represent them, will 
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rise in price correspondingly. But under competition the expected 
rate of profit upon any asset will- tetJ.d to equal the current rate 
of interest. An entrepreneur borrows because he needs the use 
of the capital in order to have a bigger output and therefore to 
earn more from his own work. If the expected rate of profit 
exceeds the current rate of interest, entrepreneurs will try to 
borrow more in order to increase their own incomes, and this 
will raise interest rates and reduce the expected rate of profitJ 
until the two are again equal. 

Under competition the expected rate of profit will tend to 
be the same in every branch of industry and trade. For if one 
type of asset is expected to yield a higher rate than others, new 
money seeking investment will flow into that field, the output of 
the goods or services produced by such' assets will increase, and 
their price will fall. For example, an increase in houses will 
bring down house-rents and an increase in ships will bring down 
freight-rates. In this way new investment in one branch of 
,industry or trade will reduce the expected rate of profit in that 
branch until it falls to the level expected elsewhere. Under 
monepoly, as we saw when. discussing that subject, the assetJ 
owned by the monopolist may yield more than the current rate 
of profit because new money seeking investment cannot enter 
that field. 

It is true that the prospective return from some assets, such as 
new gold fields or a new type of business, may be very uncertain. 
It .may be in effect a series of chances: ~o take a simplified 
example, one chance in three of about- 10 per cent on the money 
invested, one chance in three of about 4per cent, and one chance 
in three of nil. But the market must and does dedde that such a 
series of chances is about equivalent to some single definite rate. 
Loans of this type doubtless appeal mainly to investors who are 
prepared to take risks, but they would not lend unless they 
thought that on balance the prospects of profit were as attractive 
as in other fields. ? 

We saw in Chapter X that a more "capitalistic" method of 
production may increase the output of a given amount of facton. 
At any moment there are very many ways in which output could 
be increased in the futUl"e by employing capital. Many thousands 
of schemes would ),ield receipts greater than their costs if money 
could be borrowed for nothing. Railways could be electrified, 
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this industry or that could be mechanized, more houses and 
roads and ships and other dlzrable goods could be constructed, 
.and all at a profit. But labour and natural resources are limited 
in amount, and there ate also limits to the extent to which 
people are able and willing to curtail their present consumption 
in order that existing factors may be used in more "roundabout" 
ways. Hence it is not possible to carry out all these schemes; it 
is necessary somehow to choose which shall be utilized and which 
forgone. Under capitalism the rate of interest cuts down the 
demand [or loans to the amount available, thereby ruling out all 
schemes which are not expected to yield profit at least as great 
as the interest which would have to be paid on the capital 
employed. 

At any moment, if the()total amount of Gapital invested were 
greater, its marginal productivity w~>uld be lower. That is why 
an increase in the supply of free capital seeking investment 
brings down the expected rate of profit and the rate of interellt. 
What is the underlying reason for this? It is easy to see that 
more capital in one branch of production will increase the output 
and thereby reduce the prices of the products of that branch, 
thus reducing the rate of profit in that field. But why should an 
increased supply of capital spread over all fields in a~cordance 
~ith the preferences of consumers reduce the general rate of 
profit? Ifit reduces the prices of consumers' goods-and whether 
it does so or not depends on the monetary policy adopted-it 
will also reduce the prices of producers' goods of all kinds. We 
have to explain why the physical marginal productivity of 
capital diminishes when'the amount of it increases. At first 
sight we cannot explain this by the Law of Diminishing Returns. 
For free capital ~an be turned into any form, can be used to 
purchase or hire any type of factor, so that we are not dealing 
with a case in which the supply of one factor of production 
increases relatively to, that of others. The main explanation is 
that some factors cannot be increased at all or can be increased 
only at an increasing cost. The most suitable sites are limited 
in number; a greater output of many raw materials can be 
obtained only by resorting to less accessible or less fertile sources 
of supply; after a point, increased fertilization of existing land 
yields a"diminishing return and the area offairly fertile land is 
limited. Nor is it possible to produce rbbots or s1aves at will: 



ECONOMICS 

the amount oflabour is limited. Thus an increase in the amount 
of capital used does in fact involve a change in the proportions 
of the various factors, and the resulting combinations are less 
productive than they would be if every factor could be increased 
with equal facility. In consequence, the marginal return on 
capital at any moment, measured by the rate of profit per £100 

invested, would be greater if there were less capital and less 
if there were more capital. But as time goes on, the march of 
science and discovery reveals new ways of using capital, that is, 
of increasing output by the use of more capitalistic methods of 
production, and this tends to push up the rate of interest. The 
influence of this force may be greater or less than the influence 
of the accumulation of capital, which tends to take place as time 
goes on, and which of course tends to reduce the rate of interest. 

s. THE SUPPLY OF LOANS: SAVING 

A person need not spend all his income upon consumers' 
goods from which he derives satisfaction only in the near future. 
He can set aside some of his income in order to proviae for the 
more distant fUture. His pro~fSion for the future may take 
various forms. 

He may spend money upon improving his health or knowledge 
or s,kill, in the expec.1ation of a return either of increased money 
earnings or of direct satisfactions or both. For example, he may 
pay for instruction in a language, a knowledge of which will 
enable him -to earn more in the future, or in golf, which (one 
hopes!) will directly increase his future satisfactions. Or, instead 
of "investing in himself" he may spend money in this way 
upon his children or upon other people. Such investments in 
what is often called "personal capital" used to be made in slaves, 
who could be sold. But in most countries it is usually not possible 
to sell personal capital, although the high transfer fees sometimes 
obtained by leadmg football clubs for players whom they have 
trained form a notable exception. 

2.. He may set aside some of his income to hold in the form of 
cash or of an idle balance at the bank. This is sometimes called 
''hoarding.'' He -may purchase durable consumers' goods. It; 
for example, he buys-Qutright, and not on a-deferred-payment 
system-furniture which will remain in good condition for, say, 
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ten years, he consumes little more than a tenth of this furniture 
(or, more strictly, of the services which it yields during itS life
time) in the first year. He may make regular payments upon an 
insurance policy so that his heirs receive a lump sum when he 
dies. Or he may make regular payments to purchase an annuity 
when he reaches a certain age. He may lend at fixed interest 
upon short or long term or he may purchase ordinary shares or 
other assets with a variable yield. 

In deciding how to distribute his total "provision for the 
future" among different types of assets he will act on the same 
principle as in distributing his expenditure among different 
consumers' goods. H~will tep.d, that is, fo allot it in such a '!ay 
that he would not prefer to shirL!) from one type to another. 
His allotment will vary with the total value of his assetS, his 
expectations of what the pr!5:es and yields of different !fpes will 
be in- the ~ture, and his scale of prefe~nces, reflecting his 
tempe.rament and his circumstances. 

Whether we include under "say'ing" investments in personal 
capital, pur~hases of durable ~sumer~' goods, and hold!ngs of 
m~ney, is merely a question of definition. Every form of pro
vision for the future which we have mentioned involves "waiting." 
The person who make~ it refrai.!ls from present consumFtion in 
order that he or his h~irs may be able to consume more at a 
later date. But of c011.!Se only money which is actually lent at 
long term for!DS part of the supply ofIong-term loans. We may, 
however, regard those who purchase ordinary snares or other 
assets with a variable yield as lending the money to themselves, 
or to their businesses, and receiving profits. 

Suppose that in year I a man has an income of £1000, after 
paying direct ~axes, and -decides to spend £790 and to save £..loo 
by buying gilt-edged securities. Suppose that, after allowing for 
brokers' fees and other costs of investing, these yield him £12 a 
year, the current rate ofinterest being 4 per cent. The marginal 
utility to him of £700 of consumption in year I is equal to the 
marginal utility to him of the securities, which represent an 
extra income of £12 a year as long as he keeps them and the 
possibility of selling them and spending the receipts upon con
sumption goods at any time in the future. Given his scale of 
preferences he would probably have spent either more or less 
than £300 upon securities if either the total value of the assets 

JHB.293) 
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which he already possessed, or his income, or the rate of interest, 
had been different. As things are, and supposing that he does 
not anticipate a change in the market value of his securities, he 
considers that it is just worth while to forgo £300 of consumption 
in year I in order to have £312 of consumption in year II, or 
£324'48 of consumption in year III, and so on, or any combina
tion of these various possibilities. The more a person decides to 
spend out of his income on current consumption, the less is the 
marginal utility to him of further expenditure relatively to further 
saving, implying consumption in the future. Each person tries 
to equate the marginal utility of present consumption and of 
saving-that is, of future consumption-at the ruling rate of 
interest. Of course he may equally be said to equate the marginal 
utilities of lending and hoarding, or of lending and buying 
durable consumers' goods for his own use, at the ruling rate of 
interest. The fact is that he distributes his income as he thinks 
best among different "uses." One of those Uses is the purchase 
of securities or other assets which yield him a money income in 
the future, and the money income which he expects to get depends 
on the current rate of interest. 

We can lay down no ~J?sol:ute rules as to how the ams>unt 
which an individual_s~,:es will v~ry with his inc~me or with the 
rate of interest. Different people have different temperaments. 
Some are naturally very pa~onious and may choose to go 
short even of "necessaries for efficiency" in order to save more, 
while others are of a spendthrift dis.Eosition and will save little 
or n<?thing even if their incomes are large. Moreover, most 
people are guided, as we have already seen, by their expectations 
of how their income will change relatively to their needs in the 
future. If a person expects his income to increase in the future, 
he will tend to save less than otherwise. If he knows that his . 
income will cease when he reaches a certain age and is compelled 
to retire, he will try to make some provision for his old age. A 
man who expects to have children will be likely to save more 
for that reason, since their maintenance and education will tend 
to increase his expenditure in the future. 

Nevertheless, experience suggests that as a.rule a person will 
save a larger amount, and probably a larger proportion, out of 
a bigger income. For he need spend only a certain minimum sum 
on his own consumption in order to keep aliye.and a somewhat 
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higher minimum in order to keep efficient. Hence a rich man 
has, so to speak, a bigger margin available for saving than a poor 
man, and in fact a country like the United States saves much 
more per head than a country like India, most of whose inhabi
tants are very poor. It is probable that a country would save 
less if its total income were distributed fairly evenly among its 
inhabitants than if the same total income were distributed un. 
evenly. But the matter is complicated in Great Britain and some 
other countries by the high death duties levied on large fortunes 
when their owners die. It has been estimated that rich people in 
Great Britain, taken as a whole, do not add enough to their 
fortunes during their lifetimes to cover death duties. But it would 
be rather misleading to say that, on balance, rich people consume 
capital, for out of its revenue, including its revenue from death 
duties, the State provides for the future in various ways. 

Experience also suggests that as a rule more will be saved at 
a hig~er rate of ipterest. Doubtless the~ are some persOlis who 
are so rich; and others in whom the habit of saving has become 
so ingrained, that their saving is almost "automatic"; they 
would save about the same amount even if the rate Oflnterest were 
considerably higher or considerably lower (provided, of course, 
that a change in the rate of interest did not increase or diminish 
their incomes and thereby their ability to save). Some people 
save in order to acquire sufficient capital to provide them with a 
money income on which they can live when they retir" or which 
they wish to give to their children or to use for some other 
purpose. If ~ey. are aiming at a money income of a given 
amount per year, they will save less if the rate of interest is 
higher: for example, if the rate of interest were twice as high, 
they would need only half as much in order to get a given income 
from the interest upon their savings. It is probable, however, 
that most people would save more at a higher rate of interest and 
less at a lower rate. A man who is prepared to forgo a certain 
amount of present consumption in order to obtain, say, 3 per 
cent would probably be prepared to forgo rather more in order 
to obtain, say, 6 per cent. We are fairly safe in assuming that 
in most countries the supply schedule of individual savings, if 
depicted as a curve with rates of interest measured up the vertical 
axis, would slope upward to the right, although probably it 
would slope rather steeply. 
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A very low rate of int~rest might induce some elderly people 
to consume their call1tal by selling income-yielding assets in 
order to purchase annuities. For example, a man of 50 with an 
income from property could treble that income for the rest of 
his life (and die leaving nothing) by selling his property and 
purchasing an annuity with the proceeds if the rate of interest 
were only 2 per cent. The lower the rate of interest, and the 
older the person, the greater would be the proportionate increase 
in his (consumed) income from doing this. Many people, how
ever, refrain from this course because they wish to provide for 
their children or other heirs. In so far as more annuities would 
be purchased at a lower rate of interest, the amount of new 
savings available would be reduced by the amount absorbed in 
purchasing the assets sold by people about to buy annuities and 
this would be a restraining influence upon a downward movement 
of interest rates. 

In modern capitalist countries a considerable amount
probably more than half-of the total saving is performed by 
joint-stock companies, which from time to time use part of their 
profits to increase their assets instead of distributing the whole 
amount in dividends to their shareholders. Presumably, however, 
most of the shareholders do not object to such action; if a 
majority did object, they could prevent it, and any shareholder 
who does not like the policy of his company can sell his shares. 
Hence the saving performed by companies reflects, on the whole, 
the desires of the individual shareholders. In the same way it 
may be claimed that most taxpayers are in general agreement 
with the saving performed by a Government in spending part of 
its revenue upon durable assets such as roads and buildings and 
upon such purposes as education and research. 

We have taken saving to mean net saving, over and above 
what is required to maintain existing capital intact. But of 
course everybody who owns marketable assets IS free to sell some 
of them and consume the proceeds. A company need not set 
aside from its gross earnings enough money to replace all its 
assets when they wear out or become obsolete. A Government 
can borrow more than it spends on capital purposes. In short, 
people must constantly choose not only whether they will save 
more or less but also whether, and if so to what extent, they will 
consume their capital. The total amount which, instead of 
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being consumed, is spent in maintaining and increasing the total 
stock of capital may be termed "gross saving." 

6. THE SUPPLY OF LOANS: BANK CREDIT 
The banking system controls a large volume of money. In 

Great Britain the eleven main banks control about £2300 

million of deposits, plus their own capital and reserve funds of 
about £135 million. Some of this, usually about 10 per cent of 
their deposits, they hold in the form of cash. The rest they lend, 
either by buying Treasury and other bills and long-dated secur
ities or by granting loans and overdrafts to their customers. We 
shall discuss banking more fully later. But we must point out at 
once that, within limits, the banking system can increase or 
diminish the amount of bank credit-that is, the volume of bank 
loans. Suppose that the banks lend an additional £10 million. 
The borrowers, let us say, draw cheques to this value and use them 
to pay for raw materials and machinery. If the firms supplying 
the materials and machinery pay in those cheques, and do not 
withdraw cash from their banks, their deposits will have increased 
by £10 million. In this way bank loans can "create" additional 
deposits. 

The banks can always buy securities, but they can increase 
their loans and overdrafts only if borrowers are willing to borrow 
more. They will be willing to borrow more if the banks charge 
them a lower rate of interest than formerly or, what amounts to 
much the same thing, relax their requirements as to the "col
lateral" which they demand as security. They will be willing 
to borrow more, at the old rate of interest, if the prospects of 
making profit have improved. In fact an expansion of bank loans 
usually takes place during a period of trade revival or boom. 

The new money provided by the banking system, when it 
expands credit, competes with existing money and tends to raise 
prices. Here, however, we must be cautious. If technical pro
gress is advancing rapidly, prices will be tending to fall and they 
may in fact fall, or remain fairly stable, despite the expansion of 
credit, which only prevents them from falling as much as they 
would have done in its absence. But a continued progressive 
increase in bank credit will sooner or later outweigh the influence 
of technical progress. Further, it is important to note that tM 
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expansion oj credlt may result in the employment oj men and resources 
prevIously Idle and hence prices may rise only slightly until the 
unemployed factors worth using have been absorbed into 
employment. But beyond that point further expansion will raise 
prices. In short, a considerable and sustained expansion of bank 
credit will usually raise prices sooner or later. In what follows 
we shall assume that it does so. 

The prices which rise first will be those of the goods on which 
the new money is spent. If the borrowers are entrepreneurs who 
want to expand their output, they will buy mainly producers' 
goods. Their orders will raise the prices of such goods and will 
lead to greater activity in the industries producing them. These 
industries will payout more as wages and dividends. This extra 
money will be spent largely on consumers' goods, so that their 
prices also will rise. People with incomes more or less fixed in 
terms of money will find that they can buy less than before: 
they will be constrained to curtail their consumption. This 
curtailment of consumption, forced upon consumers with fixed 
incomes by the expansion of bank credit, is sometimes called 
"forced saving." 

Thus the output of producers' goods expands and the output 
of consumers' goods contracts. The structure of production 
becomes more capitalistic. And this is not because individuals 
or firms or Governments have decided to save more. It is 
because the banking system has expanded credit. 

Although both forced saving and voluntary saving lead to a 
relati~~traction of consu~ers' .E0ods industries and a relative 
exp~nsion of producers' goods industries, some men and resources 
moving from the one to the other, their effects may not be the 
same. An increase in voluntary saving means that more is spent 
on producers' goods-provided that the savings are borrow~ 
by entrepreneurs to expand their output-and that, at the same 
time, less is spent on consumers' goods, for a decision to save 
more is a decision to spend less. Hence the prices of producers' 
goods will tend to rise relatively to those of consumers' goods, 
but there is no reason for a general rise in prices. Forced saving, 
on the other hand, is brought about by the creation of new money 
and therefore, given our assumptions, there will be a general rise of 
prices. The most important difference, however, is that bank 
credit cannot expand without limit. If a country is on the gold 
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standard, the rise in prices will cause it to lose gold and the 
monetary authorities will take action to curtail bank credit in 
order to bring them down again. In any event, the increase in 
bank deposits will lower the banks' proportion of cash to deposits. 
If more cash is held by the public, as is likely, this proportion 
will be lowered considerably. The banks will therefore check 
their expansion of credit before their proportion of cash becomes 
dangerously low. If they are supplied with more cash, they can 
continue, but the public will be reructant to hold money or claims 
to money and in the last resort, as in Germany in 1923. will try 
to avoid using the currency. But unless the expansion of bank 
credit continues at an increasing rate (for replacement prices 
are rising) the sellers of producers' goods will receive fewer 
orders than they expected, wages will f.S1d to catch up with the 
rise in the cost of living, entrepreneurs who expected to make 
profits will in fact make losses, and the boom will collapse. 
Voluntary saving, on the other hand, can continue indefinitely, 
and, since prices are not rising, it need not grow at an increasing 
rate. Of course, if people suddenly decide to save less, the 
expectations of entrepreneurs making producers' goods will be 
disappointed whereas those making consumers' goods will do 
better than they had anticipated. But there is no a priori prob
ability that a decision to save more will be reversed in the near 
future: whereas "forced saving" cannot continue to increase 
indefinitely. 

These observations have taken us into the field of banking 
and the trade cycle. We shall supplement them later. At the 
moment our point is that the supply of loans may be increased 
either by an expansion of bank credit or by increased voluntary 
saving. 

7. THE CAUSES OF MOVEMENTS IN INTEREST 
- RATES 

If there were only one rate of interest, that rate would be the 
"price" which equated the amount of free capital offered by 
lenders with the amount demanded by borrowers. We could 
conceive of a demand schedule for capital, to be used in industry 
and trade, similar to the demand schedule for a commodity. We 
could combine this with the demand schedule of consumption 
borrowers. In the absence of any expansion or "Contraction of 
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bank credit, the supply schedule would represent the volume of 
savings at any given rate of interest. The figures in the following 
illustration are quite hypothetical. If the factors affecting the 
demand for loans and the supply of loans were to remain as 
shown for some time, the rate of interest would settle down at 
4 per cent. We could say either that this rate equated the supply 
(of £665 million a year) with the total demand (£600 million a 
year for industry and trade and £65 million a year for consump
tion borrowers) or that £65 million of the available capital would 
be consumed by borrowers who would spend it on consumption 
goods, leaving £600 million, which would be equal to the amount 
demanded by industry and trade. 

Annual Demand by 
Annual Rate Annual 

of Interest Industry I Consumpuon Supply 
and Trade Borrowers 

% £ (MIllion) £ (Mlllton) £ (Mllhon) 
5 300 50 800 
4i 400 60 720 
4- 600 65 665 
31 650 70 600 
3 800 75 550 

The expected rate of profit would clearly govern the rate of 
interest. For consumption borrowers would have to pay a rate 
of interest equivalent to the rate earned by capital in industry 
and trade. The £65 million which they would borrow at 4 per 
cent would have earned less than 3t per cent if used in industry 
and trade, but if a little of it would have been diverted to pro
ductive uses, it would have earned 4 per cent, and this therefore 
is the rate which they would have to pay. 

It will be remembered that those savers who buy tangible 
assets or ordinary shares can be considered as .. demanding" 
their own savings. The rate of interest ruling on the loan market 
would be governed by the expected rate of profit, which depends 
on the demand for and supply of savings to be used in industry 
and trade. Part of this demand is met directly by the savers 
themselves without the money changing hands as a loan at fixed 
interest. 

If a saver buys existing securities, the question arises of what 
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the seller does with the money. If he spends it on his own con
sumption, he is consuming his capital and his action cancels aut, 
so to speak, an equivalent amount of new saving. If he uses it 
to subscribe to a new loan, the effect is virtually the same as if the 
original saver had done this. Similarly, the fact that many people 
invest largely through the medium of savings banks, life insurance 
offices, and building societies does not substantially affect the 
argument. 

Nevertheless, the picture which we have just presented, 
although not fundamentally misleading, is not accurate, for, as 
we have seen, there are many different rates of interest. And 
these rates may change, relatively to one another, without any 
change in the total supply of savings or in the total demand for 
them. For example, the introduction of a more steeply progres
sive income tax would mean that risky borrowers would have to 
offer a higher premium than before above the rate offered by 
safe borrowers, and a change in the ownership or control of 
investible funds might lead to a raising or a lowering of the risk 
premium according to the increase or decrease of conservatism 
among investors. 

A general rise in interest rates, however, must be due to a 
decreased supply of savings (or bank credit) or to an increased 
demand for them or to a combination of the two. It may be 
helpful to name some possible causes. Bad weather conditions, 
leading to bad harvests, or a general reduction in hours of work, 
or anything else which diminished output, would thereby reduce 
ability to save and therefore, probably, the volume of saving. A 
rise in the rate of income tax, by reducing the net return to 
investors, and at the same time reducing ability to save, would 
tend to do the same. A general feeling that life and property 
were less secure--owing, for examp1e, to the growing threat of 
revolution-would probably make people less willing to save. 
It is said that there was a considerable check to building in 
Western Europe in the years just before A.D. 1000 owing to a 
belief that the world would end at that date. 

The demand for free capital might increase in many ways. 
An earthquake or a war which destroyed property would thereby 
raise the marginal productivity of capital, since there would then 
be fewer capital goods than before relatively to (non-augment
able) natural res0'Vces and labour. An increase of population 
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--owing, say, to an influx of immigrants with few assets-would 
have a similar effect. A fall in wage-rates also would raise the 
expected rate of profit. Again, new inventions which opened up 
profitable fields for the employment of capital would increase 
the demand for it. So would a general expectation by entre
preneurs of a trade revival. Or the Government might borrow 
large sums for war or other consumption purposes. 

Changes in the opposite direction, such as increased output, 
or greater security, or a reduction of population, or a rise in 
wage-rates, or inventions which enabled less capital to perform 
the same work (for example, less cumbrous or more efficient 
machines), or the adoption of a device (such as the three-shift 
system) which enabled existing capital goods to be more fully 
utilized, or the expectation of a trade recession, would of course 
tend to lower the rate of interest. 

8. THE EFFECTS OF MOVEMENTS IN INTEREST RATES 
One effect of a rise in interest rates is often to reduce the 

prices of raw materials and semi-finished goods. For the cost of 
holding stocks is raised, so that speculators and middlemen tend 
to reduce the size of their stocks, and this brings about a con
siderable fall in the demand for such goods. 

Another effect is often to reduce the amount of new building. 
For if house-rents remain the same, their capitalized value
that is, the value of existing house property-tends to fall below 
the costs of new bwlding. For the same reason, after a time the 
demand for industrial buildings and plant will tend to fall off 
unless the expected rate of profit is rising. 

A rise in interest rates compels borrowers to contract their 
demands for free capital, restricting the total demand to the 
available supply. But if interest rates fall, borrowers cannot be 
compelled to borrow more. During a depression they may feel 
that the prospects of profit are so poor that it is not worth while 
to borrow appreciably more despite the lower rates of interest. 
Hence a reduction of rates--due, for e!t3.mple, to an expansion 
of bank credit-may for a time have little effect apart from 
raising the prices of gilt-edged securities owing to the increased 
demand from the banks. When it does take effect, it may do so 
largely by stimulating the construction of houses, for the costs of 
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new building will probably be lower than the values of the rentals 
obtainable, capitalized at the new and lower rate of intere&t. 
It is no accident that in Great Britain the last two periods of 
prolonged depression have each ended with a housing boom
that of 1894-8 and that of 1933-7. 

If a fall in interest rates-due, let us say, to increased voluntary 
saving-found entrepreneurs in a more optimistic mood, they 
would borrow more than before. Schemes would be undertaken 
which were not profitable at the previous rates of interest. The 
demand for consumption goods would fall off, because people 
were saving a bigger proportion, and therefore spending a 
smaller proportion, of their incomes. But the demand for pro
ducers' goods would increase, since borrowers (or investors) 
would want mainly such things as buildings and machinery and 
materials. Mobile factors of production, and especially labour, 
would be diverted from consumers' goods industries towards 
producers' goods industries. The increased supply of capital 
would tend to raise the marginal productivity of other factors; 
wages and land-rents would tend to go up. Later, when the 
increased supply of capital goods bore fruit in the form of an 
increased output of consumers' goods, consumers as a whole 
would benefit; in the absence of monetary changes, this benefit 
would reach them in the form oflower prices for the goods which 
they bought and consumed. 



CHAPTER XVIII 

RENT 

I. RENT IN THE ORDINARY SENSE 

IN ordinary speech the rent of anything is a periodical payment 
made for the use of it. Thus the owner of a piece of land may 
lease it for a term of years to a tenant who contracts to pay him 
a fixed sum of money each year for the use of it. This fixed sum 
is known as the rent of the land. 

The owner of any durable good may hire it out to somebody, 
in return for an agreed periodical payment, instead of using it 
himself. Thus rent may be paid for the use of a house or a 
machine or a refrigerator, to give only three examples, as well 
as for the use of land. The agreement may stipulate that the 
rent shall be calculated in terms of wheat or some other com
modity, but as a rule rents are fixed in terms of money. 

During the period of the agreement the owner is in a similar 
position to a person receiving a fixed income as interest. Con
.sider, for example, a landlord who has leased his land to a 
tenant at a fixed annual rent. He and the tenant have made an 
agreement and both must abide by it. As time goes on, con
ditions may change. The net money yield of the land may 
become higher than was expected when the lease was signed. 
The landlord could now get a higher rent if he were free to make 
a fresh bargain. But he is not free to do this: he is bound by the 
terms ofthe lease. Conversely, if the net money yield of the land 
becomes lower than was expected, the tenant must nevertheless 
continue to pay the rent agreed upon. When the lease is up, 
the landlord can of course make a new agreement, either with 
the same tenant or with a new one. If the net money yield of the 
land is expected to be higher than when the old lease was signed, 
he can obtain a correspond!!tgly higher rent; if it is expected 
to be lower, he must accept correspondingly less in order to get 
a tenant. 

Clearly, changes in !he net money yield ofland and, in general, 
in the market value of the services rendered, per unit of time, 
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by a durable good will make rents fixed by agreement in the 
past either higher or lower than the rents obtainable at the 
moment for the use of similar goods. This raises certain problems, 
such as those connected with the burden of fixed charges during 
a depression, which we need not consider here. At any moment 
the annual rent obtainable for a durable good will tend to equal 
the expected net annual value of its services. 

If similar goods can be readily produced, the rent obtainable 
will also tend to equal the current rate of interest upon their 
present cost of production. If it were greater, free capital would 
enter that field, in order to earn more than the prevailing rate of 
profit, and the increased supply of such goods would reduce the 
value of their services. Conversely, if it were less, free capital 
would avoid that field, goods of that type which wore out would 
not be replaced, and in time the value of the services of such 
goods would be raised until it again became worth while to 
produce them. 

The term rent is sometimes used by economists to denote the 
earnings of more or less specific means of production whose 
supply cannot be increased or diminished. Rent in this sense is 
a kind of surplus. Before considering whether all land, or some 
land, or any other durable good, does in fact yield rent in this 
sense, we shall illustrate this special meaning by a hypotheti~al 
example. 

2. RENT AS A SURPLUS 
Suppose that a given area of land can produce only wheat 

and nothing else, and that no other land can produce wheat. 
Suppose further that this wheat-land is homogeneous, any acre 
being a perfect substitute for any other. These assumptions, of 
course, are most unrealistic. We make them in order to illustrate 
the special meaning of "rent" as a kind of surplus. 

If this land produces wheat without the co-operation of any 
other factor of production, each acre will produce a given 
quantity of wheat per year, and its annual earnings will be simply 
the value of that quantity of wheat. Thus, given the amount of 
wheat-land, and the amount of wheat produced by it each year, 
its earnings or "rent" will depend upon the demand for wheat. 
Since the wheat-land is homogeneous, all of it will be employed 
(unless it is all owned by a monopolist or unless the owners 
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combine to act monopolistically) so that the amount of wheat 
forthcoming each year is fixed. 

Now suppose that the amount of wheat produced in any year 
varies with the climate. Favourable climatic conditions result 
in a bigger crop. Whether the owners of the wheat-land gain or 
lose by a bigger crop depends upon the elasticity of the demand 
for wheat. They may gain or they may lose. Consumers of 
wheat of course gain by a bigger crop, and even if the producers 
lose, it is reasonable to suppose that the gain to consumers 
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outweighs the loss of producers, since the total supply of goods is 
increased. 

In fact, however, land alone can produce very little. It needs 
the co-operation of other factors. Let us simplify by supposing 
that it needs only the co-operation of homogeneous labour. If 
this labour is employed mainly in other industries, the wage 
which owners of wheat-land must pay in order to hire it is fixed. 
The wage which they must pay will equal the marginal pro
ductivity of that labour in other industries. 

How much of this labour will be employed per acre-or per 
100 acres-of wheat-land? The more labour there is employed 
(up to a certain limit) the greater will be the total output of 
wheat. But after a point, as more labour is employed on a fixed 
amount of land, the marginal product of that labour will fall.1 
Thus an owner of wheat-land, regarding both the price of wheat 
and the wages of labour as fixed for him by the market, will 

1 See Fig. 17. 
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employ whatever amount of labour maximizes his own income 
or "rent" from his land. This amount of labour will be the 
amount which makes the fixed wage per man equal to the value 
of the marginal product of the labour. 

In fact, as more men are employed upon the wheat-land, 
wages per man will tend to rise owing to the increased demand 
for labour from the wheat industry. And the prices of wheat per 
bushel will tend to fall, owing to the increased output of wheat. 
But we can suppose that this has happened in the past, and that 
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product 
labour 

for some years both the price of wheat and the wages of labour 
b.ave been fairly steady. Thus to any single owner of wheat-land 
the price of wheat and the wages of labour appear to be fixed 
for him by the market. If the demand for wheat increases, its 
price will rise and all owners of wheat-land will employ more 
labour and increase their output. Conversely if the demand for 
wheat falls. If the wages of labour fall, owners of wheat-land 
will employ more labour, and conversely if they rise. In this 
way the preferences of consumers make themselves felt through 
the price-system. 

Thus rent in the economic sense can be defined as a surplus 
lccruing to a specific factor the supply of which is fixed. If the 
.upply of wheat-land were not fixed, some of it would be devoted 
.0 other uses when the price of wheat fell and to uses requiring 
.ess labour when wages rose, and other land would be put under 
Nheat when the price of wheat rose. 
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If the fixed supply of wheat-land is not homogeneous, it is 
easy to understand why better land will earn more per acre than 
worse land. It will earn more because it can produce more. 
In Fig. 18, the more fertile acre employs OM men and the 
shaded area represents its rent; the less fertile acre employs 
ON men and the cross-shaded area represents its rent. 

And it is easy to understand why some wheat-land may be 
left unused. It will be left unused if the value of the wheat it 
produces is less than the price which has to be paid to the co
y 
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operating factor of labour. Thus, in Fig. 19, the owner of the 
land would receive less from the sale of its produce than he had 
to pay in wages, however few or many men he employed. 

3. LAND AND RENT 

The significance of rent, in the special sense which we have 
just illustrated, springs from the fact that the supply of a factor 
which yields rent cannot adapt itself to changes in demand. 
The supply of such a factor will not diminish, however low its 
earnings may fall. It has no supply price. If the whole of its 
earnings, or rent, were taken away, for example by taxation, the 
number of units in existence would remain the same. And its 
supply cannot be increased. A rise in the demand for it will 
increase its earnings without bringing any additional units into 
existence, and thereby reducing towards their former level the 
earnings of existing units. Its earnings are a surplus, or rent, 
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and changes in them do not lead to changes in the supply of the 
factor. 

We must now turn to the real world and consider questions 
of fact. In what sense, if at all, does land yield rent? And do 
any other factors yield rent? 

The "supply" of land, in this connection, may mean either 
(a) the supply of land for a particular purpose, such as growing 
wheat or serving as sites for buildings, or (b) the total area of 
land in the world as a whole, or (c) the total area of land in a 
given country or district. The supply of land for a particular 
purpose can fairly readily adapt itself to changes in demand. 
The total land area of the world is more or less fixed, but so is 
the total number of workers, and neither fact is very significant 
from our present standpoint. The total area of land in a given 
district is fixed, and, in so far as land in other districts cannot 
serve as a good substitute, this may be of considerable significance. 

(a) We have already pointed out, when discussing the mobility 
of factors of production, that much land can be used in anyone 
of several ways. An increased demand for, let us say, wheat, 
and therefore for wheat-land, can and will be met by turning 
some land previously used for other purposes into wheat-land. 
And conversely, if the demand for wheat falls, some land pre
viously under wheat will be put to other uses. The supply of 
wheat-land is flexible and does adapt itself to changes in demand; 
and this is true of the supply of land for almost any particular 
purpose. Hence wheat-land, or pasture-land, or building-land, 
as such, does not yield "rent" in the special sense which we have 
been discussing. 

(b) The total land surface of the world, however, is more or 
less fixed. This means that a permanent increase in the demand 
for land in general, due for example to the growth of population, 
would result in a permanent rise in the incomes of landowners, 
and a permanent decrease would result in a permanent fall in 
their incomes. 

It is true that land can be reclaimed from the sea. Holland 
has reclaimed many square miles, and Capetown is about to 
increase its area by some 50 per cent in this way. But it is very 
unlikely that the land area of the world will be increased by any 
considerable percentage. The costs of reclaiming land are so 
high, even in those districts where it can be done most cheaply, 
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that a vety large rise in land-rents could taka place without 
leading to much new rr'Clamation. 

It is also true that the productivity ofland can be increased: 
for example, by the use of ferulizer. Free capital will be invested 
in this way, in response to an increased demand for the products 
of land, until the return on such free capital, at the margin, is 
no higher than the rate of profit elsewhere. But" improvements" 
to land are not a perfect substitute for land itself. Mter a point 
the increased application of fertilizers, or anything else, to a 
given area of land, yields diminishing returns. If an increased 
demand for agricultural products makes it profitable to invest 
more free capital in improving existing land, that very fact 
indicates that the rent or surplus accruing to the owners of land 
has increased. In terms of our diagrams, the increased pricea 
of agricultural products have raised the curve showing the 
marginal productivity, in terms of value, of co-operating factors. 
The curve showing their physical marginal productivity remains 
the same, but a rise of, say, 20 per cent in the prices of the products 
raises the value of any given marginal product by 20 per cent. 
This increases the surplus accruing to the landowner and makes 
it worth his while to employ more co-operating factors, thus 
increasing his surplus still further. 

The supply of land as a whole, then, is more or less fixed and 
does not respond to changes in the demand for land as a whole. 
Much the same is true oflabour. The total number of workers 
available is more or less fixed. It is not in the least certain that a 
general rise in wages WIll increase the number of births and 
thereby, eventually, the total number of workers. Nor is it at all 
certain that a general fall in wages will diminish the number of 
births, although if the fall is sufficiently great it will doubtless 
eventually reduce numbers by sheer starvation. Neither acres 
nor workerS are homogeneous, so that a general increase in the 
demand for labour, or for land, may bring into use workers, or 
acres, not worth employing before. Free capital can be invested 
in increasing the productivity of either labour or land and in 
converting one type into another; one can train an unskilled 
worker to become, say, a plumber and one can convert some 
pasture-land into, say, market gardens. The supply of either 
land or labour for any particular use can usually be increased or 
diminished. 
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Probably most changes in economic conditions increase the 
demand for some uses ofland and diminish the demand for others. 
The fact that the total area of land is fixed (whilst always a 
limiting influence upon output) becomes significant, from our 
present standpoint, only when there is a permanent change in 
the demand for land as a whole. And the same is true, within 
limits,oflabour. Ifwe say that the income accruing to land as a 
whole is of the nature of rent, we must say the same of labour as 
a whole. 

(,) Nevertheless, the geographical location of any particular 
acre is fixed, and this may be important. Suppose that all the 
land in a particular district is wheat-land. An increased demand 
for wheat will mean that land elsewhere is put under wheat. 
The landowners in that particular district may not get an appre
ciably larger income than before, because wheat can be grown 
elsewhere and sold in competition with their wheat. 

But it may be that the demand for land in a particular area 
increases, and that land in anether area will not be able to meet 
this demand. A leading example is the demand for sites in a 
given district. Thus the growth of London has raised land values 
in and around London. The fact that the demand for sites in 
South Wales has diminished has not prevented (although it may 
have somewhat checked) the rise in land values in London. Some 
people and firms may buy land in South Wales instead of in 
Greater London if the price difference is large enough. But land 
in South Wales is, for most purposes, a very imperfect substitute 
for land near London, and sites cannot be transferred from South 
Wales to London. The supply of sites in London is limited. An 
increased demand for them raises their value and therefore raises 
rents even if at the same time land values and land-rents are 
falling in other districts. It is true that people who want to live 
in London can live some distance out and spend time and money 
in travelling to and fro. But they will do this only ifsite-rents in 
London rise so much that they think it worth while to incur 
these costs. 

Another important example arises from the fact that a national 
government may restrict the import of agricultural products. 
This raises the prices of agricultural products within that country 
and thereby tends to raise the price, and rent, ofland as a whole 
within that country. Land elsewhere is not permitted to compete 
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freely, for obstacles are placed in the way of its products when 
they try to enter. 

The English classical economists laid considerable stress upon 
rent. That is the main reason why we have devoted a chapter 
to this subject. For, after all, we are only repeating from a 
somewhat different standpoint what we have already discussed 
in connection with the mobility of factors and the significance of 
specificity. We may hazard the opinion that the English classical 
economists were impressed by two facts. Landlords formed a 
distinct and important social class and the question whether 
import duties upon corn should be increased or reduced or 
abolished was a very live issue at the time when they wrote. 

• We have still to consider whether there are factors other than 
land which are fixed in supply, in any significant sense, and which 
therefore yield rent. There certainly are such factors. The 
owner of a mineral spring with special and unique properties, or 
of an historic house which people pay to visit, the Siamese twins 
and the Dionne quintuplets, the International Nickel Company 
(which owns nearly all the nickel in the world), all obtain an 
income of the nature of rent. And the concept of rent can be 
extended to include many other incomes, or portions of incomes. 
It can be extended to the incomes of factors which are durable, 
so that it takes a considerable time for their supply to diminish 
if their incomes fall, and which take a fairly long time to produce, 
so that a fise in their incomes increases their supply only after a 
considerable interval. We discuss this concept of quasi-rent in 
the next section. The concept of rent can also be extended to 
cover the surplus received by any given unit of a factor above its 
"transfer earnings." We discuss this in our final section. 

4. QUASI-RENT 

In the long run the e~rninglLo[ durable goods will tend to 
equal the current rate of interest upon their current cost of 
production. If their earnings are greater than this, more of them 
will be produced, and 'this will bring down the prices of their 
products. If their earnings are less than this, they will not be 
rep~.ced as they wear out-any sums set aside towards replace
ment being invested in other ways--and this will raise the prices 
of their products. . 
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But it may take quite a long time for the su'pply of such a 
good to adjust itself completely to a change in the demand for 
its products. Ifso, the earnings of units of such a good are of the 
nature of rent, and have been termed Quasi-rent. 

Let us consider first a fall in the deman<\. for the products of 
a particular kind of good. Let us take, for example, a slEp. The 
decreased demand for cargo-space reduces the earnings of ships 
below the equilibrium level, if we may use this term as a brief 
expression for the current rate of interest on their current cost of 
production. Ifit takes a fairly long time to reduce the number of 
ships sufficiently to raise the earnings of those which remain up 
to the equilibrium level, two conditions must be present. In the 
first place, ships must have a long life, so that those which wear 
out or sink or, in general, go out of existence in any year form 
only a small proportion of the existing stock. The number of 
motor vehicles, for example, would be reduced by a given per
centage sooner than the number of ships because motor vehicles 
have a shorter life. In the second place, ships must be fairly 
specific. A fall in the demand for, say, cinemas might not reduce 
their earnings much if some cinemas could readily be converted 
into garages, and the demand for garages was increasing. A fall 
in the demand for one type of ship might be met by converting 
ships of that type into ships of other types, the demand for which 
had increased. But if the demand for ships in general falls and 
there are no other uses, nearly as profitable, to which ships can 
be turned, at relatively small expense, the owners of ships are 
helpless. Their ships must continue to be used as ships, although 
their earnings may be well below the equilibrium level. 

There is, of course, the alternative of withdrawing the good 
from use-scrapping it, or laying it up, or closing it down. But 
it pays to continue using a durable good if the value ofits product 
exceeds the cost of the co-operating facton-that is, more than 
covers "prime" or "operating" costs. Its owner prefers it to 
earn something, however small, rather than nothing. (We assume 
that its value as scrap is negligible.) Moreover, there are costs 
involved in closing down and subsequently restarting such things 
as blast furnaces and coal-mines. Hence their owners, hoping 
that the demand for their products will revive, may continue to 
work them even if receipts are less than prime costs. 

Nevertheless, it should be noted that there is no hard and fast 
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line between "supplementary" and "prime" costs. The division 
between them depends on the length of the period. Most 
equipment needs to have some of its parts replaced at fairly 
frequent intervals, others at less frequent intervals, and so on. 
This fact may mean that a good is withdrawn from use although 
its earnings exceed those costs which recur every week. A time 
may come when a relatively heavy payment for renewals, 
replacements, or repairs must be made if the good is to continue 
in use, and its owner may decide to scrap it or leave it idle rather 
than make this payment. On the other hand, an owner may be 
led, step by step, to make a series of small payments of this kind, 
each necessary at the time to keep the good in working order, 
although over a period the costs incurred add up to more than 
the gross receipts. This clearly depends on the foresight of owners 
and on whether they expect conditions to improve in the future. 

The owners of durable goods (including land) may have 
borrowed money at fixed interest upon the security of these goods. 
A fall in the demand for their products may make it impossible 
for tbem both to cover their prime costs and to pay their fixed· 
interest charges. If this state of affairs seems likely to continue, 
there will probably be some kind of financial reorganization under 
which the mortgage- or debenture-holders consent to accept less 
than the fixed money income originally agreed upon. 

Let us now consider a rise in the demand for the products of 
a particular kind of good. If the earnings of such goods remain 
for a long time above the equilibrium level, two conditions must 
be present. In the first place, such goods must take a long time 
to produce or a large increase in their annual output must be 
possible only at a considerably increased cost. Otherwise the 
flow of new free capital into that field would soon increase the 
existing stock until earnings fell again to the equilibrium level. 
In the second place, it must not be possible for the owners of 
other goods to increase their earnings by converting them, fairly 
quickly, into goods of this type. A rubber plantation is a good 
example of a good whose supply takes time to increase, for rubber 
trees take five years or more before they begin to yield. 

Ships, to revert to' our former example, take time to build. 
The capacity of existing shipyards is limited and additional 
skilled workers can be obtained, as a rule, only if wages are 
raised. And other goods cannot be turned into ships. 
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As a rule, goods whose supply will not rapidly be diminished 
in response to a fall in demand are also goods whose Ilupply will 
not rapidly be increased in response to a rise in demand; although 
logically we should distinguish between these two classes, in fact 
they often coincide. The earnings of such durable and specific 
goods are of the nature of rent. The term quasi-rent is sometimes 
confined to the earnings of goods--machines, houses, ships, 
rubber plantations, and so on-but logically it applies also to 
the earnings of groups of workers, such as doctors, whose supply 
cannot rapidly be increased or diminished. 

S. TRANSFER ~I~~S 
Much land, many w~kers, and some producers' goods could 

be employed in any of several industries. The amount of money 
~h!~h _any_part!cular _unit could earn in its best-paid alternative 
use is sometimes called_its _tra~e.~ e~~...D.:.. If the demand for 
the products of a given industry decreases, that industry will tend 
to contract. It will contract because the earnings of faCl»rs 
employed in it will tend to fall, inducing some factor-units, 
including some entrepreneurs, to leave it and go elsewhere. The 
units which leave will be those whose transfer earnings are now 
greater than the amount they can expect to earn if they remain 
in the industry. Conversely, an industry expands (relatively, to 
others) by attracting factor-units who can now earn more in that 
industry than elseWhere. 

Suppose, for example, that the industry is wheat-growing. 
Some land now under wheat could earn just a little less by being 
used for some other purpose, such as growing barley. Q.rite a 
small fall in the earnings of wheat-land, or quite a small rise in 
the earnings of, say, barley-land, will induce the owners of this 
land to put it under barley instead of under wheat. Some other 
land now under wheat could earn, say, 90 or 95 per cent as much 
elsewhere. A fall of5 or 10 per cent in the earnings of wheat-land 
might induce the owners of this land to use it for some other 
purpose; and so on. At the other extreme there may be some 
land which is practically useless for anything except growing 
wheat. It would continue to grow wheat even if its earnings fell 
to nearly zero. The whole of its earnings, from the standpoint of 
the wheat-growing industry, are of the nature of rent, for they 
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are not necessary to induce it to remain in the industry. And, 
in general, the excess of what any unit gets over its transfer 
earnings is of the nature of rent. Nevertheless, if an industry 
employs units of a factor with relatively high transfer earnings 
side by side with other units (which, when employed in that 
industry, are just as good as the others) whose transfer earnings 
are very low or zero, these latter suffer no disadvantage from 
being specific and enjoy an income largely of the nature of rent. 
For, in general, one unit will earn the same as an equally efficient 
unit employed in the same industry, and if a given industry 
must pay a certain price per unit in order to attract enough 
units of a given factor away from the alternative employments 
open to some of them, it must pay that price to specific and 
non-specific units alike. 

The concept of transfer earnings is useful for the light that it 
throws on the extent to which the costs of an industry may 
vary with its output. For example, if an industry can expand 
substantially, at least in the short run, only by drawing upon 
particular workers and other factor-units who are getting con
siderably higher earnings where they are at present, the industry 
in question must offer them still more to induce them to move into 
it. This means that any substantial expansion of its output, at 
least in the short run, must be accompanied by considerably 
higher average and marginal costs per unit of product arising 
from the increased prices which must be paid to such factor
units, including similar units which were already in that industry. 



CHAPTER XIX 

THE STATE 

I. INTRODUCTION 
Up to this point the whole of our discussion has tacitly assumed 
the existence of some authority which maintains law and order, 
laying down and enforcing penalties which deter people from 
assault, from robbery, and from breaking their contracts. That 
authority is, in fact, the territorial State. We shall now consider 
explicitly the part played by the State in the economic life of a 
modem capitalist country. 

We are at once faced with a difficulty. The effects of State 
action can be studied scientifically. People may differ as to how 
far they approve or disapprove of certain effects, but what they 
are is a question offact, and the way in which State action affects 
output and prices can be explained, in general terms, by economic 
analysis. The question of what the State ought to do falls into 
quite a different category, for this is a matter of opinion, and 
there is no method of proving that one view is right and another 
wrong. There never has been nor could be a State which prac
tised complete laisser-faire, doing nothing whatever, but some 
people think that the State should do comparatively little and 
others think that-within the framework of capitalism-it should 
do a great deal. We think it desirable, in an elementary book 
such as this, to avoid these controversial matters and to confine 
ourselves to analysis. On the other hand, a bald category of the 
functions performed by a modem State, with no word as to 
why it performs some functions and not others, would not be 
illuminating. Hence our difficulty. 

We shall try to solve it by considering a priori the kinds of 
services which a group of reasonable men would wish to be 
performed for them collectively by the State, leaving open the 
question of whether it is desirable that the State should engage 
in other activities in addition to these. Of course a socialist 
would argue that truly "reasonable" men would disapprove of 
private property in means of production and would wish the 
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State to do nearly everything. But as we are describing capitalism 
we assume that our group, rightly or wrongly, decides on capital
ism as the general social framework. 

2. THE FUNCTIONS OF THE STATE 

Each member of such a group might deem it to his advantage 
to restrict his freedom of action in certain ways, provided that 
other members did the same. Thus each might welcome a 
general rule that all traffic should keep to the left. Perhaps any 
given person would like best of all a situation in which all others 
followed such a rule but he himself was free to do what he pleased. 
But clearly everybody could not enjoy such a favoured position; 
and if no persons had sufficient power to secure such immunity 
for themselves, each might be glad to agree to follow the rule, 
provided that the others also agreed. Thus each might agree to 
obey a number of general rules--not to assault or rob others, 
not to leave his refuse where it caused offence to others, and so 
on. Each might consider that he would gain by binding himself 
to perform certain actions and refrain from others provided that 
all his fellows did the same. 

Agreements, however, may not be kept. Each might agree, 
therefore, to contribute towards the maintenance of official,.... 
such as magistrates, police, and tax-collectors--who would 
enforce the rules, collect the contributions, and penalize offenders 
(including himself, if he were to break the rules). Thus each 
might voluntarily agree to be compelled to do certain things. 

This, of course, is not an account of how States in fact arose. 
It is merely an attempt to show why the citizens of a democratic 
State might approve of its laws, although in a sense the laws 
limit their freedom. Continuing this attempt we can distinguish 
four kinds of services (in addition to "the maintenance of law 
and order") which a group of people might wish to be provided 
collectively by the State. 

First, there arc services which yield what may be termed an 
"indivisible benefit." The benefit from, say, bread, is divisible, 
because anybody can buy as much or as little bread as he wishes, 
and pay accordingly. Hence the provision of bread can be left to 
private enterprise. But this is not the case with, for example, 
ptovision for defence against external attack, or measures to 
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prevent diseases from arising and spreading. An army or a navy 
guards the whole area. It affords the same protection to each 
citizen whether he has contributed much or little or nothing 
towards its tost. It yields an indivisible benefit. An entrepreneut 
could not .. sell" services of this kind; he would have to depend 
on voluntary subscriptions, and some would give little or nothing 
itJ the hope that others would give more. 

Second, there are services which the State can provide to 
better advantage than private enterprise. For example, entre· 
preneurs would be prepared to provide roads, charging tolls, 
but the inconvenience of frequent stoppages to pay tolls could be 
overcome if the State provided .. free" roads paid for by taxation. 

Third, a group of people might well agree to make collective 
~ts, in money or in kind, to poor persons suffering from sickness 
I>r unemployment or old age or other disabilities or (for example, 
by way of education) to children. Most well-ta-do taxpayers, in 
il modem community, do acquiesce in State expenditure of this 
lcind. There is such a thing as "a social conscience. I, But why 
ue contributions made through the State instead of only through 
private charity? I suggest the reason is that an individual would 
be glad to contribute provided that others, similarly situated, 
:ontributed also-but that, if it were left to voluntary subscri~ 
lOns, each might be reluctant to give as much as he does now 
)ecause he would feel that it was not fair for him to do so while 
Mr. X was being more selfish. 

Fourth, a community might want to restrict the power of 
nonopolies. Hence services which tended to become monopolies 
night be operated or closely controlled by the State (including 
ocal authorities). The provision of transport by rail and tram, 
>{ gas, electricity, and water, and of other "publJc utility" 
iervices falls into this category. These tend to become local 
nonopolies because oCthe relatively heavy fixed capital required, 
md because of the duplication of plant, pipes, and so on, which 
IIould take place if several competing firms supplied the same 
Lrea. Moreover, they can often charge discriminating prices-
L higher ton·mile rate {or manufactured goods than for coal, a 
ligher price per unit for electricity if used for lighting than if 
!Sed for heating, and so on. Hence the State tends to control 
'public utilities." Under this headmg falls, too, the powel'
:xercised by all States-o{ compelling owners of land and other 
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property to sell it, at its market price, if it is needed for 80m 

public purpose, such as the construction of roads. 
Apart from the service of the debt, which we shall discw 

later, these four headings cover the great bulk of the expenditw 
of a modern State and, in every case, there is a good reaso 
(which we have tried to indicate) why these particular tasks ar 
performed by the State instead of being left to private enterpri! 
or charity. People may disagree as to whether the State I 

spending too much or too little on, say, the air force, or educatior 
but they nearly all agree that all the services under these fOll 
heads come within the functions of the State. 

It is when the State goes further and runs, for example, coa: 
mines, or subsidizes, say, beet-sugar, that marked differences ( 
opinion arise. But we have not space to consider these contre 
versial questions. 

3. TRANSFERS OF SPENDING POWER 
A modern State takes a large amount of money-in som 

countries, including Great Britain, more than a fifth of th 
national income-away from the taxpayers in taxation. ) 
spends much of this money in buying goods and services t, 
enable it to carryon its various activities--in paying wages an4 
salaries to its civil servants, its armed forces, its teachers, police 
men, and other employees, in buying food and clothing an4 
equipment for its armed forces, in purchasing armament.! 
constructing roads, erecting schools, and so on. It transfers th 
rest of the money, obtaining nothing in exchange for it, to holder 
of Government securities, old-age pensioners, and others: w, 
may term these persons transferees. Clearly this large redistribu 
tion of spending power, which takes place almost continuousl' 
away from taxpayers into the hands of the State or its transferees 
has a considerable effect upon the composition of the total outpu 
and probably tends to raise some prices and to lower others 
It is perhaps unrealistic to compare output and prices as the1 
are with what they would be if there were no State, but it is no 
at all unrealIStic to compare them with what they would be i 
taxation, and State expenditure, were considerably lower, anc 
this is the hypothesis which we shall have in mind. 

Money represents power to demand, and production take: 
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place in response to demand. Hence the output of goods and 
services demanded by the State and by its transferees is greater, 
and that of goods and services demanded by taxpayers is less, 
than it would be if the State did less. Taxpayers have less 
available for spending or saving and therefore buy less of certain 
goods or invest less in certain ways than they otherwise would, 
whilst the State and its transferees spend or invest correspondingly 
more. 

, This r~cJ.!stributjon of demand m~l affect the relative prices 
of different..-goods-" 'The output of some goods will be greater 
owing to the redistribution. A larger demand for a given com
modity, and a consequent expansion in its output, may make 
possible various "economies of scale" which tend, under com
petition, to reduce its price. B~t it is unlikely that, the output of 
most of the goods in greater demand will increase sufficiently 
to lead torsubstantial economies of scale, and even where it does 
the tendency towards a reduction in price may be more than 
offset by opposite tendencies. The general rule is that a greater 

• output will probably be associ~iili a higher price. To obtain 
increased supplies of some mineral "IDayreqwre a more than 
corresponding increase of effort; a rise in wages may be necessary 
to attract more workers into the relevant occupation or industry; 
owners of land may need the stimulus of a higher price to induce 
them to use their land for producing that particular good instead 
of something else. It must be remembered, however, that the 
demand for certain other commodities will be less than it other
wise would be. If the raw materials and land and labour which 
would otherwise have been used for such commodities are suitable 
for the commodity in question and can readily be used for pro
ducing it, an increased demand for it may raise its price only 
slightly. The most we can say in general terms, therefore, is that 
prices of goods more in demand are likely to be higher, and those 
of goods less in demand lower, than otherwise; how much higher 
or lower in any particular case will depend (given the changes in 
demand) upon the conditions of supply, 

It will be noted that the redistribution of demand affects also 
the relative prices of different factors. The prices of those factors 
whlch are more in demand-tend to be higher than otherwise. 
Thus if the Government employs a large body of, say, teachers, 
the earnings of persons capable of teaching will probably be 
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higher than othernise; a rearmament programme will tend to 
raise the wages of various kinds of skilled workers required to 
produce armaments; a policy of agricultural protection will 
tend to raise the value of agricultural land. Conversely, the 
prices of factors less in demand will tend to be lower than 
otherwise. 

The effect on the volume of saving will be the resultant of 
several influences. The incomes of taxpayers are reduced by 
taxation, and this will tend to reduce the amount which they 
save. Against this may be set the greater security provided by 
State expenditure on defence and on the maintenance of law 
and order; this greater security may increase willingness to save. 
Moreover, the Government may spend part of its revenue on 
capital purposes such as the construction of roads and bridges. 
and in providing for the future in other ways, such as educating 
and training children and promoting research. 

4. TAXES AND "DIFFERENTIATION" 
Taxes are all paid by persons and not by things; and a person 

has to pay a given tax whenever he does something which is 
defined by the law imposing that tax. Hence taxes alter the 
objective inducement to do some things rather than others: 
they "differentiate" against certain activities. We can give only 
a few very general examples of this, since a full discussion of the 
effects of almost any tax law would need a great deal of space. 

The limiting case is that of a flat poll-tax. At first sight there 
seems no way in which a citizen, while remaining within the 
law, can escape this form of tax. But there is one way. He can 
emizrate. Hence a poll-tax may cause some persons to emigrate 
who would otherwise have stayed. Moreover, a poll-tax tends 
to make people more willing to take on extra work in order to 
compensate, more or less, for the reduction in their incomes. 
(This is not necessarily so with an income tax, since the income 
from the extra work is also taxed.) 

A tax on one commodity, say, tobacco, differentiates against 
the purchase of tobacco. The price of tobacco is raised. If the 
demand of all consumers for tobacco is absolutely rigid, so that 
the same quantity is bought whatever the price, the effects will 
be practically the same as if each taxpayer had paid "directly" 
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the lutn which he noW pay. "indirectly," through his purchase 
of tobacco. In both cases he will buy the same amount of 
tobacco a.s before and will have to cut down his expenditure in 
other directIons. The difference between a tobaceo tax and an 
income tax will be that relatively beavy smokers may pay more 
and relatively light ones less under the formet than under the 
latter. But the demand for any commodity is most unlikely to 
be rigid. Consumers will buy less tobacco and more of other 
things than if the State had raised the same total sum by an 
income true. There is thus a loss to consumers unbalanced by 
any gain to the State. The loss is seen plainly in the case of those 
people who would have bought some tobacco in the absence of a 
tobacco tax and now buy none. The State gets no revenue from 
them, and they spend their incomes in a less "preferred" way. 
They would rather have had a collection of goods and services, 
including BOme tobacco, than the collection Which they now 
purchase. Similarly with all those who buy less tobacco than they 
would otherwise have done. 

A tax may differentiate between different forms of organiza
tion. Thus a tax on all money purchases and sales would encour· 
age vertical combinations which would not otherwise have 
occurred. By combining, firms engaged in different processes of 
producing the same final commodity would reduce their money 
purchases. Again, if an employer had to pay a tax every time 
he dismissed a worker, this would discourage substitution of 
machinery for labour which would otherwise have occurred, 
besides holding back changes in the location of industry. Another 
interesting example is the South African excess profits duty on 
gold.mines, which is framed to induce mines to work lower--grade 
oro and so prolong their lives. 

Taxes may differentiate between different areas. Thus, 
especially before the Local Government Act, 1929, the relatively 
heavy local rates in certain areaS of Great Britain tended to cause 
new factories and other buildings to be erected elsewhere instead 
of in those areas. 

A "progressive" income taX differentiates against the more 
risky type of investment, since, if such an investment is luccessful, 
the State takes a larger share than it would take on the BJnaller 
but roore certain income from a safer investment, while an income 
which ftuctuates considerably from one year to another pays 
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more than a steady income whose magnitude, over a long perio 
is the same. 

A tax on one form of property, say, land, based on ita valu 
tends to check investment in that form of property sufficient 
to raise the net yield to the level obtainable by investing capit 
in other, untaxed, forms of property. 

s. THE CASE FOR A SINGLE TAX 

Some writers have urged that there -should be only one tax· 
a tax on land values. Their argument is that, since the amou 
ofland is limited, the value ofland, and especially of urban site 
rises greatly as population increases; that this rise in land valu 
is due mainly to the growth of population rather than to al 
efforts made, or capital invested, by the landowners; and tru 
therefore, this increment in land values belongs in justice to tl 
whole community and should be taken in taxation. They clai 
that it would yield enough to provide all the revenue require 

There are three main arguments against this view. In tl 
first place, such a tax would discourage the investment of capit 
in the improvement of land, for it is difficult in practice to s. 
how much of the rise in value of a piece of land is due to tl 
foresight and improvements of the owner and how much 
changes in population and in demand. 

In the second place, it seems very unjust to tax only land. 
millionaire living in hotels and owning no land would pl 
nothing, except indirectly, whilst a farmer might have to pl 
a considerable sum even ifhe were relatively poor. The subsutl 
tion of a land tax for other forms of taxation would injure tho 
who had invested in land and would benefit those who h. 
invested irt industrial securities. 

In the third place, the population of Western countries is r 
longer increasing at the rapid rate which prevailed during tl 
hundred years or so before the war. Indeed, in this country ar 
in several others, the population may soon become near 
stationary and then begin to decline. Hence we are not like 
in the future to have spectacular rises in land values such . 
have taken place from time to time in the past. Indeed, durir 
the depression much land fell heavily in value; and the gener 
trend in the future may even be downwards rather than upward 



THE STATE 

This makes it ridiculous to suppose that the whole, or even a 
substantial part, of the revenue could be provided by a tax on the 
annual rise in land values. For it should be remembered that if 
the State taxes increases in the values of assets it will be practically 
compelled to let taxpayers set off their capital losses against their 
capital gains, thus reducing the amount liable to tax. 

Owing perhaps mainly to this third point, little is heard to-day 
of the proposal for a single tax on land values. 

There is a much stronger theoretical case for a tax on income. 
For income is the best single measure of ability to pay, and if 
income alone were taxed the Government would be able to 
decide exactly how much a man with a given income should 
pay. If it wished, it could exempt altogether incomes below a 
certain level, it could tax incomes from property more heavily 
than incomes from work, it could allow deductions for children, 
and so on. 

As it .is, a few commodities such as tobacco and beer yield
substantial sums in taxation. Thus people who happen to like 
tobacco and beer are penalized relatively to those who do not. 
It can be argued that, just as repairs, renewals, and replacements 
to maintain capital (such as machinery) intact are exempted 
from taxation, so a minimum expenditure on food, clothing, and 
other "necessaries for efficiency" to maintain "human capital" 
intact should be exempted from all taxation; and we find that 
in fact an income tax usually exempts incomes below a certain 
level. But a man getting, say, £2 a week may insist upon buying 
taxed commodities and may, therefore, have too little money left 
to maintain his efficiency as a worker. Indeed, such a man might 
well pay a larger proportion of his income in taxation than the 
proportion paid by a man with several hundred pounds a year; 
even although the former pays nothing in income tax. 

Yet the general intention of most modern governments is 
'that taxation should be "progressive": that is to say, that a 
richer man should pay not merely the same, but a higher, pro
portion of his income than a poorer man. This intention is 
defeated, and the minimum sum needed to keep a worker efficient 
may be encroached upon, ifparticular commodities are subjected 
to taxation. 

If there were only an income tax, this would not happen, and 
a taxpayer, after surrendering whatever sum 'Of money was 

al-(B.293) 
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demanded from him in income tax, would be free to spend wha 
was left as he wished, without being penalized if he chose t< 
buy some particular commodity such as tobacco. 
• Again, death duties seem rather illogical. A Chancellor of the 
Exchequer cannot estimate their yield at all accurately, for he 
does not know which rich men will die during the coming year 
Over, say, fifty years, one estate may not change hands at al 
and so may yield nothing in death duties, while another ma) 
change hands several times. It would seem less arbitrary to leV) 
'a special annual tax on the income from the property, thus iI 
effect incorporating death duties in the income tax. 

The reason for having taxes on certain commodities and deat! 
duties in addition to income tax is mainly the practical one 0 

plucking the goose with the least squealing. It is claimed thai 
people do not realize how much they are paying in taxatioI 
when the tax is wrapped up in the price of a commodity whid 
they buy, and that they would rather pay a larger sum in thiJ 
way than a smaller sum directly in income tax. Moreover, it il 

'said that the cost of collecting income tax from fairly smal 
incomes would be relatively high. In the same way it is urged 
that the heir who succeeds to an estate feels no great sense of lOS! 
at receiving the value of the estate less death duties, while the 
previous owner, being dead, feels nothing; and that an annua' 
tax on the income from the property would be resented more 
strongly. 

There is little force in the contention that an income tax of, 
say, lOS. in the pound is .. impossible." What matters is the total 
amount which a man has to pay in taxation (and the benefil 
which he gets in return). If the income tax were increased and 
other taxes abolished, so that taxpayers had to surrender nc 
more than before to the Government, the "burden" upon them 
would not be increased and could be borne just as well as it Wa! 

borne before, once they had become used to the new system. 

6. THE CAPITALIZATION OF TAXES 

Let us suppose a tax of Id. per £1 value were imposed on all 
land, to be levied each year for ever. Improvements to land 

'would be checked, but that is not the present point. The present 
point is that the burden of this tax would fall upon exirtin& 
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owners ofland. For new buyers can choose between buying. land 
and other forms of property, and therefure a piece ofland which 
sold for £100 before the tax will now sell for less. At "20 years' 
purchase," the capitalized value of the tax is 200od. or £8 6s. 8d, 
The present owner of the land suffers. If he keeps it, he pays 
10od. a year-assuming its assessed value remains unchanged 
-for. ever. If he sells it, he gets only £91 13s. 4d. for it. The 
buyer, who would have given £100 for it before, now gives £100 
less the capitalized value of the tax which he must pay. Thus the 
land may change hands many times but the burden of the tax 
has really been borne long ago by the man who held it when the 
tax was first imposed. 

Suppose one piece of property brings in £1000 and is taxed 
£100, so that the net yield is £900. At 20 years' purchase the 
buyer will pay £18,000 for it. For another, which also brings 
in £1000 but is taxed £200, the buyer will pay only £16,000. 
It is always the net yield which is capitalized in purchase and sale. 

Hence there is much truth, in this connection, in the statement 
that an old tax is no tax. But it must be remembered that the 
check to investment in the taxed form of property continues as 
long as the tax continues. 

It may be noted that, under certain conditions, a bounty may 
be capitalized. Suppose, for example, that a permanent bounty 
is granted on beet-sugar and that only a limited quantity of land 
is suitable for growing sugar-beet. Then the demand for that 
land will increase and its value will rise. Part of the bounty will 
go to the landowners and not to the sugar-growers. If just as 
much sugar-beet would have been grown anyway, the whole of 
the bounty will go to the landowners; the net yield oCthe land 
is increased by the full amount of the bounty and the value of 
the land is raised by the capitalized value of the bounty. 

7. TAXES ON COMMODITIES 
Suppose that a tax is at a flat rate upon each unit produced 

of some particular commodity. Every entrepreneur who pr0-
duces that commodity must pay so much per unit to the Govern~ 
ment. Clearly there will be a tendency for entrepreneurs to 
produce instead other commodities which are not taxed. Many 
entrepreneurs may have so committed themselves-by the 
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purchase of plant not suitable for other purposes-to thai 
particular line that they will lose less by remaining in it than b) 
scrapping their plant and turning to something else. But ne'A 
capital will avoid that field, until after a time the reduction in the 
output of that commodity raises its price sufficiently to make thai 
field as attractive, to entrepreneurs and investors, as any other 
Probably a smaller total output can be produced at a lowel 
price, and sold at a higher price, per unit, so that the price wit 
not rise by the full amount of the tax: the extent to which il 
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must rise before a new equilibrium is achieved will depend 011 

the elasticity of supply and of demand. 
Diagrammatically, before the tax output was OM and price 

OP; in the new equilibrium, after the tax, output is ON and price 
OPI • At a price OPI , ON units are demanded and at a price 
OP1less t (t being the tax per unit) ON units are supplied. It il 
clear that the price does not exceed the old price by the full 
amount of the tax and that it would be lower than OPI if the 
supply were less elastic (SS sloping upwards more steeply) or the 
demand more elastic (DD sloping downwards less steeply). II 
the same amount were demanded whatever the price (the 
demand curve being a vertical straight line), the price would 
rise by the full amount of the tax; if, on the other hand, the same 
amount were supplied whatever the price (the supply curve 
being a vertical straight line), the price would not rise at all. II 
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is also clear, on reflection, that it makes no difference whether 
the seller or the buyer "pays" the tax; in the latter case the 
market price would be OP1 less t, but the buyer would have to 
give t to the Government.1 

If a commodity is produced by a monopolist who tries to 
maximize his profits, a tax of so much per unit will cause him 
to diminish his total output. But if he is taxed a lump sum per 

. year, or a percentage on his profits, his output (and therefore 
the price of his commodity) will remain the same-unless the 
tax is so heavy that he is driven out of business. For whatever 
output maximized his profits, P, before, will now maximize P 
less a given sum, or a given percentage of P. In practice, how
ever, some monopolists charge prices lower than those which 
would maximize their profits, because they fear that otherwise 
the State would intervene or because the monopolist is, for 
example, a local authority. In such cases, a tax on his profits 
might induce the monopolist "to take up some of the slack." 

The analysis of this section must be modified in so far as the 
general redistribution of spending power, brought about by 
taxation and its expenditure, changes the conditions of demand 
for this particular commodity or (by altering the prices off actors 
used in producing it) changes its'conditions of supply. 

8. INCOME TAX AND PRICES 

Most modern States obtain a considerable proportion of their 
revenue from a tax on incomes. Usually incomes below a certain 
level are exempted, and the tax is "progressive": the greater 
the income, the larger the proportion of it taken in taxation. 
The question discussed in this section is whether an increase in 
the rate of tax on incomes tends to raise the prices of commodities. 

A business man might urge that if his income tax were in
creased, he would fix his prices correspondingly higher. But if 
he is able to fix his prices, he is in a monopolistic position and if 
he had previously fixed his prices at whatever level gave him 
the greatest income for himself, he would lose by raising them 
(supposing demand remained the same) even if his income tax 
were increased. Whatever prices previously maximized his income 
will now maximize his income less the increased percentage 

1 Compare Fig. 5. page 64. where a ':,new" supply curve is drawn. 
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taken by the tax. If he is not able to fix his prices, but must 
accept whatever prices rule in the market, the prices of his 
commodities will rise only if the total demand for them increases 
or the total supply of them diminishes. 

We have seen that the redistribution of spending power 
through taxation will tend to raise some prices and to lower 
others. But there is no reason why the general, or average, level 
of prices should rise rather than fall owing to changes in demand. 
We must therefore consider how an increase in income tax may 
affect total output. 

An entrepreneur cannot evade income tax by producing one 
commodity rather than another or by becoming a salaried 
manager. For the tax is levied on a person's income, however 
that income is obtained. In an open community, however, a 
higher income tax may induce some business men and others 
with fairly high incomes to leave the country and settle abroad 
where income tax is lower; and it may cause some capital to be 
invested abroad instead of at home. If so, this will tend to reduce 
production and in this way to raise prices. We may mention, 
in passing, that in Great Britain at present this danger is slight. 
To avoid the British income tax, a person must reside perman-

. enrly abroad, besides investing his capital abroad; and it is 
unhkely that even a considerable rise in income tax would lead 
many people to give up their British domicile. 

The only way to reduce one's income tax_part from emigra
tion or illegal evasion-is to reduce one's income. A higher 
j,ncome tax might lead some people to do less work. For example, 
a business man or a professional man might refuse extra work. if 
he had to hand over one-third instead of one-quarter of the 
proceeds to the Government. On the other hand, some people 
might do more than before in order to bring their net income 
nearer to its previous level. Similarly, some people might save 
le~s, although others (hoping to save enough to yield them a given 
net income when they retire) might try to save more. Probably 
less would be saved, because a higher income tax reduces the 
margin available from which taxpayers can save. On the other 
hand, it must be remembered that the Government may spend 
some of its receipts upon capital purposes, such as roads and 
buildings, and may spend some in increasing the efficiency of 
the population, through pubhc health, education, and similar 
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services. Hence no definite general conclusion can be stated. A 
higher income tax may reduce total output and thereby raise the 
general level of prices, or it may do the opposite. But the naive 
view that it must raise prices is definitely wrong. 

9. PUBLIC DEBT 
The main purpose for which public debt is created is the 

financing of wars. The bulk of the present public debt of most 
European countries came into existence during the Great War. 

There is a widespread belief that the only way to provide the 
bulk of the vast expenditure required to wage war on the modem 
scale is to borrow. It is thought that this enables a large part of 
the cost of the war to be spread over a long period of time in the 
future and thus to be paid by posterity. In so far as this view 
relates to internal borrowing it is, broadly speaking, quite wrong. 

Money is required for what it will buy. To carry on a war a 
Government requires men, armaments, munitions, food, and 
other goods. It requires them, moreover, in the present and not 
at some future time after the war is over. The fact that a Govern
ment borrows from its citizens does nothing whatever to increase 
the men and resources available in the country, at the time, to 
carry on the war and to support the civilian population. The 
Government borrows in order to pay its armed forces, to buy 
war materials, and so on. But it could equally well obtain the 
men and materials by conscripting all labour and property, or 
by meeting the whole cost out of taxation. The men and the 
resources are there, in the country. The only question is by what 
means the Government should get control of whatever proportion 
of them it requires. Imported goods would be paid for, in effect, 
by exporting home-produced goods in exchange. 

Of course, all this does not apply to external borrowing. For 
example, the loans made by the United States to the Allies 
increased the resources available to them at the time. They 
received munitions, cotton, wheat, and other commodities, in 
return for promises to repay, with interest. And this repayment, 
in subsequent years, is a real burden upon the debtor countries, 
which in effect part with goods and receive nothing in return; 
they are paying for the munitions and so on sent by the United 
States during the war. 

Let us, however, consider only internal borrowing for war 
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purposes. Why do practically all Governments meet most 01 
their war expenditure in this way? The answer is probably thaI 
they follow the line of least resistance. Complete confiscation 01 
all labour and property would set the Government the enormow 
task of managing the whole economic activity of the country; 
moreover, it might create great discontent (especially among 
owners of property, who might feel that they were being robbed) 
and lead to internal revolt. In the same way, very high taxation 
might cause discontent and weaken the willingness of the popula. 
tion to help win the war. The raising of internal war loans u 
usually accompanied by inflation and rising prices; people with 
fixed incomes can therefore buy less, but most of them resent 
this much less than they would resent surrendering an equivalent 
amount in taxation. For example, a man with £300 a year would 
probably feel much more annoyed with the Government if it 
took £200 a year from him in income tax, prices remaining the 
same, than if its inflationary borrowing caused prices to treble. 

There is a theoretical argument in favour of some internal 
borrowing, namely, that it enables citizens with few assets but 
with substantial incomes to make a bigger contribution towards 
the cost of the war than would otherwise be possible. This can 
be shown by a simplified example. Suppose that three men, a 
landowner, a capitalist, and a barrister, have each an income of 
£1000 a year. The rate of interest is, say, 5 per cent; the land
owner's land is worth £20,000 and the capitalist's capital also 
is worth £20,000. The Government wants, say, £12,000 from 
these three, and it may seem reasonable, since they have the same 
income, that each should pay £4000. But this is impossible for 
the barrister, who has no tangible assets, and may be inconvenient 
for the landowner, who may not want to sell part of his estate. 
The capitalist, however, has his assets in a liquid form and can 
at once lend the whole £12,000 to the Government at 5 per cent. 
In future years, each of these three, in his role of taxpayer, can 
pay £200, whIch the Government can transfer to the capitalISt 
as his interest. Thus each of the three can make the same contri
bution of £200 a year, and the Government can obtain command 
of £12,000 at once, by means of internal borrowing. Probably 
Governments give some weight to this point when they decide to 
pay for a war mainly by borrowing instead of mainly by taxation. 

Most public debt other than war debt is incurred for public 
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works and developmental purposes which require a large capital 
outlay. Suppose that a Government decides to construct" and 
operate a railway. It may expect the railway to be "repro
ductive"; that is to say, to earn enough profits to cover interest 
charges upon the initial capital outlay and to provide for 
amortisation. The whole capital cost might be met from current 
taxation, in which case the profits of the railway in future years 
would be a source of revenue for the Government, enabling it to 
reduce taxes or to increase public expenditure. But it may seem 
unfair that present taxpayers, some of whom may soon die, 
should be saddled with the whole cost of an asset which will earn 
profits over a long future period. Hence the Government may 
borrow most or all of the capital required. 

It is often urged that a Government should spend money on 
such purposes only if they seem fairly certain to be reproductive .• 
It is quite true that some Governments have in fact spent much \" 
money unwisely. This applies especially to some Central 
European and South American Governments, who borrowed 
money from the United States and other countries between 1925 
and 1929 and spent it partly in quite extravagant projects. 
Nevertheless, there seems a strong case for some capital expendi
ture by Governments which will not yield sufficient revenue, 
directly, to cover interest charges. This can best be shown by 
one or two illustrations. A railway may be built mainly for 
strategical purposes and may be well worth while for defence 
purposes even if it does not fully cover all its costs. Expenditure 
on soil conservation (a project now much discussed in the United 
States) or on a great irrigation scheme may not bring in direct 
money revenue to the Government, but it may do so much to 
maintain or increase the productive resources of the country 
that it is well worth while. It will be "reproductive" in a wide 
sense if it increases the national income of the country as a whole 
by more than its annual cost. Moreover, if it increases the in
comes of the citizens, it thereby raises the yield of any given rate of 
tax, and thus contributes indirectly to the Government's revenue. 

Another danger in insisting that all State enterprises should be 
fully reproductive is that a Government which followed this 
dictum might act against the economic interests of the country 
as a whole. For example, it might build a railway and then find 
that, owing to technical improvements in road transport, the 
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railway did not pay. It might then use its coercive power to restric! 
road transport in order that the railway might have sufficien! 
monopoly to show a profit, so that none of the capital represented 
by the railway would be "lost." But if all capital values are to 
be preserved, all technical progress must be prohibited. 

We have already remarked that a public debt which is held 
externally is a burden on the country as a whole, which in effect 
has to export goods, for which it receives nothing in return, in 
order to meet interest and amortisation charges. But it is clear 
that if the borrowed money was spent in creating revenue-
producing assets which increase the national income of the 
country by more than the annual debt charge--the net result is 
beneficial. When comparing the public debt per head of dlfferent 
countries we should be careful to consider what assets each country 
has created with the borrowed money and to what extent they 
are "reproductive" in the widest sense. 

.... But what of internal "dead-weight" debt, borrowed for war 
purposes, to which no tangible assets correspond? Is this a 
burden? Clearly the Government must provide interest and 
sinking-fund charges each year. But this money, obtained from 
the taxpayers, is merely transferred to the internal creditors of 
the Government. Hence there is no real burden on the country 
as a whole: there is only a periodical redistribution of the national 
income, consisting of a transfer from taxpayers to holders of 
Government securities. 

This is the result of trying "to make posterity pay" for a war. 
Posterity pays posterity; the taxpayers pay and the bond
holders receive. Posterity may, however, suffer indirectly. If 
there had been no war, the productive equipment of the country 
would have increased more, and posterity would have inherited 
more buildings and other real capital. 

There are, however, two further points. Most Governments 
are reluctant to impose taxation beyond a certain limit. Th~ 
existence of a large annual debt charge therefore tends to cause 
less money to be spent by the Government upon social services 
and other purposes than if there were no debt charge. In the 
second place, if the fixed debt charge forms a substantial part of 
Government expenditure fluctuations in the national income are 
more likely to lead to budgetary "crises" and all the troubles 
associated with them. 



CHAPTER XX 

ECONOMIC PROGRESS 

I. THE INDUSTRIAL REVOLUTION AND AFTER 

EVER since the so-called "industrial revolution" took place in 
England in the latter half of the eighteenth century, the general 
trend of economic activity, at any rate in Western and Western
ized countries, has been strongly upward. There has been a 
great increase in populations: for example, that of England and 
Wales grew from about 9 million in 1801 to 16 million in 1841 
and over 40 million to-day. There has been a much bigger 
increase in the volume of production, although this cannot be 
measured at all accurately because new products have constantly 
been discovered and the proportion of total output formed by 
manufactured goods and by services has risen while the propor
tion formed by agricultural products has fallen. On the best 
estimate available, which is inevitably a very rough one, the 
volume of production per head of population in England and 

.. Wales is at present two to three times as great as it was a hundred 
years ago. This has brought about a very considerable rise in 
the general standard of living. This again cannot be measured 
with any accuracy. But contemporary accounts show plainly 
that less than a hundred years ago many English working-class 
families, and especially those of farm labourers, lived in what 
we should regard to-day as great poverty, being at times on the 
verge of starvation. There is no doubt that the present-day 
worker enjoys a standard of food, housing, and clothing, together 
with facilities for travel and instruction and amusement, far 
superior to those of his grandfather or even his father. The 
length of the working week, which can be measured, has certainly 
fallen. Factory and building workers had a working week of 
over sixty hours until the nineteenth century was two-thirds 
over; in 1913 most of them worked for fifty.:four hours; to-day 
they work for forty-eight or less. The fall in dea~-rates can also 
be measured. The- death-rate in England and Wales was over 
2_1 per 1000 as late as 1871-80; to-day it is below 12. The high 
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death-rates of the past were due partly to lack of medIcal know· 
ledge, but Pllrtly to sheer lack of adequate nourishment. We 
have quoted a few figures for England and Wales. Comparable 
increases in population, output, and standards of living too~ 
place in most Western countries. 

Without going into any detail, we may make some general 
remarks about this striking and quite unprecedented expansior: 
of economic activity. We may first point out that we are nol 
discussing something which has run its course and is now over 
The growth of population in Western Europe is coming to ar 
end but, apart from that, the broad upward trend has continuec 
right down to the present time and is still going on. A few fact: 
and figures will illustrate this. During the last two or thre« 
decades great new industries have come into being which mak« 
or use products, such as rubber, petroleum, motor cars, electrica 
apparatus, and cinematograph films, which were formerly eithel 
unknown or of relatively little importance. The world outpu 
of coal rose from a mere 12 million tons in 1800 to some 45 millior 
in 1840, 500 million in 1890, and 1200 million in 1913. Sinc« 
then, the output of coal has increased less than that of mos 
commodities. Substitutes, such as fuel oil, have partly taken it: 
place. Nevertheless, the world output in 1936 was 1300 millior 
tons, while the world output of crude petroleum had grown fron 
20 million tons in 1900 to some 50 million in 1913 and soml 
230 million in 1936. The world output of pig-iron has increasec 
from less than 200,000 tons in 1800 to some 10 million in 1870 
40 million in 1900, and 90 million in 1936. The world outpu 
of steel, owing to the increased use of scrap, exceeded the worle 
output of pig-iron shortly after 1900 and has since grown faster 
rising to more than 120 million tons in 1936. In a sense thl 
industrial revolution was based on coal and iron. Iron w~ 
needed to make the machin«;s and, later, to construct the railwaYl 
and rolling stock, and coal was needed to provide power for thl 
machines and locomotives. But if the output of coal and iror 
(together, nowadays, with that of steel and petroleum) is taker 
as a measure of "industrialization," the above figures sho'\\ 
plainly that industrialization has been gathering momentum ~ 
the years have gone by. 

The use of machinery driven by steam-power spread onl) 
slowly. Watt invented his steam-engine in 1776 and the rotaf) 
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movement, which enabled machinery of all kinds to be driven 
by steam, in 1782, but in 1800 there were only 289 steam-engin~s 
in the whole of England. In 1835 there were only 123,000 power 
looms in the United Kingdom (as compared with nearly a 
million to-day) of which all but 7000 were in the cotton industry. 
Except in the cotton industry, factory production did not become 
at all general until about 1840 or 1850 in England and still 
later in other countries. 

This was partly because labour was not very mobile. In some 
countries most workers were bound to the soil, under some form 
of serfdom, until the nineteenth century was well advanced. In 
England they were free to move but many were reluctant to 
migrate northward (for the bulk of the population was in the 
south) and enter the factories. In the early years, Irish immigrants 
formed a considerabl~ proportion of the factory hands. But the 
main reason for the slow growth of machine production was that 
progress had to take place in many different lines of activity. 
Decades passed before the power loom enabled the output of 
cloth to keep pace with the potential increase in yarn production 
due to improvements in carding and spinning, and still more 
decades passed before comparable improvements were made in 
the finishing processes. The early steam-engines and machines 
were made largely by hand. They were very defective and were 
often breaking down. It was not until after about 1825 that 
important inventions of machine tools began to revolutionize 
the machine-making industry, enabling accurate and reliable 
machines to be turned out in large numbers. Workers had to 
be trained to make machines, to repair them, and to use them. 
Moreover, the growth of machinery was partly dependent on 
the progress of technique in coal-mining and in smelting and 
working iron. Thus the complex structure of production meant 
that the full utilization of improved technique in one field had 
to await improvements in other fields. This, of course, is just 
as true to-day as in the past. It is also true that improvements 
in one line often stimulate, and sometimes assist, improvements 
in other lines, while these in turn may facilitate further progress 
in the first line. Thus the minds of inventors were turned 
towards the need for power 100Ins by the improved spinning 
machinery. Again, the use of steam-engines for pumping water 
out of coal-mines cheapened coal, and cheaper coal both reduced 
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the cost of making steam.-engines and increased the deman< 
for them. 

A most important illustration of the interrelation of progres 
in different fields is to be found in the development of transport 
Specialization between districts cannot go very far if the are. 
of the market is restricted by the high costa of transport. District 
which cannot produce certain commodities for themselves wil 
import only comparatively small amounts if transport costs raisl 
their prices considerably. Most districts which can produce then 
will tend to do so. For the comparative advantages and conse 
quent lower production costs of some districts--arising from I 

climate and soil particularly suitable for certain crops, or fron 
the presence of coal, or iron ore, or other minerals, or fron 
economies of scale or of concentration-will be outweighed b) 
the high costs of sending the commodities any considerabll 
distance. In the eighteenth century the costs of transport were 
very high and only quite valuable commodities were wort! 
moving any great distance, especially by land. Improvement: 
were made by Macadam and others in the roads, canals were 
built, and rivers were made more navigable, but the really bi~ 
change came with the building of railways. The Stockton anc 
Darlington railway, the first public railway to use steam locomo 
tion and carry passengers, was opened in 1825, but the nineteentl 
century was half over before England had covered its area wit! 
a network of railway lines, and in other leading countries thl 
development came still later. 

The railways opened up whole continents. People could nO\l 
settle in the interior instead of concentrating near the coasts anc 
along the rivers. Crops could be grown, and minerals mined 
in the interior for sale to distant markets. In 1842 the economist 
McCulloch, wrote that no live cattle or salted meat was evel 
likely to be imported into England except from the countriel 
round Hamburg "and the imports thence cannot be consider· 
able." Not an ounce, he said, would ever come from Souw 
America. In 1845 Cobden pointed out that the English farmel 
had in effect a protective tariff of lOS. a quarter on corn, thai 
being the cost of moving wheat from Danzig to London. The 
rapid growth and improvement of transport completely changed 
all that. The construction of railways in America and othel 
overseas countries, together with the continuous improvement.! 
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in the technique of shipbuilding, made it profitable, by the 
eighties, for large quantities of grain and meat to be expocted 
to Western Europe from overseas. The same continuous reduc
tion in transport costs gave English and other manufacturers 
a world market. 

Continuous improvements in the technique of producing iron 
and, later, steel gave a great impetus to the growth of railways. 
The railways and rolling stock in turn demanded very large 
quantities- of iron and steel. The increased demand made 
possible economies of scale in the production of iron and steel 
which further cheapened the prices of rails and rolling stock. 
Cheap transport also increased the demand for iron and steel 
by the expansion of manufacturing and the consequent growth 
in the orders for plant and equipment of all kinds, while at the 
same time it enabled iron- and steel-works to obtain coal or 
iron ore (or, later, scrap) from a distance at a lower cost than 
before. Thus the development of the iron and steel industry 
helped the development of railways and shipbuilding and 
conversely. 

2. THE CAUSES OF ECONOMIC PROGRESS 

Our brief survey of economic expansion during the last 150 

years or so seems to show that the main force was the progress 
of technique. This conclusion is substantially true, but it requires 
some comment and qualification. 

We may point out, to begin with, that it is misleading to think 
of technical progress in terms of a few striking inventions. There 
have indeed been outstanding landmarks such as Watt's steam
engine or the Bessemer process of making steel. But even the 
greatest inventors built on the work of others, and their inven
tions have been improved very much as time has gone on. There 
were steam-engines before Watt. and the efficiency of steam
engines has been continuously increased from his time down to 
the present day. The same applies to the technique of producing 
steel. Every year many thousands of inventions are made and 
applied throughout the various fields of economic activity. Any 
particular invention, taken by itself, may seem of minor impor
tance, but taken together they continuously transform and 
improve methods of production or bring new products on to the 
market. Nowadays most discoveries and improvements are made 
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not by isolated individuals but by teams of trained researchel 
working for a large firm or a Government. 

Nor should we think of technical progress as applying onl 
to manufacturing and transport and public utilities. Inventior 
in other spheres are also important. For example, the use ( 
cheques, the device of joint-stock companies, and improvemenl 
in cost accounting, have all assisted the expansion of industr 
and trade. Again, the continuous growth of medical knowledg 
has considerably increased the efficiency of the working popul2 
tion. It should also be remembered that the laws and institutiorl 
of a country can do much to facilitate or hamper its economi 
progress. 

It is perhaps worth repeating that improvements in agricultur2 
technique were essential to any great expansion of industry anI 
trade. The most urgent want is the want for food. Families witl 
small incomes spend the greater part of them on food. So lonl 
as the labour of one family on the land provided little mor, 
than food for itself, the great bulk of the population had to b 
employed in agricultur:e. Few could have been spared from th, 
land to produce goods satisfying less urgent wants, whateve 
inventions were made in other spheres. Hence the variou 
improvements in agricultural technique, such as the discoveI; 
of the rotation of crops and of improved methods of feeding am 
breeding cattle, together with the supersession of the open-fiel< 
system, did much to make the industrial revolution possible. k 
the years have passed, the technique of agriculture has beer 
continuously improved. New varieties of crops have been dis
covered which are more prolific or grow faster or are better able 
to resist disease or unfavourable weather conditions. There have 
been constant improvements in methods of feeding and breedin~ 
and in the preparation and fertilization of the soil. There have 
been great developments, especially during quite recent years, 
in the use of agricultural machines such as the tractor and the 
"combine." Improvements in transport, as we have already 
implied, made available to industrial populations the products 
of vast areas of land overseas. We may again illustrate how 
progress in different spheres is inter-connected. Improvements 
in agriculture facilitated the movement of workers to other 
occupations and improvements in the production of machinery 
and petroleum and chemical fertilizers increased the efficiency 



ECONOMIC PROGRESS 32 1 

of agriculture. It may also be noted that the continuous progress 
of agricultural technique, together with the low income-elasticity 
of demand for food, has meant that a diminishing proportion 
of the population-even in countries with much land. such as 
the United States and Australia-has been engaged in agricul~ 
ture: there has been a continuous" drift to cities." 

Many inventions require capital for their application. They 
must be embodied in such forms as railways or ships or blast 
furnaces or pipes and wires or machinery. It is not true that 
all inventions require more capital. Many of them show how 
existing types of machines and other producers' goods can be 
made more efficient, so that less capital is needed than before 
to produce a given output. In the same way cheaper transport 
may mean that a smaller number of works, situated in the most 
favourable locations, can produce as much as a larger number 
of works each supplying its own district. But the great expansion 
of output during and since the industrial revolution would have 
been impossible without a very great increase of capital, and it 
is usually true that increased investment is necessary for any 
substantial economic progress. 

In the past, economic expansion has been accompanied by 
, increased division oflabour. Thousands of new occupations have 

been split up into a large number of processes, often with 
specialized machinery or equipment for each process. The 
widening of the market has greatly increased territorial divi
sion of labour or, in other words, specialization between dis
tricts. It is true that some inventions enable one machine or 

'-piece of apparatus to replace several specialized machines and 
workers. Thus pins are made nowadays by a single machine: 
there are no longer eighteen separate processes. But, on 
the whole, economic progress and greater specialization march 
together. 
_ Technical progress, investment, and division of labour supple~ 
ment and assist one another. Inventions often require investment. 
and workers trained to particular jobs, before they can be applied. 
The greater output resulting from their application affords a 
bigger margin for saving and facilitates specialization on research. 
Increased saving stimulates the search for new methods of using 
capital productively. 

The general trend of economic activity has been upward, as 
•• -(B·.93) 
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we have seen, for well over a hundred years. But there has not 
been steady and uninterrupted expansion. There have been 
periods when the upward movement has been less marked and 
there have been times when it has been reversed. What are the 
forces militating against economic progress? 

Disasters such as floods and fires and earthquakes and dust
storms destroy or injure persons and property. But the greatest 

'disaster of all is war. As a rule there is monetary inflation and 
practically full employment of labour and productive resources 
during a war. But a large proportion of the available means of 
production is engaged in war activities. Workers are taken from 
other occupations and put into the army or navy or air force 
or into factories making munitions and other war material. Hence 
fewer consumers' goods are produced and the general standard 
of living falls. The same applies, although usually to a smaller 
extent, to a period of intensive rearmament. A country nearly 
always ends a war worse equipped than before to produce goods 
required in peace-time. Men of working age will have been 
killed or wounded, so that the number of workers will be reduced 
more than the number of children and old people. Buildings, 
ships, and other assets may have been destroyed by the enemy. 
It is almost certain that men and materials will not have been 
spared from war purposes to maintain in good repair and 
efficiency, let alone to increase, the stock of buildings and other 
assets not required for war purposes. 

The English classical economists believed that the growth of 
population would tend to wipe out the benefits of economic 
progress. Increased output would give a higher standard of living 
for a time, but this, they thought, would lead to an increase of 
numbers, since fewer deaths would take place from inadequate 
nourishment and earlier marriages would lead to more births. 
The growth of population would go on until the operation 
of diminishing returns brought down the standard of living 
again, despite the technical progress that had occurred, to its 
previous level. 

This is a complex question. We have seen that in fact the 
standard of living in Western countries has considerably increased 
over the last hundred years or so, despite the growth of popula
tion. We know also that, owing mainly to the deliberate 
restriction of births in the past, the population ofWestem Europe 
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will soon stop increasing. But it is a matter for speculation 
whether the volume of production per head, and the standard 
of living, would not be higher in any particular country if its 
population were smaIler. On the one hand, a sudden and 
considerable reduction in numbers would mean more land and 
other assets per head. On the other hand, there might be less 
scope for division of labour and for economies of scale. More 
or less .. indivisible" means of production, such as railways and 
bridges and power stations, would be less fully utilized. My 
own view is that countries such as India and China, with 
populations which are very large relatively to natural resources, 
would almost certainly have a higher standard of living if their 
populations were much smaIler, and that this is possibly true 
of most countries, even including such countries as Canada and 
Australia. This is as may be. But even if it is right, a different 
point remains open, namely, whether these countries would be 
better off to-day if their populations had grown more slowly. 
This is much more doubtful. For in that event there would 
have been less investment and probably less invention. A 
rapidly growing population diminishes the risks of investment, 
for the demand for any particular product is likely to increase, 
even if it increases less than was hoped, as time goes on. It also 
facilitates adjustment between industries and occupations, as 
explained in Chapter XIV, section 2. 

An important and recurring check to economic progress is 
! provided, especially in modem countries, by general depressions 
of trade. The great depression which lasted from about 1930 
to about 1934 will be fresh in the minds of most readers. This 
was the most recent and the worst, relatively to the period 
before it, of a whole series of depressions which have occurred 
at intervals in the past. It is generaIIy agreed that these depres
sions. and the trade cycle of which they form part, are associated 
with fluctuations in the amount of investment. We must therefore 
consider briefly the causes and effects of such fluctuations. 

3. FLUCTUATIONS IN INVESTMENT 
We define investment. in the present context, as the total 

output of producers' goods and durable consumers' goods. Some 
of this output consists of renewals and replacements. Net invest
ment is total investment less what is required to maintain capital 
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intact. Thus, at times, net investment may be negative. For 
example, firms may use part of their amortisation quotas to pay 
dividends. But gross investment, which we are considering, is 
always positive. 

The investible funds which are used to pay for the labour, 
materials, and other factors employed in producing this output 
come from any or all of four sources: amortisation quotas, new 
savings, new money, and balances previously idle. The new 
money may come from an increased output of gold, but under 
modern conditions it is usually provided by the banking system. 
The banks increase their loans or buy more securities, thus 
increasing their deposits. Such an increase in the amount of 
money is known as inflation and tends to raise prices, thereby 
imposing "forced saving" on persons with relatively fixed 
incomes. Of course, after the new money has been spent by 
those who first receive it, it comes into the possession of others, 
and if they choose to save some of it their saving is voluntary. 
The term "forced saving" merely indicates that people with 
fixed incomes are constrained by the rise in prices to reduce 
their consumption. When balances of cash or bank deposits 
previously idle are used to buy goods and s~rvices, this also 
tends to raise prices. 

Increased saving, or inflation, may not lead to a corresponding 
increase in investment. People may prefer to hold their savings 
in the form of idle balances. Entrepreneurs may not be willing 
to borrow much more from the banks, even if the latter consider
ably reduce the rate of interest which they charge on their 

\loans and overdrafts. Thus the British banks reduced their 
':rates during 1932 and 1933 without inducing entrepreneurs to 
borrow much more. The banks bought more securities, thereby 
increasing the deposits of those who sold them the securities. In 
this way the total of bank deposits was considerably increased. 
But a large part of these deposits remained idle. Their owners 
did not use them to buy goods and services; they did not 
circulate. Hence the policy of inflation, or "cheap money," 
failed, during these years, to give the desired stimulus to 
investment and activity • 

.,J The fact is that low rates of interest are not in themselves 
a sufficient stimulus to investment. Apart from Government 
expenditure on public works, on which losses may be deliberately 
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incurred in the hope of promoting a general increase in activity, 
investment takes place only if it seems profitable. Of course a 
reduction in interest rates is a reduction in costs and may lead 
entrepreneurs to put into operation plans which did not offer a 
sufficient prospect of profit when interest rates were at their 
former and higher level. But the expected rate of profit does not 
depend only on the rate of interest: it depends on the margin 
by which receipts are expected to exceed costs. Entrepreneurs 
will expand their businesses, or start new ones, only if they 
expect the demand for their products to increase, or the costs 
of making and selling them to diminish, sufficiently for them to 
sell a greater output than before at a profit. 

The volume of investment, fluctuates much more over time 
than the output of non-durable consumers' goods. In the past, 
big spurts of economic activity (apart from those taking place 
during a war) have nearly always been associated with big 
increases in the volume of investment while periods of depression 
have been marked by large falls in that volume. Thus in the 
United States at the bottom of the recent depression-in the 

,first few months of 1933-the output of producers' goods was 
only a third of what it had been at its peak In 1929, whereas 
the output of consumers' goods was only about 15 per cent below 
its 1929 peak. Similar divergences occurred, although on a 
smaller scale, in Great Britain and other countries. 

The fluctuations are most marked in the output of durable 
goods such as buildings and ships, and plant and equipment of 
all kinds. Thus it is the constructional industries, and those 
supplying them with materials, which show the most violent 
fluctuations in output and employment. It will be remembered 
that one reason for this is that the annual output of durable 
goods to provide for replacements is a relatively small proportion 
(varying with the life of the goods) of their existing stock. Hence 
a speeding-up of the replacement demand, or orders for new 
goods of this type from entrepreneurs who wish to increase their 
plant and equipment or to set up new works, will lead to a 
considerable increase in the activity of the constructional and 
allied industries, and a falling-off in the replacement demand 
or in other orders will lead to a considerable decrease. But 
anything whatever which makes entrepreneurs anticipate bigger 
profits will tend to stimulate investment and anything whatever 
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which makes them fear reduced profits, or losses, will tend to check 
investment. This leads us to the subject of the trade cycle. 

4. THE TRADE CYCLE 
(The trade cycle may be defined, rather baldly, as a period of 

prosperity followed by a period of depressio!!j It is not surprising 
that economic progress should be irregular, trade being good at 
some times and bad at others. But it is surprising that the 
upswings and downswings should last for so long and should 
be so marked. The fact that a period of depression usually lasts 
for several years, during which a considerable proportion of 
workers and other resources are unemployed, certainly demands 
explanation. 

Economists are not in complete agreement as to the causes 
of the trade cycle. Moreover, every trade cycle in the past has 
had some features peculiar to itself. Hence we can give only 
a very general account of the course and causes of trade cycles, 
concentrating on those features which have been common to 
nearly all of them. For example, we shall assume that the 
upswing is accompanied by an increase in the amount of money, 
since this has always happened in the past, as well as by a fall 
in the demand to hold money balances (which increases the 
speed at which money circulates) although the latter by itself, 
without any increase in the amount of money, would probably 

,suffice to support a boom. Again, we shall assume that the prices 
of goods and services rise during a period of expansion or boom. 
,This did not happen during the boom of 1925-29 in the United 
States, but nevertheless our explanation applies, with slight 
modifications, to this boom as well as to others. For the rapid 
growth of technical progress reduced costs, but the increase in 
the amount of money and in its velocity of circulation prevented 
prices from falling appreciably, thus raising the expected rate 
of profit and stimulating investment. 

A period of prosperity is distinguished by an increase, and a 
period of depression by a decrease, in the volume of output and 
employment, especially in the constructional and allied industries. 
This means, as we have seen, that during a period of prosperity 
entrepreneurs expect good and rising profits, while during a 
period of depression they fear losses. 

We should not exaggerate the waste of resources during a 
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depression. There is wually a considerable increase in unemploy
ment among wage-earners. But farmers working on their.own 
account often maintain or increase their output. Their real 
incomes are reduced, for the prices of their products usually 
fall much more than those of products whose supply has been 
considerably diminished. But they work themselves and their 
land as hard as they did before. In a predominantly industrial 
country, the percentage of unemployment may rise for a time 
above 20 or even 30. But this is a temporary peak. If we take 
the period of depression as a whole, the average percentage of 
unemployment even in an industrial country has seldom exceeded 
15. It should be remembered that 5 per cent or more are often 
unemployed even in good times, that those dismissed are probably 
somewhat less efficient than those who remain, that the unem
ployment of plant and other resources is probably less than the 
unemployment of labour, and that most indexes of production 
and employment exaggerate changes becawe they give undue 
weight to the constructional and.a1lied indwtries. We conclude 

- that the fall in total output during a depression seldom averages 
as much as 10 per cent. 

Of course even 10 per cent makes a big difference, and, since 
the waste is so obvious, economists and statesmen have devoted 
a great deal of attention to the search for methods of preventing 
and curing depressions. But we should retain our sense of 
proportion. Given a reasonably adequate system of unemploy
ment relief, the bulk of the loss falls upon the receivers of profit 
and (in so far as debtors default) interest rather than upon 
wage-earners. Nowadays trade unions usually succeed in resisting 
large cuts in wages, so that the fall in the cost of living during 
a depression tends to give those workers who remain in full 
employment a larger real income than they enjoyed before. 
Moreover, in the past the rising trend of output per head has 
meant that each depression has taken place at a higher level of 
real income than the previous one. Thus in Great Britain during 
the last depression the real wages of workers in full employment 
were appreciably higher than during the previous years, and 
most workers drawing unemployment benefit enjoyed a standard 
of living which, although far below what may be regarded as 
desirable, was undoubtedly superior to that of an unskilled worker 
before the war. 
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We shall begin our brief account of the trade cycle with the 
transition from depression to recovery and expansion. In the 
past, recovery has usually begun with some revival of investment, 
although there is no reason why it might not begin with an 
increase in the total expenditure on consumers' goods which 
would induce the firms producing those goods to increase their 
orders for producers' goods, thus stimulating investment. The 
revivaL.of.imr~!ltment may be due to the discovery of some impor
tant new field in which capital can be profitably employed. For 
example, the building of railways, the development of the gold
fields of the Rand, and the construction of plant and equipment 
to-generate and distribute electric current, all represented big 
spurts of investment. Again, it may be due to Government 
expenditure on public works or rearmament or similar projects. 
If this expenditure is made with newly created money (and is not 
financed by increased taxation which compels taxpayers to reduce 
their expenditure or by loans which the lenders would otherwise 
have invested in industry), it will probably increase the amount 
of money in circulation. The wage-earners employed by the 
Government will spend their wages on consumers' goods and 
the firms supplying materials will take on more workers and will 
give bigger orders to the firms who provide them with their 
equipment. Thus employment and expenditure may increase. 
A "cheap ]Iloney" policy may stimulate investment after a time. 
In particular, the demand for houses is lIkely to increase when 
rates of interest are unusually low. Moreover, the mere fact 
that a depression has lasted for several years may tend to promote 
recovery. Fir;ms who have delayed ordering replacements will 
begin to feel that, judging by past experience, the depression will 
not last very much longer. They will therefore order replacements 
while prices are still low. Other firms may be compelled either 
to order replacements or to close down. Wages will have fallen 
as the depression went on. Some writers believe that reductions 
in wages make the depression worse because they reduce total 
expenditure. On the other hand, reductions in wages improve 
the prospects of profit and often induce firms to employ more 
men than they otherwise would and to order more producers' 
goods to be used in combination with the extra labour. On 
balance, reductions_in wages probably stimulate activity much 
more often than not. 
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Once recovery begins, it usually gathers momentum as time 
goes on. The process of expansion is cumulative and· self
reinforcing. At the close of a depression many workers are 
unemployed, many plants are working well below capacity, and 
so on, so that the constructional and allied industries can increase 
their output, when investment revives, largely by drawing upon 
workers and other resources previously idle. They payout 
increased amounts of money for labour, materials, fuel, and 
other requirements. Much of this is spent by the newly employed 
workers on consumers' goods. This induces firms making con
sumers' goods to increase their equipment. Again, some of it 
is spent on plant and equipment by the firms supplying the 
constructional industries. Thus the demand for the products of 
those industries is further stimulated; they take on still more 
workers and increase their capacity; and this in turn further 
increases the demand for goods and services. There is thus a 
kind of snowball effect. An increase of output in one part of 
the economic system increases demand and therefore output in 
other parts, this in turn further stimulates the first part, and so on. 

We may illustrate this from the housing boom in Great Britain. 
This began in the last quarter of 1932, at the bottom of the 
depression. The value of "plans passed" for dwelling-houses 
then shot upwards by a third, after which it continued to increase. 
The number of houses built exceeded the 1929 level by 20 per 
cent in 1933, by 40 per cent in 1934, and by 60 per cent in 1935· 
Building employed 21 1,000 more workers in June, 1935, than in 
June, 1932. But the construction and equipment of new houses 
give employment to workers in industries other than building. 
Thus, to take some leading examples, the increase in employment 
between 1932 and 1935 was some 21,000 in bricks and tiles, 
16,000 in stoves, grates, etc., 10,000 in electrical wiring and 
contracting, 9°00 in iron and steel tubes, 29,000 in electric cables, 
etc., 16,000 in furniture making, and 25,000 in gas, water, and 
electricity supply. Perhaps a third of the increase in employment 
over these years was directly due to the housing boom. Fuller 
employment meant that wage-earners and others had more to 
spend, so that the demand for consumers' goods, including 
houses, increased. 

As recovery goes on, entrepreneurs and others become more 
optimistic. They see that demand has increased and they come 
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to believe that it will continue to increase. This means that they 
consider that the prospect of profit has improved and is improving. 
They will tend to borrow more from the banks and from the 
public to spend in increasing their" capacity." The public, for 
their part, will be more willing to lend. Their desire to be 
liquid will have diminished with the return of confidence, and 
balances previously idle will be lent to industry and trade. 

The increase in the amount of money and in its velocity of 
circulation will tend to raise prices. At first the prices of goods 
and services may rise little, since unemployed workers and other 
resources can be obtained at prevailing prices. But if the expan
sion goes on, a time will come when all the labour and resources 
which it is practicable and profitable to use will already have 
been absorbed. There may still be a considerable number of 
workers out of a job. But these will be in process of moving 
from one job to another, or for some reason will be unable or 
unwilling to move into another district or occupation where 
they could find work, or will be among the least efficient in their 
occupation and therefore not worth the standard wage for that 
occupation. In a rather technical sense there will be full employ
ment. A continued increase in the amount of money or in the 
rate at which it circulates will then tend to raise prices--oflabour 
and materials as well as of finished goods--rather than to expand 
output. Indeed, apart from technical progress or an increase 
in numbers or in hours of work, output can expand further only 
if labour and other resources are diverted from the production 
of consumers' goods to the production of producers' goods. 
Further expansion of output will then take place after an interval 
during which the stock of durable goods is increased. 

What are the forces which bring a period of expansion to an 
end and usher in a period of depression? 

Some writers lay much stress on monetary influences. The 
boom may be stopped by a deliberate reduction in the amount 
of money. The monetary authorities may decide to put the 
brake on rising prices because they fear that if they do not 
there will be a serious slump in one or two years' time, and 
they prefer a mild recession now, or if the country is on the gold 
standard and its prices have risen more than prices elsewhere 
(so that its imports rise relatively to its exports), they may deflate 
in order to check an outflow of gold. Or the commercial 
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banks may restrict their loans for the reasons explained in 
Chapter XVII, section 6. Thus the total monetary demand 
for goods and services becomes less. The expectations of entre
preneurs are disappointed. The expected rate of profit falls 
considerably. Pessimism replaces optimism, especially if there 
have been important bankruptcies; the desire to become liquid 
increases; investment and employment fall off. 

But expansion is likely to cease even if there is no deliberate 
deflation. The demand for some important type of durable good, 
which has been increasing during the boom, may fall off. For 
example, so many houses may have been built that the demand 
for still more houses declines. This would not matter very much 
if the workers and other resources released from the building 
industry, and from industries largely dependent on it, could 
readily find employment elsewhere. But in fact they cannot, 
or at least they do not. Many workers are reluctant to learn 
a new occupation or to move to a new district. Hence there is 
a decline in the demand for consumers' goods and in the derived 
demand for producers' goods. Moreover, some important 
financial firms may have lent imprudently to builders. If the 
buildings cannot be sold or let, and the builders cannot repay, 
some of these firms may be forced into bankruptcy, thus giving 
a shock to confidence and thereby increasing the desire to be 
liquid. Again, suppose that the Government has embarked on 
a large rearmament programme. At first, the firms who have 
obtained contracts to supply the Government will give increased 
orders to the constructional industries. But when they have 
sufficiently enlarged their capacity, their orders will fall off, 
although the Government demand for armaments continues. In 
so far as the engineering, iron and steel, and similar industries 
expected the demand from these firms to be maintained, they 
will be disappointed. In any event they may be compelled to 
dismiss workers, and these may not readily find jobs elsewhere. 

The rise in costs may tend to stop the expansion. Interest 
rates tend to rise as profits increase. Wage-earners demand and 
obtain increased wages after the cost of living has risen appre
ciably. After full employment, in the technical sense, has been 
reached, .. bottle-necks" appear. The supply of certain materials, 
or of certain types of skilled workers, cannot be increased quickly, 
and the prices of those available may rise quite substantially 
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in response to the increased demand. Hence some entrepreneur! 
may find that they have been too optimistic. They had nol 
anticipated that costs would rise so much; their expected profit! 
become smaller or turn into losses; some of them may be forced 
into bankruptcy and others may contract their output. 

It will be remembered that the rate of expansion of outpul 
must slow down after the idle labour and other resources wort~ 
employing have been absorbed. But the output of the construc· 
tional and allied industries, up to this point, will probably have 
been considerably more than was required simply to provide 
for replacements. Part of it will have gone to increase the plan I 
and equipment of other industries. This part will no longer be 
demanded when these other industries cannot further increase 
their output. Thus activity in the constructional and alliec 
industries will not merely stop increasing-it will actuall} 
diminish, and perhaps considerably. 

Some writers maintain that people and firms save a large) 
pr<?portion of an increased income. Hence the increase ir 
incomes during a boom causes a diminishing proportion of tota 
income to be spent, thereby reducing the derived demand fOl 
producers' goods and checking investment. This is possible, bUi 
in such a case we should expect the boom to end with interesl 
rates at a low level. In fact the opposite is much more frequent 
It may well be urged that in the later stages of a depression, wher 
wages have increased, the prices of ordinary shares have risen 
and optimism has grown, the proportion of income spent wil 
again rise. If the banks are unwilling to increase the suppl} 
of money still further, rates of interest will rise. The consumers 
goods industries will tend to draw labour away from the construc 
tional and allied industries, which will be faced with a rise ir 
wages and in interest charges together with a reduced demanc 
for their products. In such circumstances the end of the boorr 
may be marked by failures in these industries.1 

1 In general, an increase in the quantIty of capital goods tends to lower theu 
margmal productivity, thereby reducmg the demand for investIble funds am 
the rate of interest. But the opposIte may happen If specmc capItal goods have 
been produced m the expectatIon that the demand for theIr products will be 
greater than in fact it proves to be. Suppose, for example, that a large hydrc> 
electnc plant has been constructed and that the demand for electnc current u 
much less than was expected. The plant is there; its ownen wJlI try to ge' 
as bIg an income from It as pOSSIble, although they cannot get as much as the) 
had hoped; it will probably pay them to reduce conSIderably their charge 
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We have been covering controversial ground, but we hope 
that we have demonstrated possible ways in which a boom may 
collapse and turn into a depression. Mter this has happened, 
the process of contraction tends to be cumulative and self
reinforcing in just the same manner as the process of expansion. 
A fall in the output of some industries reduces demand and 
output in others; pessimism grows and spreads; the desire to 
be liquid increases and leads to a growing volume of idle balances 
withheld from expenditure. This continues until something 
happens to improve the prospect of profits sufficiently for 
investment to revive a little, after which recovery may slowly 
gather momentum. 

for electric current, in order to keep the plant fairly fully utilized. TIlls will 
stimulate the demand for dectric motors and other equipment to use dectric 
current. In this way the production of some capital goods (on OVer-opumlStiC 
expectations) may stimulate, instead of checking, the demand for others
namdy, for those needed to complete the processes begun by the former. If 
thIS happens in several important indlL,tries a boom can end With a shortage 
of capital, and high rates of interest, even if there is no monetary deflation. 

See Hayek. .. Investment that Raises the Demand for Capital," Reuiew of 
EconomIC Sl4tisti&.s, Vol. XIX, NO.4, November, 1937. 
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MONEY AND BANKING 



CHAPTER XXI 

THE NATURE AND FUNCTIONS OF MONEY 

r. INTRODUCTION 
THE modem economic world is based on division oflabour. Few 
people, except farmers, produce for themselves as much as one
tenth or even one-hundredth of the goods which they consume. 
Most production takes place for the market; the products are 
sold and the producers buy what they want with the proceeds 
-in effect, they exchange their products against others. More
over, the production, and the distribution to consumers, of most 
commodities involves a long chain of processes and the co
operation of many different factors of production. A society 
organized on these lines could not exist unless it used money. 
Hence it is quite unreal to compare a modem community with 
an imaginary community which resembles it in all respects but 
does not use money, for such a community is notpQssible. In the 
same way it is somewhat illogical to distinguish certain "func
tions" performed by money. All these so-called "functions" of 
money are simply different, but related, aspects of the fact that 
the use of money is essential to a community based on complex 
division of labour and exchange. 

Nevertheless it will be convenient to make our discussion follow 
the traditional lines. Writers on the subject usually assert that 
money has four functions. It serves as a medium of exchange, 
as a measur~ of value, as a standard for deferred payments, 
and as a store of value. We shall discuss the role of money 
under these four headings, except that we shall use the phrase 
"a liquid asset" instead of "a store of value." This discus
sion will at the same time explain the nature of money, for 
"money is that money does." The present book, however, 
continues to assume a c~eli cOIIll;nunity, with a single mone-
tary system. Problems arising from the existence of several 
countries, with different currencies, are postponed until the 
following book. 

337 
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2. MONEY AS A MEDIUM OF EXCHANGE 

Exchange without the use of money must take place by barter, 
The main difficulty of barter is that it requires" a double coinci· 
dence of wants": a man must find another who both has whal 
he wants and wants what he has. This is seldom easy even with 
finished commodities. Thus a story is told-typical of many 
others-of a traveller in Africa who wished to obtain a boat. The 
owner of the boat was willing to part with it but wanted ivory 
in exchange. The traveller had no ivory. He found a man who 
had ivory and wanted cloth. He himself had no cloth. But he 
had wire, and he found yet another man who gave him cloth fOI 
his wire, so that he could then exchange the cloth for ivory, and 
finally exchange the ivory for the boat. Clearly trade under such 
conditions must be very restricted in scope, and just because il 
would be so restricted it is probable that there would be few 
generally accepted market values, and that a good deal of time 
might therefore be spent in bargaining. A further point is thaI 
~ome goods (such as boats) cannot be divided into portions withoUl 
C1estroying their utility; hence the owner of such a good could 
not exchange part of it against the goods of one man, parI 
against the goods of another, and so on. Most exchanges in the 
modern world are not exchanges of finished commodities. How, 
for example, would wages be paid under barter? The employer 
might, where possible, pay his workers by giving them a share 
of what they had helped to produce, leaving them to barter the 
wheat, or coal, or yarn, or whatever it might be, as best they 
could, in order to obtain what they themselves wanted. Clearly 
this plan could not be followed in the case of workers engaged in 
supplying transport facilities or other services or in producing 
indivisible and valuable goods such as battleships. An alternative 
plan would be for the employer to barter his products for goods 
which his workers, and shareholders, and suppliers of raw 
materials, wanted. But this discussion need not be prolonged; 
its purpose is merely to show that a modem economy could not 
well continue without the use of money. 

Money overcomes the difficulties of barter by serving as a 
general medium of exchange, or means of payment. Money is 
something which everybody is prepared to accept in exchange fOl' 
goods or services. A person will accept money in payment, not 
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because he necessarily wants money for its own sake but because 
he knows that other people in turn will accept it from him in 
return for the goods and services which he himself requires. 
Hence money has been defined as "generally acceptable pur
chasing power" and when this aspect of money is under consider
ation the monetary unit is called a unit of currency because it 
"runs" from hand to hand. The use of money thus greatly 
facilitates exchange and leads, under competition, to market 
prices, thus avoiding much waste of time in bargaining. Further, 
whatever serves as money can be made divisible: for example, in 
Great Britain we have shillings and pence as well as pounds. 

3. MONEY AS A MEASURE OF VALUE 
When something comes to serve as a generally accepted 

medium of exchange, it is natural to express values, to make 
contracts, and to keep accounts in terms of that something. The 
advantage of this is not merely that everything has a price-
that is, a value in terms of money-instead of having a separate 
value in terms of each of the many commodities against which 
it might exchange. The use of money as a measure of value 
immensely facilitates economic carculation. A consumer with a 
certain money income is confroii:ted with money prices, and these 
enable him to decide which assortment of goods and services 
he wants to buy. The changes in the demands of consumers affect 
prices and thereby induce entrepreneurs to produce more of the 
goods for which demand has increased and fewer of the goods 
for which demand has decreased. An en~pI.eneur knows the 
market price of each factor of production. He can therefore plan 
the location of his establishment, the size of his output, and his 
methods of production in such a way as to maximize his profits. 
l This means that factors are directed towards those uses in which 
their products have the greatest value.} If, to revert to a simple 
example, a piece of land yields a greater money return under 
wheat than under barley this means not only that its owner will , 
gain more by using it for wheat but also that consumers prefer~ 
it to be used for wheat. Such calculations, however, would be 
much more difficult and much less accurate if there were no 
'common measure for comparing values and costs. The "prjce
mechanism" under such conditions would work only roughly and 
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cumbersQmely. At present, entrepreneurs take the risk that prices 
will change to their disadvantage. Under barter, this risk would 
be much greater owing to the difficulty of calculating and fore
casting exchange ratios between the goods they produced and 
the various goods which their employees and their suppliers 
demanded in payment. Hence there would be much less division 
oflabour. 

The monetary unit for purposes of calculation is called .. the 
unit of account." Normally the unit of currency and the unit 
of account are the same, for clearly the use of money as a measure 
of value springs from its use as a medium of exchange. It is 
possible, however, for the two units to be different, provided that 
an exchange ratio between them can be somehow established. 
Thus in Germany in 1923, when prices were rising very rapidly, 
contracts were often made in terms of Swiss francs or United 
States dollars. When the time for payment -;m.ived, the payment 
was made in marks, the number of marks given being the number 
required to equal the specified sum of francs or dollars at the 
rate ruling at the time in the foreign exchange market. The mark I 
remained the unit of currency but the unit of account was the 
franc or the dollar. 

4. MONEY AS A STANDARD FOR DEFERRED 
PAYMENTS 

Contracts, including loans, are usually made in terms of 
money. This is because people believe that the value, or pur
chasing power, of money is not likely to change much during 
the period of the contract. If people fear that the value of their 
money may change considerably, they tend to make contracts 
in terms of something else, which they expect to remain fairly 
stable in value. We have already noted that in Germany in 1923 
many contracts were made in francs or dollars, although the 
national unit of account was the mark. During subsequent years, 
many contracts made both in Germany and in certain other 
countries contained a "gold clause" intended to protect the 
creditor against a fall in the gold value of the currency in question. 
In effect, the debtor agreed to pay a sum of money equal at the 
time of payment to an amount of gold specified in the contract. 

If there were no money, lending of all kinds would be much 
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restricted owing to the risk that the value of the commodity in 
terms of which the loan was made would change considerably. 
This was illustrated during the years 1932 to 1936 by the rela
tively small amount of international lending. Thus, for example, 
few British investors bought French Rentes even when they 
yielded nearly twice as much as Consols. For it was feared that 
sooner or later the exchange value of the French franc would fall
as indeed it did, when the franc was devalued in September, 1936. 

Clearly there is little justification, from the standpoint oflogic, 
in treating this "function" of money separately from its functiol!. 
as a measure of value. 

s. MONEY AS A LIQUID ASSET 
Since money is the general medium of exchange, capable of 

discharging any economic obligation, every individual and firm 
will want to hold a certain amount of money. Such a holding, or 
reserve, of money will be constantly diminished by payments-out 
and replenished or increased by receipts. If a person knew 
exactly what sums of money he would receive, and at what times, 
he might conceivably arrange his money expenditures in such a 
way that he paid out money almost as soon as he received it, 
never holding any appreciable amount of money for more than 
a day or two. Many wage-earners behave something like this, 
paying their rent, buying groceries, and so forth, on their pay
day or soon afterwards, and retaining very little money in their 
pockets or their homes. But firms, including banks, cannot 
forecast their money receipts as accurately as wage-earners, and 
most people like to keep a certain reserve of money to meet 
unforeseen contingencies. 

Another reason for holding money, rather than investing it, 
is that the money value of stocks and shares, or other assets, may 
fall. Hence anybody who fears that his creditors may demand 
money payment from him in the near future will tend to be 
deterred from purchasing assets which might have to be sold at a 
loss in order to meet their claims. The more readily an asset can 
be turned into money, without having to be sold for less than its 
present value, the more "liquid" it is said to be. Hence, by 
definition, money is the most liquid of all assets. We shall return 
to this point when we discuss the demand for money. 
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6. KINDS OF MONEY 
At different times many commodities have served as money, 

from cattle and knives to sea-shells and rum. Usually, in the 
past, the commodity which came to be used as money was 
generally desired for its own sake by the members of the com
munity which so used it. Even so, the fact that it was used as 
money tended to increase its value by increasing the demand for it. 

It is by no means essential, however, that the commodity used 
as money should be valuable as a commodity and desired for its 
own sake. Thus in Great Britain £x notes, costing less than a 
penny to produce, are quite satisfactory as money and purchase 
anything worth £x. They are accepted in payment because 
everybody beheves that he too will be able to use them to dis
charge his obligations and to purchase goods and services. 

Gold and silver have probably been used as money for some 
five thousand years. They are fairly generally desired for their 
own sake-although their exchange value would be considerably 
lower if they were not widely used as money. They are durable 
and divisible and homogeneous and not too heavy or bulky to 
serve as a medium of exchange. Moreover, their annual supply 
from the mines is only a small proportion of the total stock in 
existence, so that considerable fluctuations in their value, arising 
from changes in the total supply, are much less likely than in the 
case of perishable commodities of which the annual supply is 
greater than the total stock. 

At first, gold and silver seem to have exchanged against goods 
without being coined. This meant that everybody who received 
gold or silver in payment had to ~tisfy himself as to the weight 
and fineness of the metal which he received. Later, the invention 
of coinage saved him this trouble. A coin is a piece of metal 
whose weight and fineness are ceJtified by whoever makes the coin. 
A bank-note convertible into gold is a promise by the bank which 
issues it to pay on demand, in exchange for the note, a stated 
weight of gold (usually in the form of a gold coin or gold coins).· 

Money is sometimes classified into commodity money, metallic 
money, and representative money (such as paper notes, whether 
or not they are convertible into gold). 

The money used for small change is sometimes called "token 
money" when, as is usually the case, its metallic content is worth 
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less than its face value. Thus a shilling contains (in 1938) less 
than two pennyworth of metal. It has been called "a. note 
printed on sUver." Such coins circulate because everybody will 
accept them. Naturally the Mint which issues them makes a 
profit (sometimes called seigniorage). On occasions, a rise in the 
price of silver has caused some silver coins to be worth more as 
metal than as coins, and they have tended to disappear from 
circulation to be melted down and sold as metal. This happened 
to British silver coins in 1 920. The Coinage Act of that year, 
therefore, reduced the fineness of the silver used from 925 to 
500 thousandths. 

It is sometimes claimed that under modern conditions money, 
and especially paper money, serves as a medium of exchange 
because it is legal tender. It is contended that people accept it 
because the Government compels them to do so. Certainly the 
fact that money can be used in payment of taxes tends to make 
it acceptable. But money can be generally acceptable without 
being legal tender. For example, the chief medium of exchange 
in parts of Northern Africa has been for many years the "Maria 
Theresa" dollar, which the London and other Mints continue 
to provide, in response to the demand for it, bearing the date 
1780. This dollar has never been legal tender.and its metallic 
content has often been worth much less than its face value. On 
the other hand, the fact that certain money is legal tender will 
not suffice to make it generally acceptable as a measure of value 
if people expect a considerable change in its value. A strong 
Government may force its subjects to use its money, by imposing 
heavy penalties on those who disobey, but it is difficult to continue 
forcing people to accept money which they distrust. If it is 
possible, without penalty, something else will be used as a measure 
of value, as in Germany in 1923. 



CHAPTER XXII 

BANKS 

I. BANK-NOTES 

A BANK-NOTE is a promise made by a bank to pay a stated sum 
of money on demand. Thus a £5 note issued by the Bank of 
England is a promise by the Bank of England to pay the holder of 
the note £5 on demand. Before the war, anybody who presented 
such a note to the Bank of England was entitled to receive five 
gold sovereigns in exchange. 

The gold certificates issued by the United States Treasury are 
in effect receipts for gold which has been deposited with it. 
Unlike most bank-notes, they are "backed" 100 per cent by 
gold. In the same way, a bank might accept deposits of coin 
or bullion, giving its receipts in return. If such receipts were 
promises to pay the stated amount of coin or bullion to anybody 
presenting them to the bank, they would be bank-notes. 
These receipts, or bank-notes, might pass from hand to hand 
among the public, being accepted as equivalent to coin. But if 
the bank kept coin or bullion on its premises to the full value of 
the receipts, or notes, which it had issued, so that these notes 
were "backed" 100 per cent by coin or bullion, it would be 
acting like a safe-deposit company. And in order to cover its 
expenses it would have to charge its depositors for keeping their 
coin and bullion for them. 

But it is possible and usual for a bank to issue notes to a value 
greater than that of the metal which it holds. Day by day, 
people may present notes and receive the stated amoWlt of coin or 
bullion from the bank in exchange. But day by day other people 
may deposit coin or bullion with the bank, receiving its notes 
in exchange. Provided that the bank always keeps a reserve of 
coin and bullion on the premises sufficient to meet any excess of 
payments-out over payments-in, it fulfils its promise to give cash 
to any holder of its notes who demands cash in exchange. Its 
notes circulate among the public, and everybody who holds one 
of its notes, instead of going to the bank and demanding cash for 
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it, is in effect lending that amount (free of interest) to the bank. 
The bank may put its notes into circulation not only by giving 
them in exchange for cash deposited with it but also by lending 
them to people who want to borrow money, or by using them to 
buy securities. In this way the bank may derive an income from 
the interest which it receives from its borrowers or upon the 
securities it has bought. At the same time, it adds to the existing 
means of payment by providing bank-notes which pass from hand 
to hand, among the public, and serve as substitutes for cash. 

Thus it is clear that a bank could "create credit" in the sense 
of putting into circulation notes to a value greater than the value 
of the coin or bullion which it held as "backing" for them. 
In the past, many banks have been permitted to create credit 
in this way. For many years, however, most countries have given 
their central banks a monopoly of the right to issue notes. Thus 
in England only the Bank of England may issue notes. Its notes 
are legal tender and, together with coins, constitute the "cash" 
of England. Since September, 1931, the Bank of England has 
been relieved of the obligation to give gold in exchange for its 
notes, and although a £1 note, for example, bears the legend 
that the Bank of England promises to pay the bearer the sum of 
£1 on demand, this has no meaning. In fact the market value of 
the gold held by the Bank of England (in 1938) exceeds consider
ably the face value of its notes in circulation; nevertheless they; 
are not convertible into gold. Even when a central bank is 
obliged to give gold on demand in exchange for its notes, they 
need not have a 100 per cent gold backing. It is usually required 
by law to keep a certain percentagel.-for example, 35 per cent 
in France and 40 per cent in the United States-of gold coin 
and bullion as backing for its notes, and although this legal 
minimum is often considerably exceeded, it is probable that a 
much smaller percentage than the legal xninimum would in fact 
suffice to enable it to fulfil its promise to give gold to everybody 
presenting its notes, for these circulate and are accepted as money. 
Indeed, a central bank requires a gold reserve mainly to provide 

1 The Bank of England is an exception. "Peel's Act"-the Bank Charter 
Act of 18H-laid down the rule that all notes except a maximum and hmited 
number, known as the "fiduciary issue," were to be backed I) for £1 by gold. 
Since then this rule has been followed, but the fiduciary issue was greatly 
increased in 1928, when £1 and lOS. "Treasury Notes" were transferred to the 
Bank. (But see pages 371-372.) 
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gold for payments abroad, since its notes circulate only in its 
own country. 

These remarks on central banks and their gold reserves have 
been somewhat of a digression: we shall return to this topic 
later. Our main object has been to show how banks can create 
credit, and in the past have created credit, in the sense of increas
ing both the amount of money and the supply of loans, by 
putting their notes into circulauon. At present, in most developed 
countries, the chief means of payment is not the bank-note but 
the cheque. In Great Britain and the United States about go 
per cent in value of all payments are made by cheque; and in 
other countries, where the habit of using banks is less widespread, 
the proportion of payments made by cheque, although not so 
great as go per cent, is quite substantial. Our remarks on bank
notes were made mainly as a prelude to a discussion of cheques. 

2. CHEQUES 

A cheque is an order on a bank to pay a stated sum of money to 
the person named as the payee, or to the bearer of the cheque. 
The bank will obey this order if the drawer of the cheque-the 
person who signs it-has a sufficient sum standmg to hIS credit 
at the bank to cover the amount named in the cheque, or if the 
bank has given him the right to "overdraw" to that extent. 
Otherwise the cheque will be returned to the person who 
presented it marked RID (Refer to Drawer) or N.S.F. (Not 
Sufficient Funds). 

Thus anybody who accepts a cheque in payment of money due 
to him runs the risk of having the cheque returned to him by the 
bank on which it is drawn because the drawer has not sufficient 
funds at the bank to cover the sum named. Hence most people 
do not like to part with goods or services in exchange for a cheque 
signed by somebody who is a stranger to them. They prefer to 
wait until the bank has paid the sum named in the cheque before 
delivering the goods or rendering the services. There is the 
further risk that, even if the cheque is a good one, the bank may 
fail before it has paid the sum named. Bank failures have been 
very rare in Great Britain during recent decades, but in certain 
other countries such as Germany and Austria some important 
banks failed during the recent depression, and the number of 
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banks-many of them small-which failed in the United States 
was very large. 

This leads us to questions of definition. Clearly we should 
distinguish between means of payment which are generally 
acceptable and those which are not. In England, the former 
consist only of notes issued by the Bank of England and silver 
and copper coins issued by the Mint. We shall call them "cash." 
A bank which undertakes to repay deposits undertakes to repay 
them in cash. Means of payment include all substitutes for cash, 
ranging from cheques to the paper tokens accepted in payment 
by the refectory of a particular college and current only there. 
But cheques are so imp~rtant quantitatively, and are such close 
substitutes for cash, that it is usual to define "money" as cash 
plus cheques (or bank deposits). Since the question is purely a 
verbal one, we shall follow the customary practice. 

3. BANK DEPOSITS 
A deposit with a bank may be on current account or on 

d~p9sit ~C!:O!IDt. In the United States the latter kind of deposit 
is called a "ti!!l~_deposit" and in some countries it is called a 
"~ed_deposit." Deposits of this kind usually bear hUgest and 
can be withdrawn only if the dep.$litor has notified the-b~ of 
his intention beforehand. In England the period of notice 
usually required is s~Il __ days, but as a rule a bank will permit 
a customer to withdraw without giving notice. The proportion I 
of current accounts to deposit accounts is significant in that the 
owners of deposit accounts presumably do not intend to draw 
upon them in the near future. Thus, during the d~pression, when 
people were less anxious to invest and wished to remain more 
"liquid" than before, the proportion of such deposits to total 
deposits rose: from 45'9 per cent in 1929 to 50'5 per cent in 1932• 
Only current accounts are subject to chegue, but since deposit 
accounts canbe withdrawn after due notice, and in practice--as 
a rule--almost at once, we shall assume, in order to simplify the 
discussion, that all deposits are subject to cheque. 

When A draws a cheque in favour of B, B usually cc pays in" 
the cheque to the credit of his account at his own bank, which 
collects the sum due from the bank on which the cheque is 
~awn. A's deposit with his bank is reduced, and B's deposit 
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with his bank is increased, by the sum named in the cheque; the 
total of bank deposits remains the same. Hence it is bank 
deposits, rather than cheques, which constitute the means of 
payment: a cheque is an order by the drawer to his bank to 
reduce his deposit by that amount in favour of the payee. The 
total volume of cheques drawn over a period depends on how 
rapidly bank deposits are "turned over"; people hold money 

\ in the form of bank deposits and not in the form of cheques. 

4. THE ORIGIN OF BANK DEPOSITS 

~'<' Clearly a bank deposit could originate in the payment of cash, 
to that amount, -by -the deE.?sJtor to the ~ank. The depositor 
might f!el that his mo~ey was in safer keeping with the bank 
than at his home; and he might find it convenient to make many 
of rus payments by che~e rather than in cash and to "pay in" 
cheques which he received, letting his banx collect the amounts 
and add them to the sum standing to his credit, instead of 
collecting them himself. 
l.- It is conceiyable that a bank might act like a clgakroom. It 
might keep a little safe for each cuStomer, and all the cash which 
he paid in, or which the bank collected on his behalf, might be 
put in the safe. In this way, people could pay one another by 
cheque and the corresponding amount of cash could be moved 
from one safe to another by the bank or banks concerned. 
> A bank which did this would probably find that it always had 
a large amount of cash on its premises. AIl the time, it would be 
pajiiijf casK across the counter to customers who wanted to 
withdraw some of their deposits, and it would constantly be 
payinl:[ cash, on behalf of its customers, to other banks in favour 
of whose customers its own customers had drawn cheques. But 
on the other hand it would all the time be receiving new_deposits 
of cash across the counter, and from other banks whose customers 
hid drawn cheques in favour of its own customers. The amount 
of cash in .any particular safe might fluctuate consi~erably from 
day to day, but when the amo~nt to the credit of some customers 
was low the amount to the credit of other customers would 
probably be high, so that day in and day out the total amount 

'I of caSh in the bank would be rar~e and would not fluctuate very 
much. -



BANKS 349 

Under these conditions, it is quite likely that it would occur to 
the banker to lend out the greater part of the cash on his pretnises. 
Instead of keeping a separate safe for each customer, he could 
lump all the cash together, and although he lent out most of it 
he could still retain enough to enable him to pay on demand (to 
his customers or, on behalf of his customers, to other banks) all 
the cash which in fact he would be asked to pay. 

A -necessary condition for this, it will be noted, is that c~sh is 
homogeneous. A depositor who took the number of a pound 
nOte wIiichhe paid into his bank would have no cause to feel 
aggrieved if he saw that note in circulation the next day. For 
his banker would have another pound note ready for him, if he 
wanted it; and one pound note is as good as another. Another 
necessary condition is that only a small proportion of the total 
deposits are likely to be withdrawn in cash at the same time. 
Suppose the banker decided, on the basis of his past experience, 
that 10 per cent of his total deposits was an adequate reserve of 
cash. If-owing, say, to a rumour that the bank was likely to 
fail-there was a "nm on the bank," a large proportion of his 
depositors demanding repayment in cash, the cash would not be 
there. The banker might protest that he was perfectly solvent 
and that, given sufficient time, he could call in his loans, sell his 
invest:ments, and thus-meet his depts, yet his rep~ta.tion as a 
banker would be gone, for he would have failed to fulfil his obliga-
tiOIlof paying cash on demand. -

The banker would receive interest on the loans which he made 
with his depositors' money and hence he might be able to pay 
interest (at a lower rate) to his depositors. For a deposit of 
money with a bank is not like the deposit of an article at a cloak
room: it is really a loan to the bank, and it is generally under
stood that the bank will re-Iend most of the money. 

The money which the banks lend will be used by the borrowers 
to make I@yments. Suppose, for the moment, that there is only 
one bank. The people to whom the money is paid may be 
customers of this bank, and may pay it in again to thc:ir credit. 
In the course Qf time, the same note or coin might pass and repass 
several times across the counter of the bank, being deposited 
by one customer, lent to a borrower, deposited by another 
customer, and so on. Thus in time the total deposits of the bank 
mi~ht considerably exceed the total amount of cash in the 
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country. This would be quite all right, provided that the banl 
kept a sufficient reserve of cash to meet all demands for casl 
which were in fact made upon it. Against its liability to depositorl 
it would hold partly cash and mainly assets such as debts due tc 
it by people who had borrowed from it. 

In fact, when a bank makes a loan it does not usually len': 
actual cash. lnstead, it gives the borrower the right to dra\\ 
cheques upon it, although he has made no corresponding deposit 
For example, a bank may grant its depositor A the right tc 
overdraw his account up to the value of £1000, A agreeing tc 
pay a certain rate of interest on the amount which he in fac! 
overdraws. A proceeds to draw cheques, to pay for goods and 
services which he requires or to pay his creditors, if he has J"W1 

into debt, and the people who receive his cheques probably pal 
tfiem in to their own banks, to be added to their deposits. Thw 
the deposits of these people are increased, and nobody's deposil 
is reduced, by the grant of the overdraft or loan to A. It is m 
this way that" loans create deposits." Of course, the same thin~ 
happens if the bank, instead of granting a loan to A, purchase! 
securitIes and pays for them with its own cheque. The seller 01 
the securities" pays in" this cheque and thereby increases hi! 
deposit with his own bank, which mayor may not be the banl 
which drew the cheque. Most of the increase in the total deposit! 
of British banks which has taken place during recent decades hal 
come about through the granting of loans or the purchase 01 
securities by banks. The extra deposits have been virtuall) 
created by the banks themselves. 

5. THE LIMITATIONS ON THE POWER OF BANKS 
TO CREATE CREDIT 

We have just seen that a bank may receive interest simply b~ 
\ permitting customers to overdraw their accounts or by purchasing 
securities and paying for them with its own cheques, thus increas
ing the total of bank deposits: that is, "creating credit." Thi! 
seems a very easy way of making profits. Yetthe rate ofprofiu 
in banlcing is no hi~her than in other branches olindustry. The 
banks have exyenses::.=for -premises,-equipment,--ana staff-and 
their power to create credit is limited. 

It is limited by their obligation to yay their Jepositors cash 
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on demand. This means that they dare not let their reserve of 
cash fall below what they consider a safe level. In GreatJ3ritain 
during recent years the banks have considered that 9 or 10 per 
cent of their deposits is the nlinimum below which their cash 
reserves must not fall. Since additional loans or purchases of 
securities would increase total deposits they would thereby 
reduce the banks' reserve of cash (assuming it to be near the 
minimum, and to remain the same in amount) below this 
minimum percentage. 

In order to expand credit further, therefore, the banks must 
either increase the absolute amount of their cash reserves orl 
permit them to form a lower percentage of deposits than they 
previously considered the lowest compatible with safety. ' 

Let us suppose, to begin with, that there is only one bank 
(with numerous branches) in the country but that it cannot 
increase or diminish the total amount of cash in the country. the 
supply of cash being controlled by the Government. At any 
moment, all the cash in the country is divided between the bank 
and the public. The bank cannot permanently increase its 
holding 1)f cash by forcing the public to hold less. It can. tem
porarily obtain more cash-by selling securities to the public or 
by requesting some of its customers to repay their loans or 
overdrafts in cash-but it will be unable to keep this extra cash 
and use it as a basis for credit expansion. For the public has 
the whip-hand of the bank in that it can alway~ _ replenish 
its holdings of cash by withdrawing deposits in cash. Thus, 
assuming that total deposits exceed the total amount of cash in 
the country, the public can always hold as much of the total 
cash as it wishes. If the public's demand for cash remains the 
same as before; and the total amount of cash in the country is not 
increased, the bank will be powerless to bring about a permanent 
increase in its cash reserve. 

Suppose that the total cash in the country is £500 million, 
of which (taking one day with another) half is held by the bank 
and half by the public, and that bank deposits amount to £2500 
million. The bank could expand credit, and thereby increase 
its deposits, by £250 million only if it was prepared to let its 
cash reserve of £250 million form only one-eleventh instead of 
one-tenth of its total deposits. But it might be unable to achieve 
even this result. For the amount of cash which the public wants 
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to hold tends to vary with the level pt'prices. If prices rise 
firms and individuals tend to keep IJlore cash than before it 
their safes or tills or pockets. The expansion of bank credit fron 
£2500 million to £2750 million might well send up prices anc 
so cause the public to want to hold, say, £275 million instead 0 
£250 million as formerly. This would leave only £225 millior 
for the bank, and that would be little more than 8 per cent of th« 
deposits. Hence, if it was prepared to reduce its cash ratio tc 
9 per cent, but not lower, it could not expand credit by as mud 
as £250 million. 

Thus the total of bank deposits may be said to depend 011 

three things, namely-
(I) the total amount of cash in the country, 
(2) the amount of cash which the public wishes to hold, 
(3) the minimum percentage of cash to deposits which the 

banks consider safe. 
The total amount of cash in the country can be increased only 

if the monetary authorities (whom we have supposed to be the 
Government) decide to increase it. The public's demand for 
cash may be diminished by a faIl in population or by a change 
in the public's monetary habits: for example, groups of wage
earners who had previously been paid in cash might come to be 
paid by cheque and to use cheques to make payments which they 
previously made in cash. The bank might feel, at a time of 
general prosperity and optimism, that a lower percentage than 
usual would be quite safe. But if none of these factors changes, 
the total amount of bank credit cannot increase. 

The fact that there are several different banks does not make 
any substantial difference to the argument. Its implications are 
discussed in the following section. 

We may add that the controversy as to whether the inflations 
in Germany and other countries during and after the war were 
"due" to an expansion of bank credit or to an expansion of the 
note issue is rather like the controversy as to whether the hen 
or the egg came first. In fact, expansions of bank credit came 
first, but the enlarged volume of bank credit could not have been 
maintained, still less increased, without the subsequent creation 
of additional cash, in the form of notes issued by the Government 
or central bank, to enable the banks to keep their customary 
proportion of cash to deposits. 
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6. BANK CLEARING 

Consider a particular bank, let us say, for example, the 
Mid.~nd Bank. Suppose that it has about one-fifth of the total 
bank deposits. Every day its customers pay in cheques to their 
credit, and the chances are that about four-fifths of these cheques 
wi)! be drawn upon other banks. The Midland Bank could of 
course collect the cash due to it, on those cheques, from the other 
banks. But the customers of the other banks will pay in cheques 
to their credit and presumably the average total value of these 
cheques will be about four times as great as iliat of the cheques 
paid in to the Midland Bank, and the chances are that about 
one-fifth of them will be drawn on the Midland Bank. Thus the 
Midland Bank will have to pay the other banks about as much 
cash as they have to pay to it. 

Obviously a convenient arrangement would be for each bank 
(in any town) to send a clerk to meet clerks from other banks ~t 
a ~ntral office or "cleaiIDg li~~e:}'-Eacli1JanX coUld then give 
the Midland13ank the cheques which it had received drawn upon 
the Midland Bank, the Midland could reciprocate, and so on. 
If at any such "clearing" the Midland Bank owed, say, the 
Westminster Bank, more than the Westminster Bank owed it, it 

V could pay the difference in cash. Such clearings do take place 
every day (and in large towns two or three times a day) but the 

",differences are not paid in cash. In England most important( 
banks themselves have depoSitS with the Bank of England, and ... 
settle their differences at the clearing by cheques drawn on the 
Bank of England. Thus, if the Midland :Bank owes the West
minster Bank £50,000, on balance, at any particular clearing. 
it gives the Westminster Bank a cheque drawn by itself on the 
Bank of England for £50,000. The Midland Bank's deposit at 
the Bank of England is reduced, and the Westminster ~'s is 
increased, by £Eto,ooo. The banks consider their de~sits with) 
the Bank of England as equivalent to cash, for they can wi~draw • 
them in notes or coins at any time. 

Clearly the equilibrium position for any bank is that it neither 
gains nor loses cash, overa period. at the clearing. Ifit habitually 
galils-casli,- it will expand its loans, So that more cheq~es 
will be drawn upon it, until its percentage of cash to depos1ts. 
falls to whatever it considers the lowest consistent with safety. 

"4-(B··931 



354 ECONOMICS 

Conversely, if it habitually loses cash to the other banks, it 
will be compelled to contract its loans, so that fewcr chequc! 
are drawn upon it. 

If all the banks decide to expand credit, and keep in step with 
one another, no bank will lose cash to other banks at the clearing, 
and the limits to crewt expansion will be simply those which we 
discussed in the previous section, on the assumption that there 
was only one bank. 

Suppose that one bank only, say the Midland Bank, decides 
to expand ~redit. It will soon be checked by the loss of cash to 
the other banks at the clearing. If it expands its loans by £10 
million, and has about one-fifth of the total deposits, the chances 
are that its new borrowers will pay four-fifths 'of their cheques 
to people who are customers of other banks, so that the Midland 

, Bank will lose about £8 million cash to other banks at the 
clearing. Suppose that it had £400 million deposits and £40 
million cash (mcluding, of course, its deposits with the Bank of 
England) and that the other banks, taken together, had £1600 
million deposits and £160 million cash. The Midland Bank, 
let us say, is prepared to let its reserve ratio fall from 10 per cent 
to 9 per cent. The other banks, taken together, wish to maintain 
the ratio of 10 per cent. The Midland Bank cannot expand its 
loans by £40 niillion, in the hope that this will increase its 
deposits to £440 million, leaving its cash at £40 million. For the 
result would be to expand its deposits to about £408 million and 
reduce its cash to about £8 million, since about four-fifths of the 
cheques drawn by its new borrowers would come into the 
possession of depositors of other banks. But, by gradual expan
sion, an equilibrium position might be reached with its deposits 
at about £41 I million and its cash at about £37 million, the 
total deposits of the other banks being £1630 million and their 
cash £163 million. For, as the other banks acquired more cash 
from the Midland Bank, they would gradually expand their loans 
or investments. 

One conclusion which emerges from all this is that although 
90 per cent in value of all payments are made by cheques it is 
the quantity of cash which is really important. ,For so long as 
the banks maintain their conventional reserve ratio they can 
increase their deposits only if the amount of cash in the country 
increases or the public's demand for cash diminishes: 
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MONEY MARKETS AND CENTRAL BANKS 

:to INTRODUCTION 
THE previous chapter gave a general discussion of banks and 
of the forces detennining the volume of bank deposits or .. bank 
credit." The present chapter is largely descriptive. It is con
cerned mainly with facts and figures relating to British banks 
and the London money market. 

An account of the British banking system inevitably involves 
some discussion of the London money market and of the Bank 
of England. A money market is a market for short-term loans. 
Most of the money lent on the London money market is supplied, 
directly or indirectly, by the British commercial banks. It is 
they who, by buying Treasury bills, lend the British Government 
most of the large amount of money which it borrows on short 
term. It is they who supply the discount houses and bill brokers, 
by lending to them on short term, with most of the money which 
they use to buy Treasury bills, bills of exchange, and Government 
securities. The banks regard their short-term loans to the money 
market and their holdings of Treasury and other bills as their 
most liquid assets with the exception, of course, of cash. We 
must therefore give a brief account of discount houses and bill 
brokers and of accepting houses (who, by "accepting" bills 
-which means, in effect, guaranteeing they will be paid-make 
them more marketable) and we must say something about 
Treasury bills and bills of exchange. 

We must also discuss the central bank: the Bank of England. 
A banking system can flourish without a central bank. But 
where there is a central bank it can, if it chooses, control the 
volume of bank credit-and, in~~tal.!y, ~ffec~_ sh()~t-term and 
possibly long-term rates of interest-by causing the amount of 
cash available for the commet:cial banks to increase or to 
diminish. The Bank of England, as we shall see, is in a position 
to do this. 

When Great Britain was on gold, the immediate object of the 
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Bank of England was to maintain an adequate reserve of gold 
and, at any rate before the war, it responded to the danger of a 
drain of gold by raising its bank rate. But Great Britain has 
been off gold since September, 1931, and our discussion in the 
present chapter describes the situation since that time. We 
consider the gold standard in a later chapter. For the present 
we leave international complications out of account. 

Since we devote most of our illustrations to the British banking 
system it ma}"be well to point out the chief respects in which 
other systems are different. In~~LE~ce, the volume of 
Treasury and other bills in London is greater than in most 
centres. These bills are treated by the banks as relatively liquid 
assets which (together with their short loans to bill brokers) 
supplement their cash reserves, forming a second line of defence. 
The banks therefore can and do maintain a smalfer reserve of 
cash against their deposits than they would have to maintain 
if such liquid assets were not available. In countries with less 
devcaoped money markets the banks maintain a higher ratio of 
cas~ to deposits than in England. 

In the second place/the intervention of the discQJID!_houses 
and bill brokers between the central bank and the -commercial 
banks is peculiar to England. In other countries the commercial 
banks-borrow, when -they need more cash, directly from the 
central bank. In England they never do this. Instead, they 
call in their short loans, thereby constraining the bill brokers to 
borrow from the Bank of England in order to repay them. 

In the third place, England has greatly developed branch 
banking. A few large banks with numerous branches do the 
great bulk of the business and hold most of the total deposits. 
The banking system of the United States is in marked contrast. 
There, widespread branch banking is forbidden by law and 
there are many thousands of independent banks, although the 
Federal Reserve system has done much (since it was set up in 
1914) to "pool" and centralize the cash reserves of its member 
banks. Branch banking enables a large bank to use its cash 
reserves more effectively, distributing them among its branches 
according to the demand for cash in different places. It also 
facilitates loans from one part of the country to another: some of 
the deposits of a district with a relatively small demand for loans 
can be lent, in effect, to other districts where the demands for 
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loans are greater. On the other hand, all loans of any size 
require the prior sanction of the head office, so that a "local 
manager cannot use his discretion as much as if his branch 
were an independent bank. Moreover, the failure of a large 
bank with numerous branches would mean widespread distress 
and alarm, whereas the failure of a few local banks might have 
little effect outside their own districts. 

2. THE ENGLISH COMMERCIAL BANKS 

The five biggest English banks are the Midland, Barclays, 
Lloyds, the Westminster, and the National Provincial. These, 
together with..six. ~thers, are known as the London Clearing 
Banks because they alone are members of the London Clearing 
House; other banks do their clearing through one of these. The 
remaining English banks are of minor importance, but many 
foreign and Dominion banks have offices in London and the 
banks of Scotland and Northern Ireland do a good deal of 
business. 

The main items on the "liabilities" side of a bank's statement 
of accounts are ca~tal paid up, rese~nd, and deposits 
("current, deposit, ana otIlei accounts"). In October, Ig37, 
the combined capital of the London clearing banks aggregated 
some £77 million and their reserve funds (accumulated out of 
undistributed profits) some £58 million. These sums belonged 
to their shareholders. In addition, there were substantial con
cealed reserves in that some of their assets (notably investments 
and premises) were shown below market value; these may have 
been in the neighbourhood of £100 million. The bulk of their 
resources, however, were deposits, amounting to some £2312 
million, and these of course belonged to the depositors and not 
to the shareholders. 

The policy of an English commercial bank may be regarded 
as a compromise between th£<:e conflicting~. In the first 
place~ the bank wants to make as good profits as possible for its 
shareholders-:--m-die second place, its fuiic1Sbelong mainly to 
its depositors, so that i~5~ot ~ffof(!J:o risk losing ~?~c:: of_them 
by investing them in nsky enterprises without adequate security 
even if this course seems likely to yield high profits. In the third 
place, it has undertaken to repay depositors in cash and it must 
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therefore keep a certai'Ol proportion afits assets in cash or in forms 
which can readily be converted into cash without appreciable 
loss. The distribution of its assets will reflect its compromise 
between these three aims of profits, security. and liquidity. 

In October, 1937, the main1 items on the "assets" side of 
the statements of the London clearing banks, taken together, 
were as follows-

Cash. • . . • 
Money at call and short notice 
Bills discounted 
Investments . • . 
Advances to customers . 

I: million 
!l34 
165 
!l96 
639 
984 

These items have been given in order of liquidity. The order 
pf profitability is exactly the reverse. Advances are the most 
profitable, }'ielding (in 1937) around 4 to 5 per cent, while 
cash, of course, yields nothing at all. 

Cash is, by definition, completely liquid. Rather more than 
half this item consists of notes and coin, the rest being deposits 
("Bankers' Deposits") with the Bank of England, which the 
banks regard as completely equivalent to notes and coin. The 
percentage of cash to deposits varies somewhat between in
dividual banks and from one time to another, but for all the 
banks together it is seldom shown as less than 10 per cent and 
seldom rises much above II per cent. 

Moneyat call and short notice has been lent mainly to discount 
houses and bill brokers and partly to stockbrokers. (The banks 
also lend for longer periods to stockbrokers, but these loans are 
included in their advances.) This item constitutes the most 
liquid part, after cash, of the bank's assets, for some of the loans 
can be recalled on demand and the rest within a few days. In 
1937 the banks obtained only! to I per cent on this item, which 
usually is equivalent to around 6 or 7 per cent of their deposits. 
- Bills discounted become liquid as they mature. They consist 
mainly of Treasury bills, for the volume of commercial bills has 
shrunk greatly during recent years. In 1937, Treasury bills 
yielded little more than! per cent and three months' trade bills 

1 We omit liabilities of customers for acceptances, indorsements, etc. 
(1:116 millIon), balanced, of course, by a correspondIng item of the same value 
on the liabilitIes SIde. We omit also balances Wlth and cheques in course of 
collection on other banks, Items in transIt, bank premises, and investments in 
afIiliated banks and subsidiary companies. 
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2 to 21 per cent. Bank bills yielded little more than Treasury 
bills, but the commercial bills held by the banks were mainly 
trade bills and not bank bills. Bills usually amount to between 
J2 and 20 per cent of deposits. 

Investments consist mainly of British Government securities, 
which during recent years have yielded little more than 3 per 
cent and which may fluctuate in value from time to time. The 
banks follow the aim of security by restricting their investments 
to those which are" giIt-edged" and not risking their depositors' 
money in speculative shares. In the past, investments have 
usually varied between 14 and 17 per cent of deposits, but during 
the last four or five years the proportion has been much higher: 
in October, 1937, it was over 27 per cent. 

Advances to customers, by way of loan or overdraft, are the 
most profitable but the least liquid item, for although an over
draft may nominally be repayable on demand it is often difficult 
to get it repaid at short notice. In general, the English banks 
aim at providing industry and trade with working capital only, 
and seldom lend for more than six months. In the past, some 
continental banks have provided particular firms with long-term 
loans. But such banks had a much greater capital relatively to 
their deposits than English banks, who seldom do this: the 
long-term loan of £3 million made by lloyds Bank to Stewarts 
and lloyds in 1932 was quite exceptional. The English banks 
try to protect their depositors by obtaining adequate security 
for their advances. But sometimes a security which seemed 
adequate at the time faIls heavily in value; the customer cannot 
repay; and the banks are left with " frozen" assets. This 
happened to a number of bank loans during the immediate 
post-war depression. Advances in the past have usually amounted 
to more than 50 per cent of the deposits, but during recent years 
the proportion has fallen considerably below this. 

A comparison with October, 1931, is interesting. The total 
deposits of the London clearing banks at that time were only 
£1724 million; their investments were £304 million and their 
advances £910 million. The "cheap money" policy pursued 
by the Bank of England and the Treasury since then has consider
ably increased the volume of deposits, but the corresponding 
change on the assets side has taken the form mainly of a 
great increase in investments, owing to the lack of sufficient 
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safe borrowers to maintain the customary ratio of advances to 
deposits. 

It should be noted that the published statements of the banks 
include a certain amount of "window-dressing": that is to say, 
the amount of cash shown exceeds the amount normally held. 
Each of the big banks makes up its accounts on a different day 
of the week, calling in short loans for that purpose. The bill 
brokers repay one bank by borrowing from the other banks. At 
the end of the half-year, when all the banks make up their 
accounts on the same day, different measures are needed. We 
shall see later what these are. 

3. BILLS 

~
: We use the word "bills" as a general term for negotiable 

ocuments which embody the promises of borrowers to repay 
hort-term loans. The main types are promissory notes (little 

,used iii England)';'bills of exchange, and Treasu!y bills. 
In the United States it is not uncommon for a customer who 

borrows from a bank to give the bank his "no_te." This is a signed 
promise by the customer to pay the banlt a stated sum-the 
amount borrowed plus interest~n a stated date. It is known 
as a promissory note. A bank wishing to increase its cash reserve 
can discount such notes (or, strictly, re-discount them, for the 
bank has already discounted them for its customers) with the 
Federal Reserve Bank of its district. The notes then carry the 
guarantee of the bank which re-discounts them, as well as of 
its customers. 

In Great Britain, loans and overdrafts granted by the com
mercial banks are not embodied in negotiable documents. A 
bank which makes a loan often safeguards itself by taking over 
the custody, but not the ownership, of stock exchange securities 
or other titles to assets belonging to the customer, to a value 
greater than the amount of the loan. If ~ customer does not 
repay, the bank has the right to sell this "collateral" and thus 
recoup itself, handing over to the customer any excess which 
remains after it has done so. If the customer does not "put up" 
sufficient collateral, the bank usually demands the guarantee of 
a third party that the loan will be repaid. But the loan does 
not give rise to any document of the nature of a bill. 
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I A bill of exchange is an order by one person (or firm) to 
another to pay him some definite sum of l!!~~y at a specified 
future date. '!'he person giving this order is called the 
"drawer" of the bill. If the other person signifies his agreement 
by signing the bill, he is said to "accept" it. The bill is negoti
able: that is to say, the drawer can transfer it to a third party, 
who then has the right to the money when the bill falls due for 
payment. He can transfer it by "indorsing" it, that is, by 
signing his name on the back of it; he then becomes liable for 
the sum named if the acceptor fails to keep his promise. In the 
same way, the third party can transfer it to a fourth, and so on. 

A bill can be sold, or, to use the technical term, "discounted," 
at any time before it matures-that is, falls due for paYment. 
Suppose that a bank discounts a bill of face value £1000 which 
has three months to run at a rate of discount of 4 per cent per 
annum. It gives £990 now for the bill (since 4 per cent per 
annum is I per cent for three months). It is clearly making a 
loan, which will be repaid plus £10 when the bill matures. The 
present value of the bill depends partly on the length of time it 
has to run. For example, the above bill will be worth £995, 
assuming the rate of discount is still 4 per cent, after half ths:: 
three months have elapsed. 

But the present value of a bill also depends partIy on the 
credit standing of the persons or firms whose names appear 
upon it and who are therefore responsible for seeiDg that it is 
para. A bill bearing only the names of firms whose credit standing 
unot generally known to be high is usually discounted by the 
bank of the drawer, which holds it until it matures, and it is 
discounted at a relatively high rate. Most of the bills in the 
London money market bear, in addition to the names of the 
firms concerned, the name of a well-known bank or accepting 
house and are known as bank bills (the others being known as 
trade bills). By thus "accepting" the bill, the bank has given 
its own guarantee that the bill will be met at the due date. This 
raises the present value of the bill; in other words, the bill can 
be discounted at a considerably lower rate. 

For many years London has been the leading international 
mRJket for first-class bills of exchange. It attained this position 
owing partly to the large and widespread foreign trade of Great 
Britain (for these bills mostly have their origin in foreign trade 
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transactions) and partly to the presence in London of several 
firms of merchant bankers with important foreign connections. 
The credit of these firms-for example, Barings, Rothschild, and 
Schroeder-was, and is, very high, and their acceptance of a 
bill meant that it could readily be discounted in either London 
or some foreign centre. They are now known as accepting houses. 
They sometimes act as "issue houses," raising relatively large 
loans in London on behalf of foreign Governments or other 
important clients. They accept deposits, both from their foreign 
clients and from British firms, and use the money to buy bIlls 
or Government securities or to make short-term loans. They 
accept bills for their clients, receiving a commission (usually of 
1 to 2 per cent) for giving their guarantee that the money will 
be paid when the bills mature and thereby raising their present 
value and making them readily discountable. Usually they are 
safeguarded by receiving possession of documents such as bills 
of lading, invoices, and insurance policies giving them control 
over the goods, or by collateral security deposited with them by 
their clients. Since the war, the practice of granting reimburse
ment credits has sprung up. For example, a foreign bank will 
be given a credit of, say, £500,000 by an accepting house. The 
foreign bank then instructs its clients to draw their bills upon 
the accepting house. The foreign bank makes itself liable for 
their payments and probably the accepting house is secured 
against its contingent liability by securities deposited with it by 
the foreign bank. The leading English cOInmercial banks have 
theInselves done an increasing amount of acceptance business 
since the war. Towards the close of 1937 their total acceptances 
exceeded £ 100 million. 

A bill is considerably more liquid than a bank loan made for 
the same period. For the borrower may urge his banker to renew 
the loan on the ground that he cannot immediately find the 
money conveniently, but will be able to do so later. The banker 
may lose a good customer if he refuses; and, further, the loan 
may not be adequately backed by collateral, or the collateral 
may have fallen in value considerably since the loan was granted, 
so that the bank may not be able to obtain repayment in full 
even if it hardens its heart to the customer's appeal. A bill, on 
the other hand, is virtually a written promise to pay at a specified 
future date, and if the proInise is not kept the credit of the bank 
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(or firm) which accepted it is destroyed. Hence bills are nearly 
always met, except in quite exceptional circumstances, whilst 
loans and overdrafts are frequently renewed even when the bank 
would prefer not to renew them. It has been said that the first 
duty of a banker is to realize the difference between a bill of 
exchange and a mortgage. The former is very liquid; it is highly 
probable that the money will be forthcoming when it matures. 
The latter is much less liquid; if circumstances arose in which 
the property had to be sold, it is likely that a good deal of other 
property would be offered for sale, owing to those same circum
stances, at the same time, thus forcing down its price below the 
face value of the mortgage. 

Governments often borrow on short term. Their revenue, 
especially from income tax, fluctuates considerably over the year, 
so that they are sometimes cOI)Strained to borrow, in anticipation 
of revenue, to meet current expenses. Moreover, short-term rates 
are often lower, and sometimes much lower, than long-term 
rates. A small part of the short-term or "floating" debt of the 
British Government sometimes consists of advances, called Ways 
and Means advances, made by the Bank of England, but the 
great bulk of it consists of Treasury bills. These are three months' 
bills issued by the British Government (in amounts of £5000 
and £10,000) and payable on the due date at the Bank of 
England. They are an extremely liquid form of investment. 
Nobody doubts that the money will be forthcoming on the due 
date, and therefore a Treasury bill can be readily discounted if 
the holder requires cash sooner than he had expected. When the 
Treasury issues these bills, it invites tenders for them. Banks 
and other would-be buyers state how many they are prepared 
to take, and at what price, and the bills go to the highest bidders. 
Towards the close of 1937, there were some £900 million of 
these bills outstanding, and their average rate of discount was 
little more than t per cent: that is to say, the average price paid 
for a £5000 bill was little lower than £4993 I5S. Some of these 
bills were not put up for tender but were issued direct (" through 
the tap") to various Government Departments which had 
balances to invest for short periods; most of the rest were held 
by banks. Every week, Treasury bills to the value of about £45 
million were issued to the market, and every week a somewhat 
similar volume of bills fell due for payment. Ever since the 
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war, the volume of Treasury bills in the London money market 
has been greater than the volume of commercial bills, and since 
1931 they have swamped the latter in importance. 

The bank rate of a central bank is the minimum rate at which 
it will discount first-class bank bills, accepted payable by a 
leading bank or by one or more firms of equally high standing. 
A central bank will usually discount only Treasury bills or first
class commercial bills; in other words, it will usually refuse 
ordinary trade bills. Moreover, a number of central banks 
normally discount only bills with less than, say, two months 
to run. 

4. THE LONDON DISCOUNT MARKET 

The dealers in bills on the London market comprise three 
large discount houses-namely, Alexanders Discount Company, 
The National Discount Company, and The Union Discount 
Company-with a total capital (including reserves) of about 
£7·5 million, twenty bill brokers with a total capital of over 
£7 million, and nine "running brokers" who are pure inter
mediaries with little capital of their own. 

The discount market is much more important in London than 
in any other centre, and the practice followed by the English 
commercial banks of calling in their loans to the discount market 
instead of themselves borrowing from the central bank is peculiar 
to England. 

We may perhaps be permitted to use the term bill broker to 
include discount houses. Clearly a bill broker can discount 
bills with his own capital. Having the bills, he can then use 
them as security on which to borrow money at call or short 
notice from a bank. Having borrowed this money, he can then 
discount some more bills, borrow more money on the security 
of the bills, and so on. Thus the greater part, by far, of the funds 
utilized by a bill broker are provided on short loan by the 
banks. Most bill brokers also accept deposits. The capital of 
some bill-broking firms is as much as a tenth of the money which 
they borrow from the banks and from their depositors, but in 
some cases it is only a twentieth or a thirtieth. They may 
use some part of their funds to buy Government securities, 
particularly short-dated ones. 

Bill brokers do not hold all the bills which they discount until 
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they mature. They resell some, at a slight profit, to the banks. 
They can do this because any given bank likes to arrange its 
holding of bills so that about the same amount of money falls 
due for payment every day (or, rather, more falls due at times 
when it knows that it will have to make unusually large payments 
out) and likes not to hold too many bills bearing the same 
signatures. A bill broker is a specialist in bills and knows the 
credit standing of the various firms responsible for paying the 
bills. He himself, except in the case of running brokers, guaran
tees payment of the bills which he re-sells to the banks. Hence 
the banks are prepared to discount them at a fraction of 1 per 
cent less than he did-in other words to buy them from him at a 
slightly higher price than he paid for them. 

Thus bill brokers make their profits by discounting bills and 
holding them and perhaps buying some Government securities 
and holding them, receiving a rate of interest higher than the 
rate which they pay for the money which they borrowed from the 
banks and, to a less extent, from their depositors. They also 
make profits by re-selling some of their bills to the banks. 

When a bank wishes to replenish or increase its cash it usually 
calls in some ofits loans to the discount market. The bill brokers 
may be able to borrow the money from another bank. But if all 
the banks are calling in their short loans at the same time, this is 
not possible. The bill brokers are then constrained to obtain the 
money from the Bank of England, either by obtaining an advance 
(usually at 1 per cent above bank rate) or by re-discounting some 
of their bills. At such a time the market is said to be "in the 
Bank." But of course the banks cannot permanently increase 
their cash reserves in this way. If the bank rate is maintained at a 
level which makes it unprofitable for bill brokers to borrow from 
the Bank, they will not do so for longer than they can help. 
When they repay, deposits are thereby transferred from the 
commercial banks to the Bank of England. Similarly, when bills 
re-discounted by the Bank mature, the deposit of whoever pays the 
money is reduced and the money is paid by his bank to the Bank 
of England. In this way bankers' deposits at the Bank of England 
are again reduced. 

Since 1931 the volume of trade bills has become smalll and the 1 

1 Foreign-drawn billa have fallen from about [,500 uullion in 1929 to about 
[,150 lIllllion. See Th. Ecommust, 26th March, 1938, P.6B9. 
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bills held by the discount market are now mainly Treasury 
bills. The yield on these is exceedingly low, and, in order to 
keep their businesses alive, the bill brokers have been obliged 
to increase their investments in long-dated securities. 

Treasury bills are offered for sale by tender on Fridays, and 
tenderers can specify the day in the following week on which 
they wish their bills to be dated. When the banks call in their 
loans at the half-year to increase their cash for window-dressing 
purposes, if the end of the half-year falls in mid-week, it it 
possible for the holders of Treasury bills to arrange that their 
bills maturing that week mature in the first half of it, while the 
new bills they are taking up are dated and paid for in the second 
half. The Treasury is thus compelled to borrow from the Bank 
of England and the money market is supplied with funds to meet 
the calls of the banks without itself having to borrow much from 
the Bank of England. 

5. CENTRAL BANKS 
Most countries, nowadays, have a central bank.1 The main 

task of the central bank is to carry out the monetary policy of 
the country or, more accurately, to take from time to time 
whatever measures seem appropriate to ensure that the course of 
events in the monetary sphere conforms_ af-closely as possible to 
this policy. A central bank nearly always pays good dividenw 
to its shareholders, for it usually has the profitable privilege 
of holding the deposits of the Government. But its primary 
purpose is not to make profits. It follows whatever course is 
considered best for the country, even if its profits are thereby 
reduced. 

Nowadays Governments and central banks are usually in 
agreement as to the general monetary policy which should be 
pursued, and work closely together to make it effective. The 
Government can help in various ways. For example, the tone 
and substance of speeches by ministers may induce the business 
community to be more enterprising, or more cautious; the vol
ume of Government loans raised or repaid or converted during 

1 The United States is dlVlded into twelve ru.stncu. In each of these there is 
a Federal Reserve Bank, holding the central reserve and acting as a central 
bank for its dIstrict. But the actlVlties of these twelve are controlled and co
ordmated by a smgle body, the Federal Reserve Board, woriung in close 
co-operatlon WIth the Umted States Treasury. 
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any period may affect rates of interest; the sums spent on public 
works may influence activity and employment; the extent to 
which imports of commodities or international movements of 
capital are restricted will affect the general monetary situation. 
Naturally it is usually the Minister of Finance (called in Great 
Britain the Chancellor of the Exchequer) and two or three of the 
chief permanent officials in his Department who play the greatest 
part, on behalf of the Government, in conferring with the 
governor or directors of the central bank as to what should be 
done from time to time. 

It may happen, however, that the Government and the central 
bank do not agt"ee ~po~_"policy. 1111:fe-'may well be a conflict 
at certain periods between -The immediate interests of the 
Treasury, which is about to borrow money and therefore wishes 
to keep interest rates down, and the views of the central bank, 
which may believe that interest rates should be maintained or 
raised. Again, the Government may wish to borrow more from 
the central bank than the latter thinks desirable. If the Govern
ment cannot be persuaded to change its attitude, its will must 
ultix.nately prevail. If the governor of the central bank maintains 
his opposition-;be will be constrained to resign and will be 
replaced by somebody more amenable. 
>J The rapidity and ease with which the Government can over-

e
ide the wishes of the central bank when there is a serious 
ifference of opinion between them varies from one country to 
nother.~ In New Zealand, for example, the central bank is 

practically the puppet of the Government. In some other 
countries it has been thought desirable to enable the central bank 
to enforce a period of delay or to compel the Government to pass 
special legislation before submitting to a policy which it considers 
unwise. For this reason, most central banks are not owned by 
their Governments. The Government may hold some shares 
and usually has the right to nominate some directors, but as a 
rule the bulk of the shares are in private hands. 

A country may pursue any of several broad monetary policies. 
It may decide that the best way to promote prosperity is to 
maintain an international standard, such asiIie-gold standard. 
In that event, the main resen.e~f gold (or silver, or foreign 
exchange. according to the standard adopted) is held by the 
central bank and its actions are largely directed towards 
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maintaining an adequate reserve. The main alternative policiel 
are to try to keep the general level of either commodity price! 
or money incomes fairly stable, or to take whatever monetary 
measures seem most suitable from time to time to promote 
activity and employment and to avoid a general slump. Ow 
present purpose is not to discuss the merits and defects of altern. 
ative policies but to show in what ways a central bank can try 
to-make effective whatever policy has been decided upon. 

When a central bank is not deliberately pursuing an active 
policy, it responds to a fall in short-term interes!...rates by reduc· 
ing its bank rate-the minimum rate at which it will discounl 
first-class bills-because it is useless to keep it high above markel 
rates, and it responds to a drain of cash by raising its bank rate. 
'I'he drain may be eXJernal. If the country is on the gold stand· 
ard, its exchange rates may tend to fall, leading to a withdrawal 
of gold from the central bank. Or the drain may be internal. In 
most countries except England, the commercial banks borrow al 
times from the central bank. If they borrow so much that its cash 
reserve falls below what it considers a reasonably safe level, il 
raises its bank rate to induce the commercial banks to borrow less. 

But we are concerned with an active, '.!c:liberate _policy. In 
pursuance of such a policy, a central bank exerts its influence 
mainly by causLn~ th_e amoug.1 oCmQneJ'J.I!the country to increase 
or diminiSh.---An increase in the amount of money is usually 
aSSOciated with lower rates, especially short-term rates, of 
interest. If the extramoney gets into circulation through 
increased loans and overdrafts granted by the commercial banks, 
this usually implies that the latter have reduced theiJ: rates to 
induce entrepreneurs and others to borrow more from them. 
It is usuiIIy hoped that the extra money, whether it gets into 
circulation via bank loans or via Government spending or by 
some other route, will tend to raise money incomes and prices 
and to stimulate economic activity. A diminution in the amount 
of money, on the other hand, is usually accompanied by higher 
rates of interest and tends to reduce money incomes and prices 
and to check economic activity. 

It may be wondered why a central bank ever reduces the 
amount of money, since this tends to depress business and to 
cause unemployment. It may do so because a reduction of money 
incomes is necessary to safeguard the gold reserve and to keep 
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the country on the gold standard. It may do so because people 
fear an inflation and action of this kind is needed to restore 
confidence. Or it may do so during a boom because it thinks 
that unless the boom is checked now it will develop later into 
a serious slump. 

How can a central bank alter the total amount of money in 
the country? It usually has a monopoly of the issue of bank
notes. If its bank-notes were the chief means of payment it 
could simply issue :more notes (putting them into circulation by 

'buying securities or discounting bills) when it wanted to expand 
the volume of money and withdraw notes (by selling securities 
or reducing its holding of bills) when it wanted to contract the 
volume of money. But the chief means of payment, in most 
modern countries, is the deposits of the commercial banks. 
How can the central bank alter the total of bank deposits? 

Commercial banks often keep a fairly constant proportion 
between their cash and their deposits. If their cash consisted 
entirely of notes issued by the central bank, a change in the 
total volume of these notes would lead to a change in the total 
of bank deposits. For presumably the public would for some time 
want to hold about the same value of notes as before, so that 
extra notes issued by the central bank would nearly all find their 
way into the cash reserves of the commercial banks, while notes 
withdrawn from circulation by the central bank would corre
spondingly deplete the cash reserves of the commercial banks. 
Thus, if the latter kept a proportion of cash to deposits of I to 
10, every increase of £1 million in the note issue would lead to 
an expansion of £10 million in bank deposits and every decrease 
of £1 million in the note issue to a contraction of £10 million 
in bank deposits. 

The actual position, in most countries, is slightly more compli
cated than this. Most central banks are required by law to 
keep a minimum percentage of gold (or silver, or foreign 
exchange) against their notes. Hence they can expand their 
note issue only if they acquire more gold. But they can neverthe
less cause large variations in the total of bank deposits even if 
their note issue does not change. For the commercial banks 
usually hold considerable balances with the central bank. In 
some countries the commercial banks are compelled by law to 
do this; in others they do so by custom. The practice is 

25-(B.293) 
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~onvenient for them, since a balance due at the clearing from one 
commercial bank to another can be settled by a cheque on the 
central bank. The commercial banks treat their depOSIts .... ith the 
central bank, which we shall call bankers' deposits, as cash. The 
.central bank can readily vary the -total of bankers' deposits. 
When it buys securities or bills, it pays for them with its own 
cheques, and the sellers deposit these cheques with their own 
banks. Conversely, when the central bank sells securities, the 
buyers pay by cheques on their own banks and this diminishes 
bankers' deposits by that amount. Such purchases and sales of 
securities, by the central bank, resulting in an expansion or 
contraction of bank deposits (of ten times the expansion or con
traction in bankers' deposits if the commercial banks maintain 
a ratio of I to IO between their cash and their deposits) are usually 
described as "open-market operations" because the central bank 
buys or sells in the open market. 

Most central banks publish their ba* rate, which they may 
vary from time to time. This, it will be remembered, indicates 
the rate at which they will discount first-class bills. A rise in the 
bank rate is often followed by a rise in other short-term rates, 
including the rates charged by the commercial banks on loans 
and overdrafts. If so, it results in a fall in bank loans and there
fore in the volume of bank deposits. Similarly, a fall in the bank 
rate is often followed by a fall in other short-term rates and an 
expansion in the volume of bank deposits. But this need not 
happen. If the change in the bank rate does not reflect or 
anticipate a change in interest rates due to a change in the state 
of supply or demand in the loan market, it may not affect other 
rates at all. Of course, if the bank rate is reduced to such a level 
that it is cheaper to borrow from the central bank than from other 
lenders, the central bank may be flooded with requests for loans 
and will probably be compelled to raise its rate again. But 
a reduction in the bank rate from, say, 6 per cent to 5 per cent at 
a time when other short-term rates were all well below 5 per cent 
might have no effect at all. Afortiori, a rise in the bank rate from 
6 per cent to something higher at such a time might have no 
effect whatever on the market. The fact is that changes upwards 
or downwards in the bank rate, so long as it remains above the 
market rate of discount on first-class bills, will lead • changes in 
other rates only iflenders or borrowers in a monopo~tic position 
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choose to alter their rates accordingly. There is, howevQ', the 
further point that such borrowers or lenders, and notably the 
commercial banks, may raise their rates when the bank rate is 
raised because they fear that they themselves may have to 
borrow from the central bank in the near future. Often the 
central bank takes further measures to make its new rate 
"effective." It engages in open-market operations, and it is 
these which are important, rather than the bank rate. A 
reduction in the "cash" (including bankers' deposits) of the 
commercial banks compels them to reduce their loans and raise 
their rates; an increase in their cash induces them to do the 
opposite. 

In addition to open-market operations and changes in its 
bank rate, a central bank can exert its influence by making its 
wishes known to financial houses. It usually has great prestige, 
so that it is often heeded. But it will seldom succeed in inducing 
banks and other financial firms to forgo for long profits which 
they could make quite legally by disregarding its desires, 

We shall now illustrate these general statements by an account 
of the control exercised by the Bank of England. 

6. THE BANK OF ENGLAND 

The Bank of England has virtually a monopoly of the note 
issue. The Tr~ury issued £1 and lOS. notes during the war, 
but these were amalgamated with the note issue of the Bank by 
the Act of 1928. Certain banks in Scotland and in Northern 
Ireland have the right to issue notes, but since all their notes 
except £4'3 million must be backed, pound for pound, by Bank 
of England notes, this is of minor importance. The Mint provides 
silver and copper coins: the face value of the coins in circulation 
is now rather more than £50 million. Thus the great bulk of 
the "cash" of the United Kingdom consists of Bank of 
England notes. 

The Bank can issue notes to the value of the gold coin and 
bullion which it holds, valued at the old rate of 845. IIld. per 
ounce of pure gold, plus a further amount known as "the 
fiduciary issue" backed only by securities.1 Between the Act of 
1928 and the summer of 1931 the maximum laid down for 

1 Pl~ sliver up to a maximum face value of £5'5 million. 
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the fiduciary issue was £260 million; it was then raised to £275 
million; owing to the large amount of gold which the Bank 
has acquired during recent years it has now been reduced to 
£200 million.1 The Bank always issues notes to the maximum 
permitted value; those which do not go into circulation remain 
as a reserve in its Banking Department. Thus on lOth November, 
1937, it held £326 million of gold coin and bullion and had 
therefore issued notes to the value of £526 million, of which 
£485 million were in circulation and, £41 million held as a 
reserve in its Banking Department. . -.-

The Bank can temporarily increase its fiduciary issue with 
the permission of the Treasury. It was formerly thought that this 
power would be used only in case of something approaching a 
financial panic, when firms want to increase their holdings of 

• cash. But a temporary expansion of £20 million was authorized 
to meet the seasonal expansion of the note circulation at Christ
mas, 1937, and it seems hkely that the use of this expedient may 
become a part of the bank's regular procedure at such times. 
Any central bank must control the note issue if it is to have full 
power over monetary policy. It could not command the situation 
if other banks were free to vary the amount of cash. But the 
active measures of control taken by the Bank of England consist 
mainly of varying its bank rate and engaging in open-market 
policy in such a way as to cause bankers' deposits and therefore 
the total deposits of the commercial banks to vary, rather than 
of varying its note issue. 

The commercial banks maintain a fairly constant ratio of 
"cash" (including their deposits with the Bank) to deposits. 
iut the Banking Department of the Bank holds the central 
reserve of cash and can and does vary its own proportion 
of cash to deposits within wide limits. It is prepared, for 
example, to make bankers' deposits vary considerably whilst 
its own holding of cash remains about the same. It thereby 
causes total deposits to expand or contract by nine or ten 
times the amount of the expansion or contraction in bankers' 
deposits. 

The activities of the Bank are best illustrated by reference to 
one of its weekly returns. We give below the return for the week 
ended loth November, 1937, showing the various items to the 

1 Effectivdy: the legal maximum is still £260 million. 
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nearest £1 million and omitting the small item of £9360 of 
silver coin held in the Issue Department as part of the security 
for the fiduciary issue. 

Notes Issued: 
In Circulation. • 
In Banking Department 

Proprietors' Capital 
Rest. • . 
Public Deposits • 
Other Deposits : 

Bankers. • 
Other Accounts 

ISSUE DEPARTMENT 

.(. 
Million 

.(. 
Million 

Government Debt • • II 

485 Other Government Securities 188 
41 Other Securities • 

Amount of Fiduciary Issue • 200 
Gold Coin and Bulhon • 326 

.(.526 .(.526 

BANKING DEPARTMENT 

.(. 
Million 

15 
3 

31 

Government Securities • 
Other Securities : 

.(. 
Million 

104 

Discounts and Advances 8 
Securities 21 

Notes • • 
Gold and Silver Coin 

29 
41 

2 

We have already discussed the Issue Department. The net 
profits on the note issue go to the Exchequer. 

All the shares of the Bank are in private hands. This accounts 
for the £15 million-actually £1 4,553,00o-known as proprietors' 
capital. The "Rest" is the name given to the reserve fund 
accumulated out of undistributed profits. The Public Deposits 
are those of the British Government. They include the Exchequer 
Account, the Paymaster-General's Account, from which supplies 
are issued to the spending departments, and many accounts in 
connection with the National Debt, the collection of taxation, 
and Government funds of various types. The sums received and 
disbursed by the Government are so large that they would 
exercise a disturbing effect upon the money market unless the 
Bank were able to offset such possible disturbances if it wished.J 

The very important item of Bankers' Deposits has already been 
1 But it has done little recently. It seems more interested in the stab~ity 

of total deposits than of Bankers' Deposits. The banks seem to do the offsettmg 
by varying the amount of" wmdow-dressing." 
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explained. It includes only the deposits of British banks whose 
main business is conducted in England. Other Accounts include 
balances maintained by foreign central banks, colonial banks, 
British banks operating mainly abroad, merchant banks and 
financial houses, and Indian and Colonial Governments. 

Against these liabilities the Bank holds assets consisting of 
Government Securities, Other Securities, and Cash. Government 
Securities include only direct obligations of the British Govern
ment. Treasury bills acquired by the Bank on its own initiative 
and not presented to it for discount and any temporary Ways and 
Means Advances made to the Exchequer fall under this head. 
Thus it is this item which increases when the Bank pursues an 
expansionist open-market policy and buys Treasury bills or other 
Government securities, and which decreases when it follows the 
opposite policy. 

The item of Other Securities is divided into two. Discounts 
and Advances comprise Treasury and other bills brought to the 
Bank for discount and advances made by the Bank to the discount 
market and to private clients. It is this item which increases 
when the market is "in the Bank." The other head, called 
"Securities," includes such stocks as first-class Indian, Dominion, 
C.I.nial, and foreign securities and commercial bills bought by 
the Bank on its own initiative. 

We have already explained the notes. The gold and silver 
coin consists almost entirely of silver coin. The ratio which 
these two items bear to the total deposits of the Bank is usually 
known as the Proportion. In the above return, the Proportion 
is 26·9 per cent. 

When Great Britain was on the gold standard, the policy of 
the Bank was directed towards protecting its gold reserve. Since 
September, 1931, this has not been so. The Bank is no longer 
compelled to give gold in exchange for its notes, and it has 
acquired a very large gold reserve during recent years. 

The "cheap money," or expansionist, policy followed by the 
Bank during recent years is brought out clearly by a comparison 
of the return for the week ended 11th November, 1931, with 
the one shown above. At the former date, the Bank held only 
£121 million of gold. Its total note issue was only £396 million, 
of which £357 million was in circulation. Its holding of Govern
ment securities was only £55 million and bankers' deposits were 
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only £60 million. The bank rate was 6 per cent; it was reduced 
by stages to 2 per cent, where it has since remained, iIi the 
summer of 1932. The great increase in its gold enabled it to 
6pand the note circulation; its open-market purchases increased 
bankers' deposits; and ·the result, combined with lower rates 
of interest, was a great expansion in the deposits of the 
commercial banks. 

An increase in public deposits tends to reduce bankers' 
deposits, for taxpayers and others draw cheques on their own 
banks in favour of the Government when they make payments 
to it. Such an increase, when foreseen, is often offset. For 
example, the Government issues fewer Treasury bills. An 
example of an increase which was not offset occurred during 
September and October, 1937. The following figures of the 
deposits of the Bank explain themselves. 

8th Sept., 27th Oct., 
1937· 

(C Million) 
1937· 

(£ Million) 
Public Deposits • 12·0 322 
Banken' Deposits 105 6 87"7 
Other Accounts 36.3 36.6 

Total . 153·9 156 5 

The market is usually "in the Bank" around the turn of the 
year, when the commercial banks follow the absurd practice of 
"window-dressing," calling in some of their short loans to show 
in their statements of accounts higher cash reserves than they 
normally hold-the normal ratio is about 9 or 91 per cent of 
deposits. The Bank apparently will not lend an appreciable 
sum to the discount market for less than a month or so, so that 
the effect of "window-dressing" on its item of Discounts and 
Advances takes some time to disappear. Thus on 23rd December, 
1936, this item was £6·4 million. On 30th December it had 
risen to £17·5 million. It had not fallen back to normal before 
lOth February, when it was again £6·5 million. 

We may perhaps conclude with a caution as to the limitations 
of monetary policy. It is relatively easy for the Bank, by buying 
bills or securities on the open market and allowing its Proportion 
to fall, to reduce short-term rates of interest and to increase 
bankers' deposits and thereby to increase by nine or ten times 
as much the total volume of bank deposits. But, to quote the 
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wisdom of the people, you can lead a horse to the water but 
you cannot make him drink. Industry and trade may not be 
willing to borrow much more from the banks even at lower rates. 
In any event, the banks have to meet their operating costs, and 
they earn little or nothing on some of their assets, so that they 
are reluctant to reduce their rates on advances below a minimum 
of about 4 per cent. Hence the extra money may be created 
mainly by the purchase of additional investments by the banks, 
and most of it may remain idle. This was more or less the 
position in Great Britain after 1931 until the housing boom (due 
partly to low rates of interest) stimulated activity. In such 
circumstances, direct spending by the Government is often 
advocated in order to put the extra money into circulation. 

It is possible, however, to give the horse only a limited ration 
of water. By raising the bank rate and reducing the amount of 
money the bank can deflate, or so it may seem, as much as it 
wishes. But here too there are difficulties. The ultimate object 
of deflation is to reduce money incomes and costs. If most of 
the workers are strongly organized and resist any substantial 
reduction of wages, a firm policy of deflation may indeed reduce 
money income, but not labour costs, by means of a great increase 
in unemployment. In such circumstances, such a monetary 
policy-whether or not it would be best in the long run-would 
probably be abandoned or reversed owing to the great public 
outcry against it. 



CHAPTER XXIV 

THE VALUE OF MONEY 

I. INTRODUCTION 

WE are now in a position to consider the causes of changes in 
the value of money: that is to say, in the purchasing power of 
a unit of currency over" things in general." The value of money 
may be regarded as the reciprocal of the general level of prices: 
for example, if the general level of prices has doubled, this means 
that the value of money has halved. The measurement of changes 
in the value of money presents difficulties. A discussion of these 
is postponed until the final section of this chapter. For the 
present, we need only point out that "sectional price-levels" 
often vary relatively to one another. For example, the prices of 
most ordinary shares may rise considerably (as in 1928 and 1929 
in the United States) while the prices of commodities remain 
fairly stable, and wages may rise or fall relatively to the "cost 
of Iiving." 

A considerable change in the value of money usually has 
important consequences. We postpone a discussion of these until 
the last section but one. 

The forces affecting the value of money, as of anything else, 
can be grouped under the two categories of supply and demand. 
After a note on monetary theories in general, and another on 
the quantity theory, we turn to the forces affecting the supply of 
money and the demand for it. These sections are comparatively 
brief because for the most part they simply repeat and generalize 
what has been said before. The supply of money in a particular 
country depends on its monetary and banking system. The 
previous chapter described at some length the monetary and 
banking system of Great Britain and showed the forces affecting 
the supply of money in Great Britain during recent years. The 
situation when a country forIOS part of a gold-standard or 
similar international monetary system is discussed in Chapter 
XXVIII. The demand for money, as for anything else, depends 
largely on the alternatives available. The main alternative to 

377 
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holding money is investing it. In the chapter on Interest we 
discussed at some leilgili.-the factors determining what proportion 
of his total assets a person wishes to keep in the form of money. 
Of course, at any moment all the existing stock of money is being 
held by different firms and institutions and individuals. But a 
community as a whole can always make its stock of money as 
large or as small a proportion of its total assets as it wishes. For 
an increase in its demand for money shows itself in a fall in the 
value of other assets, and conversely . ../ 

2. MONETARY THEORIES 
The student of monetary theory soon finds that there seem 

to be many different theories as to the forces which determine 
the value of money. But this conflict of opInion among economists 
is largely apparent rather than real. Most economists would 
probably agree upon the reasons for any particular change which 
had occurred in the value of money, but some would phrase their 
explanations in different terms from others. The dIfferences 
between them are mainly differe~ces in the mode of approach and 
in terminology rather than fundamental differences of analysis. 

A leading illustration of this is the apparent divergence 
between those who speak of the velocity of circulation of money 
and those who speak of the demand for money. An increase in 
the velocity of circulation-=-truit is, ill the rapidity with which 
units of currency pass from hand to hand-means that people 
are more willing than before to ~~~ o':i~~est money instead of 
holding it. But this means that therr demand for money to hold 
has decreased. Hence those who use the former term are dis
cussing just the same phenomenon as those who use the latter. 

We have decided to use the term money to include bank 
deposits as well as cash. Some writers prefer not to include bank 
deposits but to regard them as substitutes for money. Thus we 
should regard an increase in bank deposits as an increase in the 
supply of money, but they would regard it as tending to decrease 
the demand for it in the same way as increased substitutes for 
anything tend to diminish the demand for it. But we should 
all agree that t.'l.c; consequence would be a tendency for the value 
of money to fall. 

Some writers take the value of money to mean itsJlurchasing 
p~_~er ~ve:._ c.~~odities _ ?nly, or over consumers' goods and 
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services only, defining it as the reciprocal of "the general level 
of commodity prices" or of "the cost of liVing ,,. ii'iSfead or 
including everything against which money exchanges. We know 
that only a small part of total money payments are made against 
consumers' goods. Thus the quantity of money and its velocity 
of circulation may both increase-as in the United States from' 
1925 to 1929--and the result may be a great rise in the prices 
of stock exchange securities and a considerable rise in the prices 
of factors of production without any rise in the prices of com
modities or in the cost of living. But writers who follow the above 
practice are usually well aware of this, and bear in mind that they 
are discussing a sectional price-level. Some of them point out that 
it is important to distinguish between" the financial circulation" 
-the stream of money payments made against stocks and shares 
and similar paper titles-and "the industrial circulation." 

Another source of ambiguity is -tIle corij~..pt~f« the quanti~ 
of money." It is generally agreed that an increase in the quantity 
of money tends to raise prices and a decrease to lower them. 
But suppose that the central bank decided to print more notes 
and that these extra notes simply lay idle in its vaults, without 
causing anybody to change his actions. These extra notes would 
have no influence upon prices. We could say either that the 

. effective qll~ntity o£...Il}o~e'y"had not changed or that the increased 
supply of moneyll.ad been exactly offset by an increased demand 
for money on the part of the central bank. Probably the latter 
is the more appropriate. For the banks might increase their 
deposits by purchasing securities and the additional deposits 
might remain idle, or the central bank might increase the amount 
of ~otes "in circulation" and yet the extra notes might not in 
fact circulate: they might be hoarded. It is simpler to take the 
total amount of money in existence as one of our data and then 
to consider what proportion of it is "hoarded" than to deduct 
the estimated amount hoarded and to speak of the remainder 
as the amount of "effective" money. But clearly the two 
methods should bo* lead to the same result. 

3. THE QUANTITY THEORY OF MONEY 
The best-known theory of the value of money is the Quantity 

Theory, which declares that the value of money depenwupon 
its quantity. In its most rigid form, this theory asserts that any 
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given percentage increase or decrease in the quantity of money 
will lead to the same percentage increase or decrease in the 
general level of prices. 

This conclusion springs from the belief that money is only 
a kind of counter or ticket serving as a medium of exchange and 
that therefore the actual amount of money, provided there is 
enough to enable it to do its work, does not matter. It assumes 
that if a community had twice as much money all prices would 
be twice as high, that if it had only half as much money all prices 
would be half as high, and so on, so that the purchasing power 
lof the total amount of money would always be the same. In 
other words, it assumes that the elasticity of the demand for 
i,money, in terms of other things, is always equal to unity, and 
that the "demand curve" for money remains unchanged. 

This assumption seldom corresponds to reality. The demand 
for money frequently changes, and this may lead to considerable 
changes in prices even if the quantity of money remains constant. 
Moreover, any considerable change in the quantity of money is 
likely to cause a change in the demand for it-that is, in the 
total purchasing power of the total amount of money. 

For example, during the German post-war inflation the 
quantity of money was increasing rapidly and prices were rising. 
People expected this movement to continue and in consequence 
thoir demand f()t: ~oney dim!nished. They tended to avoid 
holding depreciating marks, or claims to marks, and tried to 
change their marks at once into goods or shares or foreign 
exchange. In the language of some writers, there was a great 
increase in the velocity of circulation of marks; The result was 
that, owing to the general expectation that prices would continue 
to rise, prices in fact rose mUEh more rapidly than the quantity 
of money was increased. Thus the volume of the note issue 
increased from 81 nulliard paper marks in December, 1920, to 
116,000 milliard in August, 1923, but its value in gold marks 
fell from 4800 million to JI6 million. 

Any general trade depression affords an illustration of a 
considerable fall in prices due to an incrC:;;Lse in the demand for 
money rather than a diminution in its supply. The amount of 
cash and the volume of bank deposits were both increased 
substantially in Great Britain after 1931, yet for some years 
most prices remained well below their pre-depression level. This 
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was because the public feared, for some time, that the depression 
would continue. People therefore refrained from spending 'more 
or from substantially increasing their investments in industry. 
In other words, their demand for money was greater than it had 
been before the depression and therefore prices were lower 
despite the increase in the quantity of money. 

Nobody to-day holds the quantity theory in its rigid form. 
But a number of writers set out some more flexible version, which 
takes account of changes in other influences as well as in the 
quantity of money. The version put forward by Professor Irving 
Fisher is so well known that we shall give a brief critical 
account of it. 

Over a period, a ~~ber of transactions take place in which 
money is exchanged against other things. To take a simple 
example, on a very small scale, these transactions may consist 
of the sale of 40,000 loaves of bread at 6d. a loaf, the sale of 
100 shares at £1 a share, and the sale of the services for one 
week of 100 men at £3 each. The total money payments during 
the period must equal the total value of the things exchanged 
against money-in this case, of £1000 for the loaves, £100 for 
the shares, and £300 for the wages, making £1400 in all. 
Professor Fisher denotes the total-9..u~~tity of _things exchanged 
against money-the "volume oYtransactions"-by the symbol T 
and defines the symbol P in such a way that P multiplied by 'F is 
the total value of all the transactions. P is thus the g~al level 

of prices at which these transac~C?~ ~ c:!fect~; ; is the value 
of money. 

We have seen that the total value of these transactions, TP, 
must equal the total money payments made. But, over the 
period, some units of money may not be exchanged for anything 
else, while other units may change hands a number of times, 
being used for a number of transactions. The total quanti!y of 
m~n~l~ exis~~~ may be termed M and the ~ge numJl~r 
of times which a unit oCmo~~y" c_h~g~s h~nds durmg the period, 
in paying for o-ther things, may be called the velocity of circula
tion of money and may be denoted by V. Thus the total value 
of money payments is M multiplied by V. This gives us the 
"e~~tio~ of~£~ange." namely 

MV=PT 
M'!.~P 

c 
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This equation is perhaps useful in demonstrating that if the 
quantity of money is increased and Vand T remain unchanged 
(or if V divided by T remains constant), the general level of 
prices must increase by exactly the same percentage. If, for 
example, dO,!-ble the stream of money meets the same stream 
of other things, against which it exchanges, the average prices 
of these other things must do_uble. 

But in reality, as we have already remarked, a change in M 
is almost certain to cause changes in V and T, and in some 
monetary and banking systems a change in P may lead to a' 
change in M. The four elements in the equation are..iwerrelated-j 
it is not true that M alone will change, causing a corresponding 
change in P. 

Moreover, there seems no need to break away from the general 
theory of value, when we discuss the value of money, by intro
ducing the concept of "velocity of circulation." Instead of 
speaking of an increase or decrease in the velocity of circulation 
of money, we can speak of a decrease or increase in the demand 
for money. 

We shall therefore consider first the forces determining the 
supply of money, which will be different according to the 
monetary and banking system of the country under consideration, 
and then the forces determining the demand for money. 

4. THE SUPPLY OF MONEY 

The ways in which means of payment come into existence and 
go out of existence, and the extent to which the supply of them 
will change when conditions change, depend upon the monetary 

I and banking system and the policy of those who control it. If 
a country is on the gold standard (or on any other international 

, standard) it must keep its price-level in line with the price-levels 
of other countries on the same standard. We shall consider this 
subject later. Let us think of an ~solated country. 

Suppose the country uses a commowty, let us say gold, as 
money. Suppose the only money consists of gold coins. The 
to'tal- stock ~~otd in existence will be large relatively to the 
anil.Ual outpUf !iI" gold from the mines, so that considerable 
changes in the total stock of monetary gold will not be likely 
over !aidi sh~rt periods. There may be an industrial demand 
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for gold as well as a monetary demand. If so, some of the gold 
in existence, and part of the annual output, wJ.lI not be available 
for monetary purposes. In fact, the monetary demand for gold 
is far more important than the industrial demand, and if the 
former were to disappear the value of gold would fall very heavily. 

The "price" of an ounce of gold is fixed if gold is used as 
money, and if the gold-mines are working under competition the 
marginal cost of producing gold will equal its price. An improve
ment in the technique of gold-mining or the discovery of new 
deposits, which could be worked profitably, would lower the 
marginal cost of production of gold and would cause the output 
of gold to increase to a level at which marginal cost again 
equalled the fixed price. Conversely, the exhaustion of the better 
deposits would raise marginal cost and diminish the output. 

This situation would remain essentially the same if a central 
bank bought and sold gold at a fixed price and issued paper 
notes backed I 00 per cent by gold. Instead of a given number 
of gold coins being in circulation, the same number of paper 
notes would be in circulation at any time. 

The situation would be fundamentally altered, however, if 
the central bank could issue paper notes to a greater value than 
the gold in its vaults. New money could then come into circula
tion not only by new gold being mined and exchanged for notes I 
but also by the central bank printing more notes (without 
receiving additional gold) and using them to purchase something 
or lending them to borrowers, who would spend them. Each 
note might be convertible into gold at the central bank and yet 
the public might hold considerably more notes than were backed 
by gold without wishing to change them into gold. Under these 
conditions, the amount of notes in circulation would depend 
(within wide limits) upon the discretion of the central bank. If 
the bank thought it unwise to increase the supply of money 
despite an increased output of gold, it could keep the volume of 
its notes constant by, for example, selling securities and thus, 
taking notes out of circulation equal to the number which it had I 
to put into circulation owing to its purchase of gold., AgaiIi, [t 
could increase its note issue and put the extra no~'into circula
tion even if the output of gold remained the same or ,diminished. 
Provided the public continued to accept the Jlotes, withQut 
wanting to convert them into gold, there would be no'· upper 
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limit to the quantity of money unless a limit was set by a la~ 
forbidding the bank to issue more than a given number of note: 
not based on gold, or compelling it to maintain a minimull 
percentage reserve of gold against its notes. 

Now suppose that there are other banks which receive deposit: 
~upon which cheques can be drawn: this is of course the actua 
,situation in modern countries. Means of payment now include 
bank deposits. The banks hold a reserve of "cash," consisting 
say, of notes (of the central bank) plus deposits with the centra 
bank, against their deposits. They can increase their depositl 
by increasing their loans and they can diminish their deposit: 
by lending less freely. When a new loan is created, deposit: 
will increase by that amount and when an old loan is paid oil 
deposits will diminish by that amount. There is no reason wh) 
the banks should keep a constant percentage of cash to deposit: 
(although they tend to do so in Great Britain). When trade 
prospects seem bright and there is a general optimistic outlook 
the banks may lend more freely, reducing their percent
age reserve of cash, and when prospects seem gloomy the~ 
may follow the opposite policy. Even if they do keep a 
constant percentage reserve of cash, it is in the power of the 
central bank to increase or decrease their holdings of cash 
and thereby lead them to expand or contract their loans and 
deposits. 

Thus there may be times when the banking system as a whole 
wants to increase the supply of money. It can always do this 
by purchasing securities. The sellers of these securities find their 
deposits increased. But if these additional deposits are left idle, 
only the prices of securities will be raised. In order to raise the 
prices of other things, the banks must induce borrowers to borrow 
more, spending the money upon expanding their businesses. If 
the expected rate of profits is above the rate charged by the 
banks to borrowers, there will be no difficulty in finding bor
rowers. But if it is not, then the banks must lower their rates 
in order to induce entrepreneurs and others to borrow more. 
If entrepreneurs and others think that the trade outlook is 
gloomy, enough additional borrowers (able to offer adequate 
security) to bring about an appreciable rise in the price-level 
may not be forthcoming. It may be that the rate charged by the 
banks would have to be negative in order to increase substantially 
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the volume of bank loans. At such times, the banking system 
may do its best to increase the supply of money but its efforts 
may meet with no response; it may indeed increase the supply 
(by purchasing securities) but this may be offset by a corre
sponding increase in the demand for money by the public. Some 
writers urge that during such times of depression Governments 
should bring about an effective increase in the supply of money 
by spending more upon public works, unemployment relief, and 
so on, or by reducing taxation, thus deliberately creating a 
budget deficit. Even such a policy might not succeed in raising 
the price-level-if the public distrusted it, the public might offset 
the efforts of the Government by increasing its own demand for 
money. Other ~Titers believe that a better remedy would be 
to reduce costs and thus make the expected rate of profit higher. 
Against this it is argued that some costs, and, in particular, wages, 
are very difficult to reduce. We express no opinion here upon 
this controversy. Our only object has been to show the forces 
which determine the supply of money. 

s. THE DEMAND FOR MONEY 

The concept of the demand for money presents difficulties. 
If the total amount of money in a country is given, then at any 
moment all of it must be somewhere--in pockets, in tills, in the 
vaults of banks, and so on. The total amount of money, no 
more and no less, must be demanded, in the sense that all of it 
must be held somewhere by somebody. But the value, or pur
chasing power, of this amount-the demand for money in terms 
of other things-may change. 

Most people and firms (including banks) are constantly 
receiving money and paying out money. Apart from hoarders, 
people hold very different amounts of money at different times. 
: Wage-earners paid on Fridays have more money on Friday 
nights than on Thursday nights. Nevertheless every person or 
firm holds on the average, taking one day with another, a certain 
sum of money. What determines the amount of money which, 
on the average, he wishes to hold? 

If he did not hold money, he could either spend it or invest 
.it. It is easy to understand why people prefer holding money 
to holding large stocks of goods which may deteriorate in quality. 

26-(B 293) 
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The question is why they do not invest this money and get 
interest on it until the time comes when they want to spend it. 

o One reason is that it is costly and troublesome to invest small 
I sums for short periods. Another reason is that people are not 

sure of how much cash they will need in the near future, and hke 
to keep a certain amount of cash or bank deposits as a liquid 
reserve against possible unforeseen contingencies. Thus people 

.. and firms tend to keep a certain proportion of their assets in the 
form of money. An increase in the practice of offsetting by 
book-entry debts due from A to B by debts due fr.m B to A 
(a process which is carried to the limit when firms engaged 
in different stages of producing the same finished com
modity amalgamate) would reduce the demand for money; 

lif more wage-earners were paid by cheque they would keep 
some of their money in the form of bank deposits and not 
of cash, and this would enable the banks to expand their total 
deposits without reducing their percentage reserve of cash, and 
soon. 

Now suppose that people think that the rate of profits is rising. 
They will want to keep a smaller proportion of their assets in 
the form of money, since investment is more profitable than it 
was before and the need for ligl!!dity is no greater. Investment 

• will increase. Purchases by entrepreneurs and others who get 
command of the new capital will increase and this will tend to 
raise prices. Although the total amount of money may remain 
the same, its value will fall. Thus the desire of the public to hold 
a smaller proportion of their assets in the form of money will 
be fulfilled. Each may hold as much money as before but its 
value will be less. In the same way if people think that the prices 
of commodities are going to rise they will try to hold more 
commodities and less money, and the increased purchases of 
commodities will send up their prices and reduce the value of 
a given amount of money. 
{In other words, when people think that investment is more 

profitable and that prices are going to rise their "liquidity 
preference" diminishes: they want to hold a smaller proportion 
of the totafvalue' of their assets in the form of money. When 
they think the opposite, their liquidity preference mcreases: J The 
proportion of deposit accounts to current accounts tends to grow. 
Their liquidity preference, together with such things as the 
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amount of integration among businesses, the extent to whic11. book\ 
credit is used and the extent to which cheques are used-things , 
which do not change much over short periods-determines the 
demand for money. This together with the supply determines 
the value of money. But it should always be remembered that 
sectional price-levels may show divergent movements, especially 
in periods of rapid change. 

6. THE EFFECTS OF CHANGES IN THE VALUE 
OF MONEY 

Although we cannot measure changes in the value of money 
with absolute accuracy, such changes are often sufficiently 
marked to leave no room for doubt or dispute. We know that 
they have occurred and we know roughly how large they have 
been. 

At times they have been very lar~_indeed. During and after 
the war a considerable rise took place in the price-level of most 
European countries. The rise in Germany reached an astro
nomical height. In the summer of 1923 most prices, in terms of 
German paper marks, were many million times higher than they 
had been a few years earlier. Again, the Great Depression of 
recent years led to a very considerable fall in the general level 
of prices. The extent of this fall differed between countries. 
Some countries left the gold standard in order to lessen the fall 
in prices in terms of their own money. Moreover, the fall in 
interest rates was reflected in a rise in the prices of fixed-interest 
securities issued by "safe" borrowers. Nevertheless it is beyond 
dispute that between, say, 1928 and 1932, the general level of 
prices fell, in terms of gold, by something between one-thir~d 
one-half. Changes of anything approacrung this order of magni
tude have very important consequences. 

Suppose that the value of money is falling or, in other words, 
that the general level of prices is rising. Some prices will rise 
faster than others. As a rule, tlle prices of commodities will rise! ' 
faster than wage-rates-the prices of labour services. This will ( 
increase the value of the marginal products of all types of labour .• , 
If previously a number of workers were unemployed, many of 
them will be reabsorbed into eIpployment, and overtime may 
be worked. Profits will increase. The prices of ordinary shares 
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and of capital goods will tend to rise. Those who Q9rrow at fixed 
interest will~in if they use the money to buy goods which they 
resell on a rising market, or to produce goods which have risen 
in price with the aid of factors of production whose prices have 
risen less. Those who Igl~L~ed interest will lose, since the 
purchasing power of their money Will be less when it is repaid 
than it was when they lent it. The increased rate of profits, 
while leading to a rise in the price of ordinary shares, will depress 
the prices of securities yielding fixed rates of interest. The 
"bJlfgen of fixed charges" upon entrepreneurs will be lessened, 
since although the money amount of the charges will remain 
the same the receipts of the entrepreneurs will increase. People 
holding money or claims to fixed sums of money WIll clearly lose 
by a fall in the value of money; under this head come all 
receivers of fixed incomes. 

There will also be effects on the structure of production, as 
we saw when discussing the trade cycle. If the rise in prices is 
due to increased supplies of money which are spent by entre
preneurs, the demand for producers' goods will expand relatively 
to the demand for consumers' goods, and the structure of pro
duction will become more capitalistic. 

The social and polItical consequences of a considerable fall in 
the value of money may be very important. For example, the 

1 marked rise in the price-level during the sixteenth and seven
teenth centuries played a considerable part in bringing about the 
transference of power in England from the King to Parliament. 
The income of the monarchy was more or less fixed, but its 
expenses rose with the rise in prices, so that taxation had to be 
increased, and Parliament could insist upon concessions in 
/feturn for increased grants to the monarchy. Again, many 
observers contend that the post-war German inflation practically 
~ped out the "middle classes" and thereby paved the way for 
the rise of National Socialism. 

When the value of money is rising, the effects are exactly the 
opposite of those we have just described. In particular, if wage
rates are at all "sticky" (as they usually are) the values of the 
marginal products of labour will diminish and unemployment 
will increase. At the bottom of the Great Depression, the total 
number of unemployed workers in the leading industrial 
countries exceeded 30 million. 
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7. THE MEASUREMENT OF CHANGES IN THE 
VALUE OF MONEY 

If tea costs 2S. a lb., the value of £1 in terms of pounds of tea 
is 10. If the price of tea rises to 2S. 6d., the value of £1 in terms 
of pounds of tea falls to 8. The change can be expressed by 
saying either that the price of tea has risen by 25 per cent or that 
the value of money, in terms of tea, has fallen by 20 per cent. 
Since money serves as a general measure of value we always 
tend to think of the change in the value of the commodity in 
terms of money, which we call its price, rather than of the change 
i9 the value of money in terms of the commodity. 

We can measure the change in the value of money, as between 
-two dates, in terms of a group of commodities, such as foodstuffs. 
Suppose that we know the retail price of every kind of foodstuff 
at each of the two dates. There are several different ways in 
which we can compress all these facts into a single figure showing 
L'l.e percentage change in what may be termed the "price-level 
of foodstuffs" between the two dates; and the different ways 
may give different results. We can illustrate this briefly by 
taking a "group" of two commodities, bread and tea. Suppose 
that the price of bread has fallen from 6!d. to 6d. per 4 lb. loaf 
and that the price of tea has risen from 2S. to 2S. 6d. per lb. One 
way of measuring the change in the price-level of the group is 
to add together all the percentage changes and divide by the 
number of commodities. In this case, this gives a result of minus 
4 plus 25 divided by 2-that is, a rise of 10'5 per cent. But this 
method gives the same importance or "weight" to every com
modity. Suppose that" at the former date 30 loaves were con
sumed for every pound of tea consumed. We could measure the 
change in the value of a collection consisting of 30 loaves plus 
I lb. of tea. Such a collection cost 17s. 71d. at the former date 
and 17s. 6d. at the latter date, so that this method (of "weight
ing") gives us a fall of 0'7 per cent. We may know, however, 
that at the latter date only 20 loaves were consumed for every 
pound of tea consumed, and the cost of this collection has risen 
from 12S. 5d. to 12S. 6d. Thus our result may vary according to 
the "weights" which we employ. 

We may further illustrate this point by considering the tempor
ary but spectacular rise in the price of metals which took place 
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early in 1937. The following table gives prices per ton at each 
of three dates-

/

Ilth Mar.,/IOth FCb.,/IOth Mar., 
1936 1937 1937 

.£ .£ .£ 
Steel (Bars) . 10 10·5 12 
Copper (Electrolytic) 40 61 77 
Lead (PIg). • 19 29 37·5 
Spelter (G O.B.) • 16 23 36 
Tm (Ingots) • 215 237 301 

On lOth February, 1937, the percentage increase in the price 
of steel, as compared with II th March, 1936, was 5, of copper 52, 
oflead 53, of spelter 44, of tin 10. If we add these together and 
divide by five, we find that the average rise was 33 per cent. 
On 10th March, 1937, the percentage increase in the price of 
steel, as compared with llth March, 1936, was 20, of copper 92, 
oflead 97, of spelter 125, and of tin 40. Ifwe add these together 
and divide by five, we find that the average rise was 75 per cent. 
These results could be expressed in the form of a series of index 
numbers, as follows-

INDEX OF METAL PRICES 

11th March, 1936 • 100 
10th February, 1937 133 
lOth March, 1937 • 175 

But the relative importance of these five metals is not the 
same. The world output of tin in 1935 was only 145,000 metric 
tons. That of steel was over 100 million metric tons-about 700 
times as great; and that of each of the other three was roughly 
10 times as great. We can apply these "weights" by calculating 
the cost of a collection consisting of 700 tons of steel, 10 tons of 
copper, 10 tons of lead, 10 tons of spelter, and I ton of tin, on 
each of these three dates. On llth March, 1936, it cost £7965; 
on lOth February, 1937, it cost £8717, having risen by 9 per 
cent; and on 10th March, 1937, it cost £10,206, having risen 
by 28 per cent. Thus an index constructed or this way would 
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show a considerably smaller rise than the one given above, and 
would read as follows-

INDI!X 0. METAL PJuCES 

11th March, 1936 • 100 
lOth February, 1937 109 
lOth March, 1937 • 128 

But an index weighted differently-according, say, to produc
tion in a different year or to consumption in a particular country 
-would yield a different result. . 

Clearly it is possible to measure, by whatever method seems 
most appropriate, the changes over time in all kinds of "sectional 
price-levels." Thus we can measure the change over time in the 
cost of a group of raw materials, or mineral products, or manu
factured goods, or export commodities, or commodities sold at 
wholesale, or commodities sold at retail. We can combine groups 
together. For example, the Economist index of British wholesale 
prices shows that on 18th September, 1931, whc::n Great Britain 
left the gold standard, the price-level of cereals and meat was 
64·5 per cent, that of other food 62·2 per cent, that of textiles 
43·7 per cent, that of minerals 67·4 per cent, and that of miscel
laneous goods 65"8 per cent, of their 1927 level. The price-level 
of all these groups combined was 60·4 per cent of what it was in 
1927. Nor are we confined to commodities. We can group 
together any things·which money can buy. Thus we can measure 
the changes over time in the "price-level" of stocks and shares, 
or of house-rents, and we can combine the changes in different 
kinds of wage-rates in order to measure the change in "the 
general level of wage-rates." It is usual. in order to facilitate 
comparisons. to show the results in the form of" index numbers." 
The cost of the group at some date, known as the "base" date, 
is denoted by the index number 100, and the cost at other dates 
is expressed as a percentage of the cost at the base date. Thus the 
cost of the collection of foodstuffs used by the British Ministry 
of Labour to measure changes in the retail price-level offoodstuffs 
was 223·Sd. on July, 1914, the base date, and 354·6d. on 1St 
January, 1929, so that the index number for the former date is 

354.6 159 
100 and for the lruer 159. since --8 = -. The same method 

223' 100 
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can be used to measure differences in the value of money between 
different places. 

The value of money in terms of one group of things may, and 
often does, move in a different way from its value in terms of 
another group of things. For example, the "cost of living" 
(retail foodstuffs, house-rents, clothing, and so on) may rise or 
fall relatively to the general level of wages, the price-level of 
stocks and shares may rise or fall relatively to wholesale com
modity prices, the price-level of exports may rise or fall relatively 
to that of imports. Such divergences often indicate important 
economic changes, and it is essential for anybody who wishes 
to apply economic analysis to the study of current problems to 
,know them and to appreciate their significance. Indeed, these 
sectional price-levels, and the divergences in their respective 
,trends, are far more significant than some all-embracing index 
purporting to measure changes in the value of money in terms 
of all things against which money exchanges. In my judgment, 
such an index, although logically the only one which could 
measure changes in the value of money, as against "things in 
general," would relate to such a hotch-potch that it would be of 
little use. 

One difficulty of compiling an adequate and accurate index 
even of a sectional price-level may be the practical one that 
statistics of prices are costly to collect. The task is usually under
taken by Governments, but no Government attempts to collect 
data relating to all the many thousands of different things which 
are sold for money every day. It is easy to obtain the prices 
of goods dealt in on organized markets, but it is more difficult 
to get satisfactory figures for goods sold retail. Thus an index 
which attempts to measure changes in "the cost of living" may 
be defective either because the prices of goods which are not 
included vary differently from those of goods which are, or 
because the prices collected are not the prices at which most of 
the goods are in fact sold. But this difficulty is a relatively minor 
one, and does not seriously impair the reliability of most 
existing indexes. 

The real difficulty about index numbers is often called .. the 
index-number problem," and there is no possible way of sur
mounting it. It is the difficulty of deciding what things should 
be included and how they should be weighted. We shall set out 
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this difficulty under three headings, but all three relate tp what 
is essentially the same problem. 

In the first place, different persons buy different things and 
hold different assets. Hence a given change in prices will affect 
one person differently from another. Thus a cost-of-living index 
number based on the consumption of "typical" working-class 
families at a particular date may have little relevance to middle
class families or to working-class families whose consumption is 
appreciably different from that of the "typical" family. More
over, as time goes on, the same person may change his habits, 
owing to changes in his wealth or tastes. The cost-or-living index 
number prepared by the British Ministry of Labour is based on 
the consumption of a typical working-class family in 1904. By 
1938 it was admittedly out of date. The consumption of a typical 
working-class family was considerably different from what it had 
been in 1904. A new index, based on present consumption, is 
to be compiled. But there is no way of making a really satisfactory 
comparison between the cost of living in 1904 and the cost of 
living in 1938, for consumption habits have considerably changed 
over this period. 

In the second place some things may be sold at one time 
or place and not at another, and must therefore be excluded 
from the data. Thus many new things, such as mOtor cars and 
radios and artificial silk and electrical apparatus and visits to 
cinemas, have entered the circle of exchange during the last few 
decades. Even if a commodity has the same name, it may be 
quite different in style and quality. Artificial silk stockings are 

. not the same thing as woollen stockings; 1938 motor cars are 
not the same thing as J 928 motor cars; and so on. The clothing 
and houses of the Tropics are not the same as those of more 
temperate regions. This means that comparisons between times 
or places in which the collections of things sold for money are 
markedly different have little significance. This same difficulty 
arises over short periods also, since some things are widely sold 
only at certain seasons. It is for this reason that the British 
Ministry or Labour is constrained to exclude fruit and vegetables, 
other than potatoes, from its cost-of-living index number. 

In the third place, both relative prices and the relative quanti
ties of different things coming forward for sale may differ as 
between the times or places which are being compared. If the 
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price of every individual thing were, say, JO per cent higher at 
one time or place we could say that the general level of prices 
was JO per cent higher, since any collection of things would cost 
JO per cent more. Again, if the relative quantities of different 
things were exactly the same, we could base our index upon 
quantities of different things combined in these fixed proportiorus. 
But usually relative prices move in a different way from relative 
quantities sold. As time goes on, various changes take place. 
Tastes, in the narrower sense, may change: for example, English 
people now drink considerably less beer and spirits than 
some years ago, and women spend more time and money 
in beauty-parlours. The age-composition of the population 
may change: the declining proportion of children in Great 
Britain has caused the sales of such things as perambulators and 
baby foods to diminish. The real income of the population, or 
its distribution among persons, may change: an increase in real 
income, such as has taken place in most countries during recent 
years, will induce people to buy what used to be considered 
luxuries (for example, motor cars, radios, refrigerators, vacuum 
cleaners, and fruit and butter) rather than bread and the coarser 
kinds of foodstuffs, of clothing, and so on. Technical progress 
may reduce the prices of certain goods, and in consequence 
people may buy more of them. In times of depression, the 
demand for" gilt-edged" securities tends to rise and the demand 
for ordinary shares to fall; in times of boom the opposite 
takes place. 

The same difficulty emerges if comparisorus are made between 
places. For example, the pre-war British inquiry into the Cost of 
Living in German Towns concluded that the goods and services 
habitually consumed by German workmen cost about a tenth 
more in England than in Germany, whereas the goods and 
services habitually consumed by British workmen cost about a 
fifth more in Germany than in England. 

This difficulty means, as we saw in our examples of bread 
and tea, and of metals, that one set of" weights" may yield quite 
a different result from another. Various compromises are p0s

sible. For example, we could average the results obtained from 
different sets of "weights" or we could draw up a table of 
"equivalents," postulating, for example, that 50 litres of Ilin 
ordmaire (the main drink of the French workman) are equivalent 
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to I lb. of tea (the main drink of the British workman) <?r that 
I lb. of butter (the consumption of which has greatly increased 
in Great Britain during recent years) is equivalent to 2 lb. of 
margarine. But clearly no such compromises are really satis
factory and we must resign ourselves to the fact that any 
measure of differences in the value of money between times or 
places will be more or less arbitrary and inaccurate. 
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CHAPTER XXV 

THE THEORY OF INTERNATIONAL 
TRADE 

I. INTRODUCTION 
WE must now take account of the fact that the world is divided 
into a large number of countries{between which trade and invest
~ent and migration may take place.) 
~ Clearly this fact does not in any way upset the conclusions 

which we have already reached. For example, the Law of 
Diminishing Returns, or the fact that output can be increased, 
up to a point, by greater specialization, by the use of more 
capitalistic methods, and by improvements in technique, is 
obviously valid however few or however many countries there 
may be il} the world. Similarly, the fact that price tends to 
equate supply and demand, that an entrepreneur tends to equate 
marginal cost and marginal revenue, that the price of a factor
unit, under competition, tends to equal the value of the marginal 
product of that factor-these are general propositions which 
apply wherever there is capitalism;)they are equally valid in 
France or in Japan or in the county of Somerset. Why, then, 
need we take account, for the purpose of econoInic analysis, of 
national boundaries? . 

Perhaps the main reason is that labour and ~apital move less 
freely between countries than within a country. Workers are 
often reluctant to move to a different country, especially if the 
language and ways of living are different, despite the attraction 
of higher wages. Owners of capital often think that it is more 
risky for them to invest abroad than at home. Further, natio!!-al 
Governments often place obstacles in the way of movements 
of labour~ and capital across their boundaries. Thus, at the 
present time, many Governments restrict both the ~gration 
of labour and the expo~~ of capital. We have already seen that 
it is not always easy for factors to move from one district to 
another within a country, but in fact movement between coun
tries may be so much more difficult that a special theory of 
international trade is empiric~y justified. 

399 



400 ECONOMICS 

Moreover,(a national Government may take various measure 
in pursuit of a national economic policy. Thus it may impos 
duties or quotas on imports or it may control the purchase an4 
sale of foreign exchange. The present book makes some stud 
of the economic effects of such measures. It also considers th, 
main problems arising from separate national currency anc 
banking systems. 

2. THE LOCATION OF INDUSTRY 

Trade between countries is clearly just a special case of tradl 
between regions. Queensland, for example, supplies New Sout! 
Wales with bananas. She did so before 1.901, when Queenslam 
and New South Wales were separate countries and the trade wa 
therefore called international. The federation of the Australial 
states in Igol made not the slightest difference to the relativ4 
advantages of Queensland in the production of bananas. Lor 
raine supplied iron ore to the Ruhr before the war, when bot! 
districts formed part of Germany. The restoration of Lorrain4 
to France made this trade international but it did nothing t( 
change the comp~rative advantages of Lorraine in the produc 
tion of iron ore. \ From the standpoint of economic geography 
national boundaries are arbitrary. But in practice a nationa 
Government may restrict the movement of goods from anothel 
country into its own whilst it does not restrict the movemen 
of goods from one district to another within its own territory. We 
need, then, to begin with, a theory of the location of industry 
Why do different districts specialize in the production of par· 
ticular goods and services? What are the underlying condition: 
which make it more profitable for an entrepreneur to set up ar 
establishment (to produce particular goods) in one place rathe! 
than in another? 

-The main reason why different districts specialize in differenl 
products is that factors _o~J>rc:xluction are distribu~d inu'!equ..a1 
proportions over the surface of the earth. 

This is obvious in the case of those factors usually grouped 
under the heading~f land or natural resources. Some districts, 
for example, have a ..s~e particularly suitable for certain 
products. Other districts possess minerals which are not found 
elsewhere, or which are not so accessible elsewhere. It is easy 
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to understand why Italy exports citrus fruits, why Canada 
exports furs, and why Great Britain exports coal. 

\Different kinds of labour also are unevenly distributed, rela
tively to other factors. For example, trained chemists are rela
tively abundant in Germany and therefore Germany exports 
chemical products. AgaIn, contrast Japan and Australia. Japan 
has a population ofnearIYJo million and an area of only 147,000 
square miles, of which over half is forest and less than a fifth 
can be cultivated. Australia has a population of less than 
7 million and an area of 3 million square miles, the greater 
part of which (although arid) is suitable for sparse pastoral 
cultivation. In Japan, agriculture is very intensive-the number 
per square mile is large-and the main products are rice and 
silk. Her main manufactured products are textiles, produced 
largely with the aid of automatic machines and relatively 

r unskilled female labour. In Australia, agriculture is extensive 
and her chief product is wool, which requires a high proportion 
of land relatively to labour. 

"In terms of costs, our principle implies that a factor which is 
relatively abundant in a giv~n d~~ct _ wiILbe Jelatively chell]> 
there~lrence- goodS- requiring a relatively large prOpornon- of 
t1ia~ factor can be produced more ..E~~~Ely In that district than 
elsewnere. 

We need not inquire why factors are distributed territorially 
as they are; this is a question falling mainly within the provinces 
of,economic geography and economic history.) To give just one 
example, the five towns in S~ffordshire speciali~e_in_pottery, 
but their clay comes from Cornwall. And the reason is that in 
the eighteenth century there was suitable clay in Staff~rds!llre; 
the industry expanded greatly; Staffordshire clay-beds became 
quite inadequate to supply its needs, but the skilled workers 
were now in Staffordshire and so the industry continued there, 
importing its clay from Cornwall and elsewhere. 

The question of why workers of a given type do not move to 
districts where they are relatively scarce and therefore might earn 
more has already been discussed. \CIimatec>b.Y.iQu§ly~ canEot ~~~~. 

This, then, explains why certain goods are produced more 
cheaply in some districts th~.)n others. It explains. why an 
entrepreneur may find it cheaper to set up a factory in one place 
than in another. 

17-(&093) 
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(The main reason, to repeat, for the location of industry is 
the fact that factors are distributed in unequal proportions over 
the surface of the earth.) Australia can produce wool cheaply 
because wool requires a high proportion of land to labour, and 
in Australia land is relatively abundant and therefore relatively 
cheap, while labour is relatively scarce and therefore relatively 
dear. ,We may note further that this explains differences in the 
method of production of the same commodity in different dis
tricts. In England, for example, land is scarcer relatively to 
labour than in new countries so that cultivation is more inten
sive. The yield of wheat per acre is much greater in England 
than in overseas countries; the yield per man is less. Again, 
England has a relative abundance of skilled cotton operattves; 
she therefore spins, on the whole, finer yarns, and uses more 
Egyptian cotton and mule spindles than, say, India or Japan. 

There are, however, some further observations which should 
be made about the location of industry. 
\In the first place, given the distribution, purchasing power. 

and purchasing habits of the population. costs of marketing must 
b..'Lff>nsidered. District A may produceacoDimoalty -more 
cheaply than district B but may be unable to compete in the 
B market with producers in B owing to the cost of transporting 
the commodity from A to B. \The cost of transport does not 
vary directly with distance. Sea transport is especially cheap, 
and this tends to locate export industries near ports. 
, In the second place,(some materials lose weight in the process 
,of manufacture and hence transport costs can be avoided by 
manufacturing near the source of the material. The leading 
example, of course, is coal, which loses all its weight when it is 
used as fuel. To use the coal on the spot saves the cost of trans
porting it because its weight adds nothing to the weight of the 
products which it is used in making. When there are several 
materials, located at different points,' works will tend to be 
located where the total costs of transp'ort of the materials are 

• lowest. Thus blast furnaces will tend to be near the iron ore, 
as in Lorraine and the English Midlands, rather than near the 
coal, if the iron content of the ore is low. For if the iron con&tnt 
is, say, one-third, 3 tons of iron ore plus about Ii tons of coal 
are needed to produce I ton of pig-iron. Assuming the markets 
to be equally far from both the coal and the ore, locating the 
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blast furnaces near the ore rather than near the coal saves 
Ii x ton-miles of transport (x being the distance in miles between 
the coal and the ore) for every ton of pig-iron produced. 

In the third place,(there may be econC?~c advantages in 
integration.) 

-In the fourth place.lthere may be a gain from using indivisible 
specialized equipment, which requires a large output to make it 
worth while.) A country like South Mrica or New Zealartd does 
not provide a large enough market to make worth while the 
conveyer-system used in the mass production of motor cars or 
the specialized equipment used in producing certain heavy steel 
parts. Henc~ such goods tend to be made near the big mar
kets, in Western Europe or the United States, and exported all 
over the world. 

In the fifth place,' there is the gain from concentrating an 
industry in an area.) A leading example of this is the Lancashire 
cotton industry. There is a constant supply of skillecJ Jabour 
available; subsidiary _ iP-dustries are close at hand so that 
machinery can readily be replaced or repaired; the banks 
understand cotton and the financing of its importation and 
manufacture; the transporL!!ystem is constructed to serve a 
localized industry, and so on. These gains are important although 
the indivisible_~nits of equipment are relatively small. 

3. THE GAIN FROM INTERNATIONAL ~~!>E 
If the whole world were one country, there would be no 

difficulty in realizing how consumers gain by different goods 
being produced in different places. ,We have seen that, under 
competition, goods are produced where their costs of production 
plus marketing are lowest. Consumers benefit by this, since any 
other arrangement wO\1ld raise costs and therefore prices. 

But in fact the world is cut up into c..ountries with different 
Governments and different currencies. This does not in any way 
alter our reasoning but it does make advisable a different state
ment of the problem. \We have to show how a country may gain 
by importing goods which it could produc:e for itself. 

Let us simplify a little by supposing that there are only two 
countries, A and B. and that factors of production cannot move 
from one country to another: only goods can move. 
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(i) A can produce, say, tea but not linen. B can producj 
linen but not tea. Here trade gives both countries the possi 
bility of consuming a good o~erwise. un.obtainable. A mer· 
chan.t can leave A with a- cargo of tea, excnange it for liner 
in B, and sell the linen in A for enough to replace the monel 
he spent on the tea and on the voyage and give him an income 
for himself. The producers of tea in A are not injured: the} 
produce as much tea as before, only some is now consumed 
abroad. Similarly with the producers of linen in B. The 
consumers in A gain because they prefer to buy some linen and 
less tea, and the consumers in B gain because they prefer tc 
buy some tea and less linen. 

(2) Now suppose that both countries can produce both tea 
and linen but that A can produce tea more cheaply than E 
and B can produce linen more cheaply than A, owing to 
differences in climate and soil. For example-

X factors produce 100 tea in A 
50 linen in A 

X factors produce 50 tea in B 
100 finen in B 

Suppose trade takes place, A ~ci_alizing in tea and B in 
linen. 2 X factors in A produce 200 tea. 2 X factors in B 
produce 200 linen. The total output of these 4 X factors is 
now 200 tea + 200 linen whereas before it was 150 tea + 150 

linen. \:n~IIlaIlIl!!r in whic~ the gain is divided between the 
two codntries-X analrWill depend on the terms of trade
on the rate at which tea is exchanged for linen. Suppose, to 
give a simple illustration, that this rate is I unit of tea against 
I unit of linen. (Actually, any rate between I tea to 2 linen 
and I tea to 1 linen would be profitable to both, although 
naturally the greater the amount of linen obtained for a unit 
of tea the greater is the relative gain of A.) Then A might 
exchange, for example, 80 tea against 80 linen, so that A would 
now have 120 tea and 80 linen while B would now have 80 

tea and 120 linen. 
(3) Now suppose that A can produce both tea and linen 

more cheaply than B but that its comparativ~dvantage is 
greater in tea. A given number of workers in A, with the aid 
of climate and other factors, can produce either 200 units tea 
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or 200 units linen or 100 tea + 100 linen, and so on-an extra 
unit of tea "costing" a unit of linen. In fact A---self-supporting 
-produces 150 tea plus 50 linen. 

In country B the same quantity of factors can produce either 
80 tea or 160 linen or 40 tea + 80 linen, and so on, an extra 
unit of tea "costing" 2 units of linen. In fact B---seIf
supporting-produces 40 tea + 80 linen. 

Now suppose that trade takes place, A specializing on 
tea and B on linen. For example, A gives 45 tea for 60 linen. 
Therefore A has 155 tea + 60 linen and B has 45 tea + 100 
linen. Clearly both countries have gained by specializing 
and exchanging. 

4. THE PRINCIPLE OF COMPARATIVE COSTS 
In our first two examples, country A enjoyed an absolute 

~dvantage over country B ~n the production of tea .. In our first 
example, thiS advantage was iII1I!leasurably gr~t, SlDce country 
B was supposed incapable of producing any tea at all. In our 
second exaElID.t, country B was capable of producing tea, but 
fewer (a,ct<>.~U>!o~uc!ion_w~[e __ r~quired~o produce a'unit o~ 
tea in A_ than in B. In both examples, country B enjoyed an 
~ adv~~g(~ver country A in the production of linen. 
In olir11iii1Iexample, country_A enjoyed an absplu!e advantage 
over co~!IY B in the production of both tea and line..n. But this 
advantage was greater in the production of tea than in the 
production of linen. To put the matter from the standpoint of 
country B, country B had an absolute disadvantage in the pro
duction of both commodities, but her disadvantage (relatively to 
country A) was less in linen than in tea. Both countries gained, 
therefore, by entering into trade with one another, A specializing 
in the production of tea and B in the production of linen. 

All these three examples fall under one general principle: 
the principle of c<>.mp~ative costs. This principle states that 
a country will gain by speCializing in the production of those 
commodities in which its comparative cost advantage is greater 
(or in which its comparative cost disadvantage is less), exporting 
these commodities in exchange for commodities in which its 
comparative cost advantage is less (or its comparative cost 
disadvantage is greater). 

In fact, \the absolute money cost of producing a co~odity 
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in a country which exports it is always lower than in a country 
which imports it. Why, then, do we bother about this prin
ciple of comparative costs? Why do we not simply say that goods 
will be produced where the money costs of production (and 
marketing) are lowest? 

(The reason is that this statement, although true, is merely 
superficial. Money costs of production are made up of prices 
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paid to various factors.'t; Th prices are different from what 
they would be if there were international trade. The existing 

I factor-prices, and therefore e existing money costs, in a country 
) are partly the result of international trade. The principle of 
I comparative costs gives us afundamental explanation of why trade 
I takes place. 

The "costs" to which this principle refen are no~~n~ 
costs. As we have stated the argument, the term costs seems to 
relate to the quantity of factors required to produce a unit of 
tea or linen. But in fact we have been using the term in the 
sense of" opportunity-costs." - -
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(It will be remembered that any community must somehow 
decide what goods to produce with its available factors ofprOduc
tion. If it decides to produce more of some goods, it must divert 
more factors of production towards those industries, and must 
therefore produce less than before of other kinds o[ g~. In 
order to produce more tea, it must produce less linen, and 
conversely.) - -

Let us revert to our third example. In country A, ~e ~por
~nity.cost of produ<:.ing one unit of ~_9~e u.Jljtof}ln~n. ]f 

Units 
of 
tea 

Y 

o~------..... ----------------~~~x Units oj linen 
Fla. 1111 

country A is producing both tea and linen, and wishes to produce 
one more unit of tea, then it must produce one unit less of linen, 
and conversely. In Fig. 21, the line AB shows all the various 
combinations of tea and.Jixlen which country ~ can produce 
with its available factors. It can produce either 200 units of 
tea (per. unit of time) and no linen, or 200 units of linen and no 
tea, or it can divide its 200 units as it pleases between tea and 
linen. 

In country B, the opportunity--cost of producing I _~t of tea 
is ~ units of linen; to put the same thing in other words, the 
opportunity--cost of producing a unit of linen is half a unit of 
tea. Country B can produce any combination of tea and linen 
lying on the line AB in Fig. 22. 

Clearly the opport~tr--cost ratios (shown by the slope of --- --
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AB in the two diagrams) are different in the two countries ant 
it is this fact, and this fact alone, which makes it profitable fOl 
them both to specialize and to trade with one another. HoweveJ 
many or however few factors may be required to produce a Unil 
of linen in A, those same factors could produce, alternatively, ~ 
unit of tea. And (ignoring costs of transport) country B will be 
willing to give anything below 2 units of linen in exchange fOl 
I unit of tea, because country B needs as many factors to produce 
I unit of tea for herself as to produce 2 units of linen. (Hence 
trade at any ratio between I unit of tea for I unit of linen and 
I unit of tea for 2 units of linen will be profitable to both coun· 
tries. At a ratio of, say, I unit of tea against Ii units of linen, ~ 
given quantity of factors in A can obtain 50 per cent more liner! 
by producing tea to be exported in exchange for linen than b) 
themselves producing the linen. And, in the same way, a giver! 
quantity of factors in country B can obtain 331 per cent more 
tea by producing linen and exchanging it for tea than the} 
could obtain by producing tea for themselves. For every 3 unit! 
of linen they produce, they could have produced Ii units ofteaj 
but they obtain in exchange 2 units of tea. 

I It may be wondered why many countries produce for them. 
se1ves commodities which they also import. If the comparative. 
cost situation makes it advantageous for them to import a cer· 
tain quantity of a given commodity, why does it not pay them 
to obtain all that they require of that commodity from abroad, 
instead of producing some of it for themselves? 

,The main answer is that the assumption, which we made ill 
order to simplity the exposition, (that the opportunity-cost ratio 
in a country is constant, may not be correct.) For example, some 
soils and climates in A may be less suitable for tea-growing 
(relatively to flax-growing) than others. Hence, after a point, 
further expansion of tea-growing may involve increasing costs ill 
terms of linen-productioJ!Jorgone. In terms of the diagrams, 
AB may be a humped curve, as in Fig. 23. and not a straight line. 
In that event, the production of tea will be expanded only up 
to the point at which further factors can obtain more linell 
by producing it directly than by producing tea (under 1e511 
advantageous conditions at the margin) and exchanging it fOI 
linen. 

Thus country A, under international trade, may produce 07 
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tea and OL linen. Let us ignore costs of transport. The slope 
of the curve at P will represent the exchange-ratio between tea 
and linen. By giving up the production of I unit of tea she can 
produce, say, Ii additional units of linen. (This is shown by 
the dotted lines.) Hence I unit of tea must exchange for at 
least I i units of linen (otherwise A would produce more linen 
than OL) but not for more than Ii (otherwise A would produce 
more than or tea). The corresponding diagram for country 
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B would show that the slope of the corresponding point P was 
the same as for A-in equilibrium, opportunity-cost ratios equal 
exchange-ratios between tea and linen and are the same in both 
countries. 

\A minor point is that relative costs of transport make it advan
tageous for one part of the country to import the commodity 
which another part exports. Thus Hamburg imports coal from 
Great Britain, whilst the Ruhr produces coal not only for home 
consumption but also for export. The cost of transporting coal 
by sea from England to Hamburg is considerably less than the 
cost of transporting it from the Ruhr to Hamburg. \Again, the 
commodity imported may differ from the commodity produced 
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at home, although both bear the same name in popular speech. 
Thus France imports a far greater quantity of wine than she 
exports, but the wines which she exports are of a finer quality, 
on the whole, than those she imports. \~gain, a country may 
decide that it is .. desirable" to produce certain goods at home, 
although it could obtain them more cheaply from abroad. 
Thus Great Britain subsidizes the home production of beet-sugar, 
although she can and does import sugar much more cheaply 
than she can produce it. 
, Another possibility, to revert to our illustrations, is that one 

of the two countries, although specializing completely in one 
commodity, yet exports too little of it to satisfy the requirements 
of the other country. For example, country B might possess far 
fewer workers and other factors than country A. Country B 
might specialize entirely on linen, yet country A, whilst import
ing as much linen as country B can spare, might itself produce 
linen to supplement its imports. 

The above analysis applies to the real world although there 
are many commodities, and not merely two, which enter into 
international trade, and although there are many countries. In 
our example, tea represents all the different goods which are 
exported from country A and linen represents all the different 
goods which are imported into country A. In addition to export 
goods and import goods, country A will in fact produce various 
goods, such as bread, and services, such as inland transport 
services, \which are domestic in that they are neither exported 
nor imported. (It is possible to arrange all these different goods 
in order, placmg first that good in producing which the com
parative advantage of A is greatest, placing second whichever 
of the remaining goods A enjoys the greatest comparative advan
tage in producing, and so on, ending with the good which A has 
the least comparative advantage--or the greatest comparative 
disadvantage-in producing. (If costs of transport are taken into 
account, the various export goods will come first on the list, 
next the domestic goods, and finally the import goods. Exactly 
where the dividing lines will come, and exactly how much of each 
good A will export or import, will depend on the world demand 
for the various goods as well as on their comparative cost of 
production. Similarly, when there are more than two coun
tries, we cannot say exactly which goods A will export and 
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which goods she will import without knowing the comparative
cost situation in all the countries and the total demand for 
the different goods. We can be sure, however, that A will 
have a greater comparative advantage in any good which 
she exports than in any good which she imports. and will 
therefore obtain a larger real income by specializing and 
engaging in international trade than she could obtain if she 
were self-sufficient. And this, of course, applies to every country 
and not only to A. 

Thus, Great Britain, for example, obtains a much greater 
quantity of foodstuffs such as wheat and of raw materials such 
as wool and timber by using some of her factors of production 
to produce, for example, coal and machinery and textile goods 
for export than she could obtain if she used these factors to 
produce all the wheat and wool and timber which she required. 
Her exports are exchanged for such foodstuffs and raw materials, 
produced in countries which have a comparative advantage, 
relatively to Great Britain, in producing them. 

; 

s. THE TERMS OF TRADE 
A country which engages in international trade produces 

goods and services, some of which are consumed at home, the 
rest being exported. Let us call the former H and the latter E. 
In return for her exports she obtains imports, which we shall 
call"L She prefers the assortment of goods H + I.to any assort
ment which she could produce herself. This follows from our 
arithmetical example, which shows that she could obtain more 

I of every single good by engaging in international trade. The same 
conclusion follows from the fact that a firm which engages in 
exporting and importing can obtain greater profits by selling 

I the export goods abroad and buying imports, to sell at ~l?meJ 
with the proceeds, than it could obtain by selling the former 
goods to home consumers. Home consumers prefer the imports 
to the exports, and therefore pay more for them. If the "exports" 
were sold at home, their prices would be still lower at home, and 
if the imports did not come in the prices of home-produced 
substitutes for them would be still higher. 

But the extent to which A gains by international trade may 
I vary with what are called the terms of trade-that is, with the 
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rate at which her exports exchange against imports. Let u 
revert to our third_ example. For country A, the opportunity 
cost of producing 1 unit of linen is 1 unit of tea. She will there 
fore be prepared to exchange some tea for some linen at an' 
rate which gives her more than 1 unit of linen for every uni 
of tea exported. For country B, the opportunity-cost of producinl 
1 unit of tea is 2 units of linen. She will therefore be preparee 
to exchange some linen for some tea at any rate which gives he 
1 unit of tea for less than 2 units of linen. ( This means that th, 
terms of trade between the two countries will lie somewherl 
between the opportunity-cost ratio in each" One unit of tea 
that is, will exchange for more than 1 unit but less than 2 unit 
of linen. Exactly where the ratio will lie between these two limit 
will depend upon the relative demand for tea as against linen iJ 
both countries. 

As time goes on, a change in the terms of trade rna y take place 
The last column of the following table shows how the terms 0 

trade of Great Britain have changed since 1924. For example 
the price-level of British imports in 1933 was only 55 per cen 
as high as in 1924. The price-level of British exports was alse 
lower than in 1924, but only 33 per cent lower. Hence a givel 
quantity of British exports in 1933 exchanged for about 23 pc 

AVERAGE STERLING PRICES: 1924 = 100 . 
(I) (2) (3) Imports 

(net) Exports (2) -:- (I) 

1913 62 52'5 85 
1924 100 100 100 
1925 99 97 98 
1926 90 92 102 
1927 87 87 100 
1928 88 86 99 
1929 84 84 100 
1930 76 83 loB 
1931 62 74- 119 
1932 58 69 119 
1933 55 67 123 
1934- 56 68 121 
1935 57 68 119 
1936 60 69 115 



THEORY OF INTERNATIONAL TRADE 413 

cent more imports than in 1924. The reader should be warned, 
however, that a table such as this Can practically never give an 
exact measure of the changes in the terms of trade, owing to "the 
index-number difficulty": the composition of both imports and 
exports changes over a period.1 ) 

, If a change in the terms of trade is due to a change in demand, 
the country whose exports are now demanded more strongly 
will gain. Take Australia as an illustration. Australia exports 
mainly wool and wheat. If the demand for wool ahd wheat 
increases, as it has during recent years, and the prices of the 
goods which Australia imports rise less, or do not rise at all, 
then clearly Australia can obtain more imports than before in 
exchange for a given quantity of wool or wheat. \The marked 
fall in the price-level of British imports after 1929 reflects the 
heavy fall in the prices of most foodstuffs and raw materials in 
the first years of the great depression.(This, more than anything 
else, enabled the great bulk of the population of Great Britain 
to maintain a higher standard of living during the depression 
than they had ever erUoyed before, although at the same time 
it increased the number of unemployed attached to her export 
industries. But of course these years were, conversely, very hard 
for the overseas countries which specialized in foodstuffs and 
raw materials. 

(The consequences of a change in the cost 'position, associated 
with a change in th~Ins of trade, are l~s cTear-cut. Thus, if 
the coal deposits of Great Britain become more difficult to work, 
because the more accessible coal has already been removed, the 
people of Great Britain will probably be worse off than they 
would be if their coal resources were easier to work, yet Great 
Britain may well get a higher price for her coal, on the world 
market, then before. Conversely, if technical progress in, say, 
the manufacture of motor cars enables more cars than before to 
be produced from a given amount of factors, the net effect will 
probably be to increase the real income of the country specializing 
in cars and exporting them, although she will get a lower price 
than before for her cars. 

1 The table has been calculated from statistics published by the Board of 
Trade, but the latter, with commendable caution, has twice changed its base 
year: first to 1930 and then to 1935. We have taken 1924 as the base year 
throughou~. Tlus enables us to make comparisons, but increases the margin 
of error. 
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Finally,\the significance of a change in the terms of trade will 
clearly be greater for a country which exportJ a relatively large 
proportion of her output than for one which exports a relatively 
small proportion. Empiri£~ly, a small country is likely to 
export a larger proportIon of her output than a large country, 
because she is less llkely to possess a wide range of climates, soils, 
xninerals, and other factors. 

6. INTERNATIONAL TRADE AND PRICES 

We must now inquire how the prices both of goods and ser
vi~es and of factors are affected by international trade. Gooru 
which enter into international trade have a world market. Thi! 

Imeans that the price of such a good in a country which import.! 
it equals its price in the exporting country plus transport cost.! 
and importers' profits, and tariff charges, if it is subject to duty. 
Suppose, for example, that the rate of exchange between United 
States dollars and British pounds is 5 dollars to the pound. TheIl 
a good costing, say, £1 in Great Britain, which is exported to 
America, will cost 5 dollars plus transport and other charges, ill 
the United States; and conversely a good exported from the 
United States which costs 5 dollars there will cost £1 plUl 
transport charges, etc., in Great Britain. 

But what about [~~~or-prices? \ 
Let us consider particularly labour. We have seen that laboul 

is more abundant relatively to land- in Japan than in Australia, 
Therefore wages (for workers of equal efficiency) will be lowel 
relatively to rents (for land of equal quality) in Japan than ill 
Australia .• In the absence of international trade, these relative 
differences would be greater. By hypothesis, labour cannot 
move from Japan to Australia. QJut goods embodying a high 
proportion of labour to land can and do move from Japan to 
Australia (and elsewhere).) This makes th~.!~undance of la~o~ 
itiapan less than it would be if Japan were self-supporting, fOI 
the foreign-demand for Japanese exports increases the demand 
for Japanese labour relatively to the demand for Japanese land, 
Conversely, the export of wool and wheat and meat from Aus
tralia tends to makliand i!!..A.ustralia less cheap, relatively to 
labour, than it would otherwise be. Hence restrictions imposed 
by other countries on Japanese exports tend, in addition tel 
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reducing the general gain from international specialization, to 
reduce wages in Japan. ,\True humanitarians, distressed at"the 
low standard of living in Japan, would be doing a great disser
vice to Japanese workers by urging other countries to refuse their 
products on the ground that Japanese labour was "sweated." 
They would best help the Japanese workers by urging that 
Japanese goods should be admitted freely and that immigration 
of Japanese workers into countries where labour is relatively 
scarce should be permitted. (The flow of Japanese goods into 
Australia and other countries where labour is relatively scarce 
will tend to raise the price of land there relatively to the price 
of labour.) But it is almost certain that, under international 

ltrade, real wages in Australia and similar countries will be 
higher. For,fas we have seen, international division of labour 
increases the total real income of every country which takes part 
in it, and the increase-as compared with the state ofisolation
is usually very considerable. It is most unlikely that labour will 
not get a good part of this increase, although it cannot be denied 
that particular groups of workers, whose skill consists mainly in 

) producing goods which are displaced by substitutes imported 
Lfrom Japan, may suffer. But some groups of workers or of 
property-owners must suffer from any change in economic 
conditions, even if the change is of great benefit tei the community 
as a whole. 

Let us now consider the.' absolute heigbt ()f.fa~~or-prices, using 
our third example for illustration, and considering wage~. Coun
try A is more efficient in everything tfian-coUntIy-B~ But the 
prices of all international goods are the same, allowing for costs 
of transport, etc., in both A and B. (The difference in effi~y 
s~~U!Self in tb~_higher..level-of-factor-priCe5fn country ~J 
To simplify the illustration, let us take account only of Iahour. 
Suppose that both countries use the same curtency, and that, 
after the international trade has been established, the daily wage 
in JLis lOS. A worker in A, we assumed, can produce +8-&, or 
25 per cent more, linen, or W, or 150 per cent more, tea than 
a worker in B. His daily wage, therefore, will lie somewhere 
between 12S. 6d. and 25s. Its exact level will depend on the 
terms of trade. Suppose, as before, that A exports 45 units of 
tea and receives in exchange 60 units of linen. Suppose that it 
takes one day's labour in B to produce a unit of linen. Then 
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the price of a unit of linen is lOS. and since 60 units of linen (£30 
buy 45 units of tea the price of a unit of tea is £-H or 135. 4d. Ou 
example assumed that the quantity oflabour required to produc 
160 units of linen in B can produce 200 units of tea in A. There 
fore, with constant opportunity-costs, if I day's labour in 1 
produces I unit of linen and earns lOS., I day's labour in A wi] 
produce -tH, or I!, units of tea and will earn 11 times 13s. 4d 
or 16s. 8d. tThe difference in wages between the two countrie 
is the result of the fact that other factors, such as favourabl 
climate, are more abundant in A than in B and that therefor 
a given worker can produce more in A than in B. If A and 1 
were different districts in the same country, we should expec 
that workers, attracted by the higher wages, would move frOIl 
the less-favoured into the more-favoured district.) But by hypo 
thesis A and B are separate countries and factors of productiol 
cannot move between them. 

These differences in money wages between the two countric 
are the result of international trade, and not the cause of it. ] 
each country was self-supporting, it could pay whatever mon~ 
wages it liked. But a day's wage in B would not buy more thai 
I unit of linen or I unit of tea-because in B it takes a day' 
labour to produce either I unit of linen or i unit of tea. In A 
by the same reasoning, the wage paid for a day's labour woul( 
purchase either I! units of linen or 11 units of tea. By inter 
national trade, real wages in both countries have been raised 
A day's labour in B receives lOS., which will purchase either 
unit of linen or ! unit of tea. A day's labour in A receive 
16s. 8d., which will purchase either Ii units of linen or 11 unit 
of tea. IJt would clearly be stupid for workers in A to protes 
against the import of linen from B on the ground that it wa 
produced with cheap labour. Of course, the money cost 0 
production of linen is less in B than in A. In B the cost is onI] 
lOS.; in A it would be 16s. Sd. for 11 units, that is, 135. 4d. fOI 
I unit. But the workers in A would lose if imports were pro 
hibited, for-as we have already shown-the real income of } 
is increased by international trade.1 

1 It is conceivable that workers might benefit from a tariff if the good 
excluded competed with goods involving a high proportion of labour anc 
consumed mainly by Iandlorda and caPItalists. But this is of little practlca 
sigruficance 
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7. MOVEMENTS OF FACTORS BETWEEN COUNTRI~S 
: Our discussion of comparative costs assumed that factors of 

production do not move from one country to another. In fact, 
some workers do emigrate and some capital is invested lj.broad. 
We must therefore consider the main consequences of such 
movements. 

If there were no money costs, and no other hindrances of any 
kind to check the migration of labour, workers would move 
from low-wage districts into high-wage districts until the net 
advantages in any given occupation, for workers of equal effici
ency, were the same all over the world. We say the "net advan
tages n because if there were differences between countries in 
the cost of living, or in the length of the working week or in other 
working conditions, there would be differences in money wages 
to compensate for these other differences. Of course, some 
workers would still earn more than others. But this would be 
because, owing to their natural aptitudes, training, capital, 
influence, or luck, they were in better-paid occupations, or 
because they were more efficient than the others at the same 
job. It would not be because they lived in a different country. 

In the same way, if capital could move perfectly freely, there 
would be no difference between countries in the rate of interest 
on loans made for any given period, after allowing for the risk 
of default. The free movement of capital would make wages 
somewhat less unequal between countries. \ For capital would 
tend to flow towards countries where efficiency-wage~!;re low. 
This would raise the marginal productivity of labour in those 
countries, whereas the marginal productivity of labour in the 
countries from which the capital came would be less than if it 
had been invested at home. 

But if the present obstacles to territorial mobility of labour 
were not removed, substantial differences in wage-levels between 
countries would continue to exist. For workers would continue 
to be far more numerous, relatively to land and other natural 
resources, in some countries than in others. 

It is quite fantastic to suppose \that natural resources such as 
land, climate, and mineral resources, could be freely transferred 
from one cquntry to another. If they could, and if capital 
also were completely mobile, international trade would almost 

a8-(B.a931 
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disappear. It would continue only in so far as some countries had 
so small a population, and were so distant from other markets, 
that it paid them to import goods produced elsewhere on a 
large scale with the aid of expensive indIvisible plant or equip
ment. '~e movement of goods is, in a sense, a substitute for the 
movement of factors. If factors could move freely, there would 
be no need for goods to move, and each country could be self
supporting without thereby reducing its real income. But, of 
course, natural resources cannot move. Hence even if labour 
and capital were perfectly mobile a good deal of international 
trade would still be advantageous. Tropical countries could 
export tropical products, countries with rich deposits of par
ticular minerals could export those minerals, and so on. 

In actual fact, the movement of workers between countries 
has seldom exceeded I per 1000 of the world's population in 
any given year. \It is impeded by the money costs of migrating, 
the reluctance of workers to go to a strange country, their 
ignorance of conditions abroad, and the restrictions on immigra
tion which a number of Governments have imposed, especiall~ 
during recent years. Over a fairly short period, it is much nearel 
the truth to suppose that labour does not move at all betweell 
countries than to suppose that it is perfectly mobile . 

. Emigration has had very little effect on the dense populatioru 
of Eastern countries, although the post-war movement of Chin esc 
into Manchuria at times reached nearly a million a year. Then 
populations remain much larger, relatively to their resources. 
than those of Western countries,land this is perhaps the main 
reason why their standards ofliving are so low. I 

Some movements between "old" countries have been large 
enough to be significant. Before the war, there was a seasonal 
movement every year of nearly a million Poles and others intc 
Germany during the beet and potato harvests and there hal 
long been a considerable seasonal movement of Italians and 
Spaniards into France to help pick the grapes. Mter the war, 
there was a striking influx, mainly from Poland, Italy, Belgium, 
and Spain, into France. The number of foreigners in France 
rose from 11 million in 1920 to some 3 million in 1930. Inci· 
dentally France sent many of these back to their own countrie! 
during the depression. 

I The big trend, however, for more than a hundred years hal 
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been from Europe to "new" overseas countries. Most of these 
migrants-no less than 34 million between 1821 and 192<>
were absorbed by the United States, although at times the rate of 
entry into other new countries has been very high: for example, 
between 1903 and 1914 some 21 million entered Canada. Dur. 
ing the nineteenth century, the great ~jority came from the 
United Kingdom, Germany, and other countries in North·west 
Europe, but during the decade or two before the war increasing 
numbers were coming from Southern and Eastern Europe, the 
numbers from Italy alone reaching nearly 400,000 a year. 
Nevertheless we may hazard the view that the only country 
whose numbers were very considerably affected by emigration 

\ was Ireland, whose population fell from over 8 miIlion in 1841 
to 41 million in 1900. Even at its peak, just before the war, the 
total emigration from Europe was little more than a million a 
year. Since the war, owing largely to the restrictions on entry 
into the United States and other countries, the movement has 
been much smaller, and during the depression there was a small 
net movement away from some "new" countries, such as 
Canada and Australia. 

As a rule-the great wave of emigration from Ireland between 
1845 and 1855, due largely to the potato famine, being a notable 
exception-tmigration has tended to increase when conditions 
in the receiving countries were prosperous rather than when 
conditions at home were bad, and most immigrants have entered 
relatively unskilled occupations while the workers already in the 
country of immigration have moved up in the occupational 
scale.) 

At present, some countries, such as Australia and the Argen. 
tine, are obviously under.populated. relatively to others. But 
whether such a country would gain,-from its own national 
standpoint by an increase in its numbers is quite a different 
question. lImmigration would tend to rai~e land values but to 
lower the wages of workers with whom the immigrants directly 
competed. 
( If the combined real income of a country of emigration and 

the country of immigration remained the same, migration would 
tend to equalize wages and to diminish international trade. But 
this condition has not been fulfilled during the economic expan· 
sion of overseas countries. The migration of labour has usually 
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been accompanied by a migration of-capital j the developmen1 
of the new countries has increased international trade j and the 
improved distribution of labour and capital relatively to natural 
resources has increased real incomes, including wages, in the 
countries of emigration as well as in the overseas countries, 
Moreover, the development of the latter has on the whole 
increased and cheapened the supply of foodstuffs and ra", 
materials required by the former, whilst expanding the marke1 
for their manufactures j that is to say,Vt has tended to turn the 
terms of trade in favour of the old countries.) 

The movement of capital between countries has been of con· 
siderable importance in the past. "New" countries overseru 
have been developed partly with the aid of loans from Western 
Europe and, in recent times, the United States, and these loaru 
have stimulated exports from Great Britain and other lending 
countries. muring the period 1925 to 1929 a number of borrow· 
ing countries, including Germany, enjoyed boom conditiOn! 
based largely on their expenditure of money borrowed from the 
United States and other lending countries.' Nevertheless the 
existence of separate national States provides a considerable 
barrier to capital movements and such movements between 
countries, taking the world as a whole, have been less than is 
often supposed. They have been hampered by the reluctance 
of capitalists to invest in a country which they do not know and 
to run the risks of default or confiscation. The total value 01 
British foreign investment is to-day about the same as in 1913, 
namely, around(£4000 million. This is more than the foreign 
investments of all other countries put together, yet it is only 
about a fifth of the total value of the capital invested in Great 
Britain,) During recent years several European countries have 
forbidden the export of capital, and a considerable amount of 
"refugee" capital has been moving from one centre to another 
seeking security rather than a higher rate of interest. For 
example, a good deal of French capital was transferred to Lon
don because its owners feared that the franc would fall in value. 
The big increase in the note issue of the Bank of England during 
1932-7 was permitted partly in order to offset the hoarding of 
these notes by Frenchmen and others. 



CHAPTER XXVI 

BALANCES OF PAYMENTS 

I. THE MEANINQ OF A BALANCE OF PAYMENTS 

WHEN the value of a country's imports exceeds the value of its 
exports over some arbitrary period, usually one year, the" balance 
of trade" of that country is said to have been adverlie or unfav~ur
able or passjve. The extent to which it has been adverse is 
measured by the "excess of imports." The amount of this excess, 
however, will depend partly on what is included in imports 
and exports, in this connection, and on the method oLvaluation. 
Countries which produce and export gold and silver usually 
include them in their recorded exports (and imports) but other 
countries often show movements of gold, and sometimes of silver, 
separately, so that their "imports" and "exports" relate only 
to merchandise or to merchandise plus suver. Again, some 
countries-notably the United States, Canada, and South Africa 
-value their imports f.o.b.: that is, at their value when they 
leave the countries from which they are sent. Most other 
countries value their imports c!.i.f.: that is, at their value on 
arrival. Clearly the former method shows a greater excess of 
exports, or a smaller excess of imports, than the latter. 

When a country has an excess of exports its .balance of trade 
is said to be favourable or active to that extent. The terms 
"favourable" and .. unfavourable" (or" adverse") are a survival 
from the days when it was thought desirable for a country to 
accumulate gold. A favourable balance was taken as an indica
tion that gold would be imported and an unfavourable balance, 
it was thought, would probably have to be met by an export 
of gold. \In fact, a growing adverse balance of trade is sometimes 
a sign or prosperity. For example, when an old country like 
Great Britain is increasing her imports more than her exports, 
this may mean that she is buying more materials from abroad 
owing to greater activity at home and that in the near future 
the countries which supply her with raw materials and other 
goods will increase their demands for her exports. 

In any event, \the balance of trade does not tell the whole 
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story. For many years Great Britain has had a large excess of 
imports. This is largely because some of her inhabitants are 
entitled to receive considerable sums as interest or dlvidends 
on their overseas investments, and because British firms render 
shipping, insurance, banking and other services to foreigners. 
These payments are made, in effect, in the form of goods: hence 
the excess of imports. Clearly we can get a complete picture 
only by taking account oL~! transactions, and not only of those 
included in the recorded estimates of imports and exports. 

The balance of payments of a country, if complete and 
accurate, would include all payments made during the period 
by foreigners to residents--all such payments are called "credits" 
-and all payments (known as "de~lts") made during the period 
by residents to foreigners. The term "residents" includes all 
persons, Governments, firms, institutions, and other bodies, what
ever their nationality, within the country. Similarly a" foreigner" 
is anybody, whatever his nationality, outside the country. 

It may be wondered why a country is usually chosen as the 
relevant area for which to construct a balance of payments. 
Why not take a group of countries, such as Scandinavia, or a 
district, such as Cornwall? \The main reason is that a country 
usually has its own monetary and banking system. Hence when 
a foreigner wishes to make a payment to somebody in a given 
country he cannot simply send his own money or cheque, for as 
a rule his money will not be acceptable in that country. He must 
therefore obtain money of that country, or get his bank to do 
so for him, giving his own money in exchange. The opposite 
of course applies to payments made by residents to foreigners. 
Under free exchange rates, the exchange value of a currency tends 
to be such that the amount demanded on the foreign exchange 
market equals the amount supplied; under fixed exchange rates, 
changes in the balance of payments tend to influence the level 
of money incomes and of interest rates within the country in 
question. We shall consider these matters later. We mention 
them now to show why the balance of payments is important. 

Few countries give anything like a complete and detailed 
estimate of their balance of payments. Perhaps the fullest is 
that given by the United States, of which we reproduce a 
specimen, together with one for the United Kingdom, in the 
following section. 
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2. ESTIMATES FOR THE UNITED STATES AND THE 
UNITED KINGDOM 

The following is the official estimate of the United States 
balance of payments for 1936. It is in millions of dollars. 

Receipta 
Payments to from 

Foreignen Foreignen Net Credits 
Item for for (+) or 

"Exporta" "Imports" Debita (-) 
(Credits) (Debits) 

Trade and service items--
Merchandise 2456 2422 + 34 
Merchandise adjustments 66 41 + 25 
Freight and shipping • . 68 129 - 61 
Tourist expenditures • 125 497 - 372 
Immigrant remittances • 5 115 - 110 
Charitable. educational. and 

other contributions 32 -32 
Interest and dividends : 568 238 + 330 
War-debt receipta • • I +1 
Government transactions (ex-

-66 eluding war-debt receipts) . 30 96 
Miscellaneous ServiCes. • 164 66 + 98 . 

Total trade and service 
items 3483 3636 - 153 

Gold and silver-
Gold exports and imports • 28 1144 - 1116 
Gold earmarkmg operations 

-86 (net) • • • • 

Gold movementa (net) - 1030 

Silver exporta and imports 3 183 -180 

Total gold ar.d silver move-
ments (net) - 1210 

Capital items-
Long-term capital movements 
Movement of short-term 

3475 2717 + 758 

banking funds (net). • + 404 
Miscellaneous capital items 

(net) . • • - 12 
Paper currency movements 57 35 +22 

Total capital items (net) • + 1172 

Residual item (net) • t 191 
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Most of these items explain themselves. "Merchandise adjust. 
ments" cover purchases and sales of such things as ships anc 
bunker-fuel, smuggling, and estimated over- or under-valuations 
The debit side of immigrant remittances represents sums senl 
home by immigrants in the United States: thus 13"5 million dollan 
were sent to Greece and 8"2 million to Italy. "Miscellaneow 
services" include 110 million dollars on the credit side for motio!: 
pictures' royalties received from foreigners, as against 6 millior: 
dollars paid for the use of foreign films, a credit of 20 milliOJl 
dollars for taxes, fees, and commissions paid by foreigners ill 
connection with their transactions in American securities, and 
payments made and received for insurance services. The vel") 
large imports of gold will be noted. When gold in the United 
States is bought by foreigners (as by the central bank of China, 
which was paid in this way for its exports of silver to the United 
States) and is therefore "earmarked" as belonging to them, tlW 
is equivalent to an export of gold, although the gold remairu 
in the United States, for it is a sale of gold to foreigners. "Papel 
currency movements" means what it says: there was a net expon 
of dollar notes from the United States during 1936. 

The United Kingdom estimate shows "balances" only and 
no capital movements. The following is taken from the Board oj 
Trade Journal for 25th February, 1937. 

Excess of imports of merchandise and silver bullion and specie' 
Estimated excess of Government payments made overseas " 

Estimated net national shipping income. • 
Estimated net income from overseas investments 
Estimated net receipts from commissions, etc. 
Estimated net receipts from other sources • 

Estimated total debit on items specified above • 

£349 

95 
195 
30 
10 

19 

£ Million 
Merchandise. • • 848"9 
Sliver bullion and specie 17"1 

Imports 
£ Million 

Merchandise • • 501"1 
Sliver bullion and specie. 18"1 

£8660 
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"Government transactions" include receipts and payments in 
respect of loans between Governments (e.g. in 1934 the Govern
ment of South Africa repaid £71 million of war debt) and on 
account of the overseas activity of the Admiralty and other 
public departments. "Shipping income" requires a word of 
explanation. Suppose goods are brought to the United Kingdom 
in British ships. The payment for freight is an internal payment 
made by a British importing firm to a British shipping company. 
But the goods are valued c.i.f., therefore the payment for freight 
should appear on the credit side, in order to offset the freight 
charges which are, but should not be, included in the value of 
imports. Hence the whole of the receipts of British shipping firms 
in respect of overseas transactions are included in this item, plus 
disbursements by foreign ships (for bunkers, stores, port dues, 
commissions, etc.) in British ports and minus disbursements by 
British ships in foreign ports. 

"Income from overseas investments" consists of the income 
from long-term investments abroad less sums paid to foreigners 
as income on their long-term investments in the United Kingdom. 
War debt payments are excluded. Roughly £100 million of the 
receipts are interest payments fixed in sterling. The rest is mainly 
dividends. When a foreign loan is raised in the United Kingdom 
it appears as a debit item, for that amount of sterling is made 
available to the borrowers, who use it to buy goods or foreign 
exchange on other countries. Interest payments and repayments 
of capital are of course credit items. If a country borrows about 
the same sum each year paying, say, 5 per cent, after twenty 
years its external interest payments exceed its new foreign 
borrowing. Several countries are in this position . 

.. Net receipts from commissions, etc.," include charges in 
respect of acceptance credits, discounts on foreign bills, bank 
interest, commissions and other charges on new issues paid 
by overseas borrowers, merchanting commissions on overseas 
produce, brokers' commissions, insurance remittances from 
abroad, and earnings on exchange transactions. It thus con
sists largely of the earnings of the City of London on its foreign 
transactions • 

.. Receipts from other sources" include such items as tourist 
expenditures (a net debit of some £2 million), film royalties (a 
net debit of £5 million), sales of second-hand ships, emigrants' 
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remittances, and expenditure by foreign Governmenu on their 
diplomatic and consular services in the United Kingdom. 

3. THE DEFECTS OF SUCH ESTIMATES 
\ The estimates of most countries are incomplete. The British 

estimate quoted above could be supplemented by a net debit 
on account of gold movements, but the Board oj Track ]ourrud 
warns us that th<: recorded excess of imporiS over exporu of gold 
bullion and specie-£227'5 million-is a figure to which little 
significance should be attached, mainly because it takes no 
account of"e~king" operations. 'Something is known about 
capital movements.l The value of new overseas loans floated on 
the London market in 1936 is estimated by the MIdland Bank 
at £26 million. The United States Department of Commerce 
gives the net inflow of funds from the United Kingdom during 
1936 in connection with transactions in United States securities 
at218 million dollars. Sir Robert Kindersley estimates sinking 
fund and maturity repayments to the United Kingdom during 
1936 at no less than £107 million. But the capItal movemenu 
which are not known-for example, the movements of "refugee " 
capital into or out of the United Kingdom-may be so large 
that the Board of Trade is probably well advised to exclude all 
capital movements from its estimates. \ We should be clear, 
however, as to the meaning of this. It means that the published 
estimate is quite useless as an indication of the net credit or debit 
on transactions as a whole. 

Even complete and careful estimates, such as those of the 
Un,ited States, are admitted to have a substantial margin of 
error, \ for it is ~ifficult Jo make an accurate estimate of items 
~~Las __ ~~~~t _~e~ditures or to keep track of all the multi-
tudinous capital transactions. . -
-Sometimes -goO<lSiiri-kDown to be wrongly_valued. For 
example Australia" dumps" sugar on the BritiSh niar1.et. For 

I several years she has SOld her sugar at about half the price 
ruling in Australia. But she values it at the latter price, and not 

I at the price she receives. 
Some iteIns may be included wrongly, since they involve no 

transfer of money. Thus household requisites brought by immi
grants into the United States are iIicluded in imports. In the 
same way, "American corpora!i0ns operating. J~roperties in 
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foreign countries often import the produce of their operations 
and employ all or a large part of the proceeds in meeting 
administration expenses of their home offices." As the United 
States Report points out (on page 16) such imports-of copper, 
sugar, petroleum, and so on-either should not be included in 
imports, since they are not'paid for, or should be offiet (but 
are not) by a corresponding increase in the credit item of " interest 
and dividends," for they represent a direct return on American 
foreign investments. 

Finally, it should be noted that estimates relate, for the most 
part, to the transaction!.!:ecorded and not to the payments made. 
Thus an import entering a country in 1936 would be included 
in the 1936 estimate, although payment for it might have beenl 
made before 1936 or might not be made ~til after 1936. 

4. HOW DOES A BALANCE OF PAYMENTS 
BALANCE? 

An ~change always has two sides. Every amount of foreign 
currency bought must be sold by somebody. Over any period, 
however short, the total amount of sterling sold on the foreign 
exchange market equals-in fact, is-the total amount bought. 
In this sense the balance of payments always balances. But this 
sense is not helpful. 

A multitude of international transactions is constantly taking 
place. Most of the people concerned know little about the 
balance of payments and care less. Firms export or import to 
whatever extent pays them best; investors, taking account of 
risks of all kinds and of expected yields, invest abroad rather~ 
than at home if they think they will get a higher return abroad' 
people go abroad for their holidays when they wish, and spen 
as much as they please; firms employ foreign ships or insurance 
companies if they are cheaper and give equally good service; and 
so on., Apriari, there is no reason whatever why the total "credit" 
payments received by a country over a year should equal the 
total .. debit" payments which it has to make. 

Suppose, then, that over a year the payments actually made 
by a country exceed the payments which it actually receives. 
By hypothesis, these extra payments are made, and are made 
in foreign currency. How are they made? 

Suppose that this happened to Australia. The Australian 
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banks hold considerable sterlinualances in London. Payment 
abroad made by Australians reduce these balances, anc 
payments by foreigners to Australians increase them-assuminl 
that all such payments are made through Australian bankl 
Thus the result of an excess of payments over receipts woulc 
be a corresponding diminution in the amount of the sterlinJ 
balances held by Australian banks in London. 

Let us be clear as to what happens. When an Australian draw 
a cheque to settle an intemaLttansaction, the Australian whc 
receives the cheque pays it into his bank, land the total amoun 
of bank deposits in Australia remains the same. When al 

Australian makes a payment overseas, he draws a cheque u 
favour of his bank, which pays out a corresponding amount 0 

sterling in London. Thus the total of bank deposits in Australil 
is reduced and the amount of sterling held by Australian bank 
in London is correspondingly reduced. I Every Australian mal 
have met his obligations in full, and yet in a sense the curren 
payments made by Australia overseas exceed her current receipt: 
from overseas. The extra amount of sterling due from Australian: 
as a whole actually comes out of the sterling balances held b1 
Australian banks in London. 

We have chosen Australia because what Mr. Keynes call: 
"the foreigqJlalance" is held by Australian banks almost entirel1 
in the form of sterling balances in London. The same applie: 
to a number of other overseas countries. Great Britain, however 
(and to a less extent certain other countries, such as the Unitec 
States and France) is an important financial centre. Britist. 
banks therefore hold comparatively few assets in the form 01 
foreign currency. \Hence a net debit in the balance of payment.! 
shows itself mainly in the form of an increase in the sterling 
balances held by Australian and other banks in London-foI 
a net debit of Great Britain obviously implies a net credit to one 
or more other countries. 
I Clearly, if all the facts were fully known, such a net debit 

could be made to appear, for book-keeping purposes, as a 
balancing1!em. In the case of Australia, this item might read 
"decrease in short-term lending by Australia-i.e. decrease in 
sterling balances held by Australian banks in London." In the 
case of Great Britain, it might read "increase in short-term 
indebtedness of Great Britain-i.e. increase in sterling balances 



BALANCES OF PAYMENTS 

held by foreign banks, etc., in London." \ Thus, on paper, the 
balance of payments of a country could always be made to 
balance exactly. 

5. METHODS OF CORRECTING AN ADVERSE BALANCE 
OF PAYMENTS 

If a country continued to have a net debit, its balance of 
payments might be made to balance on paper, but the position 

I would be one of disequilibriP-~-it could not go on indefinitely. 
For example, the sterling balances held in London by Australian 
banks might fall to zero. \We must therefore consider what steps 
may be taken, and by whom, to prevent such a position from 
arising or to reverse it after it has arisen. 

Let us keep to the example of Australia. It is in the interests 
of the Australian banks to prevent such a situation from going 
~too far. For if they have no sterling balances, they cannot carry 
on their business of foreign exchange; and if they regard their 
sterling balances as .. cash," their .. cash position "-that is, their 
ratio of cash to deposits-has worsened. -
( Their most obvious remedy is to ~~ge~higI!~r_ price, in 

Australian money, for drafts on London. This will tend to check 
importSro-Australia, since importers will now have to pay a 
larger amount of Australian money for the same foreign goods. 
In the same way, it will tend to check tourist expenditure abroad 
by Australians, investment abroad by Australians, and certain 
other debit items. On the other hand, it will tend to stimulate 
exports from Australia, since for every pound sterling or dollar 
received abroad the Australian exporter will get a larger amount 
of Australian currency than before; and it will also stimulate 
certain other credit items. Thus the flow of sterling into the 
balances held by Australian banks in London will increase, and 
the flow of sterling out of those balances will diminish. 

This is the method of letting the exchang<:2"~~ _ dep!:.,eciate. 
Except in very unusual circumstances, complete adjustment of 
the balance of payments can be achieved by this method alone. 
There is no need for money incomes within the country to be 
reduced at all-although, of course, if they are reduced, the 
amount of exchange depreciation required will be less than' 
otherwise. 
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Now suppose that the central bank of Australia wishes to keep 
the rate of exchange with sterling at a fixed level. The same 
argument would apply to a country which wished to remain on 
the gold standard, for that implies keeping its rate of exchange 
fixed Jrith all countries on the gold .standard. 

The central bank must now take action. It must be prepared 
to supply sterling (or gold) at the fixed price in Australian 
currency which it is trying to maintain. But how can it prevent 
its sterling reserves (or gold reserves) from falling to zero? ' By 
reducing the total money income of Australia, and thereby 
reducing the monetary demand in Austraha for imports. If the 
reduction of income involves a reduction iIL.t.Osts, as is very 
probable, this will tend to stimulate exports. 'The reduction in 
money income may be brought about in various ways. In 
general, the method is to reduce the .. cash" of the banks, thereby 
causing them to reduce their advances-(by raising interest rates 
or by rationing their loans) and thereby their deposits. Usually 
the central bank itself raIses its bank rate and takes steps to make 
the rise effective. This process of reducing the money income 
of a country by monetary and banking measures is known as 
deflation. -

W"C-may note that the amount of exchange depreciation or 
deflation needed to correct a continuous adverse balance of 
payments will vary with what may be termed the ~rginal 
Propensity to Import of the country in question. If imports 
have to be restrIcted by, If"t us say, JO per cent (other things 
remaining the same), it may require quite a small fall in the 
exchange rate or in the total money income of the country to 
bring this about. This is likely to be so when a large 
proportion of the imports is more or less of luxuries. On the 
other hand, a very large fall--<>f much more than 10 per cent
may be required. This is likely to be so when imports consist 
largely of essential foodstuffs and raw materials, as in the case of 
Great Britain and indeed most West European countries. 

We may also note that it is alleged I that wage-earners object 
to a reduction in money wages much more than to a rise in the 
cost of living. If this is so, a country with a large proportion of 
wage-earners which chooses the path of deflation may find it 
difficult to reduce money wages. The result will be that the 
reduction in the total money income of the country is brought 



BALANCES OF PAYMENrS 43 1 

about partly by the growth of unemployment. In general, 
deflationjs ~asier in a country Such as Poland, with a large 
proportion of agricultural workers and a small proportion of 
wage-earners, than in an industrial country. \Nevertheless the 
view, held by Mr. Keynes and others, that wage-earners will 
cLccept a considerable rise in the cost ofliving without demanding 
increased money wages but will resist any attempts to cut their 
money wages, may not be quite true. It is interesting to note 
that in the country where wage-earners are perhaps most highly 
organized-namely, Australia-a cut in money wages of no less 
than 26 per cent, made by the Commonwealth Arbitration Court, 
was accepted almost without a murmur. 

We have mentioned two methods-exchange depreciation and 
deflation. Others are possible, of which the most important are 

, (I) devaluation-that is, remaining on the gold standard but at 
a lower Pi)!~' (2) restriction ~fimports by E-.riifs, import quotas 
and prohi lUOns, and other methods, and promotion of exports 
by export bounties and other methods, and (3) foreign exchange 
con!I:ol. The following chapters discuss all these five methods. 

I Some of them may be, and have been, used in combination. 
For example, exchange depreciation may be combined with some 
deflation, some exchange control, and some restriction of imports. 
But it is impossible both to let the exchange rate depreciate and 
to keep it fixed-a country must choose one or the other unless 
it formally escapes the dilemma by keeping its exchange rate 
nOlninally fixed by exchange control while in fact letting it 
depreciate. 



CHAPTER XXVII 

FREE EXCHANGE RATES 

I. INTRODUCTION 
THE question to which we now turn is'what are the forces whicl 
determine the exchange value of a currency whose rates Cl 

exchange, are quite free to vary. Such a currency, of course, i 
by definition not linked to gold or to any other standard. I 
consists, let us say, of inconvertible paper. Sterling has beel 
more or less in this position since 21St September, 1931, but i 
has not been quite free to vary since the setting-up of th 
Exchange~~qualization Fund, and the Currency Agreemen 
with France, the United States, etc., reached in October, 1936 
has had a stabilizing effect. 

Clearly, as time goes on, such a currency may rise in term 
of some foreign currencies and fall in terms of others. Thus n 
1932 sterling rose considerably in terms of yen but fell in terms Cl 

gold-standard currencies. Let us suppose, for purposes of dis 
cussion, that all other currencies remain stable in terms of onl 
another. We can then represent the rest of the world by onl 
other country-let us call it France. 

The value of sterling (taking sterling to be the inconvertibl. 
currency in question) in terms of francs will depend upon th. 
demand for sterling, coming from people who offer francs h 
order to obtain sterling, relatively to the supply of sterling cominl 
from people who offer it in order to obtain francs. The sterling 
franc rate will tend to be that which equates_ the supply 0 

sterling and the demand for it. 
But before discussing the influences affecting the foreign demanc 

for a currency (relatively to the supply of it on the foreigr 
exchange market) we must consider briefly the Purchasing Powel 

I Parity Theory. For this Theory claims to show that the rate 0 

exchange between two currencies will always tend to vary wit!: 
, their respective purchasing powers. Granted that the exchange 

rate will tend to equate supply and demand, it will also tend 
-it is claimed-to equal what may be termed the Pwchasin~ 
Power Parity between the two currencies. 

432 
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2. THE PURCHASING POWER PARITY THEORY 

This theory has two main forms. 
(0) In its narrower form it simply asserts that the prices of 

internationally traded goods will be the same everywhere, allow
ing for costs 9( transport: that these goods, in fact, have a world 
market. This is a ~ism. The price of raw cotton is the same 
in Liverpool, Le Havre, Bremen, Genoa, etc. Of course within a 
country (as distinct from at the port) price may be increased 
by import duties. Suppose that costs of transport are ignored. 
Then a bale of cotton may cost, say, [,10 at Liverpool and 
1000 francs at Le Havre: [,1 = 100 francs. If we know any 
two of these three facts we can deduce the third by simple 
arithmetic. If the third fact is different from our deduction, 
there is a chance for profitable arbitrage by somebody. Suppose, 
for example, that a bale of cotton costs ['10 in Liverpool and 
1000 francs in Le Havre and that the franc is 120 to the [,. 
::rhen by paying 1000 francs in Le Havre for a bale and selling 
the bale in Liverpool one gets [,10 which can be exchanged 
for 1200 francs, yielding an arbitrage profit of 200 francs! 
A priori, given these three facts-

I bale = [,Io 
I bale = 1000 francs 

[,1 = 120 francs 

(and assuming costs of transport are negligible) we know this 
situation will not last, but we cannot say whether it will be 
adjusted mainly by a fall in the English price of catton-

I bale = [,81 
I bale = 1000 francs 

[, I = 120 francs 

or mainly by a rise in the French price of catton

I bale = [,10 

I bale = 1200 francs 
[,1 = 120 francs 

or mainly by a rise in the exchange value of the franc

I bale = [,10 

I bale = 1000 francs 
[, I = 100 francs. 
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Actually there are few opportunities, as a rule, for even a smal 
margin of arbitrag~profits. Sellers in the exporting centres sel 
wherever the price is a fraction higher and international price: 
appear to adjust themselves very rapidly on the basis ofprevailin~ 
exchange rates. 

This truism-that certain goods have a world market
therefore throws little light on the causes of changes in exchange 
rates. 

(b) The Purchasing Power Parity Theory in its wider fom 
is perhaps best stated in the words of Cassel. It goes back at leas 
to Ricardo but it was popularized by Cassel in the post-wal 
years. He writes-

Our willingness to pay a certain price for foreign money must ultim 
ately and essentially be due to the fact that this money possesses I 

purchasing power as against commodities and services in that foreigl 
country. On the other hand, when we offer so-and-so-much of our OWl 
money, we are actually offering a purchasing power as against com 
modities and services m our own country. Our valuatiol!.of a foreigr 
currency in terms of our own, therefore, depends mainly on the relative 
purchasmg power of the two currencies in thelf respective countries. 

\ It is very difficult to compare the purchasing power of, say 
pounds in England with that of francs in France. The assortmenl 
of goods and services bought and consumed in one country il 
different from the assortment bought and consumed in anothel 
country. For example, the French workman drinks wine and the 
English workman tea; the French consume more veal and the 
English more mutton. Even if we could take only goods con· 
sumed in both countries, some of these goods would have a highel 
price (at the current rate of exchange) in France and some 
would have a higher price in England. I These differences arise 
from costs of transport, tariffs, taxation, and so on, and there 
is no reason whatever why they should cancel out. In general, 
a country with a high tariff will have a higher price-level than 
a country with a low tariff. 

This means that the theory cannot be applied to absolute 
level!! o[:Q.rices. But it can be, and has been, applied to changes 
in.pJ·ke~!~vels. This is the way in which Cassel and others have 
applied it. To take a simple example, if over a period the price
level in France doubles, owing to inflation in France, and the 
price-level in England remains the same, the purchasing power 
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parity is twice as many francs as before to £1 sterling. This 
assumes that other things--relative costs of transport, tariffs, 
and taxation-remain the same. 

The Purchasing Power Parity Theory was used after the war 
by Cassel and others to demonstrate that the fall in the exchange 
value of the German, Austrian, Polish, and other currencies, ~ 
was due mainly to inflation in those countries. At the time, this 
demonstration was doubtless useful, because many responsible 
people refused to believe that it was inflation which was sending 
up prices and forcing down exchang~ rates. Cassel writes--

(When two currencies have undergone inflation, the normal rate of 
exchange will be equal to the old rate multiplied by the quotient of the 
degree of inflation in the one country and in the other. ). • . If, for 
instance, the inflation in A has reached the ratio of 320 to 100 and the 
inflation in B the ratio of 240 to 100, the new exchange rate (taking the 
quotatIon of A's currency in B's currency) will be t of the old rate. 

The rate calculated by the above method must be regarded as the new 
parity between the currencies, the point of balance towards which, in 
spite of all temporary fluctuations, the rate will always tend. 

We may take an illustration from Keynes's Tract on Monetary 
Reform. Taking 1913 as equal to 100, in May, 1923, the Economist 
price index number was 164 and the United States Bureau of 

156 95"1 
Labour Index Number was 156. -6 = -. The purchasing 

I 4 100 
power parity of the pound therefore was 95"1 per cent of 4.866 
dollars. The actual rate was almost exactly this. 

I It is from discussions on the Purchasing Power Parity Theory 
that we derive the concept of a possible difference between the 
internal and the external purchasing power of a currency. For 
example, when the actual exchange value (or extern~chasing 
power) of the franc was below its purchasing power parity, this 
tended to stimulate exports from France. If the two had been 
equal, there would have been no abnormal stimulus, for although 
French exporters would have obtained more francs than before 
for each pound's worth of goods exported, their costs would 
have risen in the same proportion. 

i But in fact actual exchange rates often diverge very much 
from purchasing power parity, calculated in the manner 
described. This can be seen at once by looking at the statistics 
and graphs given in the writings of Cassel, Keynes, and others. 
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(On its record in the past, the purchasing power parity is aver 
dubious guide. I think it would bafBe anybody to calculate th 
actual sterling-dollar exchange rate over the last few years i 
he knew only the changes in internal purchasing power in th, 
two countries. Consider, for example, the following figures-

CosT OF LIvINo INDEX NUMBER (1924 = 100) 

Date 

December, 1930 .. 1931 .. 1932 .. 1933 .. 1934 .. 1935 .. 1936 

Great 
Britain 

87 
84 
81 
81 
81 
84 
87 

United 
States 

go 
80 

~3 
80 
83 
85 

Dollan 
per £ 

4,86 
337 
3 28 
5'12 
495 
493 
4'91 

In any particular case, the divergence between purchasin~ 
power parity and the actual rate may be merely temporal"} 
(due, for example, to speculation) and equilibrium may be 
equality between the two. Even so, we cannot say a priori whethel 
this equality will be attained mainly by movements in the price
level of country A, or in the price-level of country B, or in the 
exchange rate. Adherents of the Purchasing Power Parity Theol1 
often seem to imply that it will be the last (if neither country u 
inflating nor deflating) but that need not be so and often u 
not so. 'Moreover, the true equilibrium is often not an equaliry 
between purchasing power parity and the actual rate. For there 
may have been changes in transport costs, tariffs, etc., and there 
may have been a change in the terms of trade. 

3. INFLUENCES AFFECTING EXCHANGE RATES 
Probably the best way to explain movements in foreign 

exchange rates is to say that a free exchange rate will always 
tend to equalize the supply of and the demand for a currency 
on the foreign exchange market, and to say that the main 
influences affecting supply and demand are-

(a) Monetary policy. 
(b) Capital movements, including speculation. 
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(c) The demand from country B for goods of country A, and 
conversely. Fundamentally, country B demands the goods of 
country A by offering its own goods in exchange. The "demand 
curve" of country B which we have in mind does not show the 
volume of A goods demanded by B at each of a series of money 
prices. It shows the volume demanded (and therefore the volume 
of its own goods which it would supply in exchange) at each of 
a series of" terms of trade." 

We shall say a litde about the first two of these three influences 
and then we shall discuss the third more fully. 

(a) Monetary Policy 

We have discussed this in connection with the Purchasing 
Power Parity Theory. For example, if Great Britain were to 
inflate and to raise prices, the foreign demand for sterling at the 
old rate of exchange would fall, because fewer goods could be 
bought in England than before with a given amount of sterling. 
As English prices would be higher, while prices in other countries 
remained the same, the British demand for foreign· currencies 
at the old rate of exchange would increase. Thus the exchange 
value of sterling would fall. Of course the same reasoning applies 
if Great Britain inflates more, or deflates less, than other countries. 
But, as we have seen, other forces may change also, so that the 
actual rate at any moment may diverge considerably from the 
purchasing power parity at that moment. 

(b) Capital Movements 
If country A is exporting capital to country B, this will clearly 

increase the supply of A's money offered against B's money and 
will tend to raise the exchange value of B's money, \ even if no 
inflation or deflation is taking place in either country. Over a 
short period, when it is feared that one currency or another will 
fall considerably in exchange value, quite large movements of 
capital may take place, not for long-term investment, but in the 
hope of making a gain or avoiding a loss on exchange movements. 
The Bank for International Setdements and others have attempted 
to estimate the amount of this "refugee" capital liable to move, 
seeking greater security rather than a higher interest rate, from 
one centre to another. But-in the absence oflegal restrictions
the potential amount of such capital is almost unlimited, because 
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citizens can "flee" from their own currency. Over a short period, 
speculative short-term movements of this kind may be so great 
that they far outweigh movements of goods in their effect on 
the demand for a particular currency or on the supply of another. 

An interesting illustration of the effects of speculation i! 
provided by the exchange value of the Chilean peso between 
1878 and 1892. There was in Chile a sharp division between 
foreign trade centres and the rest of the country. Hence any 
gradual emission of currency could be reacWy absorbed in the 
interior of the country without materially alterin~ the exchange 
rate. Thus there was virtually no correlation between the 
increases in the circulating medIum and the exchange rate. In 
fact, the only thing which gives a high correlation with the 
variations in the exchange rate over this period is the military 
history of Chile. By observing a graph of foreign exchange 
movements it is possible to tell the exact dates of Chlle's victoriell 
and defeats in her disputes with Peru, Bolivia, and Argentina. 
The sharpest single variation was in August, 1879, whcn the 
Chilean peso rose from 25 pence to 36 pence without any altera
tion either in the balance of payments or in the quantity oj 
currency. This jump was due entirely to the capture of two 
enemy warships by the Chilean navy. 

(c) Reciprocal Supply-and-Demand of Goods and Services 

Let us simplify by supposing that England exports, and can 
export, only coal, and that France exports, and can export, only 
wine. Let us begin with the balance of payments in equilibrium. 
Every day England exports, say, 10 tons of coal and imports, 
say, 20 gallons of wine. Let us suppose that all transport charges 
can be neglected. The price of a ton of coal is, say, £1. The 
price of a gallon of wine is, say, 50 francs. The rate of exchange 
therefore must be £1 = 100 francs. 

In order to avoid complications due to monetary policy, let 
us suppose that each country keeps its factor-prices constant and 
that no changes take place in relative supplies of factors, technical 
knowledge, and so on, and that changes in the output of coal 
or wine do not appreciably affect the price of coal in sterling 
or the price of wine in francs. A ton of coal always costs £ I and 
a gallon of wine always costs 50 francs. 

Now suppose that for some reason the French demand for 
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British coal increases. In order to get more sterling to buy 
more coal, France must sell more wine in England. But the 
English demand for wine has not changed, so that in order to 
sell more wine in England the sterling 'price of wine must be 
reduced. This comes about through a rise in the exchange value 
ofsterling.J.The value of sterling is pushed up by French people 
wanting to buy more coal, and this enables English people to buy 
wine more cheaply. The French exporter still gets 50 francs a 
gallon, but this 50 francs represents less sterling than before. 

Suppose, for example, that the new equilibrium rate of 
exchange is £1 = 120 francs, and that at this rate 15 tons of 
coal a day are exported. It follows that 36 gallons of wine are 
imported. The terms of trade have moved in favour of England. 
One ton of coal used to exchange against 2 gallons of wine. It 
now exchanges agaimt 2* gallons. The terms of trade, that is, 
have improved by one-fifth. And the value of sterling has 
likewise increased by one-fifth, for £1 now commands 120 francs 
instead of 100. IThe rise in the value of sterling simply reflects 
the improvement in the terms oftrade.1 

(This example demonstrates a fundamental defect in the 
Purchasing Power Parity Theory of foreign exchange. \ In so far 
as this theory merely asserts that the prices of goods which have 
a world market tend to be the same (allowing for transport 
charges) in different centres, it is a truism. The price of a ton 
of coal is £1 in England, and 120 francs in France, and the 
rate of exchange is £1 equals 120 francs. Given any two of 
these data, the third can be obtained by simple arithmetic. (But 
in so far as the theory says more than this, and asserts that a 

I change in the rate of exchange reflects a corresponding change 
i in the relative purchasing power of the two currencies over goods 

I in general, it may not be true. In our illustration, the price of 
nothing in England is changed except the price of wine, which 
is now 8s. 4d. a gallon instead of lOS. The price of nothing in 
France is changed except coal, which is now 120 francs instead 
of 100 francs. If the great bulk of the goods sold in either country 
are home-produced, there has been very little change in the 
two price-levels, and yet the rate of exchange has altered by 
one-fifth. The Purchasing Power Parity Theory, in its wider 

1 ThlS is true only if the change in the terms of trade is due soldy to changes 
in demand, as dJSUnc\ from changes in costs. 
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form, takes no account of changes in the terms of trade due to 
real changes in demand.) 

A good illustration of this point is the fall in the exchange 
value of the yen after 1931. japan returned to gold ill january, 
1930, at the pre-war parity, equal to 2S. per yen. In September, 
1931, Great Britain left gold. The yen rose to over 3s. japan 
left gold at the end of 193 I. By the middle of 1933 the yen 
fell to about IS. 2d. and has remained there ever since. 

Why did the yen have to depreciate so much more than 
sterling? Only partly owing to inflation. At the end of 1935 
wholesale prices in japan were only 37 per cent and retail prices 
only 16 per cent above the low levels of the second half of 1931. 
The main reason is to be found in the adverse change in the 
terms of trade, largely due to the great fall in the American 
demand for japanese silk. 

JAPAN (lOth December, 1931 = 100) 

Export Goods . 
Import Goods. 

1933 
Av. 

1934 
Av. 

1935 
Av. 

134 
196 

In Great Britain, on the other hand, the terms of trade became 
much more favourable. 

4. EXCHANGE EQUALIZATION FUNDS 

, A country may decide not to leave its exchange rates entirely 
to the free play of supply and demand. It may therefore 
establish, usually under the control of the central bank, an 
'exchange equalization fund. 

Great Britain was the first country to set up such a fund. It 
began in june, 1932, with assets of about £150 million in 
Treasury bills, augmented in April, 1933, by a further £200 
million of Treasury bills, and in june, 1937, with yet a further 
£200 million, and it is still in active existence. 

(
'Its main object, the Chancellor declared, was to offset purely 

speculative movements in sterling exchange rates whilst allowing 
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"real" causes to affect the long-term trend. The Fund was to 
smooth out temporary fluctuations. In particular, it was to 
offset inward and outward movements of "refugee capital." In 
the absence of control, an inward movement of such capital, 

r seeking a safe temporary resting-place, might raise the value of 
sterling very considerably. Later, the withdrawal of this "hot 
money" would have the opposite effect. The Fund can prevent 
or lessen these disturbing ups and downs. When capital is movin~ ..... 
in, the Fund can and does provide the extra sterling required 
by selling some of its Treasury bills. It parts with sterling and 
acquires the foreign money which is being offered against sterling. 
In practice, it then uses this foreign money to buy gold. When 
an outward movement of capital takes place, the Fund can meet 
it by releasing some of its gold, getting back sterling in exchange. 

At any moment, therefore, part of the assets of the Fund 
consists of sterling, in the form of Treasury bills, and the rest of 
gold. If it were to try to offset a continued tendency for sterling 
to rise, after a time all its sterling assets would have been turned 
into gold, and it would then be unable to keep sterling down 
unless its sterling resources were replenished-for example, by a 
further issue of Treasury bills. In the same way, it could not 
continue to keep sterling up after it had parted with all its gold 
unless-for example, by raising a foreign loan-it could replenish 
its gold. (Its power to keep sterling down is limited by the extent 
of its sterling assets, and its power to keep sterling up is limited 
by the extent of its foreign assets.) 

The British Fund has at times exerted a down'l,(ard and at 
times an upward influence on the exchange value of sterling but 
its net effect since it began operations has probably been in a 
downward direction, for the gold which it holds represents a 
demand rorToreign currencies which it exerted in the past and 
which would not otherwise have existed. Thus the Fund has 
made a profit, but against this must be set about £10 million 
a year. For, in consequence of the various funding loans which 
have been issued during the past few years, the total of Treasury 
bills in the hands of the market is only about the same as_ it was 
before the Fund was started. The cost to the Treasury of holding 
the gold acquired by the Fund must therefore be estimated on 
the basis of the long-term interest rate. On this basis, it amounts 
to some £10 million a year. In other words, if there had been 
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no Fund, the Treasury would not have needed to raise some 
£350 million of long-term debt. 

Some other countries, notably the United States and France, 
have established similar funds. The United States is-in a sense
on gold, but wishes to exercise some control over its exchange 
rates with countries that are not on gold. 



CHAPTER XXVIII 

THE GOLD STANDARD 

I. TYPES OF GOLD STANDARD 

IT is often said that it would be a great simplification and 
improvement on the present state of affairs if all the countries 
of the world, or at any rate the leading countries, could share 
a common currency. It is pointed out that if each English county 
had its own separate currency, trao.e and investment would be 
considerably hampered: Why then, it is urged, should each 
leading country have its own particular currency? Would not 
economic progress be greatly promoted if some genius could 
invent in international money and persuade all the leading 
countries to use itt 

Those who speak in this way do not realize that the gold 
standard virtually does what they are asking. In effect, every 
country on the gold standard is sharing a common currency. 
Each country has its own banking system, and one calls its 
currency units pounds, another dollars, another francs, and so 
on, but a country which stays on the gold standard thereby gives 
up the privilege of following whatever monetary policy it likes. 
It has decided that, on balan.ce, the benefit to international 
trade and ~investment of stable rates of exchange is worth the 
sacrifice of its independence in th.e sphere of monetary policy. It 
has tied its currency to gold, and so has every other gold-standard 
country; all such currencies are thereby tied to one another; 
the purchasing power of gold, and hence of every such currency, 
depends on the supply of gold and the demand for it throughout 
the world; and commodity price-levels in all gold-standard 
countries tend to rise and fall together. We shall develop and 
qualify these statel!lents later in -this chapter. It seemed desir
able, by way of introduction, to stress the point that the gold 
standard virtually provides an international money. -
~ Ii country is on the-gold standard when the purchasing power 
of a unit of its currency ~kept equal to the purchasinK-power 
of a gh.en wei~~t of gold~ There are various ways-of achieving 
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this result. We shall describe the three main ways under the 
headings of (a) the f~l gold standard, (b) the gold bullion 
stan~ard, and (c) the gold exchange standard. 

(a) The Full Gold Standard 

This is in operation when the currency of a country consists 
I?~}, ~~~c2iI.t! cOIltaiI}!!lg g2~d. e_q~al_ tQ. their face value, and 
. wlien,:gold can be minted mto such coins, without charge and 
without limit, and the co~ns can be melted down or exported 
without restriction. Before the war, the-United Kingdom was 
on the full gold standard. Gold sovereigns circulated freely. 
The sovereign was a: definite weight (113m grains) of pure gold 
plus a little alloy, of negligible value, to make the coins more 
durable. Eleven-twelfths of the weight (123.27447 grains) of a 
sovereign was pure or "fine" gold; the other twelfth was alloy; 
the coin was said to consiSt of gold "e~ven-twelfths fine." Any
body was free to melt down and export sovereigns, so that the 
purchasing power of a sovereign could never be appreciably less 
than that of I ~3 odd grains of fine gold. We may state the same 
facts in terms of ounces. Four and a quarter sovereigns contained 
an ounce of fine gold. Hence 41 sovereigns-or £4 5s. in British 
money, since Bank of England notes (of which the lowest de
nomination was £5), silver and copper coins, and cheques could 
all be exchanged for sovereigns--could never buy appreciably 
less than an ounce of fine gold. On the other hand, the British 
Mint would always turn gold into sovereigns without charge. 
In practice, gold was usually sold to the Ba_nk of England which 
acted as agent for the Mint. The Mint would pay the full price 
of £4 5s. (or, to be accurate, about a halfpenny less, for 41 
sovereigns contained a shade more than an ounce of fine gold), 
but, in order to avoid delay, sellers usually preferred to sell to 
the Bank, which paid them a trifle less: £3 175. gd. instead of 
£3 17s. I old. per ounce tt ths fine. Hence the purchasing 
power of an ounce of fine gold could never be appreciably less 
than that of £4 5s. of Btitish money. 

(b) The Gold Bullion Standard 
This is in operation when the central bank or the Treasury of 

a country is always prepared both to bu)' and to sen gold at a 
fixed Erice and the~e are no restrictions on -the import or export 
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of gold. The United Kingdom was on the gold bullion standard 
from April, 19~5, wnen she returned to gold, until September, 
1931, when she again went off gold. The Bank of England was 
prepared to buy any amount of gold at £3 17s. Jl<i. per ounce 
Hths fine and to sell it, in minimum amountSof 400 ounces, at 
£3 17s. lold. per ounce. Hence "convertibility both ways "--of 
gold into currency and of currency into gold-was maintained, 
and the sterling price of gold,just as before the war, seldom varied 
by more than a penny from its fixed price of 841. IIld. per fine 
ounce. GoI~~however~ were not in cirC!Jlation: the cur
rc:ncy consisted mainly ofpa~er notes. _The gold bullion standard, 
it is claimed,::...economiies go d, for all the monetary gold in the 
country can be held in die central bank, and none of the precious 
metal need be employed as currency. This was considered an 
advantage a decade or so ago, when a sho~e of gold was 
feared, but during recent years there seems to have been too 
much rather than too IJttle gold, and some economists advocate 
a return to the full gold standard. They argue that the reintro
duction of gold coins-would absorb some of the present large 
stock of monetary gold "'and would make the working of the gold 
standard more automatic. 

(c) The Gold Exchange Standard 

A number of countries, such as A~alia and In!iia and Den
mark, have close commercial relations ~th_9!:eat Britain. M:ost 
of their external debt Is flXedk-steiling, or Great Britain is their 
main purcliaser, or supplier, or both: Such a country may decide 
thaCits best monetary policy is to keep the·~chap~valu.!! of 1- · 
its currency more or less stable in terms of sterling. We may 
perhaps term such a country, without implying any inferiority 
of status, ~SateIlite country of Great Britain in the monetary r <.r.,- -;-' 

sphere. The -Dnikd States; Frailce~-ana so~ other countries 
also have their satellites. 

The monetary authorities of the satellite country may reserve 
themselves full liberty to vary the rate of exchange with the 
"planet" country as and when they pre~e. They may me.t:ely 
keep it s~ble, or more or less stable, so long as it sui~_them, 
without giving any kind of guarantee that they will continue 
to do so. Most of the countries In the s<H:alled "sterling liloc" 
are at present in this position. -
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But the central bank or Treasury of a satellite country may 
formally undertake to keep the exchange value of its currency 
fixed in terms of the planet currency. The currencies of India 
and Egypt, for example, are linked in this way to sterling. 

Whether the link is de Jure and firm, or de facto and fleXJble, 
the central bank or Treasury must keep a reserve of sterling in 
Great Britain (assuming its currency to be tied to sterling) and 
must be prepared to dimirush this reserve by selling sterling or to 
increase it by buying s!erling. Ifit fomiaIIy undertakes to buy and 

(sell Dills or drafts upon London at a fixed rate, it is formally on 
a sterhng exchange standard. If sterling-is on gold, this means 
thafit is on a gold exchange standard. 

This practice enables it to keep its main monetary reserve 
in the form of interest-bearing assets, such as gilt-edged securities 
or Treasury bills, in London instead of in the form of gold in 
its own country. But it also entails the risk that these assets may 
fall in value relatively to gold. In particular, it entails the risk 
that the "planet" country may suddenly leave gold or devalue. 
The sterling assets held by other countries fell considerably in 
value, relatively to gold, when Great Britain left the gold 
standard in September, 1931. 

2. THE RULES OF THE GOLD STANDARD 

The gold standard, in any of its forms, provides practically 
I fixed rates of exchange between the countries on it. For if the 

currency o(each-country is convertible into gold, or into a gold
standard currency, at a fixed rate, and conversely, it follows 
that the currencies of these countries are convertible into one 
another at practically fixed rates. If £! and 4.866 dollars can 
both be exchanged for the same amount of gold, and conversely, 
then the exchange value of £1 cannot long remain above or 
below 4.896 dollars by more than the relatively small cost
usually well below I per cent-of sending gold from New York 
to London or from London to New York. And this means that 
the price of any good in dollars cannot long exceed or fall short 
of tUt of its price in pounds, plus or minus tariff and transport 
charges and importer's profits. It means, that is, that a country 
on the gold standard cannot raise or lower commodity prices, 
in terms of its own currency, as it pleases. It can indeed do 
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something, as we shall see later, by changing its duties or other 
restrictions on imports. Apart from such changes, commodity 
prices in that country must move in harmony with commodity 
prices in other gold-standard countries. 

A country with free exchan~e rates, of course, is in no way 
subject to such restrictiOns. It can follow whatever monetary 
policy it pleases. If it wishes, it can incr~ase the quantity of 
money and thereby raise commodity prices almost to any extent, 
or it can keep its generru. level of commodity prices fairly stable, 
or reduce it, whatever may be happening elsewhere. Other 
things remaining the same, changes in the internal-purchasing 
power of its own currency units, relatively to those of other coun
tries, will be reflected by Changes in its rates ~~x~hange. But 
a gold-standard country is debarred from independent action 
of this kind. It must keep its rates of exchange with other gold
standard countries practically fixed. r-

Let us suppose that week by-week the de~ts of Great Britain 
exceed its credits. The" foreign balance" of Great Britain will 
di~nish andthe sterling balances~held by banks of other coun
tries -will increase. British banks will tend to quote dr~ and 
bills on other-centres at a preinium and foreign banks will tend 
to quote drafts and bills on London at a discount. In other 
words the exchange value of sterling will tend to fall. 

If the exchange value of sterling were quite free to vary, it 
would fall sufficiently to restore equilibrium in the balance of 
payments. The prices of imported. goOds would rise in terms of 
sterling and this would check imports. The prices of British 
exports would fall in terms of other curr.encies and this would 
stimulate exports. But if Great Britain is on the gol~~ndard 
this cannot happen. After sterling has fallen below "the gold 
export point" relatively to, say, the dollar, persons in. Great 
Britain can pay their creditors in the United States more cheaply 
by sending gold than by buying drafts or bills on New York. 
In practice, it is usually the banks who ship gold. The British 
banks do so to restore their balances abroad. Other banks do 
so to reduce their swollen London balances and to restore their 
cash position at home, for their deposits will have been increased 
(since an export to Great Britain results in an increase in their 
sterling balances and a corresponding increase in the deposit 
of the exporter). In any event, gold leaves Great Britain. 
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The export of gold from Great Britain is in itself a credit item 
Hence the deficiency in the British balance of payments mighl 
be filled, week by week, by the export of gold. But Great Britaill 
does not produce gold. Sooner or later, if the deficiency con. 
tinued, all the gold would go. The Bank of England would thell 
be compelled to suspend gold payments, for it would have nc 
gold. Great Britain would be off the gold standard. Clearly the 
position could not be remedied by importing gold. The imported 
gold would be a further debit item and would have to be paid 
for. Its re-export would simply offset this extra debit by an extra 
credit and the initial deficiency would remain. 

This brings us to "the rules of the gold standard." We call 
best explain these rules, in general terms, by considering what 
would happen if all the gold in Great Britain consisted of gold 
coins in circulation. Gold coins would be 'exported, and the 
quantity of money would be thereby reduced. The prices 01 
internationally traded commodities could not fall relatively tc 
their prices elsewhere. But monc.y incomes would fall and thiJ 
would reduce the prices of " domestic" goods and services such 
as houses and railway rates and labour services. The fall ill 
money incomes woulclreduce total money expenditure, including 
expenditure on imports. The fall in money costs would stimulate 
exports. In so far as they were not fixed by contract, like exter· 
mil interc:st payments, other debit items would tend to diminish 
and other credit items to increase. For example, British tourist 
expenditure abroad would fall relatively to the expenditure oj 
foreigii tourists in Great Britain, and investment abroad would 
become less profitable than before relatively to investment at 
home. In "this way equilibrium would be restored in the balance 
of payments. The working of the gold standard would be auto
matic, requiring no intervention by the monetary authorities. 

ln fact, a modem country has a superstructure of paper note! 
and bank deposits based upon its stock of monetary gold, and 
most or all of this stock is held by the central bank or the Treasury. 
The rules of the gold standard require the monetary authorities, 
when confronted with an actual or even an imminent export oj 
gold due to an excess of debits over credits which seems likely 
to continue, to take action resulting in an adjustment similar 
to that which would come about automatically if the only money 
were gold coins. They must try to bring about a f~ in money 
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incomes and money costs. The usual method is to raise the bank 
rate and possibly to supplement this by selling securities oil the 
open market, thereby reducmg the quantity of money. 

Conversely, countries which- are in the opposite position and 
are therefore receiving ~t<l should do their p~rt in bringing 
about an adjustment by increasing their money incomes and 
money-costs. A-defect of the gold exchange stanaard-is that it 
may throw the whole burden of adjustment on the satellite 
country:- For example, if the balance of payments of Egypt is 
adverse, the sterling balance held in London by the National 
Bank of Egypt will diminish, but this need not cause any monetary 
expansion in Great Britain or elsewhere. Egypt may have to 
make the whole adjustment if the exchange value of her cur
rency is to remain fixed at 97. piastres to the pound sterling. 
But if Egypt were on the gold standard proper, she would export 
gold and this gold would lead to monetary expansion in the 
countries receiving it. 

If every country on the gold standard followed the rules, the 
distribution of -the total stocIt of monetary gold among the 
variouS countries would depend mainly on the monetary and 
bankinsyabits and the value of production in each country. 
For example, in Great Britain -the use of cheques is more wide
spread and the wlume of notes and bank deposits is normally 
much greater, relatively to the gold basis, than in France. 
Great Britain would therefore need much less gold than France 
-in fact, perhaps a quarter or a fifth as much-as a basis for 
the same national income. But of course the national income of 
one country, measured in some common monetary unit, is dif
f.erent from that of another. The national income of a country, 
in this context, may be defined as the value of its production 
plus any sums received from abroad as income on its foreign 
investments, or as reparations or gifts, and minus any sums paid 
abroad for the same purposes. It is the total sum which the 
country can spend or invest during the period, whether at home 
or abroad, without either borrowing or parting with some of 
its assets. A country with, say, twice the national income of 
another will tend to hold twice as large a stock of gold if the 
normal proportion of gold stock to money income is the same in 
both countries. But if this proportion is twice as high in the 
latter country each will tend to hold the same stock of gold, and 

so-{B.ag3) 
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if it is four times as high the latter country will tend to hold 
twice as much gold as the former. An increase in the value 01 
production in one country, relatively to othen, will tend to 
attract gold to that country and a decrease.will make it tend to 
lose gold. Movements of this kind are constantly taking place, 
without arousing any comment, between different districts in 
the same country. Some leading causes of such gold movements 
between countries are discussed in section 4. But we must first 
explain why and how a country may choose not to follow the 
rules of the gold standard. 

3. THE GOLD STANDARD IN PRACTICE 

If there were no ba~ and all money consisted of gol<! coins, 
an advene balance of payments would automatically tend to 
red:uce the amount of money in a country, and thereby iu 
national income, and a favourable balance would tend to do 
the opposite. In a modern country, however, the central bank 
can inflllence the size of the total money income. The central 
bank, or whatever the monetary authority may be, of a country 
on the gold standard may decide, in certain circumstances, not 
to follow the rules. Hence the distribution of gold among coun
tries may diverge, and perhaps widely, from what it would 
otherwise be. 

The central bank of a country which is receiving a large 
inflow of gold may fear that it it permits this inflow to exert iu 
full influence on incomes and prices the consequence wou\d be 
a short-lived inflationary boom followed by a. depression. It 
may tlierefore decide to "sterilize" the extra gold. It is especially 
likely to come to this decislon if the influx is due largely to an 
inflow of capital which is likely to be withdrawn some time in 
the near future. The United States has received a large inflow 
of gold during recent yean, due largely to the influx of foreign 
capital to purchase American securities. Clearly the buyen of 
these securities might decide at any time to sell them, taking 
their profits or cutting their losses, and to withdraw their capital. 
Hence the United States has not permitted this iJVlux of gold 
to send up incomes correspondingly. It has increased its propor
tion of gold stock to money income, tint by compelling the banks 
to keep bigger reserves and then by locking away the gold 
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purchased by the Treasury, and keeping it out of the banking 
system. In the same way, during recent years Great Britain, 
although not formally on the gold standard, has received a large 
influx of gold, due partly to the inflow of refugee capital, liable 
to be withdrawn at any time, from France and elsewhere. Her 
total stock of gold (including that held by the Exchange 
Equalization Fund) is now worth around £800 million; at the 
end of 1931 her gold stock was only £ 121 million. This influx of 
gold has not been permitted to have anything like its full effect 
on the level of incomes. Part of it is "sterilized" in the Fund. 
The Bank of England officially values its gold at the old price 
of 84s. I I ,d. per fine ounce instead of at the market price 
of around 140s., and even so has greatly increased its proportion 
of gold to notes and deposits. 

The central bank of a country which is tending to lose gold, 
because its balance of payments is adverse, may decide not to 
follow the policy of deflation indicated by "the rules." It may 
fear that deflation would increase unemployment and lead to 
bankruptcy and distress. It may therefore reduce theyrffror
tion of gold stock to money income, keeping the latter arrly 
coristant -despite-the 10ss--olgold:- -Great Britain was in this 
situation, and the Bank of England acted in this way, during 
the period 1925 to 1931, and especially after 1929. Sir Ernest 
Harvey, Deputy Governor of the Bank of England, said in his 
evidence before the Macmillan Committee (Q. 353), "You will 
find if you look at a succession of Bank returns that the amount 
of gold we have lost has been almost entirely replaced by an 
increase in the Bank's securities." 

As a rule, however, this alone will not suffice, for the central 
bank will not be prepared to part with enough gold to fill the 
gap, month by month, in the balance of payments. It will there
fore resort to other measures or persuade its Government to 
doso. 

One such measure is to borrow from abroad, either on long 
term or on short term. It may be possible, by raising the bank 
rate or persuading other countries to lower theirs, to attract 
short-term capital without permitting the rise in the bank rate 
to reduce money incomes. If the central bank holds balances 
abroad, it can let them run down. Ifforeign banks hold balances 
in that centre, as they do in London, the central bank may 
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persuade them to permit their balances to increase withou 
withdrawing gold; in effect, to make a short-term loan. But at 
these are clearly stop-gap measures which do not solve the long 
run problem if the balance of payments continues to be adverse 
Money income is being maintained only by borrowing 01 

by reducing foreign assets. 
If the country does not wish to leave gold or to devalue (thai 

is, to reduce the gold parity ofits monetary unit) but nevertheleSl 
wishes to avoid deflation, the Government must interfere wit!: 
the flow of investment or foreign trade. It may forbid foreigt: 
investment by its nationals, thus reducing its debits. The Banli 
of England, besides resorting to most of the measures alread) 
named, at times placed an unofficial ban on lending mone) 
abroad. But such a ban is not likely to be very effective. 

The other alternative is for the Government to impose tariffi 
or other restrictions on imports, thus reducing debits, and per. 
haps to supplement this by subsidies on exports. 

But clearly the only course for a country in such a POSitiOIl 
which wishes to remain on the gold standard without inter· 
fering with foreign trade or investment, and without living OIl 
its capital or on loans from abroad, is to deflate, reducing it.! 
money income. 

4. THE CAUSES OF GOLD FLOWS 

Any change which would raise or lower the exchange value 
of a currency if its rates of exchange were quite free to vary 
will have the same tendency if the currency is on gold, and will 
therefore tend to bring about an inflow or outflow of gold. We 
shall discuss briefly the main types of changes, under the headings 
used in the last chapter: monetary policy, capital movements, 
and reciprocal supply-and-demand of goods and services. We 
shall assume that previous to the change the balance of payments 
was in equilibrium and that the total stock of monetary gold 
remains the same. 

(I) Monetaly Policy 
Suppose that country A inflates and other gold-standard 

countries do not. Incomes rise in A and the amount of money 
spent on everything, including imports, increases. The rise in 
incomes-assuming full employment before the inflation-is a 
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rise in factor-prices, that is, in costs, so that exports faIl off. The 
country loses gold and this makes it reverse the inflation: All 
gold-~tandard countries can inflate or deflate together, provided 
they keep pace, without causing gold flows, but one country 
alone cannot do so. If A holds a considerable proportion of the 
total gold stock, it can cause, by itself inflating, some inflation 
in other countries, based on the gold they receive from A. But 
it can do this only if it is prepared to reduce its ratio of gold to 
national income, and if other countries do not reduce their 
ratios it will be che4ed after a time, for it will not be prepared 
to go on increasing its income on the basis of a diminishing 
stock of gold. 

(2) Capital Movements 
Suppose that A begins to lend so much per month abroad. 

This will make its balance of payments adverse, leading to an 
outflow of gold. If A follows the rules, this will reduce its money 
income, checking its imports and stimulating its exports, until 
it develops a monthly surplus of exports over imports (or, more 
accurately, of credits over other debits) equal in value to the 
monthly sum it lends abroad. The country receiving the loan 
will have an inflow of gold which will raise its money income 
until it develops a corresponding surplus of imports. Of course, 
the increased exports of A need not go to the borrowing country : 
the transfer may take place via third countries. Interest receipts 
by A, and repayments to A of loans which it made in the past, 
will have the opposite effects. 

(3) Reciprocal Supply-and-Demand of Goods and Services 
This is subject to many influences, several of which may 

change simultaneously. Apart from changes in monetary and 
trade policy, the main possible changes are in population, 
capital, technique, and demand. We shaIl discuss them under 
those headings. It should be remembered that it is always 
changes relativelY to other countries, and not absolute changes, 
which are important in this context. 

(a) Changes in Population 
Suppose that there is a considerable increase-say from 

immigration-in the population of A, and not of other countries. 
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If monetary and banking habits in A do not change, the 
demand for money in A will increase. Incomes and prices ir 
A will therefore tend to fall. Its exports will be stimulated anc 
its imports checked. Gold will flow from other gold-standarc 
countries to A and will stay there. Incidentally the terms 0 

trade will probably become less favourable to A. For she i 
likely to offer more of her exports on the world's markets, thu: 
depressing their prices, and to demand more of other countries 
export goods, thus raising their prices. The volume of inter· 
national trade is likely to increase. 

(b) Changes in Capital 

Suppose that the people of A save more than before, investin~ 
at horne, so that the capital in A increases relatively to that ir 
other countries. After a time, this will lead to an increase ir 
the volume of output. The export industries will probably share 
in the increase of capital and therefore of output. Hence th« 
prices of A's export goods will fall and, assuming that the foreigr 
demand for them is fairly elastic, the total value of A's export! 
will increase. But the total value of A's imports is unlikely tc 
rise as much. For by hypothesis the output of A's domestic 
goods-which will be to some extent substitutes for imports
will have increased and their prices will have fallen; but the 
prices of imported goods will not have fallen. Hence A has all 
excess of credits over debits and acquires more gold from othel 
gold-standard countries until her increased monetary stock oj 
gold enables her to have a bigger money income than before 
whilst retaining her old proportion of gold to money income. 

(c) Changes in Technique 
A very similar analysis applies when greater technical progreSli 

occurs in A than in other countries, assuming that it affects the 
export industries of A (and the domestic industries of A whose 
products are substitutes for imports). It may be the result 01 
chance: for example, inventions may be made which apply to 
the export industries of A more than to other industries. Or, 
more probably, technical progress in A may go hand-in-hand 
with an increase of capital in A. What will happen? 

The prices of A's export goods will fall. If the foreign demand 
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for them is fairly elastic, foreign countries will spend more money 
than before upon them. But A's demand for imports will fall, 
at first, because her money income remains the same and her 
domestic goods fall in price whereas her imports do not. Hence 
gold will flow to A. Then her demand for imports will recover 
-partly because her money income will be larger and partly 
because money costs elsewhere will probably fall (since factor
prices elsewhere will probably fall). In the new equilibrium 
A will have more gold and a bigger money income than before, 
the terms of trade will be somewhat less favourable to A than 
before, and the volume of international trade will be greater 
than before. 

Another gold-standard country, say B, will be somewhat 
better off than before if she follows" the rules "-namely, allows 
gold to flow out and deflates, reducing her money income by 
reducing factor-prices and not by creating unemployment. B 
will have a lower money income than before but her home
produced goods will be correspondingly cheaper and she will 
obtain more imports than before for any given quantity of 
exports. 

(d) Changes in Demand 
Suppose that there is a fall in the foreign demand for the 

export goods of country B. This may be due simply to a change 
in the tastes of foreign consumers. It may be due to the fact 
that foreign countries place greater restrictions than before on 
the import of B's products. It may be due to changes in know
ledge which enable countries to substitute home-produced goods 
for goods which they previously imported from B or which enable, 
for example, 9 tons of coal to do the work previously done by 
10 tons. (This will diminish the amount of coal required if the 
elasticity of demand for coal is less than unity.) Or it may be 
due to a change in relative factor-supplies abroad which make 
the comparative-cost conditions less favourable to B than before. 

B may be able to lessen the fall in demand for her exports 
by changing their composition. But in any event, the tendency 
will be for B to lose gold until the consequent reduction in her 
money income cuts down her demand for imports to the value 
which she can pay for. 
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5. THE MONETARY POLICY OF THE GOLD
STANDARD SYSTEM 

We have been considering what forces determine how a given 
stock of monetary gold is divided among the various countries. 
The money income of a country, as of any area, equals the value 
of its production plus its net income from foreign investments or 
minus its net interest payments made abroad. But its money 
income in the sense of the amount available for expenditure of 
all kinds will be increased by inward and diminished by outward 
movements of capital. The" rules" are designed to give each 
country that money income to which it is entitled relatively to 
other countries. If a country is losing gold, that is a sign that its 
money income is too large relatively to the money incomes of 
other countries, and should be reduced. If its monetary author
iti~s intervene to maintain its money income, despite the ten
dency to lose gold, they probably do so by inducing inward 
movell1ents of capital which would not otherwise have taken 
place or restricting outward movements, as explained in section 
3. The theory of the gold standard, as we have outlined it, 
relates to the relative incomes of the various countries. 

There remains the question of what forces determine the 
absolute levels of money incomes within the gold-standard system. 
All the countries in this system are virtually sharing a common 
currency, based on gold. An increase in the stock of monetary 
gold tends to raise money incomes and prices within the system 
as-a whole. So does a general fall in the demand for money or, 
in the-language of some writers, an increase in the velocity of 
circulation. Technical progress tends to increase output and to 
bring down prices but not money incomes. The opposite 
changes tend to have the opposite effects. 

These tendencies, however, can be modified or counteracted 
by the central banks or other monetary authorities. There is no 
reason why the gold-standard system as a whole should not 
pursue its own monetary policy just as fully as an isolated coun
try. The "rules" relate only to relative incomes. All gold
standard countries can inflate or deBate together, reducing or 
increasing their ratios of gold stock to money income, without 
impairing the stability of their exchange rates with one another. 
And in fact gold has long been a "managed" currency: changes 
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in the supply of gold or in the demand for money have not been 
permitted to exert an uncontrolled influence on incomes and 
prices within the gold-standard system. 

The various monetary authorities might meet together from 
time to time to decide on an agreed policy for the system as a 
whole. During the post-war years there were some meetings 
between representatives of leading central banks or Treasuries in 
order to "co-ordinate" their monetary policies: For the most 
part, however, each monetary authority did what it could to 
raise or lower prices or incomes or to keep them stable, as it 
thought best, whilst remaining on gold. In such circumstances 
the country with the biggest income can exert the biggest pull. 
That country was the United States. 

From about 1924 to 1929 there was a very considerable 
increase in the output of the United States. This was due to the 
growth of investment and the progress of technique. It tended 
to reduce commodity prices, not only in the United States but 
in all gold-standard countries. But the monetary authorities of 
the United States seem to have aimed at keeping the general 
level of commodity prices fairly stable. They therefore permitted 
a very considerable increase in money incomes. In the autumn 
of 1927 the Bank of France began to withdraw some of its 
accumulated sterling balances from London. GreatBritain sought 
international co-operation in order to avoid reducing her money 
income by deflation. The Federal Reserve Board lowered dis
count rates, thus relieving the strain on Great Britain by further 
increasing the quantity of money, and money income, in the 
United States. This gave a fresh impetus to the American boom. 
Wages were rising in the United States, but not as much as 
output per worker.l Stable selling prices coupled with lower 
costs per unit produced, owing to technical progress, mean 
increasing profits. From 1924 to 1929 profits in the United 
States about doubled. The continued expectation of rising profits 
reduced the demand for money: people wanted to invest in 
stock exchange securities rather than to keep their assets more 
liquid. There were thus all the symptoms of a boom, except 
that commodity prices remained fairly stable. 

1 From 1923-5 to 1929 pay-rolls divided by the index of production de
clined nearly 10 per cent. See H. Barger in the Journal of PollI"al Eeorwmy, 
December, 1935. 
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Moreover, from 1925 to 1930 the United States lent over 
6000 million dollars overseas. This enabled the borrowing coun
tries, mainly in Central Europe and South America, to maintain 
or increase their money incomes without losing gold. 

The American boom ended with the collapse of security 
prices on Wall Street in October, 1929. There was a great in
crease in the desire to be liquid rather than to invest and 
commodity prices began to fall, which meant that they fell not 
only in the United States but throughout the gold-standard 
system. After a time, American investors practically stopped 
lending abroad. The boom conditions which Germany and some 
other countries had enjoyed, partly on the basis of loans made 
,to them by the United States or Great Britain, came abruptly 
to an end. Such countries now had to create an export surplus 
to cover their interest and repayments due to foreign creditors. 
Most countries exporting mainly agricultural products had been 
borrowing and were doubly hit, for the prices of their exports, 
which had already fallen somewhat since 1928, fell heavily and 
at the same time their inflow of loan-money dwindled. There 
were considerable defaults on debts due abroad. Countries such 
as Australia and the Argentine felt that they could not face the 
drastic reduction in money income which would have been neces
sary to enable them to remain on gold, and they left the gold 
standard. Great Britain followed their example in September, 
1931, and was herself followed by a number of other countries. 

We shall not discuss what monetary policy an isolated country, 
or the gold-standard system as a whole, ought to follow. The 
foregoing brief remarks are intended merely to show that much 
of the criticism which has been levelled against the gold standard, 
on the ground that it worked badly during the 'twenties and led 
to the great depression, is really without foundation. The gold 
standard did not work badly. It was badly worked. Some coun
tries, notably Great Britain, did not follow the rules. Other 
countries overborrowed. The Federal Reserve Board-urged in 
1927, as we have noted, by Great Britain-followed an infla
tionary policy, and by its foreign lending permitted borrowing 
countries to do the same. Thus the monetary policy of the gold
standard system as a whole was, admittedly, a bad one. But this 
is not an argument against the gold standard as such. 

The world's monetary stock of gold has grown from just over 
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600 million ounces of fine gold at the end of 1931 to' nearly 
800 million at the end of 1936. 35'3 million ounces were pro
duced in 1936 as against 22'4 million in 1931. This was due 
partly to gold discoveries in Russia (whose output is estimated, 
not very reliably, to have grown from 1'7 million ounces in 1931 
to 7'4 million in 1936) but mainly to the rise in the price of gold. 
Gold-producing countries have left the gold standard and the 
value of their currencies has fallen in terms of gold. The rise 
in the labour and other costs of gold production has been less 
than the rise in the price of gold and this has led to an expansion 
of output. The world stock of monetary gold measured in dollars 
or sterling has more than doubled since 1931, for the price of 
gold in dollars or sterling has risen by 60 to 70 per cent. This 
means that if there is a general return to the gold standard the 
leading countries will have to agree upon the absolute levels of 
money incomes desired and make their monetary arrangements 
conform to this joint policy, Probably they will want to avoid 
the inflationary effects which would result if the greatly increased 
stock of gold were permitted to produce a corresponding increase 
in money incomes. The United States and Great Britain at 
present are virtually "sterilizing" a great deal of gold, and 
would doubtless continue to do so, 

6. THE MERITS AND DEFECTS OF THE GOLD 
STANDARD 

The great advantage of the gold standard is that it provides 
practically fixed rates of exchange between the countries on it. 
This is a veri real boon to traders and investors, for it removes 
the risk of loss from fluctuations in the exchanges. Hence it 
greatly facilitates internaiion~ division of labour and inter
national investment. The gOld-standard system as a whole gains 
by having virtually a common currency in the same way that 
a country gains by having a single cw:.rency instead of a separate 
one for each ofits various local areas. 

Of course any international sta'D.dard would achieve this r.!!Sult. 
Indeed, it could be achieved simply by an agreeJ!lent between 
the various Governments to keep exchange rates fixed at a given 
level. But the oIiIy cOIllJ!lon standard at all likely to be accepted 
by most important countries is the gold standard. 
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The gold standard, however, loses most of its virtue if traders 
and investors fear that it may not be maintained. The stimulus 
which it gives to foreign trade and investment depends on their 
confidence that exchange rates will in fact remain stable. For 
example, on 1st October, 1936, the French franc was devalued. 
Its gold equivalent was to be between 43 and 49 milligrammes of 
gold /oths fine, instead of 65·5. One of the strongest arguments 
for devaluation was that for months or even years there had 
been a general distrust of the franc. It was thought that France 
would not be able to remain on gold at a parity of 65·5 milli
grammes. It was hoped that devaluation would end this uncer
tainty. In fact it did not, for traders and investors feared 
-righdy, as it turned out-that the big rise in labour costs due 
to the Blum policy would make it impossible for the franc to be 
held even at its new and lower level. In the same way, the 
agreement reached in October, 1936, between the Governments 
of the United States and Great Britain is virtually an agreement 
to keep the dollar-sterling exchange rate fairly stable. But either 
Government can depart from it at a day's notice, so that it has 
inspired much less confidence than if Great Britain had returned, 
like the United States, to a de jure gold standard. Again, a 
GovefIl!Ilent which says that it is on the gold standard but 
reserves the right to change the gold parity whenever this seems 
desirable, or which fixes a wide margin (within which the 
exchange value of its currency can vary) between the price at 
which it will buy gold and the price at which it will sell gold, 
will not create confidence that its exchange rates will remain 
stable. The case for the gold standard is a case for a strict de jure 
gold standard, with each country following "the rules" so that 
no gold-standard currency becomes distrusted. 

Obviously the benefit of stable exchange rates provided by 
the gold standard varies with the number of countries on it. If 
only one country were on gold, no exchange rate would be stable. 

A defect of the gold standard, with banking systems as they 
are, is that gold movements lead to changes in interest rates, 
so that investment is stimulated or checked solely in order to 
expand or reduce money income. 

Some arguments against the gold standard spring mainly from 
misunderstanding. Thus it has been urged at times that gold 
is "maldistributed" between countries when its distribution is 
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due to the fact that some countries, like France, maintain a large 
ratio of gold stock to money income, or to the fact that the 
growth of the gold exchange standard has resulted in the trans
ference of gold to two or three leading centres, or to the fact 
that the value of output has increased much more in some 
countries than in others. Again, it is sometimes claimed that 
the proper working of the gold standard requires creditor 
countries to continue lending to borrowing countries even after 
it has become clear that the latter are in difficulties because 
they have been living partIy on foreign loans and that they 
may be unable to pay interest on their existing extemal debts. 

On the other hand, the claim that the gold standard prevents 
inflation is false. It is true that a country cannot remain on gold 
and at the same time raise its prices relatively to other gold
standard countries. But the system as a whole can inflate, as we 
have seen. Moreover, although the total stock of monetary 
gold does not change very much over a short period (since gold 
is very durable), the demand for money in gold-standard 
countries may change greatly within a very short time. It is an 
illusion to think that the gold standard ensures a stable price
level or prevents booms and depressions. The monetary policy 
of the gold-standard system, like that of a country with an 
independent currency, mayor may not be wise. 

The general case for free exchange rates is that a country on 
gold cannot follow an independent monetary policy. In par
ticular, at times it may be compelled to deBate quite considerably 
in order to stay on gold. Deflation is usually unpopular. It 
increases the relative burden of fixed charges, such as interest on 
the National Debt and on mortgages and debentures. It reduces 
expected profits and checks investment. If wage-rates are fairly 
rigid, deflation may lead to a considerable increase in unemploy
ment. Many countries left gold after 1929 rather than face the 
drastic deflation which would otherwise have been necessary. 
A country with an independent currency need never deBate. 
It can correct an adverse balance of payments by letting the 
exchange value of its currency fall, without reducing incomes in 
terms of its own monetary unit. Nevertheless free exchange 
rates cannot secure full employment if occupational wages are 
rigid and there are obstacles to the mobility of labour, nor can 
they prevent a fall in real income if a country is faced with a fall 
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in the demand for its exports. They give a country a free hand to 
fix its own level of prices and money incomes at the cost of 
restricting international trade and investment. 

7. DEVALUATION 
At this stage, we may remind the reader that we concluded 

the chapter on Balances of Payments by pointing out that there 
are five methods by which a country can try to correct an adverse 
balance of payments. These five methods are, briefly, exchange 
depreciation, deflation, devaluation, exchange control, and 
restriction of imports. We may also remind him that nearly all 
the difficulties associated with balances of payments arise from 
the existence of separate national States with separate currency 
and banking systems. 

The last chapter discussed free exchange rates, under which 
the first method is adopted. The present chapter has discussed 
the gold standard, under which the second method is adopted. 
The next chapter gives a general discussion of exchange control: 
the method adopted by countries which wish nominally to stay 
on gold without following the rules of the gold standard. The 
final chapter gives a general discussion of restrictions on imports. 
The present section discusses briefly the third method, namely, 
devaluation. 

A country which does not wish to deflate sufficiently to remain 
on gold at its existing parity but wants neverthele5S to retain the 
advantage of stable exchange rates provided by the gold standard 
may decide to devalue its currency. To devalue is to reduce the 
gold parity of its currency. A country may devalue overnight, 
or it may leave the gold standard and return to it, at a lower 
parity, after an interval of months or years. 

If all the countries on the gold standard were to devalue at 
the same time and to the same extent, their rates of exchange 
with one another would remain as they were before. The price 
of gold, and the value of existing stocks of gold in central banks 
and elsewhere, in terms of the devalued currencies, would rise 
at once. For to devalue is to fix a higher price for gold in terms 
of one's own currency. Thus the "profit" on the French 
devaluation of 1st October, 1936, amounted to between 16 and 
17 milliard francs (of which 10 milliard were transferred in gold 
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to the French Exchange Equalization Fund). Such a "profit" 
is of course only nominal in so far as the gold does not buy more 
goods than before on the world's markets but it may make a 
welcome contribution to the budgets of the devaluing countries. 

The rise in the nominal value of stocks of monetary gold 
makes possible, if desired, a considerable expansion of bank 
credit without reducing the customary ratio of gold stock to 
money income. The United States left gold in the spring of 
1933, returning early in 1934 at slightly under 60 per cent of 
the old gold parity, largely in order to pave the way for a rise in 
her internal incomes and prices. 

The rise in the price of gold will probably lead to an expansion 
in the amount of gold produced. The price of gold rises at once 
in terms of the devalued currencies but the costs of producing 
it probably rise less. Hence output tends to expand (although it 
should be noted that in South Africa the first effect is some 
reduction in output owing to lower-grade ore being worked) 
until, under competition, the marginal cost of producing gold 
rises sufficiently to equal the new and higher price of gold. 

During recent years a number of currencies have been 
devalued, some of them more than once, although there has been 
no simultaneous devaluation by all gold-standard countries 
acting in concert, and exchange rates between them have 
therefore varied considerably from one time to another. The 
world stock of monetary gold, measured in dollars or in sterling 
or in francs, has more than doubled since 1931, and the annual 
output has increased by more than 50 per cent. 

Suppose now that only one country devalues. The exchange 
value of its currency, relatively to other gold-standard curren
cies, will be correspondingly reduced. This will tend to stimulate 
its exports and other credit items and to check its imports and 
other debit items. If its balance of payments was continuously 
adverse befQre the devaluation, it will now tend to become less 
adverse or to become favourable. We may note, however, that 
this did not happen in the case of France, who was unable to stay 
on gold even at the lower parity adopted on 1st October, 1936. 
This was largely due to the very considerable rise in labour 
costs which took place at the same time and counteracted.the 
stimulus to exports. It was partly due to the fact that t?e bulk 
of French imports came in under quota, and therefore Imports 
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were not restricted by the reduced exchange value of the 
franc. 

Devaluation gives a country, provided that most other countriCl 
do not follow its example, the relief of a reduction in its exchang~ 
rates whilst enabling it to remain on gold. But the advantage! 
of remaining on gold are secured only if there is general con· 
fidence that the country can and will maintain the new parity. 
If a currency is devalued again and again in the course of a fe~ 
years, traders and investors cease to have confidence in it 
Devaluation is a serious step which fails in its purpose if it il 
lightly undertaken only to be followed by a fresh devaluatiol1 
later. 



CHAPTER XXIX 

EXCHANGE CONTROL 

J. THE MOTIVES FOR EXCHANGE CONTROL 

DURING the Great Depression, a number of countries adopted, 
and most of them still retain, a system of controlling all foreign 
exchange transactions: a system far more complete and far
reaching than mere intervention in the foreign exchange market 
by an Exchange Equalization Fund. We shall discuss this system 
mainly with reference to Germany, but most of our remarks will 
apply to other countries which have adopted it as well as to 
Germany. 

Germany has deVeloped this system so thoroughly that the 
German Government, through the Reichsbank, has almost 
complete control of foreign trade. No German can import 
without a licence. Hence the Government can give precedence 
to materials required for armaments and other imports deemed 
essential, whilst restricting imports of goods, such as luxury 
articles, which it considers less important. POods coming from 
certain countries can be favoured as against goods coming from 
others. Particular kinds of exports, or exports to particular 
countries, can be subsidized to a greater or less extent. Hence 
exchange control, together with the power to vary import duties 
and railway rates, has become the handmaid of politics. It is 
an instrument of central planning. 

It was adopted in the first place as an emergency measure. In 
the summer of 1931, after the German banking crisis, the 
Reichsbank was left with a very depleted and quite inadequate 
gold reserve of something over a milliard marks. Some 3 milliard 
marks of short-term credits had already been withdrawn since 
the beginning of 1931 and further withdrawals were almost 
certain. German securities and other assets were being sold and 
converted into foreign exchange. Germany was facing a flight 
from the mark. 

The orthodox course-if she wanted to stay on gold at the 
existing parity-was to deflate vigorously, hoping that high 

31-(B.293) 14 pp. 465 
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rates of interest would deter capital from leaving and perhap! 
even attract some from abroad. But deflation could not have 
coped with the immediate danger of a flight of capital and would 
have increased unemployment. Another possible course was to 
go off gold and let the exchange value of the mark find its own 
level. But the general public remembered the hyper-inflation 
in Germany after the war, and associated a fall in the exchange 
value of the mark wIth inflation. This course, therefore, mighl 
well have created panic and confusion due to a general bebe! 
that the purchasing power of the mark would depreciate. 
Moreover, it would have increased the apparent burden of fixed 
charges expressed in other currencies and payable abroad, for 
more marks would have been needed to provide a given sum in 
dollars or pounds or francs. 

Similar arguments applied against devaluation. Later, it 
was doubdess realized that although a sufficiendy large devalu
ation might maintain equilibrium in the balance of payments 
and permit exchange control to be abandoned, the consequent 
all-round stimulus to German exports would enable creditor 
countries to claim and possibly to seize, by means of payments 
agreements, a much larger share of the sums due to them. 
Much of the loans made to Germany before the slump had been 
malinvested. It was most unlikely that Germany would be able 
to meet her interest and repayment charges in full. It happened 
that exchange control enabled her virtually to default on most 
of her foreign debts on the ground that foreign exchange was not 
available to permit the money to be transferred. And exports 
could be directed mainly towards non-creditor countries. 

Thus exchange control began in the summer of 1931, with 13 
milliards of short-term credits due for repayment in the near 
future, with interest due on a long-term debt aggregating nearly 
20 milliard marks, with the gold reserve extremely low, and with 
a flight from the mark gathering force. It was adopted to give 
temporary relief and it has become a leading part of economic 
policy. 

2. THE METHODS OF EXCHANGE CONTROL 

The object of exchange control, as we have seen, is to prevent 
a flight of capital and to prevent the gold reserves of the central 
bank from becoming further depleted-indeed, if possible, to 
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increase them~without deflating and whilst nominally maintain
ing the exchange value of the currency. At this exchange value, 
the demand for foreign exchange greatly exceeds the supply. 
Exchange control, therefore, must restrict the demand for foreign 
exchange whilst endeavouring to increase the amount of it 
supplied. 

The most rigid method is to compel all foreign exchange 
transactions to take place through a central office, under the 
control of the central bank. Thus anybody can obtain any 
quantity of marks, giving foreign exchange in return, at the 
official rate. But no German can obtain foreign exchange, 
giving marks in return, without special permission. This is 
given for "essential imports"-the amount of foreign exchange 
to be doled out to purchase any particular foreign good, and the 
importers who are to receive it, being determined by consulta
tion with the various Chambers of Commerce in Germany. A 
little foreign exchange may be given, at the official rate, to 
Germans wishing to travel abroad; and some is used for paying 
Government debts abroad, wholly or in part. 

We may perhaps supplement this general account by naming 
certain measures taken to restrict the demand for foreign 
exchange and to prevent a flight of capital through evasion of the 
regulations. It will be appreciated that foreign merchants 
would be glad to buy marks at, say, 20 to the pound instead of 
about 12 to the pound in order to use them to pay for German 
goods which they would import or had imported. On the other 
hand, German importers (unable to obtain sufficient foreign 
exchange from the central office) might make good profits if they 
could obtain more foreign exchange, even at a rate of about 
20 marks to the pound. Again, foreign owners of assets frozen 
in Germany might be glad to recover their capital even at this 
rate. Hence there is clearly an incentive for people to exchange 
marks for foreign exchange at a rate considerably lower than the 
official rate. Hence a "black bourse" arises. A perfect system 
of exchange control exercises such vigilant supervision, and 
enforces such heavy penalties for illegal dealings, that a black 
bourse cannot flourish. The purchase of foreign securities by 
nationals is made illegal. The export of, say, German notes is 
prohibited (since foreign exchange would be given for them which 
might otherwise come to the central office) and in some countries 
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the re-import of such notes is also prohibited. Imports ar 
scrutinized to make sure that the German importer has nc 
induced his foreign supplier to invoice the goods above thei 
actual price and to invest the difference (abroad) on his behalJ 
Foreigners are not allowed to sell their German assets anI 
convert the proceeds into foreign exchange. 

The treatment of short-term credits due to foreigners deserve: 
special mention. The foreign short-term debt of Germany il 
1931 was about 13 milliard marks. About half of this (consistinJ 
of acceptance credits and bank advances granted to Germal 
banks and business finns by foreign banks and finance houses 
came under the "Standstill Agreement." The creditors agreec 
not to press for more than a very moderate rate of repayment 
and to go on re-Iending the money, which by a useful fictiOl 
continued to be treated as self-liquidating. As time went on 
this indebtedness was considerably reduced, by creditor 
accepting payment at a discount and by the depreciation 0 

the pound and the dollar. It is now below 1'0 milliard marks 
Similar agreements were made with some other short-tern 
creditors (who had lent, for example, to German municipalities: 
and the rest were forbidden-by unilateral action on the part 0 

the German Government-to withdraw their capital in foreigr 
exchange. In these ways, the demand for foreign exchange Wal 

restricted. 
As to the supply of foreign exchange, it was decreed that at: 

foreign currencies and values held by nationals were to be 
sold to the monetary authorities; similarly with the proceed! 
from goods and services exported. Of course, there was a strong 
tendency to evasion, for more marks could be obtained for foreign 
exchange by selling it illegally. An obvious form of evasion it 
to quote lower prices for German exports than the prica 
actually paid-the German exporter thus getting foreign 
exchange without the knowledge of the central bank. In order 
to counter this, there is Government supervision of export 
prices. 

3. BLOCKED ACCOUNTS 
Exchange control created a large number of blocked accounts. 

A blocked account is a deposit in marks at the Reichsbank in 
favour of a foreigner. But the foreigner who owns it is not 



EXCHANGE CONTROL 

allowed to draw upon it, or is allowed to do so only to a limited 
extent and for a specified purpose, such as to cover his personal 
expenditure whilst travelling in Germany. The account remains 
.. blocked." 

These accounts arose in various ways. For example, German 
importers who were quite s.Qbrent might be refused foreign 
exchange to pay for goods which they had already received. 
They paid in marks, but these marks went into blocked accounts 
in the names of their creditors. Again, many payments due on 
foreiS!l __ debts were blocked. Thus when in June, 1933, the 
German Government announced that it would be forced to 
suspend the transfer of payments on all foreign debts except 
the Dawes and Young loans, the sums due were paid into blocked 
accounts in the names of the creditors. Short-term credits and 
sales of securities and other assets held in Germany by foreigners 
also gave rise to blocked accounts. 

The existence of these accounts enabled Germany to subsidize 
certain exports at the expense of foreign creditors. Some of the 
latter were prep~red to cut their losses by "selling" their accouni" 
to the Reichsbank in return for their own currency, taking, say. 
40 per cent less than they were entided to receive if the exchange 
value of their marks had been calculated at the official rate. 
The .. profits" on such sales constituted a fund out of which the 
Reichsb3.n1t subsidized selected German exports. 

During recent years blocked accounts have been diminishing. 
Their aggregate value in 1936 was only around 500 million marks. 
Foreigners have become wary of selling goods or otherwise giving 
credit to Germans without some kind of guarantee that they 
would be paid in their own currency. German exports are now 
subsidized mainly out of a fund created for the purpose by a 
special tax imposed on all German industry, and the great bulk 
of the foreign trade of Germany takes place under clearing 
agreements or payments agreements. 

4. CLEARING AGREEMENTS 

Exchange control gave rise to many clearing agreements. 
These were usually insisted upon, in the interests of their 
nationals, by countries exporting to a country practising exchange 
control. We can take the Swedish-German Agreement of 1st 
September, 1934, as an illustration. 
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Swedish exporters to Germany had not been paid in full in 
their own currency but partly in blocked mark accounts. This 
naturally discouraged further exports to Germany. But in 1933 
the export surplus of Germany to Sweden was 90 million marks. 
Germany needed the balance of foreign exchange resulting from 
her trade with Sweden to pay for raw materials from other 
countries, with whom she had an import surplus. This placed 
Sweden in a strong bargaining position. She could, and did, 
insist on a clearing agreement by which she hoped to get payment 
for goods already delivered and for goods delivered in future 
and also to secure a larger share of the interest payments due 
fro,m Germany to Swedish creditors. 
"Under the terms of this Agreement all payments made by 

Swedes for goods imported from Germany were to be made in 
Swedish currency into a special fund at the Swedish central bank. 
Out of this fund the claims of Swedish exporters to Germany 
were to be met. The balance was to be divided between the 
Reichsbank and specified Swedish creditors of Germany, those 
who had subscribed to the Dawes and Young loans taking 
precedence, and the total sum available to such creditors varying 
with the size of Germany's export surplus to Sweden. 

On the whole, such agreements have disappointed the creditor 
countries. Their exporters, feeling assured of payment, have 
increased their deliveries to the other country. If the latter has 
inflated, or has diverted exports to countries from which it could 
get more foreign exchange, or if the rate of exchange fixed in 
the clearing agreement has been the official one whereas previ
ously transactions took place in fact at a lower rate, the export 
surplus of the exchange-control country has been much less than 
was anticipated and exporters in the other country have had to 
wait a long time for payment. Thus Switzerland concluded a 
clearing agreement with Turkey, an exchange-control country, 
in March, 1934. During the preceding twelve months her 
exports to Turkey were 63 per cent of her imports from Turkey. 
For the following six months they were 188 per cent. Again, 
German purchases from Yugoslavia increased so much, under 
the clearing agreement between the two countries, that Yugo
slavia found herself by 1935 with a large balance owing to her 
from Germany, and her national bank was compelled to grant 
premiums to Yugoslavs purchasing goods from Germany in order 
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to reduce this balance. Discontent with clearing agreements has\ 
led to some development of what is termed "private compensa-I 
tion." This is virtually barter. Traders in two countries are' 
allowed to make their own arrangements for exchanging goods. 
Naturally a country with exchange conqpl dislikes this system, 
for it gives it no foreign exchange and partly prevents it from 
influencing the nature and direction of foreign trade. Never
theless such countries have been constrained to acquiesce in some 
arrangements of this kind in order to get imports which foreignen 
would not otherwise have supplied. 

5. PAYMENTS AGREEMENTS 

A payments agreement is an improved type of clearing agree
ment. Under agreements of the old type, exporters to an 
exchange-control country had to wait their tum to receive 
payment out of the fund created by the payments of their 
fellow-countrymen who had imported from that country. They 
sometimes had to wait many months. Their working capital 
was thus tied up and uncertainty as to when they would receive 
payment discouraged further transactions. 

The agreement of November, 1934, between Great Britain 
and Germany limits the latter's imports from Great Britain in 
any month to 55 per cent of the value of her exports to Great 
Britain during the last month but one. Apart from a sum ear
marked at the beginning to clear off existing commercial debts, 
the surplus 45 per cent is partly used to pay certain interest and 
other charges, the rest being placed at the free disposal of the 
Reichsbank. Thus a German importer who has been granted 
a permit to import from Great Britain and to get foreign exchange 
for that purpose knows that he will in fact get the required 
amount of sterling in two months. The British exporter can be 
assured of payment in two months by his German customer 
(assuming of course that he is solvent) and both parties can 
use the ordinary facilities of the banking system to obtain over
drafts or discount bills in order to finance the transaction. Thert;' 
is direct contact all the time between buyers and sellers and th~ 
latter must pay attention to the credit standing of their custome~ 
instead of relying upon the administrative arrangements made; 
by their Governments. 



472 ECONOMICS 

In these ways payments agreements are an improvement on 
the old type of clearing agreements. Both, however, are directly 
due to exchange restrictions and reflect the disadvantages of that 
system. In some countries, it has led to considerable corruption 
among the host of officials administering it. Everywhere it has 
diverted foreign trade from the channels indicated by the com
(parative-cost situation. Germany, for example, has bought goods 
'from countries other than those which produce them most 
cheaply because she could "pay" by giving a credit at the 
clearing instead of actually providing foreign exchange, and 
other countries have bought from her rather than elsewhere in 
order to get something in return for their previous sales to her. 
There is no doubt that exchange restrictions have considerably 
kept down the volume and altered the directions of world trade. 



CHAPTER XXX 

IMPORT DUTIES AND QUOTAS 

I. ARGUMENTS FOR PROTECTION 

COMPJ..ETE freedom of foreign trade is quite exceptional. Nearly 
every country has always imposed restrictions on at least some 
of its imports, although the nature and extent of these restrictions 
have varied between countries and have been different at 
different periods. Various forms of restriction have been prac
tised. For example, importers have been forced to comply with 
burdensome administrative regulations, railway rates on inward 
movements of goods have been made higher than on outward 
movements, unnecessarily severe rules imposed in the alleged 
interests of health and hygiene have kept down imports of live 
animals and other goods, and, as we have just seen, exchange 
control permits the Government to curtail imports as it wishes. 
But the most usual devices have been to impose taxes known as 
"duties" or cctarifrs" on some or all imports or to restrict the 
quantity imported to a stated maximum fixed by a "quota." 
This maximum may be nil: that is, the import of some goods 
may be prohibited. Our discussion will be confined mainly to 
import duties and import quotas. 

Import duties imposed by a country on goods which it does 
not produce or accompanied by equivalent "excise duties" on 
similar goods produced at home are said to be "revenue duties." 
The British duties on tobacco are an illustration. If the quantity 
imported and consumed is not appreciably reduced by the Iluty, 
the demand being fairly rigid, there is little diversion of produc
tive resources within the country. But if imports and consump
tion are considerably curtailed, fewer factors of production are 
employed in the export industries, for in the long run to curtail 
imports is to curtail exports. We shall be concerned mainly with 
"protective" duties, designed to encourage the production of 
similar domestic goods. . 

The support given to Protection springs partIy from a belief, 
which has persisted through the centuries, that it is desirable to 
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stimulate exports and curtail imports. At first sight this belief 
seems very odd. The standard of living depends on goods 
produced for home consumption and imports; exports are 
consumed by foreigners. If it were somehow possible for a 
country continuously to get more imports in return for fewer 
exports, one would expect its citizens to welcome the scheme 
instead of trying to do the opposite. In the past, however, an 
export surplus has often been desired as a means of obtaining 
gold. Moreover, at times when there is heavy unemployment 
in the export industries, the desire to stimulate exports is quite 
understandable. Bounties or subsidies have often been granted 
on exports. For example, since the war most leading countries 
have subsidized their shipping. But export bounties cost a 
Government money, whereas import duties bring it revenue, so 
that the latter have been much more popular than the former. 

Some arguments for Protection which carry much weight with 
the general public are mainly fallacious. A leading example of 

{these is the argument that imports from countries with low wages 
'should be taxed in order to prevent the standard of living of 
workers in the home country from being reduced. We exposed 
the fallacy of this contention in Chapter XXV, section 6. Again, 
those concerned with a particular industry may urge that protec
tion against competing imports would enable that industry to 
expand. Nobody disputes this. But the real question is whether 
it would be desirable for the country as a whole to bring about an 
expansion of that industry at the cost of a contraction in the 
export industries. The expansion of industry A will doubtless 
increase the purchasing power of its workers and shareholders, 
but if consumers spend more on the products of A, they will 
have less to spend on other products, including imports; and 
foreigners will therefore have less to spend on the exports of 
that country. 

Some arguments for Protection are based mainly on non
economic considerations. Thus a country may stimulate its iron 
and steel industry in order to be better prepared for war, or may 

Iprotect agriculture because it is thought desirable to maintain 
a fairly large agricultural population. An economist can only 
point out the sacrifice, in the form of a standard of living lower 
than it would otherwise be, entailed by such policies, leaving states
glt:p or ~itizens to decide whether the sacrifice is worth making. 
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Some arguments for Protection are based on economic analysis. 
For example, it has been urged, and rightly, that import duties 

lor taxes on exports tend to turn the terms of trade in favour of 
'the country imposing them. They may enable that country to 
take fuller advantage of its monopolistic position as a seller or 
buyer. Thus the export taxes imposed on rubber, under the 
Rubber Restriction Scheme, by Malaya doubtless enabled her 
to get more in return for her rubber than she would otherwise 
have obtained. Again, the restrictions imposed on the import of 
agricultural products by most countries in Western Europe 
during the Great Depression undoubtedly kept down the prices 
of such products and turned the terms of trade further in favour 
of the countries importing them-although most of the benefit 
of this went to Great Britain, since such countries as France, 
Germany, and Italy cut down their agricultural imports to very 
low levels. It should be remembered, however, that the terms 
of trade of a country are merely the relation between two sets 
of world prices: those of the goods it exports and those of the 
goods it imports. It is seldom that one country alone can exert 
a considerable influence on relative world prices. Moreover, 
its loss from the restriction of international division of labour 
may be greater than its gain from improved terms of trade. 
Another famous argument is that in favour of protecting "infant 
industries" which are suited to the country but which require 
a period of help during which they can establish themselves 
against existing foreign competitors and become sufficiently 
strong to dispense with further aid. 

Nevertheless, tariffs for which there is a case on theoretical 
grounds have seldom worked well in practice. The imposition 
of duties by one country often leads to retaliation by others. 
Infant industries practically never grow up but on the contrary 
demand increased protection. A protective tariff usually gives 
rise to "log-rolling," pressure on the Government by vested 
interests seeking more protection, and, in some countries, a good 
deal of corruption. Whatever may be said for protection in 
theory, free trade seems best in practice. and there is always 
the general case for free trade, which few people without eco~omic 
training really understand: namely, that it promotes mt~
national specialization and thereby enables the productIve 
resources of a country to be put to their most advantageous 
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uses. But the case for Protection as an emergency measure 
deserves special mention. 

z. PROTECTION AS AN EMERGENCY MEASURE 

Great Britain might possibly have adopted Protection in 1930 

or 1931, before she left the gold standard, as an emergency 
measure. She had an adverse balance of payments which seemed 
likely to continue for some time. One possible course was to 
reduce her money income. But it was widely believed that 
money wages were fairly rigid. It was thought that wage-earners 
would not object to a rise in the cost of living but would resist 
any considerable cuts in money wages. It followed from these 
assumptions and from the fact that the demand for imports was 
fairly rigid that the orthodox policy of deflation would have led 
to a big increase in unemployment. Another possible course 
was to leave gold and let the exchange value of sterling faIl 
until equilibrium was restored in the balance of payments. But 
Great Britain is very dependent on international trade and has 
large foreign investments. She therefore wished, if possible. to 
stay on gold. Another alternative was to devalue. But this 
would have broken a tradition of over twohundred years. In 
the circumstances, the imposition of tariffs appeared to some 
to be the least of several evils. Tariffs would have cut down the 
demand for imports, thereby reducing or eliminating the adverse 
balance of payments. They would thus have enabled Great 
Britain to retain or acquire more gold than otherwise, and to 
maintain her money income by permitting the cost ofliving to rise. 

In fact Great Britain did not adopt this solution. She did 
not impose a general tariff until March, J 932, after she had 

• left gold. At that time, therefore, the above argument for tariffs 
did not apply. The balance of payments could have been kept 
in equilibrium solely by permitting the exchange value of sterling 
to fall to the required extent. The new tariflS kept sterling higher 
than it would otherwise have been but they discriminated against 
particular imports, whereas if equilibrium had been secured 
through the exchange rates alone consumers could have chosen 
for themselves what imports they would dispense with. 
, During a depression public opinion often swings more strongly 
towards increased Protection as a palliative. There may be 
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heavy unemployment and it may be possible to reduce it by 
protecting home producers against competing imports. "Fuller 
employment may be deemed worth the rise in the cost of living 
due to Protection. Increased activity in the protected industries 
might even stimulate investment and promote recovery. The 
case for Protection seems to be strengthened if the competing 
imports are being sold at prices which can scarcely be profitable 
to the foreign producers. 
I It was on such grounds that most countries considerably 
increased their Protection during the first years of the Great 
Depression. In particular, the main agricultural countries of 
Western Europe greatly restricted their imports of foodstuffs in 
order to protect their fanners against imports whose prices had 
fallen to around half of what they had been in 1928. 

One can sympathize with the desire for Protection as a 
depression measure. But once import restrictions are imposed, 
they tend to remain. It is difficult to remove them, in the face 
of protests from the producers affected, when the emergency has 
passed. In practice, increased Protection by one country often 
breeds increased Protection by others. Agrarian protection in 
Europe, which still remains, has stimulated manufacturing in 
the overseas agricultural countries. The rise in the cost of living 
recently in France, and to a less extent in Great Britain, has in 
fact led to demands for higher money wages and may lead to 
greater unemployment. It is probable that the world would be 
more prosperous to-day if countries had resisted the temptation 
to increase Protection and had fought the depression in 
other ways. 

3. EFFECTS OF IMPORT DUTIES 
As we have seen, a country on the gold standard which 

imposes tariffs can thereby acquire more gold, maintaining both 
its money income and its commodity prices (except those of its 
exports) at a higher level than they would otherwise be. A 
country with free exchange rates can of course have whatever 
money income it wishes. If it imposes tariffs, these raise the 
prices of the taxed imports, but whether they affect money 
incomes and the general price-level, and if so in what direction, 
depends on how they affect the demand for money in that 
country. 
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An import duty resembles an indirect tax. The price of the 
taxed commodity will always be higher inside the taxing coun
try, by the full amount of the duty plus transport charges, than 
on the world market. If, as is usually the case, the taxing coun
try takes only a small part of the total world supply of the com
modity, the consequent reduction in its demand will have a very 
slight effect on the world price: that is to say, consumers in the 
taxing country will bear nearly the whole of the incidence of the 
tax. But if the taxing country takes a considerable part of the 
world supply, and if in consequence of the duty its demand is 
considerably curtailed, the result may be an appreciable fall 
in the world price of the commodity: that is to say, an appreci
able part of the incidence of the tax will be borne by foreign 
suppliers. 

The extent to which the protected home industry expands 
will depend partly on the elasticity of the home demand for the 
protected commodity and partly on the extent to which the cosu 
of that industry increase (owing to the difficulty of getting 
sufficient suitable skilled labour or suitable soils and so on) as 
it expands. If some imports continue to come in, this shows 
that further expansion of the home industry would lead to a 
further rise in costs and would not be profitable unless the 
import duty was increased so that the home price could be 
raised. 

4. IMPORT QUOTAS 

An import quota lays down the maximum amount-not 
value-of the commodity which may be imported during a given 
period. For example, the French import quota for butter in the 
last quarter of 1931 was 12,000 quintals. The British import 
quota for bacon is 10,670,000 cwt. a year less the expected 
British production and less the expected imports from Empire 
countries: practically speaking, the quota applies only to non
Empire countries and in particular to Denmark. Import quotas 
during the recent depression were first resorted to by France in 
1931. Since then the system has been greatly extended and 
developed in France: most of her imports are now subject to 
quota. It has also been adopted, to a greater or less extent, 
by many other countries and especially by European countries. 

A "global" quota, which simply restricts the total amount 
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to be imported of a given commodity, does not work well. 
Goods-arrive at the frontier after the quota is filled and must be 
refused, importers are not certain of getting supplies, and Coun
tries from which only a little has been imported before the quota 
is filled complain of unfair treatment. A quota is therefore 
usually divided among the supplying countries. The amount 
allotted to each is usually fixed according to the proportion which 
imports of that commodity from that country have formed of 
the total imports of it during previous years. The distribution 
of the total quantity imported among different importers is 
usually determined by the Government, or by a Chamber of 
Commerce acting on its behalf, which distributes import licences. 
If so, imports are allowed to enter only if an import licence is 
produced. But sometimes a Chamber of Commerce or some other 
responsible body in the exporting country restricts the amount 
sent by issuing export licences without which the commodity 
cannot be exported to the quota country. 

Under a system of import duties the tax payments on the 
goods imported swell the revenue of the taxing Government. 
Under the quota system the difference between the home price 
(which is raised by the restriction of imports) and the world 
price tends to go to the importers. But if the exporters are 
organized, and if they hold export licences while the importers 
in the quota country bid against one another to get imports, 
this difference goes to the exporters. Denmark has gained in 
this way from the British quota on bacon, but this "gain" has 
been offset, in recent years, by the drastic limitation imposed by 
Great Britain on the entry of Danish bacon. 

Quotas are alleged to have certain advantages over duties. 
Home producers know exactly what quantity of imports will 
come in. It is said that quotas are more flexible than duties, 
as they usually can be adjusted by the administrative authorities 
without resort to legislation. It is also said that quotas arouse 
less protest than duties from consumers, and-because they can 
readily be altered-are more suitable as bargaining coun!frs in 
negotiating trade concessions with other countries. 

Certainly quotas have the "advantage" that they ena~le a 
country to increase its Protection even when it has bound Itself 
by trade agreements not to raise its import duties. Moreover, 
quotas enable a country to evade the Most Favoured Nation 
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clause. This clause is a feature of most trade treaties. It prevents 
discrimination in that if duties are reduced to one country they 
must automatically be reduced to all other countries enjoying 
most-favoured-nation treatment with the country reducing them. 
But a quota is necessarily divided among the various supplying 
countries in a somewhat arbitrary way. 

, A disadvantage of quotas is that they give more power to 
; administrative officials and may lead to corruption. Moreover, 

unless the quota Government puts up import licences to auction 
-a course which seems never to be adopted-it loses revenue 
which it would have obtained from equivalent import duties. 
Above all, an import quota cuts off a country from the world 

\market in that commodity. Under a stable import duty, if costs 
\ofproduction fall in exporting countries imports increase and the 
iprice in the home country falls. This cannot happen under a 
quota, for the amount to be imported is fixed. Under a quota 
the price of the commodity may be falling in the world market 
and rising (owing to increasing costs of producing it within the 

./ country) in the home market. In this sense quotas are rigid 
whereas duties permit flexibility in the amount imported. 

s. WORLD TRADE DURING RECENT YEARS 

We cannot refrain from making a few comments on the course 
of world trade since the beginning of the depression in 1929. 

_ Creditor countries cut down their foreign loans. Hence debtor 
countries had to develop an export surplus in order to pay 
interest. But the creditor countries did not welcome a surplus 
of imports, although that was the only way in which their 
income from overseas investments could be paid, and they 
tended to impose duties or quotas to keep down imports. This 
of course made matters still worse for the debtor countries. 

One country after another has tried to defend itself, at the 
expense of others, from the effects of the depression. One has 
temporarily stimulated its exports by letting the exchange value 
of its currency fall, only to have its example followed by others. 
The consequent uncertainty as to what exchange rates would be, 
and as to which currency would fall in value next, has gravely 
hampered world trade and has led to disturbing movements of 
refugee capital. The fall in the exchange value of sterling, and 
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of currencies linked to sterling, after September, 1931, exerted 
a downward pressure on the gold prices of commodities and 
increased the difficulties of those countries which were trying to 
stay on gold. 

t Increased Protection in some countries has been followed by 
ncreased Protection in others. If some countries become more 

self-supporting, others are constrained to do likewise. The 
exports of one country are the imports of another and Protection 
is a game at which more than one can play. A country which 
flatters itself that it is keeping out imports soon finds that other 
fountries are keeping out its exports. It is no accident that the 
peaviest unemployment in Great Britain and other countries 
to-day is mainly in the exporting districts. 

The growth _ of exchange restrictions has diverted foreign 
trade from the directions indicated by comparative costs, forcing 
it Into bilateral channels and reducing its total volume. 

According to the 1937 Report of the Bank for International 
Settlements, world industrial production at the close of 1936 
was some 20 per cent above its 1929 level but the volume of 
world trade was some 10 per cent below its 1929 level. To those 
who have the intellect to understand the advantages of inter
national division of labour, and the insight to realize what has 

'

been happening, the events of the last few years surely provide a 
striking argument in favour of stable exchange rates and freedom 
of trade. 
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International Org,anization 

By R. YORKE HEDGES, LL.D. • Net 10/6 
International Trade and Tariffs, An 

Introduction to 
By R. A. HODGSON, B.Oom. (Lond.). Net 6/-

Introduction to Business Economics 
By J. STEPHENSON. M.A., 1I1.Oom., D.Se. 3/6 

10 



Economics-contd. 
PIlJCB 

'New British Industries in the Twentieth Century 
By ALFRED PLUMMER, B.Litt.,~e. (Eeon.), A.S.A.A. Net 15/-

Substance of Economics, The 
By H. A. SILVERMAN, B.A. (Eeon.1 

Tourist Industry, The By A. J. NORVAL 
61-

Net 12/6 

BANKING AND FINANCE 

Answers to Questions Set at the Examina
tions of the Institute of Bankers 

By L. L. M. MINTY, Ph.D., B.Se., Eeon., B.Com. 
Foreign Exchange. Part I & Part II Each Net 
EconomIcs. Part I. . . . . . Net 
English Grammar and ComposItion. Part I • Net 

•. .. .... Part II • Net 
Balance Sheets: Explained, Analysed, and 

Classified 
By n. KANER, B.Sc., A.S.A.A. . Net 

Balance Sheets: How to Read and Understand 
Them 
By PmLIP TOVEY, F.O.I.S. • Net 

Banker as a Lender, The 
By F. E. STEELE ••••• Net 

Bankers and the Property Statutes of 1925 
and 1926. By R. W. JONES • Net 

Bankers' Credits. By W. F. SPALDING • Net 
Banker's Place in Commerce. The 

By W. F. SPALDING • • • 
Bankers' Tests. By F. R. STEAD • 
Banking for Advanced Students 

By PERCY O. H. WOODRUFF • 

Net 
Net 

Bank Organization. Management, etc. 
By J. F. DAVIS. M.A •• D.L1t •• LLB. (Lond.) Net 

Bills, Bullion, and the London Money Market 
By W. K. DUKE. • • • • • Net 

Bills of Exchange Acts, A Practical Exam-
ination of the. By O. n. H FENNELL • Net 

Book of the Stock Exchange 
By F. E. ARMSTRONG 

Capital Underwriting 
By DAVID FINNIE. M.A., C.A •• 

• Net 

• Net 
11 

3/6 
S/-
3/6 
5/-

7/6 

3/6 

5/-

6/-
10/6 

3/6 
10/6 

7/6 

6/-

5/-

7/6 

10/6 

10/6 



Banking and Finance-contd. 

Dictionary of Banking. By W. THOMSON 

Dictionary of the World's Currencies and 
Foreign Exchanges 

!'Jet 

By W. F. SPALDING • • • Net 30/-
Discount Market in London, The 

By H W. GREENGRASS . !'Jet 
Economics of the English Banking System 

By W. J. WESTON, M.A., B.Sc. Net 
English Banking Methods 

By L. LE M. MINTY, Ph.D., B.Sc., B.Com. • !'Jet. 
English Composition and Banking Corre

spondence 
By L. E. W. O. FuLLBaoOK-LEGGATr. M.O., B.A 

Finance, Concise Dictionary of 
By W. COLLIN BROOKS • Net 

Foreign Exchange and Foreign Bills in Theory 
and in Practice. By W. F. SPALDING • !'Jet 

Foreign Exchange : An Introductory Outline 
By H O. F HOLGATE. B.Sc. (Econ.), Honours Oert. 
A.I.B., etc. • Net 

Foreign Exchange, A Manual of 
By H. E. EVITr, Fellow oJ the Inst. oj BankerB. etc. Net 

Foreign Exchange, A Primer of 
By W. F. SPALDING • Net 

Foreign Exchange, Introduction to the 
Practice of 

By H. E. EVITr, Fellow of the Instdute of BankerB Net 
Foreign Exchanges, Arithmetic and Practice 

of the. By A. G. SUGG. Oert. A.I.B. 
Foreign Trade, The Finance of 

By W. F. SPALDING • . . . 
Functions of Money. By W. F. SPALDING 
Investment, A Short History of 

By PERCY RIPLEY • • • 
London Money Market, The 

By W. F. SPALDING • • . • 
Organization and Management of a 

Bank. By F. J. LEwcocK . 

Practical Banking By H. E. EVITl' 

Practical Branch Banking 
By A. FORRESTER FERGus 

12 

Net 
Net 

• Net 

• Net 
Branch 

Net 
Net 

Net 

61-

2/6 

10/6 

3/6 

12/8 

10/6 

2/6 

7/6 

3/8 

3/8 

2/6 

7/6 
7/8 

7/8 

10/6 

SI
S/-

8/6 



Banking and Finance-contd. 

Principles of Currency, Credit and Exchange 
By WILLIAM A. SHAW, Litt.D. • • • Net 

Profits from Short-Term Investment and 
How to Make Them. By COLLIN BROOKS. Net 

Property Investment 
By REGINALD M. LESTER .. Net 

Securities Clerk in a Branch Bank, The 
By F. J. LEWCOCK, Cert. A.LB., A.C.!.S. • NeL 

Theory and Practice of Finance, The 
By W. CoLLIN BROOKS NeL 

INSURANCE 

Accident Risks, The Surveying of 
By J. B. WELSON, F.C.I.I., and FENWICK J.WOODROOF, 

PRICB 

3/6 

3/6 

7/6 

'1/6 

10/6 

A C.I.I. •• Net 5/-
Actuarial ScIence, The Elements of 

By R. E. UNDERWOOD, .M.B.E., F.I.A. • Net. 5/-
Average Clauses and Fire-Loss Apportion-

ments. By E. H. MlNNION. F.C.I.l.. • Net 8/6 
Building Construction, Plan Drawing, and 

Surveying in Relation to Fire Insurance 
By D. W. WOOD, M.B.E. . Net 6/-

Compound Interest, Principles of 
By H. H. EDWARDS • Net 5/-

Dictionary of Accident Insurance 
Edited by J. B. WELSON, LL.M., F.C.I.I., F.C.I.S. Net 60/-

Fire Insurance, Dictionary of 
EdIted by B. C. REMINGTON, F.C.I.I., and HERBERT G. 
HURKEN. F.C.I.I.. • • • • • Net 30/-

Fire Insurance, Principles and Practice of 
By F. GODWIN • • • Net. 5/-

Fire Insurance, The Law of 
By SANDFORD D. CoLE, BarrlSter-at-Law Net 6/-

Fire Policy Drafting and Endorsements 
By W. C. H. DARLEY Net. 7/6 

Guide to Marine Insurance. By HENRY KEATR Net. 3.'6 
How Shall I Insure? By F. G. CuLm:R • Net 2/6 
Industrial Assurance Organization and Routine 

By R. DINr-AOE, F.I.A., and T. HILLS, A.C.I.I. Net 1/6 
13 



Insurance--contd. 

Industrial Insurance Salesmanship 
By ALBERT E. SHARP and CHARLES TAYLOR Net 

Insurance Companies' Accounts 
By G. H. ROBERTSON, A.C.I.S., A L.A.A. Net 

Insurance Companies' Investments 
By HAROLD E. RAYNES, F.I.A., F.C.I.I. • Net 

Insurance Organization and Management 
By J. B. WEJ..80N, LL.M., F.C.I.I .. F.C.I.S., and F. 1I. 
SHF.RR.IFF, F.I.A. •• . Net 

Insurance of Public Liability Risks 
By S. V. KmKPA.TRICK, F.C.I.I. Net 

Law and Practice as to Fidelity Guarantees 
By C. EVANS and F. H. JONES 

Law of Accident and Contingency Insurance 
By F. H. JONES • Net 

Law of Negligence 
By J. B. WEI..80N, LL.M., F.C.I.I., F.C.I.S. • Net 

Law Relating to Insurance Agents and Brokers 
By J. B. WEI..80N, LL.l\I., F.C.I.I., F.C.I.S. Net 

Life Assurance from Proposal to Policy 
By II. IIOSKING TAYLER. F.I.A., A.C.I.I., and V. W. 
TYLER, F.I.A. ReVISed by H. NOEL FREEMAN, B A., 
F.I.A. . Net 

Life Assurance, Dictionary of 
Edlted by G. W. RICHMOND, F.I.A., aDd F. H. SHERRIFF, 
F.I.A. Net 

Life Assurance, Guide to 
By S. G. LEIGH, F.I.A.. •• • Net 

Marine Insurance of Goods, The 
By F. W. S. POOLE Net 

Motor Insurance. By G. W. GILBERT Net 
National Health Insurance 

By W. J. FOSTER, LL.B. BarTt8ter-al-Law, and F. O. 
TA.YLOR, F.I.A.. . . . . • Net 

Pension and Superannuation Funds, Their 
Formation and Administration Explained 

By BERNARD ROBERTSON, F.I.A., and H. SAMUELS Net 
Pension, Endowment, Life Assurance, and 

Other Schemes for Employees 
By H. DOUGHARTY, F.C.I.I. • Net 

Personal Accident, Disease, and Sickness 
Insurance 

By J. B. WEI..80N, LL.M. • Net 
14 

PRll. 

5/-

10/6 

7/6 

7/6 

5/-

5/-

7/6 

5/-

5/-

6/-

40/-

51-

10/6 
7/6 

10/6 

51-

6/-



Insurance--contd. 
Principles and Practice o( Accident Insurance 

By G. E. BANFIELD, A.C.I.I.. • • • Net. 
Principles and Practice of Industrial Assurance 

By R. B. \VALKER, F. I.A., and D. R. WOODGATE, B.Com., 
F.I.A. • • • • • • • • Net 

Successful Insurance Agent, The 
By J. J. BISGOOD, B.A .• F.C.I.S. RevIsed by JOHN B. 
CuSWNG, F.C.I.I.. • • • • • Net 

Workmen's Compensation Insurance 
By C. E. GOLDING, LL.D., F.C.U .. F.B.S. • Net. 

SHIPPING 

Charter Parties of the World 
By C. D. MACMuRRAY and MALCOLM M. CREE. With a 

PIIICI! 

6/-

2/6 

5/-

Foreword by R. S. DALGLIESH • Net. 15/-
Exporter's Handbook and Glossary, The 

By F. M. DUDENEY •• • Net '1/8 
How to Export Goods. By F. 1\1. DUDIDNBY. Net 2/
How to Import Goods. By J. A. DUNNAGE. Net 2/8 
Importer's Handbook, The. By J. A. DUNNAGB Net 7/6 
Manual of Exporting 

By J. A. DUNNAOE. • • Net 7/6 
Shipbroking, Introduction to 

By C. D. MACMuRRAY and M. M. CRBB • Net. 3/6 
Shipping. By A. HALL, F.I.C.S. and F. HEYWOOD, 

F.C.I.S. • • • • • . • Net 2/-
Shipping Office Organization, Management, 

and Accounts. By ALFRED CALVERT. • Net 8/-
Shipping Practice. By E. F. S'l'EVENS • Net 8/-

INCOME TAX 

Burn's Income Tax Guide 
By JOHN BURNS, W.S.. . . • . Net 5/-

Income Tax Law, Practice, and Administration 
By F. F. SHARLES, F .B.A.A.; R. P. CRooll-JOH:'i'SON, 
LL.B., K.C.; L. C. GRAHAM-DIXON, of I1IIJ Inner Temple. 
Barrister-al-Law.and W. J. ECCOTl', Three Volumes Net 84/-

Dictionary of Income Tax and Sur-Tax Practice 
By W. E. SNELLING. • • . ' . Net ~/-

Income Tax for Professional Students 
By W. T. BAXTER, B.Com., C.A. • Net 7/6 

115 



Income Tax-contd. 

Income Tax, Introduction to 
By E D. FRYER, A.L.A A. • • . • Ne~ 

Income Tax and Sur-Tax, Snellin~'s Practical 
By C. W. CHIVERS • • •• ;'\let. 

Pitman's Income Tax Tables, 1937-38 

PRICR 

2/6 

3/6 

Complied by CHARLES W. CmVERS • Net 6d. 

SECRETARIAL WORK, ETC. 

Alteration of Share Capital 
By P. LEA REED, A.loS.A., and C. WRIGHT, A.C.A. Net. 6/

Chairman's Manual 
By GURDON PALIN,andERNEsTMARTIN,F.C.l.S. Net. 6/-

Company Secretarial Work 
By E. MARTIN, F.C.LS.. •• • Net. 2/-

Company Secretary's Vade Mecum 
EdIted by P TOVEY Revised by C. W. ADA'IIS, 
A.C.I.S ••••••• Net 3/6 

Dictionary of Secretarial Law and Practice 
EdIted by PmLIP TOVEY, F.C.I.S. ReVIsed and EdIted 
by ALBERT CREW, BaTTUller-at-Law • • • Net. ao/-

Formation and l\1ana~ement of a Private 
Company. By F. D. HEAD, B A. • . Net. '1/6 

Guide for the Company Secretary. By ARTHUR 
COLES Revised by W. CECIL WOOD, A.C.LS. Net. 6/-

Higher Control 
By T. G. ROSE, M.I.Mech.E., M.I.P E., F.I.I.A. Ne~ 12/6 

How to Take Minutes 
EdIted by E. MARTIN, F.C.LS Net. 2/6 

Issue of Shares, Debentures, and Bonds 
By H. W. BATl'Y, F.S.A.A., F.C.I.S. • • Net 7/6 

Meetings. By F. D. HEAD, B.A. Net 6/-
Oldham's Guide to Company Secretarial Work 

By G. K. BUCKNALL, A.C.I.S. (HODS.) 3/6 
Practical Directorship 

By H. E. COLESWORTHY, A.C.A., A.S.A.A.. Net. '1/6 
Practical Secretarial Work 

By H. I. LEE, A.LS.A. and W. N. BARR. • Net. 1/6 
Private Company, The 

By R. W. L. CLENCH, F.C.A., F.C.I.S. • Net 6/-
Private Secretarial Work 

By DOROTHY PARRY THOMAS. . • • Net 6/-
Prospectuses: How to Read and Understand 

Them. By PmLIP TOVEY, F.C.I.S., and H. LAMBERT 
SlI1ITH, B.Sc. • • Net. 3/6 
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Secretarial Work, etc.-contd. 
Questions and Answers on Secretarial Practice PILICII 

By E. J. HAMMOND. Revised by G. K. BUCKNALL, 
A.C.I.S. (lions.) • • • . • . Net 5/-

Secretarial Practice of Public Service Companies 
By E. G. JARES, A.C.I.S. • • • • Net 10/6 

Share Transfer Audits. ByR. A. DAVIEs,A.C.I.S. Net 3/6 
Transfer of Stocks, Shares, and Other 

Marketable Securities. By F. D. I1EAD. B.A. Net 1/6 

INDUSTRIAL ADMINISTRATION 

Business Rationalization 
By CHARLES S. MYERS, C.B.E., M.A., Sc.D., F.R.S. Net 3/6 

Case for Vocational Guidance, The 
By ANGUS MACRAE, M.A., M.B. • Net 3/6 

Causes of Accidents, The 
By ERIC FARMER, M.A. • • Net 3/6 

Engineering Factory Supplies 
By W. J. I1ISCOX:. •• • Net 5/-

Estimating. By T. H. HARGRAVE Net 5/-
Factory Administration in Practice 

By W. J. HISCOX:. ReVised by JOHN R. PRICE. A.C.A., 
A.C.W.A., etc. • • • • • • Net 8/6 

Factory Lay-Out, Planning and Progress 
By W. J. I1ISCOX: • • Net 1/6 

Factory Organization 
By C. II. NORTHCOT'l', M.A., Ph.D., O. SHELDON, B.A., 
J. W. WARDROPPER, B.Sc., B.Com., A.C.W.A., and 
L. URWICK, M.A.. • • • • • Net 1/6 

Foundry Organization and Management 
By JAMES J. GILLESPIE • • • • • Net 12/6 

Industrial Organization, The Evolution of 
By B. F. SHIELDS, M.A. • • • • Net 116 

Industrial Psychology Applied to the Office 
By W. SPIELMAN RAPHAEL, B.Sc., C. B. FRIsBY, B.Com., 
and L. I. HUNT, B.A. • • Net 3/6 

Industrial Psychology in Practice 
By I1ENRY J. WELCH, and G. H. MILES, D.Sc.. Net 1/6 

Introduction to Industrial Administration, An 
By J. LEE, C.B.E., ~I.A., M.Com.Sc. • • Net 5/-

Labour Organization. ByJ.CuNNISON.M.A.. Net 1/6 
~fodern Foremanship 

By T. n. BURNHAM, B.Sc., A.M.I.Mech.E. • Net 1/6 
11 



Industrial Administration-contd. 
pale. 

Modern Works Management 
By G. SAMUEL MASON, B Se., M.I.Chem E .• etc. Net. 8/6 

Muscular Work, Fatigue, and Recovery 
By G. P. CROWDEN, M Se., M.R C.S., L.R.C.P .. Net 3/6 

Principles of Industrial Welfare 
By J. LEE, C.B.E., M.A., M.Com.80. . Net 5/-

Principles of Rational Industrial Management 
By JAMES J. GILLESPIE. . " Net 10/6 

Problem of Incentives in Industry, The 
By G. H. MILES, D.Se. . .• Net 3/6 

Production Planning. By CLIF"I'ON' REYNOLDS Net 10/6 
Selection of Colour Workers, The 

Edited and With a Prefaoe and a Chapter by CHARLES 
S. MYERS, C.B.E., F.R.S. • • • • Net 5/-

Sharing Profits With Employees 
By J. A. BOWIE, M.A., D.Lltt Net. 10/6 

Welfare Work in Industry 
Edited by E. T. KELLY . Net 01-

BUSINESS ORGANIZATION AND 
MANAGEMENT 

Business Organization and Routine 
By \V. CAMPBELL, Chartered Secretary Net 1/-

Clubs and Their Management 
By F. W. PIXLEY • • Net 7/6 

Commercial Management 
By C. L. BOLLING. • • •. Net 10/6 

Economy and Control Through Office Method 
By E. W. WORKMAN, B.Se. (Lond.) • Net 7/6 

Filing Systems. 
By E. A. COPE. Revised by C. RALPH CuRTIS, 
M.Se. (Eeon.), F.I.S.A.. • • • • Net. 3/6 

Grocery Business Organization, Management, 
and Accounts 

By C. L. T. BEECIIlNG, O.B.E. Net 7/6 
Hire Purchase. By HAROLD W. ELEY. . Net 1/-
Hire Purchase Organization and Management 

By V. R. Fox-SMlTB • • • • • Net 7/6 
Hire Purchase Trading 

By CuNLIFFE L. BOLLING • Net. 10/6 
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Business Organization and Management-contd. 

Hotel Organization, Management, and 
Accountancy 

By G. DE BONI, and F. F. SRARLES, F.S.A.A., 
F.e.LS. RevIsed by F. F. SHARLES • • Net 

Management of an Enterprise 
By C. CANBY BALDERSTON, VICTOR S KARABASZ, and 
ROBERT P. BRECHTE. • • Net 

MOdern Office Management 
By H. W. SIMPSON. " • Net 

Multiple Shop Organization 
By A. E. HAMMOND • • •• Net 

Office Organization and Management, 
Including Secretarial Work 

By the late LAWRENCE R. DICKSEE, l\I.Com., F.C.A., and 
SIR H. E. BLA.Q7, C.B.E. ReVISed by STANLEY W. 
ROWLAND. LL.B., F.C.A. . • • • • Net 

Retail Shop, The 
By C. L. T. BEECHING, O.B.E., F.G.I. Net 

Running a Tearoom and Catering for Profit 
By HELEN JEROME, M.C.A. • • • • Net 

Self-Organization for Business Men 
By MORLEY DAlNow, B.Sc.(Hona.), Lond. • Net 

Selling by Post By HAROLD W. ELEY. • Net 

Solicitor's Office Organization, Management, 
and Accounts 

By E. A. COPE and H. W. H. ROBINS Net 
Stockbroker's Office, The By J. E. DAY Net 

Stores Accounts and Stores Control 
By J. H. BURTON • • Net 

MUNICIPAL WORK 

palo. 

10/6 

21/-

7/6 

6/-

7/6 

1/-

3/6 

5/-
1/-

61-
7/6 

10/6 

Local Government of the United Kingdom, 
and the Irish Free State, The 

By J. J. CLARKE. 1\1.A., F.S.S. • Net 15/-
Municipal Accounting Systems 

By S. WHITEHEAD, A.S.A.A. • 5/-
Municipal Audit Programmes 

By S. WHITEHEAD. Net 5/-
Municipal Book-keeping 

By J. H. McCALL. F.S.A.A. • • Net '1/6 
Municipal Cost and Works Accounts 

By G. A. BRYANT, F.C.W.A.. •• Net 10/6 
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Municipal Work-contd. 
FRiel! 

Municipal and Local Government Law 
By H. E. SUITH, LL.B. • . Net )0/6 

Municipal Student's Examination Notebook 
By S. WHITEHEAD. A.S.A.A. . 'let. '1/8 

Outlines of Central Government, Includin~ 
the Judicial System of En~land 

By JOHN J. CLARKE, M.A., F.S.S. • Net. 6/-
Outlines of Local Government of the United 

Kingdom (and the Irish Free State) 
By JOHN J. CLARKE, M.A .. F.B.S. • Net. 5/-

Municipal Series-
Gas Undertakin~ 

By E. UPTOS, F.S.A.A. • • • • Net. 5/-
Municipal Engineer and Surveyor's 
Department 

By ERNEST J ELFORD, M.Inst.C.E., .I\1.l..l\1ech.B .• 
etc. • Net 10/6 

Public Health Department 
By W. A. LEONARD • Net. 61-

Tramways Department 
By S. B. N. I1IA.RSH • Net. 6/-

Waterworks Undertaking 
By F. J. ALBAN. F.s.A.A., F.I.M.T.~ .. A.C.I.S. Net. 10/6 

ADVERTISING AND COMMERCIAL ART 

Advertisement Lay-Out and Copy-Writin~ 
By A. J. WATKINS Net. 15/-

Advertisements, The Lay-out of 
By R. H. W. Cox 

Advertising Procedure. By O. KLEPPNER 

Hints and Tips for Commercial Artists 
By BERNARD J. PALMER 

Humorous Drawin~ and Cartoonin~ for 
the Press 

By W. A. S. IlERBERT ("Wash") 

Net. '116 
Net. 21/-

Net. 51-

Net 5/-
Law Relating to Advertisin~, The 

By E. LING-MALLlSON, B.sc. (Lllle) • • Net. 7/6 
Modern Lettering from A to Z 

By A. CECIL 'VADE t\et 12/6 
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Advertising and Commercial Art-contd .. 

Poster Designing 
By W. S. ROGERS • 

Poster, The Technique of the 
• Net 

palCB 

1/6 

Edited by LEONARD RICHMOND, R.B.A., R.O.I • Net 21/-
Routine of the Advertising Department 

By REGINALD H. W. Cox. . Net 10/6 
Ticket and Showcard Designing 

By F. A. PEARSON • • • • Net 5/-
Training in Commercial Art 

By V. L. DANVERS • Net 10/6 
Types and Type Faces By C. M. TREOURTBA Net 2/6 
What the Press Artist Should Know 

By JOHN R. TuRNER • Net 1/6 

SALESMANSHIP 

Administration of Marketing and Selling 
By HAROLD WmTEHEAD, B.B.A., F.I.I.A. Net 15/-

Craft of Silent Salesmanship 
By C. MAXWELL TREOURTHA and J. W. FRlNGS Net 3/6 

Direct Mail Advertising for the Retail Trader 
By H. DENNETT Net 1/6 

Modern Sales Correspondence 
By D. M. WILSON • • Net 3/6 

More Sales Through the Window 
l:Iy C. C. KNIGHTS • Net 3/6 

Next Steps Forward in Retailing 
By EDWARD A. F'II.ENE, with the collaboration of 
W. K. GABLER and P. S. BROWN • • • Net ii/-

Organizing a Sales Office 
By L. URWICK, O.B.E., M.C., F.I.I.A.; E. AsToN; 
F. H. CORDUKES 1 and C. H. TucKER • • Net 10/6 

Outline of Sales Management, An 
By C. C. KNIGHTS, Salu C_ltanl Net 3/6 

Personal Salesmanship. By R. SllrIlIIAT. M.A. Net 3/6 
Practical Aids to Retail Selling 

By A. EDWARD HAMMOND • Net 3/6 
Practical Commercial Travelling 

By RONALD T. LEwIS • Net 3/6 
l!l 



Salesmanshi~ontd. 

Practical Salesmanship 
Pilla. 

By N. C. l!'OWI.ER, Junr. . Net 7/6 
Principles of Store Practice 

By FRANK CWTHAM and S. A WILLIAMS. M.A 5/-
Psychology as a Sales Factor 

By A. J. GREENLY • Ne~ 7/6 
Retail Distribution, Principles of 

By S. A. WILLIAMS, M.A. Net 5/-
Retail Management. By C. L. BOLLING • Net 15/-
Retail Salesmanship. By C. L. BOLLINU Net 7/6 
Sales Management. By C. L. BOLLING Net. 10/6 
Salesmanship 

By W. A. CORBION and G. E. GaIMSOALE . Net 3/6 
Salesmanship. By WILLIAM MAXWELL Net 5/-
Salesmanship, Technique of 

By C. C. KNIGHTS . Net. 5/-
Shop Fittings and Display 

By A. E. HAml:OND Net 5/-
Successful Retailing. By E. N. SIMONS Net 5/-
Training for More Sales 

By C. C. KNIGHTS, Salu Consultana Ne~ 5/-
Training for Travelling Salesmen 

By F. W. SHRUBSALL . Net. 2/6 

TRANSPORT 

Canals and Inland Waterways 
By GEORGE CADBURY and S. P. DOBBS, B.A. Net. 5/-

Commercial Motor Road Transport 
By L. M. r.1EYRICK-JOSES Ne~ 15/-

Elements of Transport 
By R. J. EATON Net 2/6 

History and Economics of Transport, The 
By A. W. KIRKALDY, M.A., B.utt., ~I.Com., and 
A. D. EVANS Net. IS/-

How to Make the British Railways Pay 
By M. F. FARRAR Ne~ 3/6 

Modern Dock Operation 
By D. ROSS-JOHNSON, C.B.E .. V.D., M.Inst..l. Net. 5/-
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Transport-contd. 

Modern Railway Operation 
By D. R. Lum, M.IlllIt.T. 

Port Economics 
• Net 

By B. CuNNINGHAM, D.Se., B.E., F.R.S.E. • Ne~ 
Railway Electrification and Traffic Problems 

By P. BURTr, M.IlllIt.T.. • • • • Net 
Railway Rates: Principles and Problems 

By P. BURTr, 1\1.IlllIt.T.. • • • • Ne~ 
Railway Statistics: Their Compilation and 

Use. By A. E. KmKUS. O.B E., M.IlllIt.T. • Ne~ 
Ri~hts and Duties of Transport Undertakings 

By H. B. DAVIES, M.A .• and F. 1\1. LANDAU, Ba1Tl.8ter· 
at-Law • • Net 

Road Making and Road Using 
By T. SALKlELD, M.lnst.C.E. • Net 

Road Passenger Transport 
By R. STUART PILCHER, F.R.S.E., M.INBT.T. Net 

..'ClI 
5/-

5/-

5/-

5/-

6/-

10/8 

7/8 

10/8 
Transport Management. Practical 

By ANDREW HUTIB Ne~ 10/8 

LAW 

Administration of Estates. The 
By A. H. COSWAY • •• Net 5/-

Bankruptcy. Deeds of Arrangement, and Bills 
of Sale 

By W. VALENTINE BALL and DONALD GEDDBS Net 15/-
Business Tenant. The 

By EDWARD S. CoX-SINCLAlR, and T. HYNES Net 7/8 
Business Transfer Agent and Trade Valuer 

By J. OTwAY CAVE • Net '1/8 
Pitman's Commercial Law 

By J. A. SLATER, B.A .. LL.B. ReVISed by R. B. CoDE 
HOLLAND, B.A •• oj the MIddle Temple. BarriBteT-al-Law 3/8 

Companies and Company Law 
By A. C. CoNNELL, LL.B. (Lond.). ReVUJed by W. Eo 
WILKINSON, LL.D. • • 81-

Company Law 
By D. F. DE L'HoSTE RANKING, M.A., LL.D •• and 
ERNEST EVAN SPICER, F.O.A. Edited by H. A. R. J. 
WILSON. F.C.A., F .s.A.A. • • • • Net 10/-

Commercial Law Cases. By ALBERT CREw· Net 6/-
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Law-contd. 
Company Law palo. 

By H. GOITEIN, LL.D., Barnscer-at·Law • • ,,//6 
Concise Handbook of the Law Affecting Land-

lord and Tenant 
By R. BORREGAARD, M.A. . Ne~ 8/6 

Dictionary of Legal Terms and Citations, A 
By H. A. C. STURGESS and ARTHUR R. HEWlTl' Ne~ 5/-

Elements of Commercial Law, The 
By A. H. DOUGLAS, LL.B. (Lond.).. 2/-

Examination Notes on Commercial Law 
By R. W. HOLLASD, O.B.E., M.A., M.Se., LL.D. Net 2/6 

Examination Notes on Company Law 
By R. W. IIOLLAND, O.B.E., M.A., M.Se., LL.D.. Net 2/6 

Examination Notes on Criminal Law 
By J. A. BALFOUR. BaTTUlter-at- Law Net 3/6 

Guide to Bankruptcy Law and Winding Up 
of Companies 

By F. PORTER FAUSSET, M.A.. BaTTUlter-at-Law Net 5/-
Guide to Company Law 

By R. W. HOLLAND, O.B.E., M.A .• M.Se .• LL.D. . 3/6 
How to Patent and Commercialize Your 

Inventions By D. B. MILLER . Net 2/6 
Industrial Assurance Law 

By A. J. SUENSON-TAYLOR, O.B.E •• M.A., F.C.I.i. Ne' 6/
Law for Journalists 

By CHARLES Pu.LEY, BaTTUlter-at-Law • Net 5/-
Law for the House-Owner 

By A. H. CoSWAY • • Net 3/8 
Law of Gaming and Betting 

By C. F. SaooLBREAD, B.A., LL.B .• BaTTUlter-at- Law Ne~ 15/
Law of Inland Transport 

By W. H. GUNN, LL.B. (Lond.), BarrUlter-al-Law Ne~ 8/6 
Law of Joint Stock Companies 

By W. J. WESTON. M.A., B.Se .. Barr£8Ier·at·Law . 7/6 
Law of Master and Servant 

By F. R. BATT, LL.M. • Net 12/6 
Law of the Sale of Goods 

By C. G. AUSTIN, B.A. (Oxoo). • NeL 5/-
Law Relating to Industry 

By H. SAMUELS lIl.A .• BaTTUlter-at·LlUtI Net 10/6 
Law Relating to Restraint of Trade 

131 R. YORKE HEDGES. LL.M •• Bal'T'Uller-at-Law Net 7/6 
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Law-contd. 

Law of Trusts, The 
PRIeR 

By OF-ORaE W. KEETON, M.A., LL.D. • • Net 25/-
Liquidator's Index and Summary of the 

Companies Act and Winding Up Rules, 1929 
By JOHN H. SENIOR, F.C.A., and H. M. PRATI' Net 7/6 

Manua] of Company Law and Practice 
By LESLIE MADDOCK, Barrister-at- Law 10/6 

Patents for Inventions 
By REGINALD HADDAN • Net 316 

Partnership Law and Accounts 
By R. W. HOLLAND, D.B.E., M.A., 1\r.Sc., LL.D. Net 6/-

Preparation of Schemes and Orders under the 
Town and Country Planning Act 

By S. PASCOE HAYWARD, B.A.. • Net 10/6 
Poley's Law and Practice of the Stock Exchange 

By R. H. CODE HOLLAND, B.A., of UwI Middlll Temple, 
Ba1'7"UlIer-at-Law, and·JoHN N. WERRY . . Net IS/-

Public Rights in the Seashore 
By H. OALLIENNE LEI'dlIION, M.A., L.L.M., Cantab. Net 30/-

Questions in Mercantile Law 
By W. J. WESTON, M.A., B.Sc. 2/6 

Settled Land Acts 
By J. C. AR.l''IOLD, LL.B., 0/ the Inner Temple, 
BaTT18ter-at-Law • • • •• Net 25/-

Slater's Bills, Cheques, and Notes 
Revised by L. LE M. MINTY. Ph.D .. B.So., B.Com. 
LL.B. • • • • • • • • Net 5/-

Slater's Mercantile Law 
Revised by R. W. HOLLAND, D.B.E., M.A .• M.Sc., 
LL.D .. and R. H. CODE HOLLAND, B.A., Ba1'7"Ulter
at-Law • 

Solicitor'S Clerk's Guide 
7/6 

By E. A. CoPE. Revised by F. O. W. LEsTER Net 4/-
Tax Saving Deeds and the Finance Act. 1936 

By T. J. SopmAN, Barrister-at-Law • Net 3/8 
Trade Mark Law and Practice 

By A. W. GRIFFITHS, B.So. (Eng.). Lond. Net 10/6 
Wills, A Complete Guide for Testators. 

Executors. and Trustees 
By R. W. HOLLAND. D.B.E., M.A., M.Sc •• LL.D. Net 2/6 

Wills. A Handbook on. By A. H. CoSWAY • Net 2/6 
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REFERENCE BOOKS 

Annuity and Loan Redemption Tables 
ByT.K. STUBBINS, F.C.A. a.nd lIARow DOUGHARTY, 

F.C 1.S., A.LA. Net 

Art of Conference, The 
By F.RANK WALSER Net 

Business Budgets and Budgetaty Control 
By A. W. WILISMORE, F.R.Econ.S.. • . Net 

Business Charts 
By T. G. ROSE, M.I.Mech.E. Net 

Business Forecasting and Its Practical Appli
cation. By W. W A.LLACE, M.Com. (Lond.) • Nat 

Business Man's Guide, Pitman's Net 

Business Statistics 
By R. W. HOLLAND. O.B.E., ALA., AI.Sc., LL.D. Net 

Business Terms, Phrases, etc. Net 

Buying and Selling a Business 
By A. H. COSWAY • Net 

Commercial Credits and Accounts Collection 
By CUTHBERT GREIG Net 

Charting, Manual of . Net 

Commercial Self-Educator 
EdIted by R. W. HOLLAND, O.B.E., M.A., M.So., LL.D. 
Three Vols.. • • • • • • Net 

Commodities of Commerce 
By J. H. VANSTONE, F.R.G.S. • Net 

Course in Business Statistics 
By CHARLEs H.-BAYLISs, B.Com. (Lond.) 

Documents of Commerce 
By F. A. WILLMAN, Cert. A.I.B. Net 

Handbook of Commercial and Technical Educa
tion, Pitman's 

EdIted by HAROLD DOWNS Net 

How to Grant Credit. By CuTHBERT GREIG Net 

How to Buy Timber (Including Plywood) 
By R. R. RIVERS Net 
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6/-

10/6 
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1/6 

7/8 
6/-
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3/6 

10/6 
6/-

451-

5/-

3/6 

5/-
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316 
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Reference Books-contd. 
.811m 

How to Make a Speech 
By RICHARD JOHNSON, M.A. Net 2/6 

How to Run a Copying Office 
By GLADYS C. MENZIES. • Net 5/-

How to Speak Effectively 
By Charles SeymoUl'. • Net "1/6 

Human Psychology 
By JUDSON REA BUTLER and THEODoRE FRANCIS 
KARWOSKI Net 10/6 

Markets of London. By CuTHBERT MAUGHAN Net 6/-

Mercantile Terms and Abbreviations Net 1/6 
Money Making in Stocks and Shares 

By SYDNEY A. MOSELEY • Net "1/6 
Office Desk Book, Pitman's Net 2/6 
Personal Psychology 

By MORLEY DAINOW. B.Sc. Net 5/-
Public Speaking 

By ABcmBALD CRAWFORD. K.C. Net 6/-
Raw Materials of Commerce 

In 2 voIs. Edited by J. H. VANSTONE. F.R.G.S Net. 20/-
Simplified Statistics 

By LEONARD J. HOLMAN, B.Sc. (Lond.) • Net 3/6 
Speak in Public, How to 

By C. F. CARR and F. E. STEVENS • • Net 3/6 
Statistics for Professional Students 

By R. L. A. HOLMES, B.Com. • Net 5/-
Statistics in Theory and Practice 

By L. R. CoNNOR, M.Sc. (Econ.), Barriale7-at-Law Net 12/6 
Unit Trusts and How They Work 

By.tC, L. ROSENllEIM, M.A., and C. O. MERRIMAN, 
A.u.A... .••.. Net "1/6 

PITMAN'S ECONOMICS SERIES 

General Editor: PROFESSOR J. H • .JONES, M.A. 

A Primer of Economic Geography 
By L. W. LYDE, M.A .• F.R.G.S .• F.R.S.G.S. Net 5/-

British Economists 
By FRANCIS C. HOOD. M.A. • Net 2/6 
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Pitman's Economics Sertes-contd. 

Business Forecasting 
By J H. RICHARDSON, .\i.A. Ph.D 

Currency and Banking 
By D. T. J AOK. M.A. 

Economic Functions of the State 
By R. H. i:lOLTAU, ]1,1 A. 

Finding Capital for Business 
By DAVID FINNIE. M.A., C.A 

International Trade 
By D. T. JAOK, M.A. 

Methods of Remuneration 
By R. WILSON, M.A, B So 

Overhead Costs 
By 8m HENRY N. BUNBURY. K C B 

Production 
By HUIHJRT PHILLIP, M.A (Oxon) 

SocIalism 
By ROBERr RICHARDS, !Ii.A . 

Transport and Communications 
By K. G FENELON, )1 A. Ph D 

Value and Distnbution 
By HUBERT PHILLIPS, M.A (Oxon) 

PRIClI 

Net 2/6 

Net 5/-

Net 5/-

Net 2/6 

Net 2/6 

Net 2/6 

Net 2/6 

Net 5/-

Net 2/6 

Net 2/6 

Net 5/-

PITMAN'S "ART AND LIFE" SERIES 

General Ed,tor WRIGIIT WATTS lIIILLElt, lJ A, London 
(First Class Honour,,), M.~d , lIIo.nchf'ster 

Art: An Introduction to ApprecIation 
By ItA ynIOIm COXON, ARC A Net 51-

Books: An Introduction to Reading 
By WRiGHl WATT'l MILLER, B A (Lond), }ll1d. 
(Manchester) Net· 51-

ECOnOmICS: The Study of Wealth 
By A L GORDON MAOKAY, M.Lltt., ~l. \ • M !~con ~et 5/-

Films: The Way of the Cinema 
By ANDRmv BLJOllANA~ ~et 51-

Music: An Introduction to Its Nature 
and Appreciation 

By W j 'rUlINFJH Net 5/-
Theatre. The. Rv ~LU.COLM Y[ORLEY Net 5/-
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FOREIGN LANGUAGES 

FRENCH 
Progressive French Grammar 

By Dn. F. A. HEDGCOCK. M.A. 
Commercial French Grammar 

By F. W. M. DnAPER, 1II.A., L.es.L. • 
French -English and English-French 

Commercial Dictionary 

PILIClI 

5/6 

2/6 

By F. W. SMITH • • • • • Net 1/6 
Handbook to French Examinations 

By E. DONALD NISBET, B.A., Hons. (Lond.! 

GERMAN 
Commercial German Grammar, Pitman's 

1/6 

By J. BITHELL, M.A. • • •• 3/6 
German-English and English-German 

Commercial Dictionary 
By J. BITHELL, M.A. • • • • • Net. 16/-

Commercial Correspondence in German. 3/6 

SPANISH 
Spanish Commercial Grammar 

By C. A. TOLEDANO • • •• 4/6 
Spanish-English and English-Spanish 

Commercial Dictionary 
By O. R. lIIACDONALD, F.I.L.. • . • Net 12/6 

Manual of Spanish Commercial Correspondence 
By O. R. MAODONALD, F.I.L. • 4/6 

ITALIAN 
Italian Commercial Grammar 

By LUIGI RIccI • • • • 4/-
Italian -English and English -Italian 

Commercial Dictionary 
By O. R. MACDONALD, F.I.L.. • • • Net. 30/-

Mercantile Correspondence, English-Italian. 5/-

PORTUGUESE 
Portuguese-English and English-Portuguese 

Commercial Dictionary 
By F. W. SlIUTB • • •• • Net. 16/-

Mercantile Correspondence, English-Portu-
~uese. 3/6 
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'MAN'S SHORTHAND 
PBIC1I 

New Course il~ •• .an's Shorthand 4;6 
Pitman's Shorthal 'structor 4/6 
Pitman's Shorthanc..... 'llmercial Course 4/6 
Pitman's Shorthand Ran;tt Course 4/6 
Shorter Course in PitJ£ Shorthand 1/-
Shorthand Dictionary. 1/6 

TYPEWRITING 

Pitman's Commercial Typewritin~ 
By W. and E. WALMSLEY • • 5{-

Pitman's Commercial Typewriting-Part I 
By W. and E. WALMSLEY • 1/6 

Pitman's Typewriter Manual 5{-
Business Typewriting. By F. IlEELIS 2/-
Advanced Typewriting. By F. HEELIS 3/6 
Business Typewriting in Irish 

By MRs. K. C. O'BRIEN • 3{-
Dictionary of Typewriting 

By H. ETHERIDGE, ReVIsed by MAXWELL CROOKS a.nd 
FREDERICK DAWSON, F.C T.S. . . 5{-

Th~oryofTypewriting, The. ByFLoRENCELoCKEY 6/-
Part 1. (only) . • • • • . • 2/-

One Hundred and One Exercises in Typewriting 
Being the First Part of" Typewriting, Touch and Tabular" 
Bv A. W. YOUNG, F.I.P.S. (Honours), F.F.T.Com .• and 
.Tl.NNY C. YOUNG, F.Inc.T.T. 2/-

Typewriting in Legal Offices 
B' WINIFRED HYNDS, F.I.P.S. (Hons), A.C.T.S. Net 5/-

Typewriting : Touch and Tabular 
By A. W. and JENNY C. YOUNG •• 6/-

Tyoist's Companion, The 
I T MAXWELL CROOKS, 2/-

Tyrist's Desk Book 
By PuYLLIS DRURY and H. L. PEARCE • . Net 2/6 

Book of the Underwood Typewriter, The 
By MAXWELL CROOKS. Net 2/6 

Book of the Remington Typewriter, The 
By MAxwELL ~OKS Net 2/6 
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SERVANTS OF INDIA S90ETY'S LIBRARY 
. POONA 4. 

1. Books drawn from the library may, Dot be 
retained (or IOl)ger than a fortnight. 

2. Borrowers will be held strictly responsible 
. for any damage done to hooks whUe they 

are in their PCSsEEsion. 
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