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INTRODUCTION TO THE SERIES 

By IIlI General Editor 

SHORTLY after the war of 1914-18 there seemed to be 
a place for a Series of introductory Economic Hand­
books .. intended to convey to the ordmary reader and 
to the uninitiated student some conception of the 
general principles of thought which econolUlSts now 
apply to economic problems." . 

This Series was planned by the late Lord Keynes under 
the btle Cambridge Economic Handbooks, and he wrote 
for it a general Editorial Introduction of which the 
words quoted above formed part. In 1936 Lord 
Keynes handed over the editorship of the Series to 
Mr. D. H. Robertson, who held it until he became 
Professor of ,Economics in the University of London.' 

The judgment of its originators has been justified 
by the wide welcome given to the Series. Apart from 
its circulation in the British Empire, it has been pub­
lished from the start in the United States of America 
while translations of the prinClpal volumes have so 
far appeared in German, Spanish, Itahan, Swedtsh, 
Japanese, Polish and Lithuanian. 

It is symptomatic of the changes which have been 
taking place in recent times in the development of 
economic science, changes associated in a high degree 
with the work and influence of Lord Keynes himself, 
that within the brief space of fifteen years the text 
of part of the Editorial Introduction should have stood 
in need of revision. In its original version the last • 

I Professor Robertson now holds the Chair uf Pohtlcal Econom\ 
In the t'mverslty of Cambridge . 
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paragraph of the Introduction to the Senes ran as 
follows : 

.. E¥en on matters of principle there is not yet a 
complete unanimity of opinion amongst professors. 
Generally speaking. the writers of these volumes 
believe themselves to be orthodox members of the 
Cambridge School of EconOllllCS. At any rate. 
most of their ideas about the subject. and e\-eD the1%" 
prejudices. are tra.ceahle to the contact they have 
enjoyed with the writings and lectures of the two 
econoniists who have chiefly inftuenced Cambndge 
thought for the past fifty years. Dr. lI.1nhall and 
Professor Pigou." 

Wben the Editorship of the Series was transferred 
to Mr. Robertson. Lord Keynes consented to the 
retention of his general Introduction. but subsequently 
re-wrote the concluding paragraph in the follinnng 
form: 

.. Even on matters of principle there is not yet a 
complete unanimity of opinion amongst professIOnal 
students of the subject. ImmedlateJy after the war 
daily economic events ~ of such a starthng 
character as to divert attention from theoretical 
complexities. But to-day. economic soence has 
recovered its wind. TradItional treatments and 
traditional solutions are being questioned. improved. 
and r~ised.. In the end tlus activity of research 
should clear up contro,>ersy. But for the moment 
controversy and doubt are increased. The wnters 
of this series.must apologise to the general reader 
and to the beginner if many parts of thel1" subject 
have not yet reached to a degree of certamty and 
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lucidity which would make them easy and straight­
forward readIng." 

Still more recent events have produced a world so 
far removed from that which existed when the fore­
going words were written, that it has fallen to the lot 
of the present Editor to provide a new Introduction. 

This is perhaps a good vantage point from which to 
survey very briefly some of the principal trends in the 
evolution of economic thought in this country dunng 
the past thirty years. Prior to 1914 economic theory 
here was largely dominated by Alfred Marshall, and 
economists, following him, thought in terms of the 
long period tendencies of the different sections of the 
economic system towards positions of equihbrium, 
even though ever-present dynamic factors were perpet­
ually modifying the existing structure and present­
ing new and equally distant, if equally unattainable, 
goals as stimuli to change and adaptation. More­
over, in the Marshallian system, those tendencies 
resulted from the working of persistent underlying 
forces which were conceived of as largely competitive 
in character. The increasing trend towards monopoly 
was certamly affecting thought, but not so much in 
the realm of the theory of value as in the emphasiS 
which came to be laid on possible discrepancies between 
the private interest and the social interest. Under the 
influence of Professor Plgou a Welfare Economics was 
developing side by side with, and out of, the Valut 
Economlcs of the older generatIon. 

After 1918 the long-drawn-out agony of the depressed 
areas, the weakening of the position. of this country in 
international trade, and the tremendous intensity of 
the economic crisis of 1930-33 (to mention but a few 
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out of the many contributmg causes) combined, on the 
one hand, to focus attentIon on problems of the short 

r period and, on the other hand, to throw doubt on the 
extent to which the self-adjusting, seemmgly auto­
matic mechanism, which on the whole had operated 
so effectively during the nineteenth century, was 
capable of coping With the deep-seated maladJust­
ments and dt.sharmonies which characterised the post­
war world. At the same time value theory ltseU was 
profoundly influenced by the emergence of a number 
of wnters who approached value problems from 
the view-point of monopoly, and emphasISed the 
unrealIstic nature of an analysIS which was based on 
the assumptions of perfect competition and a perfect 
market. Most of all, however, economic thought was 
dominated by the desire to find a solutIon for the 
problem of how to mamtain the level of effectIVe 
demand so as to avoid the recurrence of phase~ of 
deep depression and widespread unemployment There 
was a grow.ng feeling of impatience With the economics 
of the long period .. in whIch we are all dead," and a 
great, perhaps even excessive, concentration on the 
short period in which we live and move and have our 
being. 

The result was a remarkable ferment of ideas, 
t!le challenging of ancient orthodoxies, and .. for the 
moment controversy and doubt [wen'] increased." 
This ferment had by no means subsided when the 
second war with Germany broke out in September 1939, 
bringing in its train a degree of State interference With 
the normal peace-time working of the economlC system 
far exceedmg that reached even in the last years of 
the war of 1914-is. 

In so far as it is possible to foresee future trends. they 
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would seem to lie in a much greater measure of con­
scious publlc control over many aspects of econonuc 
actiVIty than has existed in the past .. It will no doubt 
still remain true, to quote Lord Keynes's Introduction 
again, that: 

"The Theory of Economics does not furnish a 
body of settled conclusions immediately applIcable 
to policy. It is a method rather than a doctrine, 
an apparatus of the mind, a technique of thinking, 
which helps its possessor to draw correct conclUSIOns." 

Nevertheless, economists may well find themselves 
to a greater degree than hitherto called upon to 
e~press theIr VIews on matters of economic pollcy, 
and-for a time at least-the writers of future volumes 
of the Cambridge Economic Handbooks may be 
concerned rather with specmc problems than with 
the more general aspects of economic theory. 

C.W.G. 
Cambndl', 



AUTHOR'S NOTE TO SECOND EDITION 

In this revised edition Chapters VI-VIII have been 
completely rewritten. The theory of the balance of 
trade and the balance of payments has been treated 
more fully; and its relation to certain modem views 
regarding fluctuations in employment and the balance 
of saVUlg and capital outla~ at home expounded. 

R. F H. 
January 1939 

NOTE TO THIRD EDITION 

This volume is mainly concerned with general prin­
ciples of permanent validity. In Chapter V (Foreign 
Exchange), however, there IS a detailed description ofl 
mechanism With illustrations from the Bntish system 
between the two wars. Since this provides a good 
example for study and since we do not know how the 
mechanism will be re-shaped after the war. I have 
thought it expedient to make no change. 

R. F. H. 
November 1941 



CONTENTS 

CHAPTER I 

INTRODUCTORY 

§ J THE SCOPE OF THIS VOLUME 

12 INTERNATIONAL ECONOMICS AS A BIHNC"H OF 

GENERAL ECONOMICS 

§ 3 DISTINGUISHING FEATURES OF INTERNATIONAL 

TRANSACTIONS 

CHAPTER II 

THE GAIN FROM FOREIGN TRADE 

§ J IMPORTANCE OF THIS SUBJECT • 

§2 THE INTERNATIONAL DIVISION OF LABOUR 

§ 3· THE LAw OF COMPARATIVE COSTS 

§ 4· IfooDICATORS OF THE GAIN FROM FOREIGN TRADE 

Is GAIN THROUGH DIFFERENCP! OF COST RATIOS 

§6. ANOTHER EXAMPLE OF THE IMPORTANCE OF llEING 

UNIMPORTANT 

§ 7· THE GAIN FROM TRADE, AND COST GRADIENTS 

§ 8. THE GAIN FROM TRADE, AND DEMAND 

59 FOREIGN TRADE UNDER CONSTANT OR DECREASINd 

COSTS 

§ 10 A MULTIPLICITY OF COMMODITIES .INTRODUCED. 

§ II. CONCLUSIONS 

.AGa 

I 

6 

10 
10 

14 
20 

27 

29 

31 

35 

37 
38 

40 



CONTENTS 

CHAPTER III 

POTENTIAL AND ACTUAL GAIN 
P.O. 

§ I Two PROBLEMS 4 Z 

§ 2 THREE CoNDITIONS NECESSARY FOR MAXIMIZING 

GAIN BY TRADE 43 

§ 3 FULFILMENT OF CONDITIONS ABROAD NOT ESSENTIAL 47 

§ 4 FAILURE OF CONDITIONS (a) WHEN INDUSTRIES 

ARE GROWING OR DECLINING 49 

§ 5 FAILURE OF CONDITIONS (b) MONOPOLY 55 
§ 6 SUMMARY 58 

CHAPTER IV 

COMPARATIVE PRICE LEVELS 

§ I A CLASSIFICATION OF GOODS 60 
§ 2 THE PRICE LEVEL OF INTERNATIONAL GooDS 64 

§ 3 THE PRICE LEVEL OF QUASI-INTERNATIONAL GOODS 66 

§ 4 THE PRICE LEVELS OF DOMESTIC GOODS 68 
§ 5 THE PRICE LEVELS OF FACTORS OF PRODUCTION 7'1 

§ 6. SUMMARY 81 

CHAPTER V 

FOREIGN EXCHANGE 

§ I THE BALANCE OF PAYMENTS (INTRODUCTORY) 83 
§ 2 THE GOLD STANDARD AND GoLD POINTS' 87 

§ 3 BILLS OF EXCHANGE 9'1 

§ 4 FORWARD FOREIGN EXCHANGE • 9S 
§ 5 THE CENTRAL BANE AND THE BALANCIl OF 

PAYMENTS 98 
§ 6 FOREIGN EXCHANGE IN THE ABSENCE OF A GOLD 

STANDARD 101 

§ 7. EXCHANGE EQUALIZATION FUNDS 10'1 



CONTENTS 

CHAPTER VI 

THE BALANCE OF TRADE 
rAGS 

II. THE CLASSICAL DOCTJUNE III 
12. THE EOUILlBRU1M IN SIMPLIFIED CoNDITIONS 119 

t 3· THE BALANCE OF PAYMENTS ON CURRENT ACCOUNT 127 
14· CAPITAL MOVEMENTS (PRELIMINARY) • 130 

Is THB GOLD FLow AND CAPITAL MOVEJlEtfTS I3S 
16. THE GOLD FLOW AND THE CoMMODITY BALANCE 138 
17. SUMMARY 141 

CHAPTER VII 

THE TRADE CYCLE 

§ •• VOLUMB OF EXPORTS fl. ExCESS 01' IMPORTS 143 
I Z. TRADE CYCLE PHENOMENA 147 
§ 3· THE TRADB CYCLE AND CAPITAL OuTLAY 149 
§ 4· THE GOLD STANDARD ISO 
Is THE BALANCE OF PAYMENTS AND FuLL EMpLOY. 

MENT IS2 
56. POLICY IN THE DBPRESSION IS8 
17. STABLE PuRCHASING POWER 16J 
58. SUMMARY 166 

CHAPTER VIII 

A REFORMED WORLD 

§ I. CoNTROL OP TRADa CYCLE AND INTERNATIONAL 

LENDING 1M 
§ 2. FLExIBLE ExCHANGES 170 

53. INTERNATIONAL CREDITS 175 
§ 4· SUMMARY 178 



CONTENTS 

CHAPTER IX 

TARIFFS 
'A 

§ I ORIGINS. Ii 

§ 2 Two SPECIAL ARGUMENTS (1) SELP-SUFFICIENCY 

(11) BARGAINING J P 

§ 3 TARIFFS AND THE BEST DISTRIBUTION OF PRODUC-

TIVE RESOURCES • J~ 

§ 4 TARIFFS AND THE FULL UTILIZATION O. PRODUCTIVE 

RESOURCES I ( 

§ 5 SUMMARY OF CONCLUSIONS 1< 

ApPENDIX 

INDEX 

2( 

2e 



INTERNATIONAL 
ECONOMICS 

CHAPTER I 

INTRODUCTORY 

§ I. The Scope 0/ this Volume. It is proper at the 
outset to glVe some idea of the scope of thiS volume 
The title does not sufficiently define It, for internahonal 
economics is a large and complex subject; It might be 
surveyed from a'n historical or a geographical pomt of 
view:.. a brief description of the principal conshtuent 
Items of international trade might be attempted, above 
all the reader might hope to find an analysis of the 
present phase and tendency of international trade, 
with a view to forming opmions about the probable 
course of events and appropnate policy The purpose 
of this book IS more precise and defirute. As a pre­
liminary to understandmg aright the inner nature of 
particular events or to formmg an intelligent opinion 
on matters of current controversy, It IS necessary first 
to be apprised of certain simple and fundamental 
truths about interna~ional economic relations In 

general. It IS to expound and elucidate these that an 
attempt IS made here. The reader will find a treatment 

J 
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of what may be called the simple anthmetic of lOterl 
national economICS Far too much IS commonly sal 
and wrItten in Ignorance of or wIth complete dlsregar 
of thIS sImple anthmetlc. 

The reader may console htmself that the body 01 
doctrme whIch he IS asked to master is not a large one, 
nor IS the mtellectual effort reqUlred for the purpos~ 
great. It ma:y be compared Wlth that needed for th~ 
understanding of three or four theorems In elementary 
geometry Yet that much effort IS indIspensable. ThEl 
path IS short but shppery The subject IS one 10 WhIch 
fallacy and specIous argumentation abound. Only by 
a thorough grasp of a few central propOSItIons and of 
the means by which they are reached can tmmumty 
from the mSldiouS attacks of quacks and propagandIsts 
be acrueved. In pursumg a more developed branch of 
SCIence, the student would not expect to be completely 
exempt from mtellectual effort. Yet, really, the fact 
that the achIevements of economICS are eXIguous and 
the tools used sImple makes it necessary to concentrate 
all the more closely on what there is. Their complex 
techDlque of proof provIdes the conclusIOns of the more 
hIghly elaborated SCIences Wlth a defence agamst the 
mroads of charlatans. In economICS fools are only too 

\ ready to rush m 
There has been much dISCUSSIon whether economICS 

should confine Itself to the traclOg of cause and effect 
or extend out lOto the practical sphere of adVIce and 
recommendation Cntics hold that, 10 makmg recom­
mendations, economists are tmpmgmg on the regIon of 
ethics or pohhcs. Controversy about method should, 
however, be settled, not on abstract grounds, but by 
refer~nce to the acruevements of the subject. Study 
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of the most notable econOIDlC work reveals that it has 
m fact contained a large element of the practical 
recommendation. The objection to this rests on a 
nusunderstanding. The phenomena studied by the 
economlst are largely connected With human purposes, 
which in theIr interaction have gIven nse to a system of 
some compleXlty. When a change occurs in part of 
the system, it may be interestmg to know, and appro· 
priate for economists to study, what consequentIal 
changes are lIkely to occur in other parts of the system. 
It i:; also interesting to test the system by the cntenon 
of how far the purposes which. gIve nse to it find their 
fulfilment through it. 

To test the system in this way is not to cnticIse the 
purposes themselves, which would, indeed, be an ethical 
matter. In studying the sytems, an approach may be 
made either by analysing the interaction of changes 10 

Its parts or by testing it with reference to its efficacy. 
The two approaches sometimes lead IOtO the same 
terrain of analYSIS. It may be convenient now to adopt 
one, now another. Testing the system leads naturally 
on to making recommendations. Indeed the recom· 
mendations can often hardly be dlstmguished from a 
precise statement of how the system fails when the test 
is applied to it. In what follows the test method of 
approach is rather prominent. It is used in the analysis 
of the course of international trade and of the monetarr 
system. The question is asked, what are the condItions 
In which trade takes such a course, that the purposes 
for which trade is admittedly undertaken are most 
fully realized? Again, what is the kind of monetary 
system which best fulfils the purposes for wluch the 
use of money is admittedly deVIsed? No a p,iqri 
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justIficatIon fOI the procedure will be gIven, 1t ha.:., 
m fact, YIelded the best results III this particular field. 
The recommendatIohs which rise naturally out of such 
an examination contain no ethIcal element or pohtical 
bIas 

The treatment of the dIrection and scope of foreign 
trade gIVen m the early part of this volume is based 
on the doctrmes of the classIcal wnters. These have 
been subjected to much cnitcIsm In the past, mostly 
of a pettIfoggmg or terminologIcal kmd, the mam 
classIcal pOSItIOn m thIS sphere seems inexpugnable. 
The old econOmIsts were more concerned WIth the 
direction of trade than its volume. ThIS I'> in lme WIth 
theIr tendency to assume full employment at home as 
the normal condItIon and unemployment as an occa~ 
"JOnal and transItory phenomenon. Recently much 
work has been done on the fundamental causes of 
unemployment In the l>econd part of this volume 
an attempt has been made to develop a theory con· 
cernmg the volume and balance of foreign trade, con· 
nectmg this subject WIth the theory of unemployment 
at home. The size of this handbook has enforced strict 
simpbcIty of treatment, and this has an advantage. 
It IS hoped that the propositIons advanced throw much 
lIght on the subject, but are at the same tUne sufficiently 
elementary to be generally acceptable. An effort has 
been made to utllIze modem theory without elaboratmg 
It so far as to take the reader on to ground which is 
still a field of controversy. 

§ 2. International Eccnomics as a Branch 0/ General 
Economics. International economICS is concerned with 
aU econOmIC transactions involving passage across a 
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national frontier. Examples are emigration. the loan 
of capital by the nationals of one country to those of 
another, the purchase of goods by the nationals of one 
country from those of another. A set of infinitely 
vigilant frontier officials mlght be able. by examining 
all persons. cargoes, and matI-bags entering or leaVlng 
Great Britain, to draw up an inventory of all the 
mternational economic transactions in wluch she was 
involved. It may at once occur to the reader that the 
findings of ~ company of officials rrught not be very 
dtfferent from those of another set whom we may 
lmagine to have formed a cordon round the county of 
WafWlck. They, too, would .have their passengers, 
goods, and mail-bags to examine, and they. too. would 
find migration, loans, the sale and purchase of goods. 
etc., in progress across the boundary. The Warwick­
shire inventory of transactions with the outer world 
would be quite similar to the British mventory. Nor 
need we stop at the Warwickshire example. A circular 
cordon might be described, having Rugby for its centre 
and ten rrules for its radius, and a similar result could 
be achieved. 

Clearly, tf international economics is to be justified as 
a proper subject of study, it is necessary to show that 
the transactions entered on the British inventory have 
attributes which make them differ substantially from 
transactions recorded in any of the similar inventories 
which might be drawn up on boundaries nol coincident 
with national frontiers. In what ways do the economic 
transactions between people living under dtfferent 
national governments differ from those between people 
hving under the same national governments, but in 
dtfferent localities? 
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It IS Important not to exaggerate the dIfferences. For 
mstance, there IS one notable respect m which the mter­
nahonal and, may we call them. inter-county trans­
actions do not dIffer, namely, that the inward payments 
to WhICh all gIve rIse must roughly balance the outward 
payments. the difference, If any, bemg covered by an 
actual reIDlssion of money. Theones regardIng the 
mechamsm by wroch the national balance of foreign 
payments is mamtained may be tested by applymg 
them to any arbItranly defined area If they ImplicItly 
assume the presence in every such area of a mechamsm 
which does not In fact eXlst, they aTe properly suspect 

Moreover, It is also important to recognize the close 
mterconneXlon between internahonal and internal 
transactlOns It would lead to dIsastrous errors to 
treat the two In watertIght compartments. The state 
of the external world may affect not only the volume 

_ of our Imports and exports, but also such apparently 
domeshc matters as the yield of income-tax and the 
rate at WhICh new houses are constructed Special 
attentlOn will be given to this interconnexion. 

§ 3. Distinguishing Features of International Trans­
actions. What, then, are the dIstmgwshmg attnbutes 
of the inventory of international transactIons? 

(1) FITst and foremost. attention should be paId to the 
migratIOn figures, the movement of persons across the 
boundanes Temporary viSIts need not be conSIdered 
here A number of persons born and bred in WarwIck­
sIDre leave It to. settle and earn theIr livelIhood mother 
parts of the kmgdom. and VIce versa Similarly, each 
year a number of persons emigrate from the kmgdom 
to seek theIr fortunes in other countnes But the volume 
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of mter-county movement, considered in proportIon to 
the size of the area affected, is much greater than that I 

of the international movement. Labour is more moblle 
betwt:en the dtfferent parts of a national umt than 
between dIfferent national umts. 

The reasons for this are sufficiently ObVIOUS Barriers 
connected with language, national habIts and sentI- ~ 
ment, and, in recent times, stringent legal restrictIons, 
obstruct the free flow of labour between different 
countries. The consequences are important. WIthI. 
the national unit there is a tendency towards equahty 
throughout the country in rewards to work. reqUIring 
given intensity and skill. Good opportunity for earmng 
high rewards in one locality attracts movement to It 
from other parts of the country. and this movement 
sets up the tendency towards equalization. But gJ;eat 
differences in the rates of reward may subsist in 
different countnes; the general level of real wages b 

roughly twice as high in New York as m London •. 
roughly tWIce as }ugh in London as in Rome Such 
differences could-not continue long in one country. 
What is true of the movement of labour apphes. though 
in less degree. to the movement of capital and enterpnse. 

It follows that internal trade consists largely of tQe 
interchange of goods between producers who enjoy 
simIlar standards of life. International trade often 
consists of the interchange of goods between producers 
enjoying widely dtfferent standards. It is clear that the 
principles which determme the course and nature of 
these two kinds of interchange must be in some respects 
different. 

This is the most important circumstance which makes 
a special study of international trade nece~~ary. 
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AnalysIs of lOternal trade assumes that there 15 a 
tendency towards an equal standard of liVlOg among 
those domg the same lond of work. The assumption 
may not accord with the facts precisely, but it IS a 
workable approxlmahon. In the case of lOternabonal 
trade It has to be dropped enbrely. Simuar standards 
may prevall 10 different countnes, but there 15 no 
a przori probability that they wlll The analysis of the 
advantages which accrue from 1Oternational trade is 
mdependent of whether they do or not. The frequent 
claim that the Import of goods made with cheap foreIgn 
labour should be checked thus Impbes ignorance of the 
first pnncipies of the subject; for It assumes that 
mequallty of wages In two competmg countries is 
abnormal. whereas 10 fact It is on the probable presence 
of that feature that the special study of internatlonal 
as dIstinct from Internal trade is founded. 

(11) Special facIlities for production may dIffe!' from 
place to place In one country and be Slmllar in different 
countnes, crossmg pohtIcal frontiers freely But there 
are certam faculties and dlsablhties which are co­
termlOOUS With natIonal frontiers, namely those con­
nected with the activitIes of government. The Citizens 
of one country are subject to the same system of 
nabonal and local taxatIOn, to the same regulations 
for health, samtatlOn, factory organization, education 
and social msurance, the same polIcy With regard to 
transport and publIc utilIties, the same laws regardmg 
Industrial combination and trade unions, the same 
commerCIal code Here is another basis for the dJs-

\ tmctIon between mternal and internatlOnal trade. Even 
If capital and labour flowed freely between countries 
so that wages, interest charges, profits, etc, were the 
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same everywhere, the general level ~f real costs might' 
be lower in one country than another, by reason of thel 
superior advantages provided by the system of govern­
ment. It would still be possible to distinguish between 
internal trade as interchange between producels 
provided by the government With similar amenities for 
production, and international trade as interchange be­
tween producers provided by the government with 
dissimilar amenities. 

(iIi) International transactions involving the pay­
ment of money are usually mediated by a foreign 
exrhange transaction. Unless a common monetary 
standard is maintained fluctuatioIl$ in the rates at 
which national moneys may be exchanged against each 
other clearly give a distinguishing mark to those trans­
actions which are directly affected by the exchange 
rates. 

Even if a cammon standard is in operation and foreign 
exchange fluctuations are confined within narrow limits, 
the fact that each national currency is controlled by its 
own government and central bank has special sigrufi­
cance for international economics. The maintenance I 
of the monetary standard involve,s the enforcement of '­
a specific policy by the central bank; an identical 
policy is not always required in all countries at the 
same time. This policy has repercussions on the whole 
economic life of the community to whose needs the 
central bank is administering. National areas are 
usually co-terr.rlnous with those controlled by a single 
central banking system. Thus, from one point of view. 
mternational transactions may be thought of as the 
class of all economic transactions between persons living I 

in the spheres of influence of different central banks. 



CHAPTER II 

THE GAIN FROM FOREIGN TRADE 

§ I. Importance of this Subject. The question which I 
propose to put first is. what are the advantages to be 
denved from foreign trade? It is convenient to do tIus. 
partly because the topic is one on which the most pro­
found mIsconceptions prevail. partly because it is in its 
broad outlIne the simplest and most securely founded 
part of the subject of foreign trade; and also because it 
is well to bear the answer to trus question in mInd in 
considenng and criticizing the mechanism by which 
foreIgn trade IS actually carried out and all or some of 
ItS potential advantages reaped 

Much popular writing on the subject of foreign trade 
shows consIderable knowledge about the mecharusm of 
foreIgn payments, the foreIgn exchanges. the balance 
of trade and CIrcumstances likely to affect it, but no 
understandIng whatever of what it is all for. WIthout 
a firm grasp of the origin and nature of the advantages 
that accrue from foreign trade, it is not possible to 
say much that is sensible about it The reader is there­
fore asked at the outset to follow a dIscussion of the 
precise CIrcumstances which determine the scope and 
degree of gain which foreign trade can be made to YIeld 

§ 2. The International Division of Labour. As exchange 
in generalIs necessitated by the dIVISIon of labour, so 

lOt 
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foreign trade appears when the division of labour is 
pushed beyond national frontiers. It is the necessary 
consequence of an international division of labour. Two 
aspects of the division of labour may be mentioned. 
One is the splitting up of a productive process into . 
parts, so as to simplify and thus render more effective 
the work which each labourer has to perform The 
other is the adaptation of the productive system so as 
to give the greatest possible scope to those who have 
special talents or facIlItIes for doing certain kmds of 
work. 

It might be thought that the milhons of workers 
which most nations can claim would suffice for the bare 
splitting up of the whole productive complex mto con­
vemently simple parts. Adam Smith referred to the 
eighteen processes involved in pin-making; this must 
be multiplied by an appropriate number to accord with 
modern conditions; but, even if we multiplied the 
product by the number represehting all the variety of 
different commodities which a commuruty needs, we 
should be surprised if we found more productive pro­
cesses in all than the number of workers in the whole 
community. This, however, would not be a fair pro­
cedure. Our demand for all commodlties is not equal , 
if the working population were diVlded in proportions 
correspondmg to our demand for various products, it 
is possible that the number earmarked for making some 
product the demand for which is a mInute proportion 
of the whole would not be sufficient to give the most 
economical division of labour m the making of that 
product. If a nation is to be self-sufficing, a large pro­
portion of its workers must be engaged 10 making the 
malO staple commodities, and the surplus left over for 
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each of the varIOUS specialIties might be inadequate, 
and so some lDtematIOnal diVlsion of labour would be 
desirable 

By hypothesis, however, this cannot be the cause of 
lDtematIOnal dIvision of labour on a big scale. And so 
It is necessary to look to the other aspect of the divi­
SIOn, namely, the converuence of setting those wIth 
special facilities to do the tasks for wluch they are most 
fitted Let each nation produce that which It can 
produce most cheaply. 

Whence arise these special facilities? 
(I) Special facilities are provided by natural resources. 

Mmes must be worked where they are found This 
implies foreIgn trade, smce the nations In whose terri­
tory the mines are situated must receive goods of some 
sort in exchange for the ores wluch they export. Many 
products, coffee, tea, rubber, etc, require a special 
clImate for their cultIvation. 

Lands dIffer in natural fertility; it is desirable that 
more fertile land should be worked more intensively 
This by itself mlght not give rise to foreign trade, for 
the world's populahon might be distnbuted in propor­
tion to the fertIlity of land, so as to provide a dense 
population for the rich soils 10 support and a thmner 
layer for poorer soils. It is not, however, permissIble 
to suppose that the population of the world is in fact 
so dIstrIbuted. 

eh) If mother earth yielded all things in equal 
abundance in all her parts, the uneven dlstnbutton of 
populatIon would itself make foreign trade desIrable. 
Certain productIve processes, those of the extractive 
industries, must needs be conducted in close collabora­
tion with the natural resources. Others, those con-
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cemed with the working up of f'aw materials into 
finished goods, can be conducted apart. Countries with 
a population dense in proportion to the capacity of the 
soil would naturally employ their surplus on the pro­
cesses which do not have to b" undertaken in close 
conjunction with the soil, and exchange manufactured 
goods for the raw products of more sparsely peopled 
regions. 

{-Iii}· Hum~a.p_acitr differs as well as that of the 
earth. -The difference may be due to innate racial 
qualities of manual dexterity, scientific ability, vigour 
and enterprise, or to the political and social structure, 
itself the result of racial capacity for social organization, 
or of the whoie chain of historical accidents. Processe~ 
in which scientific skill or the capacity for conducting 
great collaborative enterprise-production on a large 
scale-counts for more in increasing efficiency should 
naturally be undertaken by the peoples more highly 
endowed with these qualities. 

(brr There is the .kgacy of the p.a.st. A nation may 
be bequeathed with a great structure of equipment, of 
factories and railways, or with a structure of organiza­
tion. special knowledge and useful habit, constituting 
present aids to certain forms of production. The 
growth of this structure may have been due to good 
fortune or a natural superiority in the past, now 
vanished. But the legacy has not vanished. The 
inherited structure may give special facuities, which are 
as decisive a factor in determming its proper sphere of 
specialization as the presence of mines or oil-fields. If 
the peculiar advantages which aided the growth of this 
structure cease to exist, after a very long time the 
structure itself will disappear. just as a coal mine is 
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finally worked out, and the nation will ultimately take 
its place among other nations bereft of thIs distmguish­
ing feature 

If the greatest possible advantages of foreIgn trade 
are to be secured for all, each nation should devote 
itself to what 1t can do most cheaply. The expression 

I "what it can do most cheaply" needs careful definition. 

§ 3.'" The Law of Comparative Costs. Wnters on foreign 
trade have usually found 1t convement to develop this 
definition by considermg in the first instance two 

r nations producmg two commodItIes. An alternatIve 
m~tho_d 1S to consIder the position of one cOUntry, say, 
England, 10 respect of two commodlhes vis-tl-vls the 
rest of the world. (!he principle to be defined then 
becomes-England should produce fF;>r herself and for 
export what she can produce more cheaply, and Import 
from abroad what can be produced more cheaply therj 

The term, If abroad," 1S, of course, an abstraction. 
I The outer world 1S not a homogeneous place but con­
SIsts of a large number of partIcular countnes, each 
Wlth its own conditions For the purpose of conSider­
ing the gain fron'! trade to England, 1t is convenient to 
suppose that the other countnes have already entered 
mto those trading relations which they think fit and 
have established some- sort of equilibnum 'with each 
other, so that, for the purpose of isolating the pheno­
menon to be studIed, we can compare the state of 
affairs when the rest of the world has all its complex 
relations but no trade with England, with that when 
the rest of the world has all its complex relations and 
its trade with England also. 

It must be emphasized that this is an attempt to 
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state what should happen, if full advantage is to be 
taken of the potentialities of the international division 
of labour. Whether that is what does happen, if trade 
is allowed to follow" its natural course," will be con­
sidered subsequently. Moreover, it may be held that 
it is not always desirable to take full advantage of the 
potentialities of the international division of labour, 
that it may be better to sacrifice increments of wealth 
in the interests of self-sufficiency. Such a consideration 
is beyond the immediate matter in hand. 

Since this is an attempt to define comparative cheap­
ness of production, it is necessary to have a unit for 
measuring cost of production. The same urut need not, 
and indeed cannot, be used for measuring cost at home 
and abroad. Cost may be measured in terms of trouble' 
or effort or in terms of the reward that is paid for effort ; 
this reward may agam be measured as so many baskets 
full of consumable goods, or as so much money. 
Happily for the present purpose it does not matter 
which method be adopted. All methods must pre­
suppose that different kinds of cost, ~.g. labour slo11ed 
and unskilled, waiting. the use of land or mines, can be 
measured against each other in the same country. 
Commodity A may take more land per unit of labour 
expended on it than commodity B. To compare the 
cost of producing A with that of producing B, we must 
be able to equate land to labour as elements in cost. 
to say that. for instance. I labourer per annum=IOO 
acres per annum. or. =150 acres per annum. If the 
relative values of the various factors of production are 
determined. it is then possible to compare the cast of 
producing commodities A. B. C. etc. in the same 
country unequivocally. 
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The relative values of the factors may be different in 
dIfferent countnes. Since the same urnt WIll not be 
used for measunng the cost of producing commodities 
at home and abroad, thIS circumstance wIll not affect 
the argument. 

To compare costs of production, units of the com­
modities must also be defined. Commodities are 
usually measured In tons, yards, etc, but for thls 
purpose It IS most convenient to take, as a urnt of the 
commodIty B, that amount of B which has In the first 
instance the same cost of production as a urnt of the 
commodIty A in England Let us suppose that they 
each cost x urnts to produce. It is v.ell to leave It 
undeCided whether this means lx, x labour days, or l' 
baskets full of commodIties, etc. 

Let the cost of producing a unit ,of A abroad be y 
units The nature of the unit of cost is again left 
undefined The following table represents the defirn­
tions given so far : 

TABLE I 

Urnt of commodIty A 
Urnt of commodIty B 

Cost of 
productIon 
In England. 

X 

X 

Cost of 
production 

Abroad. 
y 

The urnt of B was defined as that amount of B 
which has the same cost of production in England a .. 
that of tlie chosen urnt of A in England. Hence if the 
cost of producing a unit of A in En~Iand IS x, that of 
proqucmg a unit of B is also X. We have next to con­
sider the cost of producmg precisely these units of A 
and B abroad. We have supposed the cost of pro-
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ducing this unit of A to be y. So far nothmg has been 
assumed about comparative cheapness at home or 
abroad. This will be determin~d b1 the fourth term 
which has to be inserted to make the table complete 

The fourth term may be equal to, greater than or 
less thany. If the cost of producing the unit of B abroad 
isy-

TABLE II 

I Unit of commodity A • 
Unit 6f commo<¥ty B 

Cost of 
productlou. 

11l England. 
x 
x 

Cost of 
prod uctlou. 

Abroad 
y 
y 

no saving of cost can be gained by England takmg on 
the production of either A or B for foreign consumption;. 
It should be. noted that 'this result has been arrived at 
without any assumption with regard to the relation of 
the cost of producing A in England to that of praducing 
A abroad. It has not been asserted that y is equal to, 
less than, or greater than x; moreover. such an :tsser­
tion would have been meaningless, for it is no~ known 
whether any common unit for tneasurmg costA m the 
two countries can be found. If the relative values of 
labour, capital and land happen to be different m the 
two countries, no common unit is pOSSible. "-

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

TABLE-III 

Unit of commodity A 
Unit of commodity B 

Cost of 
productloll 

III England 

X 

X 

Cost of 
productlon 

Abtoad. 

y 
2y 
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Productive resources can be appbed wlth equal efficacy 
to the production of units A or B In England; but pro­
ductive resources abroad are only half as efficaclOus in 
the production of these units of B a;> they are In that of 
these uOlts ot A It follows from this tItat there wlll be 
,a net ,increase In productIon rl England takes over the 
production of B for foteign consumptIOn and imports A 
In exchange By transferring productive. effort from B 
to A the foreIgner produces' tWIce as many unltS of A 
as he was producmg of B; by transferring productIve 
effort from A to B, England produces no less umts of 
B than she formerly produced of A How the benefits 
ansmg from the interchange will be dIstnbuted be,tween 
Ehgland and the foreIgner is discussed later. 

But first the reader is asked to reconsIder the tables, j 

lest any mIsconceptIon remam ill hi",mmd. Table III 
suggests, by reason bf the notatIon adopted, that the 
Enghshman IS better placed than the foreIgner, 
because on the whole he se~ms able to produce more 
'rheaply. Nothmg of the sort has been assumed. The 
units measured by x and y respectively are dIfferent 
umts. y mIgh( equally well have been defined as the 
cost of prodUCIng a unit of B abroad. In that case the 
facts would be represented as follows: 

TABLE IV 

\ 

UOlt of commodity A 
UOlt of commodIty B 

Cost of 
production 
In England 

X 

X 

_ Cost of 
productIOn 

Abroad 

b 
y 

The facts represented in Taple IV are precIsely the 
same as those represented in Table III, though In 

.' 
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Table IV the foreigner has the SpeClOUS appearance of 
being more efficlent, while in Table III it is t~e Enghsh-
man who has that appearance. J 

The reason why the same facts can be represented m 
eIther way is that no assumption has been made about 
whether the Englishman or the foreigner iA, takmg the 
two commoditIes together, tIfe ~ore efficIent; and the 
reason why no assumptIon was made 1S that It IS 

lffelevan~ to the possibility of gain by mterchange. 
This gain does not depend on the comparative cheap­
ness of producing A in England and abroad or on the 
comparative cheapness of producing B m England and 

. abroad. The gain depends on the relation between 
the ratio of the cost of production of A to that of B in 
England and the ratio of the cost of productIon. of A 
to that of B abroad. Gain is ljJossible if the rahos are 
different. j 

When trade is undertaken, the scene changes. Each 
country will corot to produce more of some commodIties 
and less or' none of others. This Will probably affect 
the costs of those whlch she still produces. New ratJos 
of cost W1U be estabhshed.vIf these are still different' 
from those prevallmg abroad, gam can be secured by a 
further expans10n of trade, and th1s agam affects her 
ratios of cost. (It follows that, when all the trade 1S 
undertaken that Y1elds a gam, her ratios of cost will no 
longer be dIfferent from those abroad:) A country 
~hould expand or curtall the production of dIfferent 
commodltles until her-ratios' of cost-are the same as 
those abroad, and export the surplus or im}>ort the 
deficiency so generated. (In some hnes production may 
be abandoned entirely: and some goods may be im­
ported which were not consumed, be!oJe trade was 
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opened, owing to the excessive cost qr ImpossIbility of 
producIng them at home.) 

The prmciple set forth above is known as the Law of 
C0mparatlve Cos~ and is due to Ricardo It remams 
the fundamental princlple in t:hlS- s~bject. . 

So far co~ts of transport have been neglected. Gain 
can only occur if tadoptlIlg the notatlon of Table Ill) 
the ~st of sending a urnt of B from En~land to its 
forel€n market plus the cost of sendIng that amount of 
A which has the same exchange value as a urnt of B 
from Its -source of productlOn to England is less than y. 

I OtherwIse the saving In productlve costs will be swal­
lowed up by the addItional costs of transport. Any 
reduction 10 the costs of transport enlarges the sphere 
of gam by foreign trade. To cost of transport, excess 

1 cost of salesmanshIp must be added, ,where by excess 
I cost of salesmansrup is meant the excess, if any, of 
the cost of selling a unit of EnglIsh-produced B to its 
fOreIgn buyer over that of selling It in England, plus the 
excess, If any, 0( the cost of'selling the appropriate. 
amount of foreIgn-produced A to the English buyer 
over that of selling It abroad. For the trade to YIeld 
net advantage, the saving in productive cost must 

. exceed both the addItional transportmg and selling 
costs. Any lIDprovement of diplomatic relatIons, any 
tlghterung of non-commercIal bonds of 1Otercourse 
between nations, or any Increase of foreigtHnvestment, 
will probably make, it eas!er for a seller to establIsh 
leIations with hi~foreign market and so enlarge the 
sphere 01 possible gain by 10reign trade. -

§ 4. A Cdlculation 0/ the Gain/rom Foreign. Trade. The 
proposltion that each country should produce what it 
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can do most cheaply has now been defined. The next I 
, topic is the circumstances that determme the amoWlt 

of gain wluch the trade YIelds. In the tables shown 
above, by "Cost of production in England" was 
meant the cost of produc1Og that amount of the com­
modity wroch England would produce if the channels 
of foreign trade were closed to her. By" Cost of pro­
duction Abroad" was meant the cost of produc1Og that 
amount of the commodity wluch would be produced 
abroad If there were no trade Wlth England. 

If England was a self-conta~ country the coal­
wheat positIOn migh'i be 1l1ustrated b:y some such 
figures as : ' \ 

TABLE VI 

Costs in No-Trade ConditIon."" 

Umt of wheat 
Unit of coal 

Cost 
In England. 

X 

X 

Cost 
Abroact, 

y 
5Y 

If 10 these circumstances interchange between 
England and the rest of the world becomes possible, , 
costs can ~e saved If ~ngland produces some coal for 
export in excha'nge for wheat. 

There are vanous possibilIties with regard to the 
way in which costs ~Ill change as the scale of output 

I The reader WIll remember that thiS table doe .. not profess 
to show the relation Q( the absolute cost of prodUCIng wheat 
abroad to that of prodUCIng It 111 England. or the relatlon of the 
absolute cost ,of produclDg coal Actually. If England were cut 
off. the absolute cost of producmg coal here would probably 
be somewhat less than abroad, whlle-the cost of wheat would be 
very much higher In the notation adopted bolh these facts 
are represented In the proposed figure of SY (In tills footnote 
the dlfhculty In pnnetple of companng -absolute cost at home 
and abroad IS neglected) , 
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alter!> I In general, it 1S proper to suppose that the 
Law of Increasmg Costs operates. 

I Comparative costs are dtfferent in different coimtries 
;because the abundance of factors especially appropriate 
to the production of eacJ1 commodity (" specific" 
'factors) does not bear the same relation to the demand 
for each commodIty m different' countries. Thus, in 
the above example, It is to be supposed that, when 
England is cut off from foreign trade, the. ratio of the 
abundance of coal mines relatively to the demand for 
cpal m England to the abundance of wheat-fields 
relatIvely to the demand for wheat in England is greater 
than that ratio abroad., Consequently the ratio of 
wheat rents to coal-minmg royalties will be higher in 
England than abroad, and the rabo of the amount of 
non-specIfic factors (e.g. labour) used in wheat produc­
tIon to that used in coal production will be hlgher m 
England than abJ"oad Thus the cost of producmg . 
wheat, compared with that of producing coal, WIll be 
higher-In England thap. abroad, as shown in Table V. 

If England begms to produce more coal, some bemg 
for export, and less wheat, some being 1mported for 
home consumption, that wIll tend to make avaIlable 
coal depOSIts less abundant In relation to the demand, 
which is now enhanced, and wheat-fields more abundant 
In relatIOn to the demand, which 1S now decreased 
This tends to change the ratio of costs in England In 
the dnectlon'of the world ratio. By converse reasoning 
the world ratio will be changed ~ the dtrection of the 
Engll~h ratio. 

Coal and wheat have been chosen In this example to 
facilitate thinking, but the foregoing observations WIth 
regard to the relative abundance of specific factors are 

\ 
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general and do nOt apply only to the ettractive indus-
tries. The case, however. where there are countervailing 
forces whicl\ produce constant or decreasing costs over 
a certain range is considered in § 9. 

As England incx:eases her output of coal, her cost 
rises, and as she reduces her output of wheat, her cost 

I falls; and as the ~est of the world increas'es Its output 
of wheat. its cost rises, and as it reduces its output of 
coal. its cost falls. 1ne new ratios might be as follows: 

- TABLE VI 

Costs when some Trade is undertaken. 

Unit of wheat 
Unit of coal .. 

Cost 
ID Eng1aD.d. 

·8x 
J·I4X 

Cost 
Abroad. 

1/02Y 

4°986y 

The old ratios were I : 1 and 1 : S. The new ratlOs 
are 1 : 1·4 and I : 4·9 (approximately). Since the 
ratios are still unequal and the Enghshman has a 
comparati'l{e advantage in producing coal. something 
may be gained by his taking on It~e production of shll 
more coal. He should push on Wlth the productIOn of 
coal until the rise in his cost of producing it and in the 
foreigner's cost of producing wheat and the fall m hIS . 
cost of producing wheat and in the foreigner'S cost of 
producing coal have brought the ratios of their costs to 
equality. Thus: TABLE YII 

Costs wilen full Trade 1$ undertaken. 
Cost 

m Eng1aD.do 

Unit of wheat 
I Unit of coal 

.25. 0 % 

1·16 •• x 
Common ratio: 1· 41't: 

• • 

Cost 
Abroad. 

1·07S· o Y 
40 98-4 •• j' 
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Englcl.llU IS now producmg a large quantIty of coal 

for export and Importmg a large quantIty of wheat 
The ratlOS of the cost of productIOn 10 the two spheres 
are the same, VIZ precbely x . 4r1[ Consequently no 
further gam can accrue by England takmg ovet more 
productlOn of coal 

First It 1~ necessary to explam the figures chosen. 
It should be remembered that thIS analysIs relates to 
the potenbahty of gam resulting from the 1I1tematIOnal 
dlVl'SlOn of labour without reference to whether the 
actual course of trade 15 lIkely to follow this route. 1 

Cost figures 111 Table .. VI and VII may be consIdered 
on the assumption that the aggregate output of wheat 
and coal IS unchanged, the defiClency m the home out­
put of wheat beJ.ng made good by greater output 
abroad, and- the extra home output of coal being com­
pensated by reduced o.utput abroad. The effect on 
demand IS dIscussed subsequently It wdl be observed 
that, as the output of wheat declmes in England and 
rises abroad, the cost IS made to fall m England by ten 
.tImes as much as It rises abroad. Thus in Table VI 
the cost _of wheat falls -2X lit England and nses -o2y 
abroad; m Table VII It falls -75x in England and rIses 
-o75yabroad SIffillarly the cost of coal nses first 'x4X 
and then x6x m England, and falls first 'oI4Y and then 
-ox.6y abroad These figures are reasonable and based 
on the SImplest assumptions, ~roV1ded that we suppose 
the pre-eXIstent 06tput-m the rest of the world WIth 
wluch trade became aVaIlable to have been ten tImes 
as great as that of England. For m that case the trans­
fer of a given amount,of outp~t from England to foreign 

1 The reader not' mterested In the detatls of ttuS' dISCUSSIon 
'may proceed dIrect to Section 11, Conclvsl~s. page 40 
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lands involves a percentage change in the output "of 
England ten times as great as the percentage change of 
output abroad. _ 

Most commodities are produced, not in a smgle spot, 
but in a large number of chfferent places', wheat-fields. 
mines, etc., each with .ts own law of increasing costs. 
If the oqtput of foreigrt lands were ten times that of 
England, the simplest thlng to .suppose would be that 
there were trn times as many sources of output abroad 
as in England. In that case the average change in 
output from each sour~e abroad would be one-tenth· 
of the a.verage change lD output from each source in 
England when a glVen quantity of output is transferred 
between England and abroad. Every source may no 
doubt differ 1D the rate at which returns dimirush when 
output IS increased. Some will be able to expand with 
greater ease than others. It IS fair to suppose in our 
imtIal illustration that England has the same share as 
the rest of the world of sources which can expand Wlth 
normal ease, or which cannot expand Wlthout abnormal 
dIfficulty. In technica1language our assumption is that 
the gradIent of the English cost curve is ten times as 
great as the gtadient of the foreign cost curve. The 
nse in cost per uOlt of output is ten tImes as great in 
England; the rise in cost for a proportional change of 
output is, at the initial Mmt, taken to be equal at home 
and abroad. This 'is nearly but .npt qwte the same as 
making elasticity of supply equal at home and abroad. 1 

" The gradient of the c.ost curve (~) IS an e&SlU quanuty to 

handle in Slmple anthmeucal examples than -the elasuclty 

(~ .... 1) and IS therefore used m this expOSItion. at some sU:U 

lacnfice of ~ogtcal requuementa. If elasticity anstead of gradient 
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I t IS not posSIble unfortunately to deduce preCISely 
from the figures the gam due to foreign trade. I t may 
be said dogmatIcally that some gam is due to every 
mcrease in tradE' up to the point at which the cost ratios 
are equal. 

The dIfficulty m assessmg the gam precIsely is that 
m the changeover tpe relatIve values of the factors of 
productIOn m England (and abroad) change Indeed, 
It is only pOSSIble to retam the old unit of measunng 
cost, x, If then; IS some factor of productIon used both 

\ m the productIon of coal and in that of wheat. Classicai 
wnters were apt to use a labour-day. But even that IS 

dangerous, smce agricultural labour cannot be regarded 
as Identical with coal-mming labour; consequently the 
reward paid for an agrIcultural labour-day may change 
relatIvely to, that paid for a coal-mlI~ng labour-day, and 
consequently the amount of cost due to the employment 
of a labour-day in wheat productIon may change 
relatively to that due to the employment of a labour­
day in coal minmg. It should, however, be pOSSIble 
to find some factor common to both industnes, such 

. 'as a transport labour-day. 
Now If tJ1e change of costs registered in Table VII 

is partly due to a change in the relative,value of the 
factors employed~ e g. a fall in the rent of wheat land 
and the reward of agrIcultural labour and a nse m 
coal--mmmg royaltIes and coal miners' wages, It 
does not reflect precisely the change in real burden 
per umt of output due to the changed scale of oper­
ations .. 
"<'Iere usJI, Sldular results would follow. the change of c9st showo 
111 the fourth term of the tables would be somewhat greater The 
'reader may safely subsbtute elasbCJty for gracbent 10 the 
generalizations of the text Without error 
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The following criteria may be adopted for comparing I 

the degree ~f ~ain from foreIgn trade in various CIrcum­
stances. ~The gain 'flll be greater the greater the I 
volume of trade. (ufThe gain will be gr~ater the more 
favourable to the home country is the final ratio, i e. 
the rate at which co~l exported is exchanged for wheat 

~ imported, sometimes falled If the real ratio of mter­
national interchange. II 

Table VII provides an example of art ~pparatus that 
may be used for comparing the gam from trade in 
various circumstances. ~ In order to obtain a clear 
understanding of the principles which may be deduced, 
the reader' should make numerous experiments for 
himself.1 The followipg sections contain some dts­
cussion of these principles. 

/ 

§ 5. '-' Gain through Difference of Cost Ratios. Gam by 
trade is possible when the cost rat~ ar~ dtfferen~ at 
home and abroad. It wiU1)e greater, the larger the 
difference is, other things being equal. This may be 
simply illustrated by tables constructed on the same 
plan as V and VII. In each country the wheat gradtent 
is assumed to be equal to the coeI gradient m these 
tables; when a certain amount 'of additional. coal 
production is undertaken in England, the quantity of 
wheat production 1Qlocked off is taken to, be equal to 
this amount multiplied by the number of units of wheat 
at the ruling ratio that t.1.Il be obtained for a Untt of 
coal. Consequently the following rules are observed 
in the co~struction of all these tables. Coal is made to 
fIse in England by the,amount that wheat falls multi­
plIed by the new ratio of costs; whea~ is made to rise 

I See AppendJJQ. 
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abroad by an amount equal to Its fall m England 
dIvided by 10, thIS coefficlent showmg the SIze of the 
~ter world compared WIth England, and 'coal falls 
abroad by the amount that wheat nses there multiplled 
by the new ratio of costs. 

Unit of wheat 
Umt of coal 
Ratios 

TABLE VIII 

InitIal Position. 
Cost 

in England 

x 
X 

I I 

TABLE IX 

Cost 
Abroad . 

y 
lOy 

I : 10 

When Full Trade is Undertaken. -

Umt of wheat 
Umt of coal 
Common ratio 

Cost 
In England 

'12 •• X 

109 •• X 

I; 9/T 

Cosl 
_ Abroad 

1088 .. y 
4991 •• y 

The mitIal difference IS b~gger (foreIgn I : 10) than 
that of Table V (fore1gn I . 5) The final ratIo (I 9h) 
is more favourable to England (Table VII, I : o4l'T). 
Moreover the volume of trade on Wh1Ch gain is made 15 
greater Smce the cost gradients are supposed to be the 
same as m Table VII, the volume of imports may be 
mfetred from the change in costs The amount of wheat 
imported IS roughly n bmes as great as that 10 the 
condItions of Table VII 

; 
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The followmg tables gIve an example of a smaller 
dtfference of ratios: 

I TABLE X 

I nztial PosItion. 
Cost 

Unit of wheat \ 
III England. 

X 

Umt of coal x 
Ratios I : I 

TABLE' XI 
When Full Trade IS undertaken. 

I Unit of wheat 
Unit of coal 
Common ratio 

Cost 
III England 

• ' ·625··X 
• 1'196 • • x' 
. I :IH 

Cost 
AbrOltd. 

y 
2y 
1: 2 

Cost 
Abroad • 

1037 •. y 
1'98 . Y 

Here the final ratio is much less favourable to 
England. ¥oreo'ver the volume of imports IS smaller. 
viz. n ths of that secured in the conditions of '.fable VII. 

§ 6. Another Example of the Importance of being 
Unimportant. 1 I t appears at once from the figures pf ... 
Table VII that if the doors of foreign trade. are thrown 
9pen to a country. the gam to her is greater than the 
gam to the res~ of the world. In our Illustration the 
opening of the door improved the terms on wruch 
wheat could be got for coal from I unit of wheat for 
I of coal to 4fT units of wheat for I of coal; whereas 
for the foreigner it only shifted the terms on which 
coal could be got for whlat from 1 of a unit of coal for 

& Cf. Henderson. Supply (ifill Demt",d. c:h. V. sec:. ... 
I . 
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I unit of wheat to H of ~ umt of coal for I unit of wheat. 
ThIS does but conform to common sense. If Somerset 
were oarred from trailing wIth the rest of England and 
the bamer were then hfted. the other countles would 

) 
doubtless' gam by,the fresh opportumtIes for mter-
change. but the gain to Somerset would be Immensely 
greater. By hke reasomng, If a partIcular country 
reduced Its tanffs-a partial barrier to trade-the 
whole world would gam, but the gain to tge partIcular 
country would be far greater. I t follows also that the 
smaller the country. the more it is hkely to gain by the 
free mterchange of its produce Wlth that of other 
countnes r , 

It must, of course, be understood that If a particular 
country bulks very largely in the productIOn of a 
particular commodIty, as England bulked m the pro­
duction of power-made good~ a hundred years ago, or 
as Crule m nitrates before the lowenng m the cost of 
artifiCIal nItrates. the rest of the world JUay be an equal 
or even greater gainer by the openmg 6f trade Wlth that 
country. This may be seen if. m the fortner analogy. 
instead of Somerset, all the coal-producing counties of 
England. or,Lancashire. had been supposed to be 
barred off. 

At)ention s~ould be given m this connectton to the 
cost ratio in Table VII of I : 4lT" This is ten bmes 
nearer the old foreign cost ratio (r: 5) than It is to 
the old English rabo (I : I) ; England gains accordingly. 
If thl! outer world had been only twice as great as 
England. the cost ratio would have been I: 31. if 100 

bmes as great I : 4Nr. if equal to England I : 3, etc.1 

" 
I The formula by which these ratios can be calculated easily 

IS given In the Appendtx I 
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§ 7. The Gain/rom Trade, and Cost Gradients. Next we 
may cons~ the relation of cost grad1ents to profit by 
trade~ general it may be said that the less the cost 
gradients at home and abroad, the greater the gain from 
trade. But if England were very large, appJ;"oaching half 
the size of the, whole tradmg world, then it would be­
v! advantage to her to have steeper cost grad1ents. 
England gams in all C1rcumstances by low cost gradients 
in the outet world. But 1f England ,5 of lDoderAte 
sizE'. the elastic1ty of her own condl(10ns bnngs in much 
greater gain than the~la'>ticlt¥ of world conditions 

This may be illustrated by an adaptation of Table 
VII. It-was assumed there that the cost grad1ent in 
England was proportional to that abl-oad. In Table 
XII it will be assumed that owmg to the intense use to 
which her natural resources are put, or for other reasons 
the cost gradient in England is twice as steep as was sup­
posed in Table VII over the relevant range of output 
while that in the rest of the world 1S the same as in 
Table VII. 

, TABLE V (repeated) 

" I nstial PQsition. 

·UOlt of wheat 
UOlt of coal 
RatIos .. 

Cost 
In England. 

X 

X 

1.1 

TABLE VII (rtpeated) 

Cost 
Abroad 

Y 
5Y 
1:5 

Costs U'/WJ full Trade u undertaken. 
Cost 

In England. 

UOlt of wheat . '25 . . X 

Unit of coal 1'16 • . X 

Common ratio: I: 4h 
• 

,~t 

Abroad 

1'075· .y 
• .f 984 .. Y 

• i 
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tABLE XII 

[eH. 11 

Full Trade Posdion 7uth Eng[1sh Cost Gradaent twice 
that Abroad, In Proportwn to her Slze. 

Umt .()( wheat 
'(Jmt _of coal 
Ratio 

Cost 
In England 

'24 . X 

1158 .. x 
I:4H 

Cost 
Abroad 

1'038 •. y 
4992 •• y 

!iere a gIven transfer of wheat IS seen to reduce the 
cost of production compared WIth the no-trade posItIon 
In England by (·38Xz)x,.,and to Increase it abroad by 
'038y, whIle an EnglIsh increase of (08X2)X In the 
cost I()f coal IS balancefl by a foreign decrease of ·008y. 
Thus the EnglIsh cost gradient IS proportIonally tWIce 
as stEiep ," the ratIo of change In cost to percentage 
change In output is tWIce as great. What is the effect 
of this on the general positIOn ~ -
- The first thmg to nobce about this table IS that much 

less output IS transferred. ThIS may be seen at once by 
Inspectmg the cost abroad. Smce the cost gradient IS 

supposed to be the same abroad as in Table VI I, the 
fact that the margInal cost of wheat abroad In Table 
XII only" exceeds the cost when there is no trade by 
approxImately half as much as It exceeds It In Table 
VlI, ~d that the reductIon In the cost of coal abroad 
IS lIkeWIse approximately only half as great, indicates 
that there IS only half as much transfer of production. 
Whatever gaInS may accrue from trade In the new 

I sltuatlbn, they will only come from a trade dIminished 
by half compared- WIth. that enVIsage? in Table VII 

The final ratIo of cost (1 : 4 8 approxImately) IS, it IS 
true, more favourable to England. (The ratIo of Table 
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VII was I: 4.63 .. }. In Table XU wheat which 
.England imports IS cheaper relatively to coal 
which she exports, ar;!d this is a gain. The price which 
England recelves for her exports ,divided by the pnce 
which she pays_ for her imports (in this case-the rate­
at which coal exchanges for wheat), namely her" real 
rabo. of itlternational exchange," IS more favourable 
in Table XII than Table VII. She gets more of what 
she imports per unit of her export. 

But this is a minor matter. The big change m the 
situation is that she imports farJess wheat, approx1-
mately a half of the amount she would Import in the 
condihons of Table 1'11. Of what importance is 1t that 
Mle gets what she does Import at a ratto of I : 4 8 
instead of I : 4.63. when she IS only importing a half 
of what she did in the other ClTcumstances ~ The fact 
that her costs are subject to sharper change as she 

·alters the scale of output means that she gets into line 
with the world ratio of costs much more quickly, 
namely, approximately twice as qUickly Thus the 
sm~ler volume of trade due to the less elashc condi­
tions of our second assumption limits the gain from 
trade far more than the improved ratio of mterchange 
increases it. This spnngs directly from the fact of the 
world being a bigger-place than the partiGular country 

J ... S. Mill in hiS famou!> essay on The Laws of Inter­
change between Nations, has gUIded subsequent \\T1ters 
along a wrong path by conSldenng elasticity with 
reference only to how it affects the ratio of interchange 1 

, " I 

I HIS conclUSions follow naturally from hIS postulate 0(' n.o 
equipollent countnes tradmg WIth each other They would be 
relevant lD aD analySIs -of the ellects of bllateral tanft reductions. 
but UTelevant ID that of the effects of uDilateral or mult1lateral 
reductions 
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The more elastic the home supply th~ greater the 
volume of profitable trade for the country. The Impor­
tance of this easily outweIghs the fact that the m<?re 
elastIc th~ ~upply _the less favourable wIIIlhe-rat!9. of 
internationalmterchange be A change m thIS ratio 15 

a-badindlcation by itself oflmprovement or deteriora-
horl in 'the foreign trade posItion . 

Reflection unaided by numerical example may con­
firm the reader in his grasp of thIS prmclple. A coUntry 
gams by foreign trade If and when the traders find that 
there exists abroad a ratio of pnces very different from 
that to which they are accustomed at home. They buy 

I 

what to them seems che<J.P and sell at what to them 
seem good pnces The bIgger the gap between what to 
them seem low points and high pomts, and the more 
important the articlej- affected, the greater wul the 
gam from trade be vif a change m the scale of produc­
hon of the home country very materially alters her 
cost of production, so as qUIckly to bring It into line 
with foreign prices, the gam from trade is on a small 
scale, and 15 more or less fortuitous. But if when bIg 
changes are made m the scale of operations the com­
parative cost~ at home are altered httle, that means 
that the fundamental economIC structure of the­
-country; IS such as to provide a permanent and solId 
basis for gainful trade. In thIs case the cost structure 
ruhng when foreign trade is opened IS not a transitory 
product of a variety of specIal causes, but is representa­
tlve of the basic conditIOns of the country; and if this 
strllcture differs widely from the world structure, the 
scene is set for profitable operations on a large scale . 

... _ ~urning to the conditions of supply abroad, we see 
that the lower the world c~Ujlchent, the. better for 
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England, both because the lower the world gradient the 
greater the volume of profitable trade, and because 
the lower the world gradient the more favourable the 
ratio of interchange. Thus the country gams ln two I 
ways from a 10V!. world cost grad!~nt; but the condition 
of the world cost gradient has a far smaller effect on_ 
the gain from trade than that of the home cost gradient.1 

• 
~ • 
§ 8. The Gain from, Trade, and Demand. The next 
point to be consldered in connection with Table VII is 
ltS relation to the question of Demand . . It was assumed 
that in equilibrium there was the same total output of 
wheat and coal, the foreign increase of wheat produc­
tion merely offsetting the English decrease, and the 
foreign decrease of coal offsetting the English increase. 
Changes in demand were neglected. 

It should be observed, however, that there was a 
cert8.in reasonableness in the assumption of no change 
in aggregate output.. The cost of wheat rises in the 
world by one-tenth 'of its fall in England and the cost 
of coal falls by one-tenth of its rise .in England. If 
initially the output of each was ten 'times as great in 
the world as in England, as has been assumed through-, 
out, and if the gradient of the demand for each is the 
same at home and abroad, the increase of demand for 
wheat at home should be equal to the fall abroad and 
the fall of demand for coal in England should be equal 
to its rise abroad. Thus the assumption of ifable VII 
that the aggregate output of each was, unchanged is 
consonant wlth the simplest assumption about demand 
at home and abroad, namely, tha1f the gradient of each 
is in proportion to the size of the market. 

I The reader may venfy this by Ilumencal examples fOJ' lwnself. 
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When demand IS taken mto account, It appears that 
the volume of trade wdl exceed the volume of output 
transferred The Import of wheat will be equal to the 

i reductIOn of the home output plus the increase of home 
I dema9d. The export of coal wIll be equal to the reduc­
! tion m' foreign output plus the mcrease of foreign 
demand. ThiS introduces a new factor in the estimation 
of gain from foreign trade Some of the output of coal 
for foreign consumptIOn is used to buy not the wheat 
which we no longer produce for ourselv~s but addItIOnal 
wheat wruch we could only have produced at a higher 
cost than x. "Smce the transfer of demand is voluntary 
the consumer's surplus on the additional consumption 
of wheat must exceed that on the consumption of coal 
sacnficed .!Thus when demand IS taken mto account, 
the gam from foreign trade IS seen to be greater than at 
first appeared. 

(The steeper the gradient of demand. the less the 
volume of trade will be) If demand were absolutely 
melastlc tpe volume of trade would be no greater than 
the volume of output transferred from one country to 
another. The lower the gradient of demand. the more 
the volume of trade will exceed the volume of output 
transferred. and the greater the quantum of trade on 
which the gain per unit is realized 

Thus. as in the case 9f supply, so m the case of! 
demand,..lhe lower the gradient the greater the gam 
It IS ,true that the lower the gradIent of the home 
demand. the less favourable will be the ratio of inter­
'national mterchange. But if the outer, world IS 

very much larger than the home country. this dls­
advantag~ may be shown. by hke reasomng to 
'that used in the case of supply. to. be smaIl 
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compared with the gain from the larger quantum 
of output exchanged. 

,t 9. tA"oreign Trade under Constant or Decreasing Costs. 
How does all this analysis apply, if the operation of 
the Law of Increasing Costs is no longer assumed? 
In the first place it may be observed that its operation 
is by no means confined to the extractive industnes 
Technical skill, specialized managerial abIllty, adequate 
supplies of raw materials in proximity, and of power, 
in fact all the circumstances which make one country 
more fitted . than another to produce parbcular com­
modities, are usually limited in their abundance 
Constant or decreasing costs may posSlbly prevaIl over 
a certain range of output; beyond it increasing cost's 
are apt to supervene. 

It is proper here to mention the class of costs, which 
simulate but are not identical with increasing costs of 
prQduction, that Mr. Robinson has called costs of 
growth.1 For purposes of this study the presence of these 
costs may be regarded as involving increasing costs 
of production; an industry subject to them may 
ultimately be able to increase its exports- wlthout 
limit; ill an or,dmary long period, expansion is limited 
by the ~ising costs of growth; these like increasing 
costs proper serve 10 bring cost ratios in different 
countries to equallty. ' 

If the Engbsh production of B is subject to decreasing 
costs over a long range, but .the drastic result of the 
whole world production being concentrated in England 
is not acbie\'ed, increasing costs ultimately superven­
ing. the' arguments of the earlier paragraphs apply. 

I Robinson, 5,",,,,,,,, 0/ CO".pe'''III' 1 fltlllS'ry. c:h. VIII 
- 0'0 
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The: average cost gradIent between the p6s1hon Wlth 
no trade and the final posihon of equIhbnum IS 
m th}s case very low, bemg negative over part of 
Its range, and the giun to England IS accordingly 
hIgh 

If, however, constant or decreasmg costs -do per­
SISt mdefimte1y, so that the Enghsh raho of A costs 
to B costs is never brought to equahty Wlth the 
world ratio, the productIon of A m England Wlll be 
abandoned altogether The rule that the ratIos of 
costs Within and Without must be equal Wlll apply in 
the negatIve sense that there wtll be no mequallty, 
SInce there WIll b'e no rabo In England England 
WIll satisfy all her demand for A by exchangmg B for 
It, at whatever the world ratio IS after trade has been 
opened 

The pre-trade world ratio was, by hypotheSIS, more 
favourable to A than the pre-trade EnglIsh ratio. If 
England got A in exchange for B at no better rate than 
the pre-trade English rate, she would gain by the trade 
by th~ altlount, that her ~st of producing B has fallen 
A fortIOri, if she gets A at the pre-trade world rate she 
will gain. If decreasmg costs prevaIl outSide as well as 
InSIde England, the rate after tradtr has opened Will be 
still more favourable to A If on the other hand 
mcreasmg costs preyatl in the outer world, the 
rate will be somewhat less favourable than the 
pre-trade world rate. It Wlli be more favourable, 
the larger the rest of the world is compared WIth 
England. I 

§oIO. A Multiplicity of Commodities Introduced. In the 
real world there are more than two commodities , . 
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entering into foreign trade. Inspection of A and B 10 

isolation (Table III) 

, TABLE III (repeated) 

Urnt of A . 
Umt of B . 

Cost 
lD England 

X 

X 

Cost 
Abroad. 

y 
2y 

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

TABLE XIII 
I Cost Cost 

lD England. Abroad. 
Unit of A X y. 
Unlt of B x 2y • 
Urnt of C x 5Y 
Unit of D x 6y' 
Umt of E x lOY 
Unit of F x ISY 

If these are all the commowtles there are. it is certain. 
assuming that transport costs are not excessive. that 
England will export F and import A. That she wlll 
export B. as seemedhkely wh<f1 the veil was only 
drawn from two I commodities •. now seems extremely 
~nlikely. Though England bas an advantage in making 
B compared with A. s1;le is ~t a dlsadv~tage ~ B 
compare~ with C. I? E and F. Whith. If any. of the 
commodities E. D. C and IJ. England will export 
depends on the importance of each and on the graruents 
of the supply and demand of each at home and ~. 

, -
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All we can predict IS that, if the maximum advantage 
of foreign trade 1'1 taken, the ratios In the two regions 
will be equal after trade has been opened and that this 
ratio wIll resemble the nght-hand ratio of Table XIII 
(I 2 5.6' 10 IS) more nearly than the left-hand 
ratio (I I I I I: I). I~ will resembfe the nght­
hand more closely, the larger the outer world is, 
compared wIth the home country. 

§ II, Conclusions. (I) The leadmg pnnciple of thiS 
chapter IS that the gam from trade will be greater the 
more the ratlos oNhe costs of production m England 
and abroad differ, when England and the rest of the 
world are cut off from one another. Relative Improve­
ment of productive effici~ncy m the outer world at 
producmg the goods whlch we Import'redounjs there­
fore to our advantage, an Impr'ovement m makmg the 
goods which we export redounds to our disadvantage 

(11) The bigger the rest of the world IS relatIvely to 
ourselves, the greater the gam from trade. A general 
improvement In productIve effiCIency all round m the 
outer world, or a growth of population, redounds 
therefore to our advantage I 

(m) ~ny reduction m transportmg '2osts or m the 
difficulty of selling m foreign markets or m the difficulty 
whlch a foreigner has m selling m our markets enlarges 
the posslble sphere of gamful foreign trade. 

(IV) The lower )he gradient of the demand dnd cost 
curves over t!le relevant range of output, the greater the 
gam ,from foreign trade 1 

1 ThiS IS true unless we approach the rest of the world In Blze, 

when It becomes advantageous for U$ to ha\e steep cost and demand 
gradl~nts • 
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These are the principal circ~tances which deter­
mine whether and in what degree gainful foreign 

, trade is possIble. Our next questlon is-in what 
circumstances does the potentiality become an 
actuality? 



CHAPTER IIi 
, 

, ) 

_ POTENTIAL AND ACTUAL GAIN 

§ I. Twe / Problems. The last chapter was concerned 
with the fruits which can be reaped if the international 
division of labour is carried Qut on the right lines. It 

_ was an account of the direction which trade ought ~o' 
take, or, whaf js the same thing, of the way in which 
countries o11ght to dispose of their productive reSources. 

The question which naturally seems to' arise in 
succession to this is-dQ countries ~ fact tend. to 
disj;ribute theirrproductiye ,resources in this fay and 
sO' gather in to the full the harvest which intematiora! 
division of labour is capable.of YIelding?' What is' e' 
r:nechanism which/would allow them to do SO'? \ 

The answer which the classical writers gave-to these 
questions was simple. Full advantage will in fact be 
taken of the international chvision of lAbour, if no'" 

I artificial obstacles are put to the free flow Of trade. ~f 
producers and. merchants are allowed and encourage~ 
to sell where they can get the highest pri~ and b~l 
where, they fi.ncYthe lowest. It will be llecessary t~ . 

• I 

examine the presuppOsitions on which this / siUipl~ 
answer rests. ' 

Meanwhile ~~re is another problem with !i1lich ~e 
classical econottiists did 'not eonc:emfthemselves. Thti 
q~ti6n. which, ~tereSted them wasr-what i! ~st 

, ..,2ti 
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- I ~' "-way to distribute the employment of labour and other 1 
productIve services among dIfferent ,occupations? 
There IS the fprther question-what are the co:qditions 
in which these productive services will be fully em­
ployed? I t lis now generally recognized. that the \ '" 
volume as well as, the nature of employment in the 
country is' affected by- ifIternational condition~. It 
WIll be necessary to explorct the relation of ;the volume r 
of einplo~ent' to the internatIOnal situation 

\ 
§. 2. three Conditions ~ecessary for Maximizing Gain by 
Trade. The present chapter IS concerned with !he first 
of these problems. It IS convement to confin~ the field 
of epquiry to the best employment of productIve 
resources in arty one country. What is said o~ one 
country WIll apply to each and every country and: so, 
to the world a.s a whole consequentially. 'Attentitm is 
also confined to the production of goods' vt1llCh are 
capable of bei,ng exported aIJ.d Imported and will in 
future be called tradable goods. The di~tnbution of 
employlnent between tradable goods mdustnes and 
other industries WIll be dIscussed subsequently" 

If 'complete freedom of trade is 'allowed the prices of 
tradable good.s in the country w;111 not stand above theIr 
pnces at any p~mt outside by more than the cost of 
transportmg them from ~hat point to the ~ountry and 
the cost of estabhshmg contact between the foreIgn 
sellel; and the domestic buyer, nor stand below theIr 
price& outside by more than the cost of cahymg out 
th~ . ,opposite operahon~ This condition, consequent . 
upon frfle trade, may be called, bnefly, the equahty of • 
prices at home and abroad. 

It should be observed that, whIle this condItIOn IS 
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consequent upon free trade, free trade IS not necessary 
to It For Instance, If all foreign trade was concen­
trated In the hands of an Export Board and an Import 
Board, they could arrange that it proceeded on the 
nght hnes They would have to push exports and allow 
Imports on such a scale'1hat the rabos between the 
home costs of producmg vanous commodItIes were 
equal to the ratIos of the foreign offer pnces on the 
frontIer of competItion wherever, in eqUlhbnum. that 
frontler might be In one respect tlus controlled 
system w.ould allow greater latttude than the free trade 
system The absolute'leve1 of pnces at home might 
be higher or lower by any amount than the absolute 
level abroad, provided that equahty in the ratIos was 
secured. Unfortunately the proposers of thIs kind of 
control do not make It plam that this would be the basic 
pnnclple guiding operations. 

If the free trade condItion IS realized the two following 
condltil;>ns reqUIre also to be reallzed to secure the best 
mtematIonal diVision of labour from the point of vIew 
of the country 

il) The rewards-charged by fllctors of production lor 
services embodymg a given degree of effort and skIll 
inust be the same in different occupations; 

(ll) Producers must be willmg to push production of 
their various wares to the point at which the money 
costs ~f production are proportIonal to the pnces whl(:h 
thllY can obtam.1 If these two conditIons are realIzed. 
the pnces at WhICh producers are wlllmg to offer theIr 
vanous wares WIll be proportional to the real costs of 
production. If the free trade condItion is also reahzed. 

1 These two condItions really reduce to one. If producers (or 
entrepreneurs) are regarded as one factor of production 
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the production of various wares will be pushed up to the 
point at which tl}e ratios of the real costs of proquction 
of the various goods are equal to the ratlos of the 
prices of the vanous goods in the world gener~y. 

But we have seen that the best divisIOn of labour IS 

secured if the ratios of the real costs of production are 
the same in different countries. "this in tum will be 
secured if the producers in each country push produc­
tion up to the point at which the real cost of productidh 
ratios are equal to the world price ratios. Things equal 
to. the same thing are equal to one another. If the real 

. cost ratios are in each country equal to the common 
price ratio. they will be equal to one another. And that 
IS the condition for the best dlstnbution of prodUctive 
resources. _, 

It may be observed that the prices of tradable goods 
in different countries are not. in the free trade condi­
tions, absolutely equal. but may differ within the hmits 
imposed by transporting and marketJng costs. But 

. precisely this difference between real cost ratios In the 
vanous countries was laid down in the foregoing 
chapter as being consistent with -the--best dlstribuhon 
of productive resources. 

The two subsidiary conditions for the best utilization 
of produchve resources are general, apply over the 
wnole field of economics~and are not in any sense sp,eclal 
to the re~ources which enter into foreIgn tra~e. (The 
drrect proportion between the marginal utihty in enJoy­
ing and the margmal disuttlity jft producing vanous 
commodities. wroch in a money economy is achieved 
by making price correspond to cost of produchon, is 
the general condition for the best distnbution of pro­
ductive resources among various occupations) Co~es-
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pondence of pnce with real cost means that the factors 
of productJon are getting the same reward m dlfferent 
fields, thJ consum'!r IS paYing them the same amount 
for their seTV1ce~ whether they are making, say, boots, 
or motor-cars Ythe margmal utllIty which the consumer 
IS denvmg from theIr services 15 the same m dIfferent 
fields; no gam can therefore be made by transfernng 
theIr ,servIces from one field to another But 1f the 
rewards are dIfferent m dIfferent fields, higher, perhaps, 
m the production of cars than m that of boots, that is a 
Sign that the margmal utility denved from a umt of 
service IS higher in the case of cars than in that of boots, 
and that a gam could consequently be made by trans­
femng some amount of service from the latfer to the 
former until the rewards are reduced to equality. 

A'trade can only raise ItS rates of rewards above those 
of ItS neighbours by stmtmg the pubJic of ItS services. 
Cannot It unprove its relative posltlon, It mIght be 
objected, by supenorefiiclency? Certamly. Managenal 
skIll and~other forms of specIal skill must be counted 
among the factors. In the Ideal equilibnum, a trade 
conducted With hIgher managerial skIll should show 
higher profit to the manager than those conducted v\lth 
less. What the pnnclple demands IS that trades con­
ducted WIth equal effiCIency should show equal profits 
and rates of pay generally, .and It is a plahtude to 
remark that m the real world thIS IS often not so. When­
ever trades With equal effiCIency show unequal rates of 
pay the public would gam by an mcrease m the scale 
of operatlons of o~ and a decrease m !h~ other. If the 
rates of pay to all tTte factors are equal;-!he pnce, which 
IS the sum total of the rewards to all the factors, must 
be proportIonal to cost. 
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A !allure to adjust resources in this way neceSsarily 

means loss of national income, whether the commodIties 
involved are those which ~nter into intematioD;l1 trade 
or not. There is, therefore, no need to labour this 
pnnclple 1urther. A nation may be devoting too much 
attention to 'her exports or to some particular line of 
exports, or too little; the test is whether wages and 
other rates of pay are below or above ,those prevalent 
elsewhere: When rewards in the unsheltered trades, as 
at the time of writmg, are less than in the sheltered, it 
may be safely said that the amount of resources em­
ployed with the sheltered trades compared with that 
m the unsheltered is too small. At a time when 
productive resources are unemployed in all trades, It 
would be inappropriate to speak of' a transfer of 
resources employed in one field to employment in the 
other. What can be said ~ that It is desirable that a 
larger proportion of the unemployed resources should 
be absorbed by the sheltered trades. Unfort1mately a 
larger proportion are attached to the un$heltered trades. 
TIus has been, no doubt, a cause of the inadequate 
employment in both spheres. 

§ 3. Fulfilment 0/ Conditions Abroad not Essential. 
Smce we are considering not the best dlstnbution from 
the world point of view, but how any particular country 
can, taking the condItions in the outer world as given, 
best,utilize her resources, the qU!;.stion of the conformity 
between the foreign cost slructure and the wQrld price 
structure becomes irrelevant. The best that a particular 
country can do for herself is to make her own price 

• structure correspond to het own cost structure and to 
enter into such foreign trade as is consiStent with that 
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condltion and WIth the prevailing \\orld pnce structure. 
In a general way she gains and loses notlung by 
discrepahcies between the world price structure and the 
world cost structure. That is the affair of the \\orld , 
each foreign country will be better off the less her own 

, dIscrepancy is. The home country is mdirectly con-' 
cerned only in this way, that, accordlng to the second 
conclusion of Chapter II, anythIng \\luch makes the 
world richer will probably increase the benefits \\ ruch 
she is in a poSltion to derive from foreIgn trade. 

The home country, Vle\\"lIl8 the prospects of foreign 
trade, is hke the scientist studymg nature. He is con­
cerned WIth phenomena, \\ith the external world as it 
impinges on his senses; WIth changes of structure which 
can in principle have no effect on the world of experience, 
he has no concern. The trader's world of expenence IS 
the actual price structure of foreign countnes. 

Consider the case of \\ hat is called!2llmpm:. the habl t 
of selling abroad below the cost Of production. Any 
habit which causes violent fluctuations in the foreign 
price structure certainly does affect the home country 
adversefy. Each and every country is concerned to 
prevent Sltuations in which producers find it profitable 
to make big changes in thelT selling prices, wluch have 
no relation to the long period trend. But m so far as the 
Dumping is a permanent habit, the home country can 
regard a sustained offer of goods by foreigners at prices 
below the cost of productlon, preciseJy as if the low 
price were due to low cost. The low pnce has the same 
effect on her whether the cause be low cost or policy . 
../ If the Dumpmg has the effect of making the foreign 
price structure ~-.!'~"Il insulated cost structure, 
it is advantageous to her. if more like, disadvantageous. 
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Roughly, the Dumping of goods upon her is hkely to be 
advantageous, in that it enlarges the sphere of gamful 
foreign trade, while the Dumping of goods by com­
petitors in her export markets is hkely to be dIsadvan­
tageous. Similarly, with regard to the prod~cts of 
foreign II sweated labour." 
, Foreign bounties 6r Protection have analogous e1I'ects . 

..-protection to a particular commodity, whlle -ralSlng 
its price in the protected area, tends to make Its open 
market world price fall. The goods which the output 
of the industries fostered by the foreign country dIsplace 
have to find a 1J1arket elsewhere or general productIOn 
outside the protected ar,ea must be reduced. Both 
wll1 probably happen. If this occurs m a commodIty 
which the home country normally imports, she Will gain, 
if in one which she normally exports, she wullose. 

I 

§ 4. Failure 0/ Conditions: (a) When Industries are 
Growing or Declining. Free trade in conJunc~ion with the 
two subsidiary conditions secures the best dlstnbu~lOn 
of productive resources'. In the following paragraph<; 
something is said ,of the general circumstances ltkely 
to disturb the 9Ubsidiary conditIons. 

(I) Inequality of rewards in dIfferent occupations is 
a symptom that the 1r".lsfer of' productive resources 
from one trade to another IS desuable. ThIS may be 
~ue Jo a variety of reasons, a change in the world 
price stI'llCture, in the hotpe demand, or in the techmcar 
efficiency of industries~he "first sign that the transfer 
IS desirable IS a rise in the profits of t~e industry to 
which the transfer should be made or a depression in 
the profits' of those from which it should be made, at 
both. The reward to the entrepreneurs in the two fields 
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thus becomes unequal. Tills 1S necessary m a ~ystem 
of inwviduahsm to encourage entrepTeneurs in one 
field and to discourage them m another. The greater 
the'temporary dlSparity b~tween profits. the more 
rapId IS llkely to be the transfer of attenhon from one 
field to the other. 

It is sometimes thought that, owing to the sluggish­
ness ana conservatism of human nature, the natural 
mcentive to shift is insufficient to make the shift occur 
as quickly as it is de~1rable that 1t should. Thls mIght 
be a reason for increasmg the mcentive arhficially by 
glvmg bounties or Protection to the prosperous 
mdustry. It const1tutes a part of the argument for 
protectlllg Infant Industry. an argument wrectly 
opposed to the recent Bntlsh policy of safeguarding, 
which sought to g1ve artIficial support to mdustries 
m a state of natural decline. The pollcy here suggested 
,IS to4oster the strong in order to accelerate their growth 
and squeeze out the weak more rapidly. 

Agamst thi!. It may be ur~ed that there is danger m 
such a policy, smce hme is reqwred to show whether the 
change m circumstances wh1ch engen<Iered the pros­
penty is to be permanent, A reckless transfer of 
resources to and fro would btwasteful. The tardIness 
of entrepreneurs may not be more than prudent 
cautlOn requires. It should also be remembered that 
profit derived from the use of existing plant is sheer 
gam and that, so long as hquid resources used m con­
JunctlQ.n Wlt~ the plant are earning then proper rate of 
reward, the plant should contmue to be exploited. 
The low rate of profit is naturally a grievance to the 
owners of the plant. Nothmg should be done to encour­
age these owner!> to produce more since theIr plight 1S a 
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symptom that it will soon be desirable for some of their 
productive resources to be transferred to other industries 

While profits are high in one field and low in another, 
pressure may be brought to bear to alter wages and 
salaries, by the wage-earne~ in one case an~ by the 
entrepreneurs in the other. If this is carried out, a dis­
crepancy between comparative real costs and com­
parative prices arises, the money costs 10 the prosperous 
field are higher and in the depressed field lower in 
proportion to the coit in terms of the amount of the 
factors of production used. While'this disparity exists, 
the weak trade is artifiCIally fostered and allowed to 
drag out its declining career longer than it otherwise 
wQuld. This discrepancy represents a further fallure 
to tnake an immediate transfer of productive resources 
to their most profitable point of operation. If low wages 
are in the export trades, unprofitable foreign trade is 
being maintruned in the wake of opportunities of profit 
now vanished, if in the internal tradesl insufficient 
advantage is being taken of the opportunities in the 
foreign field. 

The shifting of rates max be due to the prevalence of 
a good level of employment in the prosperous field and 
of unemployment in the depressed one. If there is an 
actual shortage of hands in the good field the shift 
may be desirable as being the only method of stimulat­
ing the transfer of workmen. It is analogous to the 
shift in comparative profits. / 

It might be urged that even in these ~cumstances 
~he shift in rates is a sign of undeSIrable sluggishness 
on the part of the wage-earners, on the ground that the 
mere offer of employment in the improving field should 
be enough to attract the unemployed from ~he depressed 
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occupatIOn. But a change of occupatIOn has Its sacri­
fices and, If that is so, it is not desirable to make the 
change unless there IS an increment of income to com­
pensate for those sacrmces. If 10 these circumstances 
a ShIft 10 wage rates IS necessary to induce the change, 
while the dIscrepancy lasts the natIon is losing 10 

productIon, since the high price asked by the prosperous 
trade to cover'high wages IS unduly restricting the home 
or foreign demand for ItS wares, and the low price 
which the depressed trade~s able to ask unduly expands 
the demand for Its; but this loss IS offset by the 
savmg of sacrifice 10 the troublesome and pamfulprocess 
of transfer, which, It may be, can be conducted WIth a 
smaller aggregate of disutihty 10 leisure than 10 haste 

A dIscrepancy of wage rates when there IS unemploy­
ment in both fields seems less easy to justify. It is only 
lustlfiable at aJ,1 in so far as It stImulates transfer. But 
a relatIvely hIgh wage rate 10 the prosperous field, com­
bined WIth some measure of unemployment, IS hardly 
hkely to act as a strong stimulus. - A relatIvely hIgh 
rate of reward for any factor in an occupa~ion is JustIfied 
so long as there is a shortage of the factor there, both 
as a necessary check to the demand for the commodtty 
and an attractIon lOducing more of the factor to come 
from elsewhere. But, If there is unemployment 10 that 
field 1n'addthon to that due to normal seasonal fluctua­
tIon or, the shifting of ~mployment between various 
firms, the higher rate IS probably objectionable. 

Broadly, iILthe world at large. there has for some time 
been, and will continue to be. a sruft away from agricul­
ture. The reason for this IS, as Mr. Loveday has so well 
shownl that as people grow nch they spend a smaller 

1 Br,Ia,,, and W orlt: Trad~. passlDl 
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proportion of their income on food. The capacity of the 
stomach is lImited. The amount of food consumed 
continues to increase, but it increases at a lower rate 
than that of other commoditIes. If the bIrth rate 
among agriculturists is not lower than the average, men 
must be continuaijy dragged out of agriculture into 
other occupations. This has been to some extent offset 
in the past by the slower rate at ~hich productive 
efficiency in agriculture has increased, but with modern 
methods this increase wlll be speeded up. Consequently 
there has been a tendency for agricultural \\ages, at 
least in the old couhtries, to stand permanently below • 
those of manufacturing mdustry-for the sh1ft over 
is a continuous one. Thus agrlcultllre is permanently 
stimulated to produce more than Its correct output, 
by the comparative bounty to ,it prOVIded by the low 
wages prevalent in it. There is ihus a pnma facIe case' 
for giving some compensating artificial stimulus to 
manufacturing industry in general, especially in 
countries which are not already encumbered by an 
intense Il)anufacturing development. In countnes 
which are, it is believed. l'easonably or unreasonably, 
that it is desirable to keep a certain proportion of the 
population on the land and that this outweighs 
the gain which would be derived from further 
industrialization. 

If the shift away from agriculture reqwted for the 
proper distnbution-of ptoductive resources in the world 
becomes larger, the dIscrepancy bet\\een rewards in 
agriculture and those elsewhere will increase also. In 
the upward pha'se of the trade cycle secular m~vements 
of decline are usually lost sight of, while they are accen~ 
tuated in the downward phase. A crisis in agriculture 



54 INTERNATIONAL EC~NOMICS [CH III 

and a collapse In agricultural prIces may be expected 
to be regular features of the downward phase of the 
trade cycle in future, unless some other %!leans be found 
for securmg a quicker shift over in productive resources, 
or the trade cycle be elIminated 

The producbon of raw matenals is hkely to have a 
sirrular fate. Increased wealth not only involves an 
increase in the bulk of raw materials but also an Increase 
in the degree to wluch they are worked up. This In 

turn means that a larger proportion of mankmd wIll be 
needed for the finishing processes. Technical improve­
ments in the utlhzatlon of raw 'materIals may lead In 

the same direction. The productlOn of consumable 
necessibes may YIeld to that of quasi-luxuries. Within 
the sphere of quasI-luxuries there will be much more 
shIfting about of demand;han m the old more indIgent 
days The Jast-mentioned type of shift, however, is 
dIfferent from the others we are discussmg, smce its 
consequences are transItory and irregular. The shIfts 
from one broad class, such as foodstuffs or raw materials, 
to another are enduring and likely to set up perrnanf'nt 
discrepancIes between rates of pay in dIfferent occupa­
{IOns. These discrepancies, which, for short, we may 
call wage dIscrepancies, have an appropriate effect in 
stlmulatmg the transfer of labour and an inapproprIate 
effect in limitmg the transfer of enterprIse. Whether 
they should be encouraged or dIscouraged depends on 
the ClTcumstances of the case, on how necessary and 
effectIve they are in the matter of producing the move­
ment of labour. In so far as they are judged necessary 
there i!?~ case for giving an offsetting artmclal induce­
ment to the producers who are engaged in the growing 
branches of indu_stry, and for gIvmg an additional 

f 
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sqpeeze to those who are being squeezed out by the 
natural progress of events. 

§ S. Failure of Conditions: (b) Monppoly. (11) Prices 
may faU of 'adjustment to comparative real costs, 
because 'the factors have opportunities for organizing 
themselves better in one occupation than another, and 
so for securing better rates of reward. Discrepancie!> 
arising for this reason are wholly in)unous, in that they 
deflect the employment of prqduchve resources from 
the right channels. 

(iii) Prices may also faU of adjustment to comparative 
real costs, because the monopolistic or quasi-mono­
polistic character of a certain industry enables the 
employers to hold prices above costs. This circumstance 
may not be unconnected with the disparities 10 wage 
rates mentioned in paragraph (Ii) above, the men being 
able to stand out for higher rates in the quasi-mono­
polistic trades. Classical writers on economics were in 
the habit, when discussing monopoly. of dismis'sing It 
'as an exceptional phenomenon. This attitude is out of, 
date for two reasons. first because...pf the great growth 
in recent years of monopolistic combmatiohs of various 
kinds, whether mergers. trusts. cartels or gentlemen's 
agreements. and secondly because the theoretic analysis 
of monopoly and competition has revealed that both 
monopoly and competition are limiting concept!>, r 
abstractions. relating to conditioIl$ not always realized \ 
in practice, and that most industries work in conditions 
which are an admixture of those represented 2Y the 
two concepts. Thus a large sphere which the classical 
writers tbought of as competitive is in fact only so/in a 
partial sense. , 
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The Ideal of competition tends to be reahzed In the 
case of completely standar~ed commoditles In whIch 
the market IS fully organized and the IndIVldual 
producers many and unorganized In thIS case an 
mdIVldual throws hIs produce on the market In the 
confident expectatton that he wIll get the rulmg price 
for It and that hIS contnbution will not have a dIs­
cermble effect on that pnce. It IS in hIS interest to 
push hIS productIOn up to the powt at whIch its cost IS 

I ~ 

equal to the prevailmg pnce. 
True monopoly, on the other hand, iHealIzed when a 

SItlgle firm, by the possessIOn of a state grant or patent, 
or of the whole of the available supplIes of a limIted 
natural prop-uct, or In vIrtue of its lffimense sIze and 
commensurate resources, which enable it easily to buy 
off any competitor who IS not prepared to operate on a 
SImIlar scale, has absolute control over the whole 
market Such a firm pushes Its production not to the 
pomt at whIch its cost IS equal to the pnce, but only. 
to the pomt at which its cost is equal to the increment 
of receIpts due to the marginal product.1 The pnce 
exceeds the mcrement of receIpts In the case of the 
monopoli5t, for, smce he IS the sole supplier, a dIS­
cermble increase 6f his output has a discernIble effect 
on the market pnce, It will depress the market pnce 
by an amount which depends on the elastICIty of 
demand But this depreSSIOn in the price affects the 
whole of the rest of his output. By Increasmg hIS 

1 For mdustnes subject to decreasmg costs, margmal cost must 
be subnutted for cost in thts sentence, total cost per urut Will be 
somewhat higher than margmal cost, but It Wlll still stand below 
the pnce, If the quasi-monopoly allOW!l abnormally lugh pront to 
be made (Total cost per umt, or, as more bnefly expressed lD the 
text throughout. cost, 15 taken to lDclude a normal Tate of pront 
for the entrepreneur) I 
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supply he has spoilt his own market. The increment 
of receipts due to this extra output is not the price 
of this increment of output at the new price level .. 
but the price of this less the difference between the 
price at which he used to ieIr the rest or his output 
and the price. at which he now has to sell it. He WIll 
not produce this extra output unless the increment 
of receipts, so measured, whIch is due to It, covers the 
cost of making it. vthe less elastic the demand, the more 
the price exceeds the increment of receIpts and con­
sequently of cost ......... The monopolist IS always limlted 
in his attempt to mulct the consumer by the elasticity 
of demand. Happily the de!Jland for most commodities 
has a considerable degree of elastiCIty owing ts> the 
availabilIty of substitutes. Traffic may desert the 
railways and take to the roads; electricity may be 
used instead of gas, etc. 

Few producers have an absolute monopoly; but less 
producers than used to be supposed work in conditions 
of ideal competition . ./Any condition in which a 
producer cannot increase sales without making a price 
concession implies partial monopoly. This may arise 
In two ways. either by adhesion to an agreement 
among the producers. or because the market is not 
completely organized. or the product not standardized. 

In both these cases price will stand ~bove the incre­
ment of receipts due to an increment of output. But 
th,e co~t wlll be equated. so far as the producer's know­
ledge of his 0}VIl cost and market conditions enables 
him to equate it. to the increment of receipts 1 Conse­
quently the price will stand above the cos~ of produc-

I For the modification required m this propOSItion m the case 
of decreaSing cost mdustnes. 1114. P 56. footnote. 



58 INTERNATIONAL ECONOMICS [CH. JlI 

tion. Producers will often fail to act in their true 
interest, but we may assume that their efforts to do 
TO WIll lead to an even dIstnbution of theIr errors 
around the pomt of their true interest, and the pnnciple 
that the so~shall be equal to the increment_of receIpts, 
if not venfied1trthe-case of each individual; may be 
accepted as a statIstical law. 

Under tros head the dIscrepancy between price and 
cost WIll be greater. the more important the element 

. of goodWllI, the more speclahzed and indIVIdual the 
product and the less organized the market The greater 
the dIscrepancy, the more output will fall below 
the level required if producttve resources are to be 
distnbuted m the right way. 

Whether anytrong can be done to WhIP these parbal 
monopolists into greater actIvity in an individuabst 
economy is a question dIfficult to answer. 

§ 6. Summary. To resume the main thread of 
argument. In Chapter II it was laId down that. to gam 
full advantage of mternational dIVISIon of labour real 
cost ratios must be the same lD all countnes. In the 
present chapter It has been argued that the most any 
particular country can do is to make her real cost-f"atios 
correspond to world price ratios. 

This correspondence WIll be effected If three 
condItIons are realized. 

(1) The price ratIos must be the same inSIde as 
outside the national frontiers (the Free Trade 
condItion). 

(n) Rewards to factors must be the same in different 
occupatIons. 

(iii) Producers must be prepared to sell theIr 
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wares at prices proportional to the money costs of 
production. I 

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



CHAPTER IV 

COMPARATIVE PRICE'LEVELS 
I 

§ t. A Classification of Goods. In Chapter III two 
questions were put. OI)e, dear to the heart of classical 
economists, was, what is the best distrIbution of a 
nahon's productIve resources among Ctfferent occupa­
tlOns? The other was, what are the circumstances in 
wluch a nation wdl be able to make full use of her 
productive resources? Before the second question can 
be answered some consideratIon must be gIVen to the 
relation of national PrIce levels to each other. For the 
purpose of thIS study it is 'convenient to make a three­
.fold classification of goodS. The division sketched out 
below has. lIke all such diVlsions, an arbitrary element. 
Many slIDllar dIVlSIons might be made. In the attempt 
to analyse a hIghly complex phenomenon some arbItrary 
simplIfication IS inevitable. 

A The first division of goods, called briefly ~oods 
hereafter, are the st~le goods of homogeneous_char­
acter and capable oJ entenng into foreign trade. This 
crass consists in the main of raw matenals and food­
stuffs. The rates at which such goods exchange for 
each other are, with due allowance for the costs of 
transport, common throughout the world. Gold is such 
a commodity. If we take price to be the exchange' 

60 , 
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value measured in terms of gold~ these good:;, have a 
single international price level. The pnces of silver, 
copper, com of specUic quality, rubber, te~ etc., are 
telegraphed from market to market and, if the price 
of an ounce of silver in London differs from its price m 
New York by more than the cost of transporting that 
ounce one way plus that of transporting its price in 
gold the other, that difference is at once corrected by 
an arbitrage operation. If the price of silver is higher 
in IO'iUfon, 1£ 1S simultaneously offered for sale in 
London and purchased in equal quantity in New York, 
until its price is brought to an equality in the two 
centres. The same ,is true of all staJ;lle goods for which 
an organized market exists in the important commercial 
centres throughout the world. 

The conditions of perfect competition referred to ( 
on p. 56, have, on the wIloIe:tended to prevail in the \ 
pro<J.\l~!o!l_ of A goods. But deliberate attempts at 
the control of output by producers' agreements have 
recently been made in a la,rge number of cases. 

B. When m1.1ch labour is embodied in the working 
up of raw materials ,into a finished or half-finished 
condition, the resulting commodities are apt to be 
somewhat specialized in character, differing in qUal1ty 
and detail of design accordmg to the place in which 
the manufacturing process is carried out. These 
differences destroy the unity 'of the world market. 
English electrical apparatus deSigned for a certain 
purpose may be different itt various particulars from 
German electrical apparatus designed for the same 
,purpose. Consequently machinery for organizing a 
single world price fOr such apparatus cannot come 

I· , 
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mto play. Each tYP,e of product has its own price. 
v The difference between such pnces is often greater 

than the quahtative dIfferences of the products mIght 
be expected to justify An organized market estab­
hshes an impersonal contact between those who have 
a demand for and those who have a supply of the 
commodity there dealt in. In the absence of such a 
market, the contacts are of a more personal kmd, good- .. 
WIlliS estabhshed between buyer and seller, channels of 
trade become stereotyped, habIts are formed and the 
subsbtution of German goods for sImllar Engli~h goods 
can only be secured by a bigger prIce differential than 

• that correspondmg to the difference m the .u.twty of 
the goods. 

To this category of goods many services alsa belong 
Insurance or the Issue of securities 6ught, It might be 
thought, to be suscephble of internatIonal standardlza­
bon. But many dIfferences m the detaIl of national 
law and custom creep m, to distinguish the qualIty of 
the services offered at various commercial centres. In 
consequence of this firms can estabhsh relations of 
goodwill with their clIents, habits are formed, and an 
mternatIonal unity of market IS not achieved. 

C Some _goods and sel'Vlces are by therr nature 
mcapable of entering into mternational trade. Such 
are houses, fixed plant, railway sel'Vlces, publIc utility 
sel'Vlces, and domestic sel'Vlces; these cannot be 
moved from their location. 

Retail goods must in general be regarded as amalgams 
of A (or B) and C goods. TIns fact has important 
implicabons, as will subsequently appear. The price 
of coal to the domestic consumer is, it is well known, 
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. very much higher than its price at the pit-head. The 
I prices of all goods in the shop window stand well above 
I ,the prices at which those goods are discharged from the 
factory. Tge d1fference is due to 'the many serv1ces 
which have to be performed m transporting the goods 
and making them aVailable for the retail purchaser's 
selection. I If -the goodS were to be exported, such 
services would be irrelevant. When the goods reach 
the shop window they must be regarded as embodying a 
purely domestic (C) element; they would only be capable 
of bemg exported at a value far below that wh1ch they 
are now expected to have attained; they have been· 
metamorphosed from tradable into non-tradable goods. 

There is no international price level for Class C goods. 
The price levels of these goods in d1fferent countnes 
are related to each other only through the relation of 
~ach to the A and B goods. . 

We have then before us the followmg problems: 
(1) What determines the international price level, 

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

goods? \ 
(lii) B goods stand in an intermediate positIon. 

There is some tendency towards a common international 
price level. Bdt complete uniform1ty is seldom 
achieved and for long periods there may be cons1der­
able d1fferences between. the prices of simllar B goods of 
d1fferen,t natIonal origm. 

The discussion of this ~apter presupposes sotne 
common world monetary standard, such as gold. The 
comphcations which anse when various countries have 
independent standards must be postponed. until the 
monetary.mechamsm has been e).plored. 
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§ 2. The Price Level of International Goods. The 
tradItIonal treatment of monetary theory IS not wholly 
satIsfactory for the study of InternatIonal trade .... This 
treatment uses .. .the concept of a general pnce level, 
willch IS the recIprocal of the value of gold. The general 
pnce level can thus be shown to depend on t~e demand 
and supply of gold, willch in tum depends, when 
allowance has been made for its industnal uses, on the 
quantIty of valuables It has to be exchanged ag~mst, 
on the rapIdIty with whIch it IS turned over, and on ItS 
quantIty The equatIon embodymg this truth, which 
IS known as the quantity theory of money, may t~n 
be set out. 

The vahdlty of tills theory cannot be shaken, but its 
employment IS not of great service in the elucidatIon 
of the problem before us. If It IS applIed on a world 
scale,j; determInes, not the InternatIonal pnce level, 
that IS, the average of the pnces of A goods which have 
a common International pnce, but the general world 
pnce level, willch must include the pnces of all valuables 
exchanged and, In particular, of samples of Band C 
goods from all natIons The quantIty equatIon applIed 
on a world scale does not bnng out the relation of the 
mternatIOnal prIce level to the natIOnal pnce levels.1 

v The mternatIOnal pnce level does depend partly on 
the relation of the quantIty of gold and Its effiCIency in 
use to the world output of goods. But It also depends 
on the relatIon of the demand and supply of world 
goods to the aggregate demand and supply of all 
national (C) and quasi-natIonal (B) goods. I t IS some­
tImes rashly assumed that, If the productIon of gold 

1 For the vanety of dlfferent pnce levels and the equations 
.. appropnate to each. see J M Keynes. T"ahse 011 M O1Ie~c.hs IV-VI 

--' - --- - '\I.t 1. 
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were sufficient to keep pace With the increase m the 
world production of goods, the international price leve~ 
would remam steady. But this would, not occur If the 
value of these goods happened to decline, as it-probably 
will over a long period, for rea~ons stated in Chapter 
III, relatively to a sample of all national goods. (Even 
if the production of gold were sufficient to keep pace 
with the increased world production of goods, the mter­
national price_level would probably fall.)Thls, con­
joine'd Wlth la rise of other price levels, might be 
accepted as a necessary evil, but its incidence on the 
burden of international debts shol,lId be noticed. Smce 
these tan only be paid in international a~d quasi­
internati'onaJ (B) goods, 1 the burden of mternatloI,lal 
debts, payable with relatively depreciating assets, must 
mcrease"even if the general 'Value of the gold in which 
t,eyare expresstd w~re held stable.-

The unity of the international price levellS disturbed 
by transport costs and broken by tariffs. In the case' 
of A goods, a. traveller leaving a centre of output WllI 
ascend a slope of rising pnces until he reaches the 
watersned which bounds the area suppp.ed by a neigh­
bouring centre. The level at the vanou~ centres is not 
necessarily the same. The price" at each centre plus 
the cost of transport to the watershed dividing them. 
must be the same. If the gradient of the ground (1 e. 
the cost of transport per mile) is. the same on either 
side of the watershed, 't~e pnce W1ll be lo'\\er at which-

1 Also called above quasi-natlonal goods. Theso terms ~ 
clearly Interchangeable. I 

• The ,..al burden WIll not Increase if the reason for the re~lve 
fall of ",-goods IS a relatlve Increase of effiCIency In prodUCIng them. 
but It will Increase In so far as the fall IS due to the slugglShness 
of factors ID transfemng themselves to the produetloD of goods,for 
which the~ IS a relatlve rlSO lD demand. 
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ever of the centres is further from the watershed . 
. Generally pnces will tend to be low near the large 

centres of supply But qUIte small centres may reach 
very low levels If the gradlent m the neIghbourhood IS -
steep Small centres may also be found at very hIgh 
levels The demand may be thought of as bemg 
dramed mto the centres of supply, lakes whose Slzes 
depend on the amount of the demand wruch tliey 
satIsfy 
"Tanffs are dams Impedmg'the flow of demand oUt­
wards from a given area (but not impedmg the flow, If 
there be one, m the contrary rurecl1on) If s~me of 
the demand flows out over the dam, the pnce mSlde 
Wlll exceed that outsIde by the amount of the tanff. 
If, however, the tanff IS completely obstructive, the 
pnce mSlde may stand anywhere between the pnce 
outslde Iplus the tanff and the pnte outslde. The 
pnce Immediately mSlde the dam cannot fall below the 
price immedIately outsIde It, for It does not obstruct 
the mward flow of demand. 

/ 

§ 3. The Price Level 0/ Quasi-International Goods. A 
tra~eller explonng the pnce level of B goods finds 
<;omewb.at dIfferent scenery. In the first place the 
ground 15 rougher, partly because tanffs are more 
numerous and hlgher, put also because the market is 
Incompletely orgamJ;ed and the cost of sale!>mansrup h 
heavier. DIfferent pnces f<;>r very SImIlar goods may be 
found m -close geographical proxlmlty, if trade I~ 
\l"unnmg m old channels. The margm of a centre's 
m!rket ryay not be the most dIstant part of it. One 
feature may strike hIm particularly. In the <fise of J\ 
.goods he found that, as he approached a centre, pricec; 
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fell to a minimum in its immediate viCInIty. An the 
case of B goods he may find an opposite phenomenon­
pnces nsing as he approaches the centre of supply. He 
is then in the presence of the notorious and unduly 
maligned prachce of Dumping. The centre of supply 
will in thIs case prove to conSISt, not of a large 'number 
of independent tompetit6rs, but of a SIngle firm or 
gr9uP of firms with a tacit or expressed agreement to 
exploit the market to the best of their advantage 
They can charge a higher J>rice near the centre of their 
area because that IS most distant jrom the rival 
centr~s. In pure competition it is only to consumers 
m close proXImity to the watershed that it IS nearly a 
matter of indIfference which centre they ,draw their 
supplies from; to those much ~earer one centre than 
another it is a great advantage tq draw from their own 
centre. The monopolist or quasI-monopolist exploits 
this advantage and extracts a hIgher pnce from his 
immediate nelghbours than he gets from those on'the 
periphery. 

For fuis reason a country which exports more- B 
goods than she imports is likely to have a higher 
generlU pnce level than the country which Imports more 
B goods than she exports. For, SInce we may suppose 
such a country to Import more A goods than she 
exports. the,pnce level of the-iA goods will probably be 
higher than that of the country in the opposite posi­
tion, to cover the higher cost of transport of the A 
goods; the price level of her B goods, on the other 
hand .. will not be proportionately lower and may not 
be lower at all. 

From the nature of the contours the traveller may 
get some glimpse 'Qf the future. If high and low priced 
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13 goods of slnular qUalIty are selling side by sIde. the 
_ high pnced. centre IS only mamtammg Its posItion by 

a goodwill. that is bound- to wear down wIth hme 
The' area controlled by the centre supplymg the hIgh 
pnced B goods is probably subject to a long penod 
recession. 

Another rough generalization may be made about 
the B goods pnce level. In a penod of fallmg world 
demand and a falling general pnce level, the production 
of goods Wlll tend to be cut down. Suppose that there 
IS no general fallm the reward to factors of production. 
In the case of A goods the law of increasmg costs comes 
Into play and the lower world pnces are met by a 
restnction of production WhICh reduces thbr real cost. 
B goods are more generally subject to the law of 
decreaSIng costs over a WIde range on the productlve 
SIde. A restnchon of output may have no tendency to 
reduce real costs. It will therefore have to be pushed 
further if the new pnce IS to cover the cost. If there is 
no reduction in rewards. the pnce of B goods \\Ill be 

• sustained and the fall in demand will have to be met 
by a sufficient restnchon of output. The A industnes 
will complaIn chIefly of ovoc production and low pnces 
In the- slump. while the B Industnes will complam of 
excess capaClty and unemployment; output will be 
more sharply restncted 1. the latt/!r and the pnce level 
better sustamed. 

§ 4. The Price Levels of Domestic Goods. It 1S now 
necessary to approach the problem of the relation 
of the national price levels of C goods to the mter· 
nab~nal pnce level of A goods. The class of C goods as 
ongmally defined includes the fixed capital of the' 

I 
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country. The followmg remarks do not apply to the 
price of existing capital equipment, but only to that 
of new equipment (of kinds tha,t cannot be exported) 
as well as to all C services such as transportatlon, 
retailing, catering, public utihty services, etc. 

Any two countries wIll tend to have the s~me price 
of C goods if the three following conditions are fuUilled .• 
If these conditions faU, the price level of C goods will 
be unequal in the two countries. I , 

It should be remembered that the goods falling into 
this cI\ss dtffer according to the tastes and habits of 
different countries, and'dl1liculties of detail arise in any 
attempt to measure the price levt:ls against each other. 

, This analysis only aims at a broad result. 
(i) The ratio of the efficiency in producing C goods 

to that in producing 'A goods must be the same in the 
two countries. 

(ii) The rewards to factors of production must 
either be the same in A industries as they are in C 
industries irt each country, or the ratio of the rewards 
in A indqstries to those in C industries must be the 
same in both cQUlltries. (The former of these alterna­
tives is a special case of the latter) 

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

With regard to the ti~t condition, it may be observed 
that great ;lifferences between national levels of effi­
ciency are usually due either to differences in natural 
resources or to difference in ~he degree to which 
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scientific knowledge ~d capItal have been apphed to 
manufactunng processes. Both these dIfferences affect 

'the productIOn or A and B goods On the slde of 
retallmg, transport and domestic servIce It is doubtful 
If dIfferences 10 efficiency occur on so great a scale. 

/ Smce gold rewards are proportional to effiCIency 10 the 
output of tradable goods, highl,y efficient countnes may 
find the gold cost of proVIdmg their C servIces, 10 

which proportIonal economies cannot be made, higher 
than that 10 the1less efficIeht countries. It may be 
expected, therefore that the pnce level of C goods wIll 
be hIgher In the more efficient countnes Expenence 
confirms this theoretIc conclusion. 

The cost of hvmg IS compounded of the pnces of A, 
, Band C goods. The efficient countries wIll therefore 

tend to have a rugh cost of hvmg 
If the second condItIon is not fulfilled and rewards In 

the sheltered 10dustries exceed those in the unsheltered 
10dustries by more in one country than another, the 
output of the sheltered industnes WllI. caens partbus, 
be more highly pnced in the former country 

The popular Idea that in tImes of change there WIll 
be greater pre!\Sure to adjust rewards to factors in the 
unsheltered (A and B) 10dusuies than in the sheltered 
(C) 10dustnes is well founded. Whereas a period of 
.,lump 1Ovolves som~ contraction in the demand for C 
goods and therefore some wessure to reduce rewards. 
a fall m the world price level. of A and B goods may 
leave a country, whose rewards remain stationary, 
lugh and dry, 10 the sense that none of its A and B 
products could be marketed at all if costs had to be 
covered at the old level of rewards . 

..; While th~ tenden~~_equ.ality of th.e pnce levels of 
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_A ~ds' and, within broader hmits, of B goods in 
anrerent countries is indisputable, it -cannot be said 
that there js such a tendency in respect of &,oods in 
general.V'()n the contrary, a general equal~y of price .. 
m which C goods-and all retail goods have an lmpor­
tant C element-are included would onl~ realized in 
special and unlikely circumstances. 
- If countries have, as has been assumed rutQerto, .1 

common monetary standard, such as gold, prices may' 
be compared directly. If there is no coI1imon standard. 
prices in each country are expressed in terms of dlfferent 
national units and must be measured against those in 
other countries by reference to the rates at which the 
national 'Currencies exchange with each other 
, Whatever the rates of exchange ruling. the prices of 
A goods, so measured, will not vary outside the limits 
imposed by. the costs of transport and tariffs. 

If countries have no common monetary standard. 
fluctuations may occur in the rates at which their cur­
rencies exchange against each o!.her. Some of these 
fluctuations may be caused by transient day-ta-day 
condltions. An attempt has been made to di:,tingwsh 
such fluctuations frqm those due 10 the normal trend 

.by reference to compara~ive national price levels. Thb 
attempt iymown as the Theory of Purchasing fower 
Parit)V"'ft is asserted that the rate at ",hich currencies 
exchange against each other should normally be- that 
rate whlch causes each when coaverted into the other 
tQ.purchase the same quantity of goods in the land of 
the currency into which it ~ been converted as it 
purchases at home. That the purchasing power may 
diverge within the limits imposed by the cost of 
transport and tariffs is recognized. 
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If attentlon IS confined to A goods, it is clear that 
(;urrencies converted at the rulmg rates of exchange 
wl1~ purchase the same quantity of these, whatever the 
rate of exchange. For as quotatIOns are telegraphed 
from centre to centre, each centre calculates the rate 
at whlch It Wlll quote for A goods by takmg the rates, 
at whIch the cllJTencies of each'centre exchange, into 
account'V1n each country A ~ommodlty pnces are 
purely the ~ffect of the foreign exchange rate and 
cannot be used to determme what that rate of exchange 
should normally be. 

When C goods are taken mto account the Theory of 
Purchasmg ~ower Panty IS no longer true. For C 
goods are not expected to have the same prices m 
dlffere~t countn"s, except in the unusual case m which 
the three cortillhons referred to above are fulfilled. 

\ 
If the degree of faIlure Ofl actual condItions to corre-
spond to those postulated were known and could be 
accurately measured, It would be passible to deduce 
the normal rate of foreIgn exchange from the actual 
pnces of C goods The norm.l~ rate of exchange must 
correspond to purchasmg power panty after the faIlure 
of these condItions to be realIzed has been taken into 
account If a SImultaneous shIft occurs both in the. 
normal rate of e~change and m the degree of failure 
of these conilltlDns to be reahzed~ whether the latter 
shIft is necessanly cause and the former effect, or 
whether the roles may. be reversed, we are not yet in a 
pOSItion to conSIder. We can only do so after a study 
of the monetary system. 

I 

§ 5. The Price Levels of Factors of Production. 
Factors of production are hke C goods in that there 
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is no tendency tbwards ~ common international price I 
level. Uniformity of price level is brought about by 
the free flow of demand from a high to " law level and 
the flow of goods In the opposite directIon Some of 
the factors are completely lInmobile, between nations, . 
others have a very limited degree" of moblhty Mmes, 
land, railways, and fixed eq9ipment cannot be moved 
at alJ. There IS some InternatIonal flow of labour, but 
a very small one relatively to the large wage dIfferences 
which eXIst. Migration is impeded by the cost of move­
ment, by the many sacrifi~s which the severance of 
home ties and the abandonment of welJ-tried habIts 
of life involve and, especially in recent tlmes, by severe 
national restrictions on immlgration. South America 
is the only important region of the world which can 
be said to \Velcome immigrants. The movement of 
scientific knowledge, business abIlIty. and Industnal 
skill is also extremely" slow and sticky. Free capItal 
moves somewhat mQre easily.1 Foreign. investment In 
fixed Interest secunties is restricted by the posslbihty 
that the lending or borrowing count'ry may depart 
from the gold standard, and by the investor's 19norance 
of the chances of default owmg to pohtical or economIc 
disturbances in the, borrowing country. Other forms 
of fo~eign '1nvestment are also I'estncted by the 
mvestor's ignorance of the true prospect of the success 
of enterpnses in dIstant lands InternatIonal move-
I rpent of free capital on a latge scale does nevertheless 
occur. 

Classical wrIters made the immoblhty of factors of • 
productIon the basis of "the dIvision between thetr • 
treatment of natIonal and that of international trade. 
WIthin the country it was assumed that rewards to 
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factors in chfferent employments might legitunately 
be regarded' as tending to equabty. As between 
dIfferent countnes this is not even an approximation 
to the truth.1 In a closed national system the proper 
mstnbution of productlve resources among occupations 

• IS that which makes the output in each have equI­
marginal utility. To secure equi-margInal uhbty of 
output in the world as a whole. the factors of production 
would have to be moved from one nation to another 
on a vast scale. The output of produchve resources 
10 the U.S A. or England has exceeded and vnll long 
contmue to exceed ,the output in Poland or India. 
To secure the best international divIsion of labour 
With the eXlstmg dIstribution of population and sklll. 
It IS necessary tol fall back on the principles already 
enunClatecV'Goods should be allowed to flow between 
countnes so as to secure that the ,at,os of the output 
per head 10 dIfferent occupabons should be approxI­
mately equal 10 all countnes. The absolute level of 
output must remam dIfferent in dIfferent countnes, so 
long as the factors of production cannot flow freely 
between them The countries WhICh have the higher 
absolute level are the more efficient countries. \ 

Broadly. rewards to factors in each country ~!:~lL 
..pfol?orhon_tu~~~ienc~'l ThesuOstantlal truth 
as well as, the bmltations to this doctnne may bE' 
demonstrated by supposing the Opposite. In "hat 
follows It is assumed that the relation of pncc-. to costs 
10 the world as a \\hole IS such that productIve resources 
10 the world generally ar~ in reasonably full employ­
ment. The OppOSIte conmticrn receIves examinahon In 
a subsequent chllpter'(Ch. , II). but 1<; not relevant to 

I Cf cb I. sec J 
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a consideration of the relauve positIon of countries. 
First supJfose rewards in a particular country to be 
low in relatIon to her efficiency. Rewards may-be 
apparently but not really low in this sense. For 

• in.stance,low wages per hour may so iJnpair the health 
and efficiency of wage-earners, that a rise would increase 
output per unit of wage cost. To raise wages above 
such a level would be to make them lower" in rela'tion 
to the efficiency of the country," and conversely. If 
rewards are low, the pnces which a country can obtain 

. by the sale of Mr A and B goods w1l1 then on the 
average exceed the rewards payable to her factors in 

. respect of their productive services. But thi~ 1S 

ImpOSSIble. The' price received for a commodlty must 
be dlVlded among factors of production. It follows 
that the sum total of rewards payable in respect of a 
representativ~ parcel of her output cannot be less than 
the price obtamable for it. 

A cUstinction may, hdwever, be drawn between the 
'relatIvely infleXlble ,rewards to factors, whose rate is. 
pre-determined by contract or agreement, and the 
adjustable item of profits. The sum total of mfleXlble 
rewards may be low 'in relation to the efficiency of a 
country, profits being correspondlngly high. If this 
condition persists pressure may be brought to bear to 
raise the mfleXlble rewards. (.l~ox-da.!lt.e...w11h....1he. 
'~~~QlLQU~ac~~n be rewar~ 
-!D.. .rroportion to its own margmal net Jiroduct. It 
should be'observed 10 paSSIng, however, at lf one of 
the factors. such as labour, is not well organized to 
press Its claim for a rise in reward \\hen occasion offers. 
It may, in certain circumstances. continue for a long 
period to be paid a reward \\hich is low in relation to 
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the productive capacity!,f th~ country, it may continue 
$0 to say, to be "exploited"; the certain circum­
stances may be defined as those in WhIch employers are 
in a quasi-monopolistic condItIon vis-a-vis labour. This, 
in its turn, may be explained as ~he condition, whlch~ 
IS Indeed the usual one in the absence of collectIve 
bargaInmg, in which a nse In the demand pnce of 
labour does not operate through an organized market, 
but IS volunteered by an emp}oyer. An employer who 
offers such a nse has to pay more not only for the 
increment of labour he may wish to take on, but for 
all the labour he is already employmg, and tends to 
make the marginal product of labour equal not to the 
wage he pays; but to. the total Increment of outlay 
In wroch the nse 01 wages required to attract the 
margmal increment pf labour involves him 1 Wages 
Will then stand below the marginal net produc~ of 

. labour. 
Secondly, suppose that rewards are high in relation 

to the effiCIency of the country. At first SIght thiS mIght 
also appear to be ImpOSSIble since not more than the 
pnce obtamed .for the representative parcel of products 
can be paid out to factors. InfleXIble rewards mIght 
mdeed be hIgh, profits In thiS case bemg squeezed. 
The twb converse suppositions of low and hIgh mflexIble 
rewards do not, however, lead to sImuarly opposed 
results. If profits are high there IS a tendency towards 
expanSIon of o~tput, but thIS is ultimately llIDlted by 
what lS phYSIcally p'0ssIble. The total output of a 
country cannot exceed the physical capaCIty of her 

I Cf the analYSIS of the relation of cost of productIOn to Increment 
of receipts lD the case of the qUasI-monopollstlc producer of goods 
lD ch III. pp 56-57 



§ 51 COMPARAiflVE PRICE LEVELS 
I • 

77 
productive resources. If profits are low, on the othel 
hand, there is a persIstent tendency towards con­
traction. The process of contraction ddes not meet 
W.lth a physical obstacle analogous to that which 
opposes Itself to a limitless expansion. As contraction 
proceeds, it may, if confined to one country, produce 
a new equilibriulll. By restricting output a country 
tends to confine herself to the- fields in whIch her 
comparative advantage is greatest. By lImiting the 
scope of her activity, she raIses her own efficiency per' 
unit. Thus the sum total of all rewards cannot be rugh 
in relation to her efficiency in the output which she 
actually undertakes, but they may be high in relation 
to her effiCIency in the broader sphere of what she could 
undertake, were -re't"ards not so high. High rewards 
are secured ~t the cost of the.partial unemployment of· 
her productive resources. 

A country which relies chiefly on the production of 
B goods is in a rather worse position than one relymg. 
chiefly on A goods, when faced with the demand by 
factors for rewards in excess of what efficiency justifies. 
The A goods country raises" at the cost of unemploy­
ment, the average productive efficiency of factors in the 
various fields of employment by the operation of the 
law of inCreasing productive costs in th~ production of 
A.goods.1 But B goods are often not subject to this 
law over a wide range on the productive side. The 
restriction of output may not raise the average , 
efficiency on the productive· side in respect of each 
of these goods. If the production'of the least profitable 
types is abandoned altogether, average efficiency ~ay 

I ThIS means the real costs deer_as. and productive effiCIency 
Increases when production IS restnded: 

\ ' 
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be somewhat higher In the remaInIng field than it was 
In the whole field before. But in the types some output 
of whiCh IS still undertaken,. there will probably be 
no gaIn of efficiency m productIon, the adjustment, if 
any, beIng made through the abandonment of the less 
accessible markets. But as the foreign competItor 
approaches, the new frontier may soon become as hard 
to defend as the old one. The higher reward IS being 
pfud m part out' of a capital asset-goodwill. As time 
passes, tf there IS no adjustment of productIve efficIency 
to reward, or reward to productive efficIency, more and 
more goodwill may have to be sacrificed progresslvely, 
and, wIthout any further Widening of the gap between 
reward and efficlebcy, unemployment Wlll grow 

To recapitulate, the sum total' of all rewards must be 
. proportIOnal to the efficIency of a country In respect 

of the output which she undertakes. The sum total of. 
Inflexible' rewards may be low 10 relatIon to t that 
efficIency, ,but thIS will be precisely offset by high 
profits. -The sum total of inflextble rewards may also 
be hIgh m relatIO~ to that efficiency, If profits are 
correspondingly low; this conditIOn IS unstable, how­
ever, as output WIll tend to contract. Finally, the sum 
total of all rewards may be high m relatIOn to the 
efficiency of a a>untry m respect of her potentIal output; 
10 tills case there Wlll be unemployment. • 

The foregOIng analysis did not take account of the 
fact that not all output is lIl-arketed at world pnces 
That -:level of rewards may be regarded as neither hIgh 
nor low In relation to her efiiclency whlch enables a 
country to sell. at a normal rate of profit, enough to 
give employment to all productive resources other than 
those engaged in C mdustnes. C goods may be wVlCled 

I 
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into two classes, consumable C goods (ind se~ces) 
and immovable capital goods. What determines the 
proportion of total resources devoted to providmg 
consumable C goods (and services) may be stated fairly 
simply . ..since the total income IS equal to the sum of 
rewards t'\ all factors, the proportioI,l of reSources 
devoted to the production of C consumables lS equal 
to' the proportion of total income expended upon them. 
(This statement has to be modified Ifl'art of mcome IS 

denved from foreign inyestments or foreign gifts; 
more will be said.. of this later.) The proportlon of 
productive resources devoted to tne output of fixed 
capital 1~. in equlhbrium, detennined by the rate of 
savmg ot the cOIJ}Illunity and the technique df industry. 
At any given time there is therefore a definite propor­
hon of total productive resources, which, if the system 
IS in equlhbrium, are devoted to C-output. The level 
of rewards proper'to a country may therefore be defined­
as that which'enables such a quantity of goods to be 
marketed at world prices with a normal rate of profit, 
that~ if the employment so given is added to employ­
ment given by G industries when in their' normaJ 
relation to the A and.B 'mdustries, the producbve 
resources of the country are in reasonably full employ­
ment. If inflexible rewards are higher than this there 
will be unemployment, If lo"er, mflated profits. 

There IS muchl popular misconception regardmg the 
detriment to this country that is due to the prevalence 
of low wage rates elseVlhere. Smce many countries are 
less efficlent than this country. wages must Fecessarily 
be 10\\ er in them; the low w41ge is .offset by low effi­
ciency. Of course the low \\age may also b~ due-to the 
abilIty of the other factors to secure a larger share of 
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the product; in this case the low wage is offset by high 
profits or rents Low wages In foreIgn countries are 
decned on the ground that they give those countnes 
a!1 unfair competitive advantage; this athtude is 
hIghl~ confused. A foreign country's power as a com­
petItor depends on the volume and nature of her pro­
duchon, the payment of low wages Wlll not allow her 
to force production above the level determined by the 
numbers and skill of her people. She cannot sell more 
than she can pr<?duc6r We are benefited If the foreign 
country can maIntaIn production at a high level, unless 
she happens to speciahze in the goods wroch we export.l 
In thIS one case we are Injured by her prospenty and 
would gam If\her output declmed. To complaIn of her 
low wages means nothIng unless it means that we 

• shoul,d hke her to put her wages so high as to restnct 
her output and create unemployment in ~er own 
lana; and thIS is more than we can in fairness 
expect. 

Low wages aBroad may be condemned for keepmg 
the health and efficiency of workpeople there at a low 
level and so reducing the real wealth of the foreign 
coqntry. In accordance with the second pnnclple of 
Chapter II, anything whIch reduces the real wealth of 
the outer world IS hkely to reduce the gain accruing 
to this country from foreign trade. But thIs is not the 
score on wroch low wages abroad are usually decned. 
The level of wages in foreIgn countries has no relevance 
to the proper level of wages at home. I 

Changel\ in general world level of A and B pnces are f 
clearly relevant; but it is important to guard against 
the fallacy of tlsmg the low costs or prices elsewhere of 

1 Cf ch II. P 40 
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particula, commodities as evidence that wages at home 
are too high. Rewards to factors are proportional to • 
the general level of a country's efficiency. It does not 
follow that there is any meaning in sayIng that rewards 
in any particular trade are or should be proportional 
to the country's efficiency in that trade. Efficiency, 
i.e. the value of output per unit of factor employed 10 

the production of a partIcular commodity, depends on 
how muc;4 output of the commodity is undertaken by 
the country. To make rewards proportional to the 
efficiency of factors producing a particular commodity 
in a country, when engaged in satisfying all and no 
more than that country's own needs for this com­
modity, would be equivalent to dlspen~ing Wlth all 
foreign trade. If it i$. said that rewards to factors pro. 
ducing a commodity are or should be proportional to 
their efficiency in producing that amount of the com­
modity which the' country actually prod~es, the pro. 
position is true but states nothing. For how much "lill 
she produce? That amount wroch, given the rewards 
to factors and their efficiency, she can market at home 
or abroad.JOf the three variables efficienc , rate of 
reward, and the amount of production of t~art!C __ _ 
fommodity, if two are lOlown the other can be deter­

.hriined. nut if only one is known, effiCiency, the other 
)wo cannot be deduce~ fro.m that. 

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

(1) For~ods there are common world prices. The 
price of ea~A commodity in.one place will not dUfer 
from its price in another by more than the cost of 
transporting it between them, plus- the monetary 
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eqUlvalent of any unpedunent to trade, such as a tanff, 
~lvldmg them 

(11) The pnces of ~ goods also tend towards a 
common level. But the forces operating to bnng about 
thiS result have to overcome greater frichon than 10 

the case of A goods, moreover B goods of the same 
descnptIOn produced m different centres are apt to 
d,lffer to some extent m k1Od. 

(lll) There is no world pnce level for C goods. The . -natIOnal pnce levels are only related through the rela-
hon of each to the pnce levels of the other classes. -
There are cQndltIons In which natIonal prIce levels for 
C goods Will be equal, but these are not bkely to be 
realIzed. Consumable C' goods and all retail goods are 
lIkely to be more expenSIVe 10 more effiCient countrIes: 

(IV) !~e:,~}S no ",orId p!1ce_ f.o~ !:ctc:>rs of proQuction . 
.. Each national price level IS proportIonal to the effiCIency 
6fllie facfors m maklng A an-d n coniinoaities -Aais­
fiilcfionmustbe--arawn -lietween ""(lie' more and less 
eaSily adjustable pnces of factors. If ngid rewards to 
factors are hIgh, m relatIOn to the effiCiency of the 
country, equlh!>nu_m_ IS ~e~ured by unemploymen! !.~ 
~country bemg mor~ intense than elsewhere I 



CHAPTER V 

FOREIGN EXCHANGE 

§ I., The Balance 0/ Payments (introdqctory). If an 
imaginary 'boundary lme were drawn 'around any area 
of the world's surface, an inventory could be made of 
all the payments moving over the line, some proceeding 
outwards, others inwards. These payments could be 
diVlded into those arising out of pur~ases, 12!Il~ and .. 
gifts. Money may be paid iri exchange for goods and I 
servIces, it may be lent or repaid, or It may be given. ' 
Thig seems to be an exhaustive I classification 'Of the 
reasons for which money may pass from the pockets of 
residents on one side of the line to those of residents 
on the other side. It iS'not, however, quite all the 
money that passes over. for residents themselves may 
move out or in, taking money with them. 

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

(i) Importation of good;; and services. 
(11) (a) Loans to the outer world. 

(6) Repayment of loans previously made by the 
outer world to the area. 

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

(iv) (a) Expenditure of tourists travelling in the outer 
world. 
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(b) Money taken by enugrants leaving the area 
for the outer world. 

The first of these (1) may be further subdiVIded: 
(a) If VISIble" tmport of commodIties. 
(b) Payments made for the use of such foreign 

servIceS as Insurance, brokerage, etc. 
(c) Interest and profit on foreIgn capItal Invested in 

the area. 

Payments conung into the area may be classlfied in 
a smular way.l Thus each divlslon and subdIVISion 
Involves or may Involve both payments out and In. It 
IS tmportant to bear in nund on WhICh SIde of the 
balance-sheet each iteIIl comes. The importation of 
goods, the Income derived from Investments made by 
foreIgners in the country, loans to foreigners and the 
expenditure of natIonals travelling abroad, for Instance, 
all come on the same side. The exportation qf goods, 
the Income from foreign Investments, foreIgn loans to 
the area, the expenditure of foreIgn tounsts in the area 
all come on the other side. 

Payments are often divided into those ansing from 
If Visible" and those from II invisIble" ltems. The 
former cI.3.ss includes only the dIvision (1) (a) above 
All other ltems are inViSIble. 

The most elaborate statistIcal estunate of a balance 
of payments IS that undertaken by the United States 
Department of Commerce.- A large vanety of 

/ 

1 Under (I) there 15 an Important extra Item, freIght recelpu of 
natIonal sluppmg compames. There 15 no corresponding Item OD 
the payments out Side. SInce the payments to foreIgn aluppmg 
comparues are mcluded III the valuatIon of Imports 

• The Balance of InternatIonal Payments of the Ulllted States, 
annually SInce 1922. 
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.. inVlsible" sources of international .paYments have 
been sedulousfy explored. Estimates are made for such 
Items as motion picture royalties, charitable contnbu-
tions, telephone services, and underwriters' commis­
sions, and payments arising from unconstitutional 
kinds of trade have not been left out' of account. 

.. 

Payments in and payments out may be cancelled 
against each other and the difference is the net balance 
of payments. If the payments in exceed the payments 
out the balance is called positive, active or favourable. 
If the imaginary boundarY line happens to be a national 
frontier, the money in use with41 will probably not 
have currency outside and the payment will have to be 
mediated by a "foreign exchange" transaction, by 
which one national money is converted into another. 
These transactions can, however. only cover the pay­
ments which may be' cancelled against each other; the 
net balance, active or passive, cannot be met in this 
way;(local money can only be exchange~ against 
foreIgn money in so far as there is a counterbalancing 
offer of foreign money to meet the offer of local money.) 
If there is an unfavourable balance the excess of 10c3f 
money offered may be met by 'the offer of foreign 
money on short loan. But if we include short loans in 
estimating the balance and there remains a net dencit 
there is no means of covering it by a foreign exchange 
operation. If a gold, or silver, ~tandard prevails within 
and without, gold. or silver, may be exported or im­
ported to cover the net balance. From this it may be 
deduced that when all items as well as short loans are 
included in computing the balance. the net excess or • 
dencit must be equaltto the quantity of the standard 
metal imported br exported. If trade in the precious 
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metals be meluded in computm~ the balance, there can 
be no excess or deficIt. Payments out must be exactly 
equal to payments in. If the country IS not on a gold 
(or slIver) standard foreign trade m these metals should 
be reckoned along with that in other commodItIes, and, 
as m the other case, there must be an exact balance of 
payments In and out. This IS a pnnciple of cardInal 
Importance m the subject and failure to appreciate It 
leads to much CO~fusion of thought m popular dISCUSSIon. 
, OfficIal figures giVIng the viSIble trade in commoditIes 
usually shoW' an actlve or passive balance. When 
" mVIslble" ltems, such as freight payments, mer­
chants' profits, the payments made for the servIces of 
bankmg or msurance houses and mtereit on capItal are 
brought In there may stIll be an actIve or passIve 
balance. The state of this .. bal~nce on current 
account .. has a considerable Importance and interest of 
i(s own_ But when long and short loans are also brought 
m, and movements of the preCIOUS metals, the balance 
c'\D no longer be actIve or passive. It must be an exact 
balance and that not only In the long run, but from 
day to day and from moment to moment. WIthin any 
penod, however short, all the British pounds sterlmg 
given in exchange for other currenCIes must be exactly 
equal to the pounds' worth of other currencies gIVen In 

exchange for pounds sterhng; nor is there any other 
way of makIng payment except by the exportatIon of 
preclOUS metals; actual sterlmg may be renutted 
abroad by way of payment, but in that case the 
reCIpIent must convert the sterling into hIS own cur­
rency If the payment is to be J1?ade negotiable In hIs 
country, of course he may hold on to the pounds 
sterling and defer converting them: the holdmg of 
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Bntish currency abroad in this way \ 15 reckoned as a 
short loan to Great Britain. 

1 

§ 2.- The Gold Standard and Gold Points. In the 
Foreign Exchang~ market those who. having the 
currency of one country. desire to acquire that of 
another. meet those who having the currency of the 
other desire to acquire that of the one. ForeIgn pay­
ments ariSins under whatever head are normally made 
through this market. A gold standard lmphes that the 
value of the currency is fixed in term~ of gold. 
Reference to the official gold value of a unit of currency. 
a pound. a dollar. a franc, etc .• determines the par of 
~change. When the exchange is at par, a unit of ~ne 
currency exchanges for units of another equal to the 
"arne amount of gold at the official valuations For a 
gold standard to be effective the central morrefaty 
authority. the Central Bank or Treasury, must be 
willmg to give in exchange for units of currency the 
amount of gold prescnbed 10 the official valuation. 
Thus the holder of a currency in a country on an 
effective gold standard has always two pOSSIble methods I 
of making a' foreign payment; he may purchac;c the 
foreign currency in the foreign exchange market or he 
may acquire gold in exchange for currency from the 
central authority and remit it. The rate of exchange 
quoted in the market depends on the balance of supply 
and demand. If the demand for foreign currency is 
strong its value expressed in the market quotation 
tends to rise; if the demand for the home currency is 
strong the value of the home currency tends to rise. 

The language of the foreign exchange market is 
rather confusing. If the conventional method of 



88 INTERNATIONAL ECONOMICS [CH. V 

quotmg a rate of exchange is the number of umts of 
foreign currency which may be obtained for a uOlt of 
the home currency (as in the Bntish market so many 
dollars, francs, etc, to the pound), the rate for these 
currencies 15 said to rise, If a greater number can be 
obtamed for one pound, that IS, if the exchange value 
of the foreign currency falls. If on the other hand the 
conventIOnal method of quoting is the number of 
pounds, shlllmgs, and pence reqUIred to obtam a 
foreign umt (e g. so many pence to the rupee), a rIse 
10 the rate means .thy same as a tlse in the value of the 
currency quoted YTo avoid confUSIOn, the rise of a 
currency 15 always used, 10 what follows, to mean a rise 
10 ItS value, irrespective of the conventional method of 
quotatton. 

The altemative means of making payment, the 
. remt!;sion of gold, sets a hmit to the fluctuation of 

foreign ... exchange rates. By the reIDlssion of gold the 
currency of a foreign gold standard country may always 
be obtained at par. But the remission of gold has a 
cost, the prmclpal elements in which are the cost of 
transport, insurance and interest during the penod of 
transit -If a would-be purchaser of foreign currency is 
to use the foreign exchange method he must be able to 
get it at a cpst at most equal to its par value plus the· 
cost of remitting gold; otherwise he WIll use the other 
method and remit gold vThe quotation which makes 
the foreign exchange. method equal 10 cost to the gold 
export method IS called the gold export point and is the 
highest point to which the foreign exchange quotatIOn . 
of the foreign currency can rise while the gold standard 
is in operation in both countries. The quotation 
which makes the cost of the foreign exchange method 
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for the foreigner to acquire the hom~ currency equal 
to the co~t of sending gold to the home country is 
called the gold import point and is the rughest point " 
to which the foreign exchange quotation of the home 
currency can rise. . 

It is not to be expected that the spontaneous flow of 
payments in and out arising out of normal transactIOns 
will balance day by day. on days when there is a 
st~ong spontaneous outward flow, foreign currency WIll 
become more expensive. This is a balancing factor. 
Banks and other firrns which normally have balances 
in more tharl one centre can make the payments they 

. need to make in any centre on a particular day out of 
the available balance in that centre, which is allowed 
to run down. They can thus, within limits, choose the \ 
time at which they convert one currency into another. 
The rise in the quotation of the foreign currency will 
lead them to postpone purchase if a relapse is expected 
at a later date. Foreign firms may also take advantage 
of the lo)Y price of t}le home curtency to purchase it in 
advance of needYThus if the spontaneous streams of 
payment are unequal, the movement in the quotation' 
WIll thin one and supplement the other, tending to 
make them equal. l Speculation may also be a balancing I 
element. If the fall in a quotation induces the expecta­
tion of a subsequent rise, the cheap currency will be 
bought to-be resold at a profit at a later date. If the 
spontaneous flow of the demand for the home currency 
is sufficiently weak, its quotation may fall to the gold 
export point. The Central Bank must provide the 
gold or, foreign - exchange required to cover the 

I For the operation of the 1Iow of billa of exchange as a balancing 
element. aeeabelow, pp. 93-<)5. I. 
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deficiency, in exchange for units of currency, out. of 
Its reserve. Its reserve of foreign exchange may consist 
of deposits in foreign b~ks, actual foreign curre~cy, . 
or bills drawn on foreign firms. 

Those desiring to purchase foreign currency wlll be 
equally well satisfied 1£ the Bank provides them_with 
gold or with foreign exchange in exchange for their own 
currency at a rate not hlgher than the gold export point. 

/fhe gold standard wdl be maintained if, as soon as the 
. exchange quotation reaches the gold export pomt, the 

.Bank sells a sufficient quantity of gold or foreign 
exchange, to prevent its quotation rismg above that 
point To be able to do this the Bank must hold 
reserves of gold and/or foreign exchartge. 

If the Bank IS legally obliged to offer gold in exchange 
for currency at par,' the country IS said to be on a gold 
standard . If It IS only obbged to offer the currency of 
or bills on a foreign gold standard country at the gold • 
export pomt, the country IS said to be on a Gold 
Exchange standard. Even if the Bank is legally obhged 
to offer gold it may in fact offer foreign exchange 
Provided t]1at the !Would-be purchaser can get foreign 
currency from the central bank at a rate not higher than 
the gold export point, its quotation in th~ open market 
cannot nse above the gold export point. Indlviduah 
are concerned to get what they want at a rate not 
higher than this; It IS mdlfferent'to them whether they 
get gold at par or foreign exchange at the gold export 
point. \ 

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

In order that the gold import point may also be 
effective, the central , monetary authority, now usually 
the Central Bank, has the more welcome oblIgation to . 
issue domestic currency in exchange for gold. This, 
however, is not always done at par. When the currency 
takes the form of gold coins the appropriate central 
authority to issue them is the Mint, which may wish 
to make a charge (or coinage. Between 1666 and 1914 
the English Mint made no such charge; it was, how­
ever, unWIlling to issue coin on demand, but only after 
a period allowing time for the process of minting. 

'The Bank of England was willing to issue coins on 
demand in return for a payment equivalent to interest 
on the process period, which was ultimately reduced to 
lid. on £3 17s. lold. (=1 oz. 22 carat gold). 1;'his is 
the origin of the dlfference between the Bank's buying 
price and selling price of gold (£3 I:J..S. 9d. and 
£3 17s. lold.) in the period 1925 to 1931, as 13.1d down 
by the Act restoring the gold standard in 1925. Thus 
the difference between the gold export and import 
points was not equal to twice the cost of reDlltting the 
gold between London and the foreign centre, but twice 
that cost plus I ld. an oz. , 

By wideninl: the margin between its buying and 
s~ng price the Bank could widen the margin between 
the gold points. In his Treatis6 on Moneyl Mr. Keynes 
gave reasons for thinking as large a margin as 2 per 

lOp. Cit. Vol. n. p. 3%S. 
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cent desIrable. Such an arrangement would not be 
inconslstent with a gold standard. The natural course 
of events, on the other hand, is tendmg to reduce the 
margm between gold points due to the cost of 
remlSSlOn.1 

When Hungary stabilized her currency in 1924 she 
explIcltly adopted a Sterling Exchange standard. The 
value of her currency, the pengo, was fixed not m gold, 
but In sterlIng, .whlch was not itself at that time a gold 
standard currency. To maintam the posltlon her 
central bank had to kee'p a reserve of sterlIng currency 
or sterling bills. The sterlIng exchange quotation was 
only allowed to fluctuate WlthIn IItmts analogous to the 
gold POInts. So any country might undertake to keep 
Its currency stable in tenns of some other currency. 
An objective standard, such as gold, 15 not a necessary 
condition of foreign exchange stability. 

If the central bank IS not oblIged and does not, 1D 

fact, undertakeS to buy and sell gold or foreIgn exchange 
In exchange for the local currency at fixed rates, there 
IS no limlt to pOSSIble fluctuations of foreign exchange 
rates in tlie open market. The rates may then move 
freely under the influence of supply and demand. The 
probable course of foreign exchange in these CIrcum­
stances mu:;t be stuwed In relation to the mfiuences 
affe<;tmg supply and demand. 

§ 3. Bills of Exchange. Reference has been made to 
1 Emng. Inlemalumal Gold Sl4mlard MOfJemeflls. ch 9 
I The Secretary of State for India and the Government of IndIa 

dId between them m fact undertake to buy and sell sterlmg exchango 
for rupees at fixed rates between IC)OO and 1914. tbt>ugh not legaUy 
obhged to do so India was thus effectlvely on a Gold ExchaDge 

/standard m that penod IndIa IS now on a SterhDg E.xclIange 
J standard 
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foreign bills of exchange. In the nineteenth century 
these were the principal means by which foreign pay" 
ments were effected. An Englishman wishing to make 
a payment in Paris would authorize the French firm to 
dtaw a bIll on him, while a Frenchman WIshing to make 
a payment in London .wquld purchase such a bIll. 
The bills might be payable on sight or after the lapse 
of ninety days. The quotations of the foreign exchange 
markets referred to the rates at which such bIlls couId 
be bought and sold. The use of the telegraph and cable 
has facilitated the more direct bartering of bank 
deposits in dIfferent countries against each other by 
means of a telegraphic transfer '(If T.T."), and the 
quotation for a bill is now calculated from the T.T. 
quotation and the current rate of interest in the centre 
on which the bill is drawn; in the case of the South 
American exchanges, however, the bill rate remains the 
governing rate. ' 

If someone in London has to make a payment in 
New York he may au,thorize the payee to draw a bill 
pn him expressed in sterhng payable at sight or with 
ninety days to run. The authonzation is confirmed by 
his bank or accepting house, acting through its agent 
in New York. The drawer of the bill may sell It at 
once to his banker in New York for dollars. The present 
dollar value of a ninety-day bill is computed by sub­
tractIng interest for ninety days at the market rate . 
current in London. which gives its present sterling 
value, and translating that mto dollars at the current 
rate of exchange. The New York banker may then 
remit it to London to have it accepted by the bank or 
accepting house. referred to above, on behalf of the 
drawee. When this has been done, the bill is a liability 
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both of the drawer and the firm which accepts It. It 
may then be wscounted in London, and the American 
banker can buy dollars w,tth- the proceeds by cable. 
The wscount house or bank which dIscounts the bill 
In London IS paid off by the acceptor when the bill 
matures. The credItor (drawer) thus receIves his 
money approxunately ninety days before the debtor 
(drawee) has to pay. 

The drawer's banker may not choose to dIscount the 
bill In the London market at once; he may instruct hiS 
London correspondent to hold it on hIs account. 

vWhether he wscounts it In London or has it held on his 
account depends upon th<current rate of exchan~e;md 
the comparat1ve~ates of Interest in London and New 
York) The moment when the bIll IS discounted in 
London and the proceeds exchanged for dollars is really 
the moment at which the Enghsh commuOlty pays its 
debt to U.S A. If sterlmg IS low the AmerIcan banker _ 
Iflay defer dJscounting in the hopes of a nse. He will 
be still more influenced by current rates of interest.' 
I t WIll be remembered that the American banker paid 
the drawer for his bill a sum calculated from the current 
market rate in London. The American banker has 
purchased a short term investment -yieldIng interest 
at the London rate. If the London rate is hIgher than 
the rat~ which he could get WIth rus funds in New York. 
It is a good Investment and he is tempted to hold It 
untIl it matures. If the rate falls in London the present 
value of the bill rises and he is tempted to part WIth it. 
If the rate rises in London after he has acquired it, • 
the preSent value o~ the bill falls and the American 
banker is subjectt!tJ. to a loss, unless he holds It tIll Its 
maturity. 
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Thus a low sterling quotation and, more important, 

a high relative rate of mterest in London will check the 
discount of sterhng bills in London, and thus reduce . 
the offer of sterhng in the foreign exchange market and 
so have a restorative effect on a passive balance of 
payments. More broadly these factors will stimulate 
the balance by making London, a less attractIve place 
to borrow from and a more attractive place to lend 
money to at short term. 

A speculator in foreign exchange may lend hiS 
support to a weak currency by drawing a bill on hlS 
own agent in the strong centre. The bill is discounted 
at once and ItS proceeds used to purchase the cheap 
clfrrency in the hope that it may be possible to buy 
back the expensive currency at a cheaper rate before 
the bIll has matured. The margin of profit for such 
transactions is, howev~r, very narrow. 

§ 4. Forward Foreign Exchange. Somethmg J'!lust also 
be said of forward deahng. If a currency becomes 
cheap. those who have payments to make in the future 
may deSIre to take advantage of the present rate with­
out actually spendIng the money required to make'the 
payment in advance; they may desire to secure them­
selves against future fluctuation. which is. of course, 

. highly important in the case of payments to and from 
a country not on a stable standard. The purchAse of 

,forward foreign currency co~st~ of, a promlse to pay 
home currency for It at a speCIfied future date at a rate, 
agreed on now. The rate agreed on may dIffer from the 
rate at which foreign currency can be purchased 'now 
(the" spot " rate). What determmes the difference? 
Dealers in forward e,..change have to satisfy the 
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demands of therr chents. they undertake to dehver the 
foreign currency at a specified future time at a rate to 
be fixed now; they may be qUIte uDVnlling to speculate 
on the foreign currency becoming cheaper or not 
bec,ommg dearer In the Interval; consequently they 
must cover themselves by pu,chasmg the foreign 
money at once; this they invariably do. In doing so 
they have transferred their liquid funds from one 
centre to another on the strength of a contract whIch • 
enables them to bring those funds home agam at the 
rate agreed on. 

The advantage or disadvantage of haVlng theIr 
funds for a time at the foreign centre depends on the 
rate of mterest which they can earn there compared 
with the rate of interest which they can earn at home. 
If the rate is higher abroad. it is an advantage, for 
which they are prepared to pay by selling forward 
currency below the spot rate. The forward deal enables 
them to earn the higher rate abroad WIthout runrung 
the risk of tRe exchange mOVlDg against them before 
they ,bring their funds back. The forward dealers 
therefore tend to be- wtlling to sell forward currency 
at a discount compared WIth spot by an amount equal, 
after deducting a- commission for themselves, to the 
excess of what they can earn in the short market of the 
foreign country over what they could earn in the short 
market of the ~ome country dunng the period of 
contract. If the rate is lower abroad. the forward rate 
exceeds the spot rate by the excess of what they could 
have earned in the home market over what they' 
can earn in the foreIgn market plus a commisSIon for 
themselves. 

Actually dealers are both buymg and selling foreign 
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currencies forward and their contracts made in the 
course of a day may cancel each other out. But every 
one must be covered when it is made, to avoid risk; 
if there is an equal balance at the end of the day the 
discount on forward sales cancels the premium on r 

forward purchases (or vice versa) and the dealer's net 
profit is equal to the sum of the commissions on both. 

If there is a lack of confidence in the future of a 
currency, those who wish to sell it forward will exceed 
those who wish to purchase it forward. The spot sales 
of forward dealers covering themselves will eJOCeed 
spot purchases, and the opmion about the future of 
the currency is thus reflected in a present excess of 
supply over demand and a weakening in its spot 
quotation. This shadow, which the future casts before 
it, is particularly important in the case of currencies 
the exchange in which is not stabilJ.zed. 

I t is the difference between gold export and import 
points that allows short rates of interest to be at a 
different level in centres on the same standard. 

If the rate in London is lower than the rate in New 
York, why should not an American who has English 
connections draw a bill on his agent in London, get it 
accepted and discounted there and acquire funds at the 
low rate for some purely domestic purpose? If such 
operations could be earned out on a sufficiently large 
scale the EnglJ.sh rate would be forced up to the 
American level. But they cannot be. For the spot 
sterling quotation may rise in the interval and, when 
the American comes to acquire sterling to honour his 
blll, he may have to pay a larger number of dollars 
per pound than he acquired at the outset when he 
discounted the bill in London and sold the proceeds tor 



INTERNATIONAL ECONOMICS fCH V 

dollars. If the maximum possible fluctuation IS 'S per 
cent, w!uch represents a loss on a mnety-day bill of 
2 per cent per annum, the rate m L()ndon would have 
to be more than 2 per cent lower than in New York 
to cover the nsk of such a fluctuation. May not the 
Amencan safeguard hlmself by purchasmg forward 
sterlIng at the outset, that IS, at the same moment 
that he sells spot sterlIng? No, because If the London 
rate of dlscount IS below the American rate the forward 
price of sterhng wdl exceed the spot price by preCisely 
the amount which the Amencan hopes to gam by 
borrowmg money at the cheaper centre. The larger the 
gap between the gold pomts, the greater the possible 
dlvergellce of mterest rates between two centres With 
close commerCIal connections. When the dtfference 
between rates IS larger than that which the margm 
between gold pomts ought to allow, that must either be 
due to a lack of confidence m the stablbty of the 
currency in the !ugh rate centre or because the firms 
m the high rate centre have not suffiCient connections 
with acceptmg and discount houses m the low rate 
centre to enable them to borrow there on a sufficiently 
large scale to produce an equalizing effect on the rates. 

§ 5. The Central Bank and the Balance 0/ Payments. 
If a country IS on a gold standard and there IS a passIve 
balance of foreign payments, It IS the duty of the central 
bank to make good the deficiency by bemg wIllmg to 
convert domestic money mto gold at par or mto foreIgn 
exchange at the gold export pomt. Law usually pre­
scnbes that the central hanle shall keep a certam 
reserve of gold agamst its note issue; some countries, of 
which the United States is one, also have a l~gal 
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reserve agamst deposit liabilitIes. If the law lays 
down that a certain percentage of habilities (of either 
form) must be backed by gold, only the gold held in 
excess of the required percentage is actually available. 
The law of the United States, however, allows the 
reserve to fall below the required percentage for 
short periods on payment of a progressive tax. In 
England there is only a legal requirement in respect of 
notes, and it takes the form that all notes Issued in 
excess of a certain quantity must have a 100 per cent 
backing. 

When there is an adverse ~nce it is more usual for 
the bank to be called upon to give gold to meet its 
deposit habilities than to meet its notes in circulation; 
the volume of notes in circulation satisfies the require­
ments of the community for small change and these are 
not likely to be reduced immediately in consequence 
of a passive balance. It follows that the gold backing 
of the notes is not legally available to meet the demands 
upon the bank reserve in the form in wroch they 
usually come. The II free" gold is what the bank has 
in addition to the legal requirement. The Bank of 
England usually issues notes against all the gold it has 
and retains the excess of notes issued over notes paid 
out in the Banking Department; the notes in the 
Banking Department thus represent the II free" gold 
reserve of the bank. This alone is available to meet an 
adverse balance. By the Act of 1928 the bank was 
allowed, after consultation with the Treasury, to issue 
notes for a limited period in addItion to the £260 
million normally allowed. This really means that the 
bank would in a crisis be allowed to tap part of the 
gold behind the notes. In the crisis of August, 1931, 
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£15 million of the gold was released in tlus way. A 
more drastIc measure of release is to suspend the Bank 
Act and thus make all the gold behind the notes avad­
able. This expedIent was regularly adopted in the 
crises of the nmeteenth century. It was not, however, 
adopted before the suspension of gold payments on 
September 21, 1931; the bank preferred to meet the 
dram by raising foreign credits of an amount approXI­
mately equal to its bed gold (£130 million). 

In the gold standard period of 1925-31 the notes in 
the Banking Department (=the II free" gold) fluctu­
ated between approximately £60 million and £25 
million. This was a very small sum either by compari­
son with the total outward payments of the country of 
the order of £I'200 million per annum, or WIth the total 
amount of money m the hands of the pubhc of the 
order of £2600 million. 

When the gold standard is m 9peration it is thus 
necessary for the bank, if it is to fulfil itS obhgations, to 
secure that foreign payments, not counting in gold 
bullion movements, do approXlIDately balance, or, at 
least, are not excessively unfavourable. 

The immediate weapon which the bank has to hand 
is to raise its rate of diSCOunt. This can be made 
effective in the market by the sale of secunties, which ' 
the bank can undertake on its own irutiatlve, and 
wroch reduces the volume of its outstaydIng loans and 
so makes borrowable money scarcev'1n normal bmes 
the immediate effect of the raising of the bank rate is 
to make the balance of payments more favourable, for 
reasons already explained. The country becomes a less 
advantageous centre to borrow in than before and a 
more favourable centre to hold deposits in; this fact 
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decreases short loans by the country and increases 
short loans to the country. • 

If, however, there is any suspicion owing to abnormal 
circumstances that this weapon will not be effective in 
equating the foreign balance, it becomes ineffective. 
The difference between the rates of interest in dlfferent 
centres is small compared Wlth the risk of loss, if the 
gold standard is suspended. Thus, if it is feared that 
the gold standard may be suspended, the high rate 
ceases to attract short loans to the country, and fails 
to make the foreign payments balance. And thus, if 
the foreign drain persists, the gold standard has to be 
suspended. 

Suspicion, when it arises, is itself the _cause of an 
extended ~drain, for tpose who hold liquid balances 
hasten to exchange them for a currency that is not 
suspect. A monetary system is seldom strong enough 
to withstand a loss of confidence. 

The weapon of a high bank rate, which the central 
bank has to hand, has been considered so far from the 

~ short period point of view only. If it is possible for 
fundamental forces to be at work making for a sus­
tained adverse balance of payments, the attraction of 
foreign deposits and the repulsion of short term fo~eign • 
borrowers through a high rate of ~terest clearly will 

£
ot by lfSelt1>ring the balance into permanent equi­
lbrium. I t is necessary, therefore, to examine the 
undamental conditions that determine the sizes of 

the inflowing and outflowing streams of payment. 

§ 6. Foreign Exchange in the Absence oJ a Gold Standard. 
If the country is not on the gold standard, the Foreign 
Exchange method is the only method of making a 
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foreign payment. and the,rates move freely under the 
mfluence of supply and demand. Like other pnces. 
they must make supply equal to demand. It does not 
follow that the supply and demand arisIng out of pay­
ments due in respect of normal transactIons must 
balance from day to day. for when there IS no par of f 

exchange. speculative operations play an espeCIally 
Important part. SInce changes in the rates may be 
large, successful-speculation can yield a hlgh rate of 
profit. Under the influence of speculatIve dealmg, the 
rate of exchange may be steadIed at a level wroch m 
the view of the speculators will equate the prospective . 
non-speculahve supply and demand. If, however, 
there 15 complete uncertainty as to the future, specula­
tIon may mduce violent fluctuations. If the currency 
15 movmg in a certain dtrechon, e g downwards, 
speculators WIll anticIpate the future, and the present 
rate will tend to stand not at a point that balances 
present non-speculative supply and demand, but at one 
wroch is expected to balance non-speculatIve supply 
and demand three months, six months or a year hence. 
Thts process was amply illustrated in the external 
-<f undervaluation" of the inflating currenCIes after the 
war. Relatively to eXIsting non-speculatIve supply 
and demand, their price in terms of stable currenCIes 
was permanently too low, but in relation to what was 
destined to happen in the ensuing year, the present 
undervaluation was often moderate. 

§ 7. Exchange Equalization Funds. SInce 1931 a grow­
mg number of countnes have ceased to operate the 
gold standard in the manner descnbed 1D the foregoing 
paragraphs; but they have not in most cases allowed 
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completely free movements of the foreign exchange 
rates. 

Some, bke Germany, have maintained a nominal 
gold par, while making it possible for their currenCIes 
..to be obtained at a lower price in terms of foreign 
currencies for certain specified purposes. Some, 1Oclud­
ing those maintainmg and those not maintammg a 
nominal gold par, have obtained control over foreign 
exchange operations, by restricting deabngs 10 various 
ways, e.g. by making it illegal to Import goods except 
by hcences which are rationed out. Arrangements have 
been made whereby foreign trade is in effect conducted 
on a barter basis, imports from a co1mtry only being 
purchasable by drafts on accounts created by exports 
to the particular country. 

Where free dealing 10 foreign exchange is Shlll 
allowed, the pOSition has in some cases been modified 
by the establishment of an Exchange EqualizatIon 
Fund. This may be illustrated by reference to the 
British Exchange EqualizatIon Account. which was the 
first to be instituted (10 1932) and has had the most 
successful record of administration. I t is a department 
of the Bntish Treasury. 

I ts purpose and policy may be considered in relation 
(i) to the foreign exchange rates and (ii) to the internal 
monetary system. 

(1) It IS the purpose of the Account to even out 
fluctuatIons in the foreign exchange rates which may 
be due to one of two causes. (a) A country whoc;e foreign 
balance of payments is equal when computed over cl 

sufficiently long period may have discrepanCles from 
day to day, from month to month and seasonally. 
This is only to be expected. The day to day totals 
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bemg aggregates of a large number of mWVldual trans­
actions camed out from motives of private advantage. 
It is not to be expected that discrepancies will not 
occur. In the ordmary operation of the gold standard 
these are made good m part by the movements of 
funds mduced by small fluctuations m the rates of 
exchange, m part by movements of funds in response 
to changes m the relative levels of short-term mterest 
rates and finally by movements of gold In the absence 
of a gold par small movements m the exchange rate .. 
lose their sigmficance and funds wtll not flow to take 
advantage of small dIfferences m the rates of mterest, 
SlDce attempts to do thIS mvolve exposure to exchange 
nsks of greater magmtude The automatzc gold-flow 
doe'l not occur 

(b) Smce the war there has been a growing tenJency 
for short-term funds to move from country to country 
m search for security and in response to pohtlcal 
alarms and rumours. Lack of confidence in the govern­
ment may lead citizens to seek a temporary haven for 
their money abroad; restoration of confidence may 
lead 10 repatnatIon. Such movements have recently 
amounted to hundreds of millions of pounds sterhng, 
and, If they are concentrated withm a comparatively 
short penod, they may dwarf the flow of money arising 
out of normal tradmg or investment actiVIties. It is the 
purpose of the Exchange Account to prevent such 
movements creating a VIOlent disturbance m the rates 
of foreign exchange. If foreign money is flowmg in or 
domestic money being repatriated, the Account buys 
sufficient gold or foreign exchange to offset the move­
ment and obviate the exchange fluctuation. which It 
would otherwIse entatI. This purchase also serves to 
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create a reserve out of which gold or foreign exchange 
may be sold in the event of a reverse movement. 

In addition to the discrepancies arising under the 
foregoing heads. it is possIble for there to be a persistent 
tendency towards a passive balance of total payments, 
either because there is a passive balance on current 
account not fully offset by foreign loans to the country 
or because while there is an active balance on current 
account, residents ip the country choose to make net 
foreign investments of greater value. There may be a 
persistent tendency· to an active balance in converse 
circumstances. 

The fundamental forces governing the state of the 
total balance are discussed in the following chapters. 
The Exchange Account may make it its policy to allow 
downward or upward movements in the foreign 
exchange rate designed to redress the balance. Thls 
pollcy of allowing fleXIbility in the exchange rates in the 
long-run is consistent with resolute attempts to even out 
temporary fluctuations. Thus it may be possible to get 
the best of both worlds. It will be argued that a move· 
ment in the foreign exchange rate is the easiest and most 
rational method of securing rectification if there is a 
persistent tendency to an uneven balance caused by 
fundamental forces. Such a persistent tendency. 
connected as it is with the relation of the internal level 
of costs and income to the level of prices and purchasing 
power prevailing outside. must be distinguished from a 
reiterated movement to bring money in or take it away 
in response to a succession of political shocks. 

A rectification in the balance secured by a movement 
in the foreign exchange rate must be contrasted with. 
that resulting from the normal working of the gold 
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standard In the latter case the movement of gold. say 
outward, can only avail to reverse a persistent tendency 
by operatmg in a deflationary way upon the mternal 
monetary system. This deflabon may tend to produce 
such a shrinkage of incomes and eventually of costs of 
production as to reduce imports and eventually perhaps 
stimulate exports and so bring the balance to rights. 
The other method by working dIrectly upon the rela­
bon of money costs at home to prices abroad tends to 
secure a rectIfication without the painful process of 
mternal contraction. 

An Exchange Account is not bound to execute such a 
policy. It may endeavour to brmg about a stable 
exchange rate'm the long as well as in the short run. 
In order to aclueve this it is bound to proceed in the 
same way. as if the country was attached to the gold 
standard; the difference between such a system and 
an offiCial gold standard would be largely formal. the 
Exchange Account carrying out some of the operatIOns 
-purchase and sale of gold-which would normally be 
conducted by the central bank. 

The long run objective of the British Exchange 
Account has not been defined precisely. In the early 
years of its operation it certamly seemed to be favour­
able to long-run flexibility The Tnpartlte monetary 
agreement between Great Britain. the United States 
and France. drawn up in 1936. which had among othet' 
purposes that of savmg the face of the French Govern­
ment in once again taking France off the gold standard, 
might be interpreted as indicating that the objective of 
long-run stability was to be pursued Such an interpre­
tation is not necessary. however. and subsequent 
f'vents have suggested that the Account may be oper-
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ated to combine short-run stability with long-run 
fiexibilitx· , 

It IS to be noted, however, that the Account may 
encounter difficulties in the execution of this policy. It 
may not always be possible to determine with precision 
the volume of the once-over movements of money due 
to the quest for security or the precise amount of the 
excess of payments in one direction which may properly 
be attributable to seasonal or temporary unevenness 
In consequence it may be impossible to determine the 
precise volume of offsetting operations which is 
appropriate. Thus a tendency towards a persistent 
active or passive balance may be concealed or mis­
interpreted, and the rate of exchange may consequently 
be held for some time by the Account away from the 
desirable value. Such problems can only be solved by 
experience. The fuller the information at its disposal, 
the more likely is the Account to be able to execute a 
given policy with accuracy. 

(ii) The segregation of part of the country's gold in the 
Exchange Account and the purchase and sale of gold 
by it to offset vagaries in the foreign balance may serve • 
to insulate the internal monetary system from dis­
turbances due to those vagaries. This is all to the good. 
Whether the vagaries are due to seasonal or occasional 
discrepancies or to once-over movements of funds in 
quest of safety it is undesirable that the internal 
monetary system should be affected by them. 

In the period from 1925 to 1931 the Bank of England 
developed a technique for insulating the internal 
~ystem froni the effect of movements of gold destined 
to be temporary by open market operations in govern­
ment securities If when a gold inflow occurs the 
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Bank of England reduces its holding of securities by an 
equal amount, the net effect is that there is no change 
in the cash basIs of the loint stock banks and no ten­
dency for the monetary system to expand or contract. 
The Bank of England, however, perhaps wisely, dId not 
attempt to buIld up a reserve against the substantial 
mflow of foreIgn short-term funds which occurred in 
that perIod It was probably difficult to do so under 
the hmltatIons of the gold standard, since these inflow­
ing funds offset a net passive balance on other Items ; 
the gold standard precluded any attempt to stImulate 
the balance by a change in the exchange rates, and to 
obtam an active balance on total account sufficiently 
large to prOVIde a 100 per cent reserve agamst the 
foreIgn funds by the only method open to the Bank, 
namely, credIt contraction, mIght have involved very 
severe deflation. But the ineVItable consequence was 
that when the foreign funds were withdrawn rapidly 
owmg to the scare of 1931 it was happily impossIble to 
maintain the gold standard, since a sufficient reserve 
had not been built up 

The msulatmg polIcy foreshadowed in this period 
has been adopted on a larger scale by the Exchange 
Account. It may be well to examine its working 
briefly. 

Treasury BIlls of the value of approximately £175 
mIllIon were credited to Exchange Account in 1932; 
this sum has since been raised to £575 mIlhons. If the 
Exchange Account wishes to buy gold, it obtains funds 
by the sale of these bills, and when it sells gold it takes 
bills up again. The internal system would be perfeclly 
insulated, if those bringing capital into the country, 
whose action the operation of the Exchange Account 
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is intended to offset, invested their money in Treasury 
Bills. 

If, however, the banks buy some of the bills released 
by the Account, a deflationary tendency may para­
doxically be set up by an inflow of gold. For there will 
have been no expansion in the cash basis of the banks, 
and they, if they are to maintain a constant ratio of 
cash to other assets, will have to curtail loans in some 
other direction. This necessity can be obviated if some 
portion of the Treasury Bills are purchased by the 
Bank of England, so that the cash basis of the joint 
stock banks is expanded sufficiently to enable them to 
take up the extra Treasury B1l1s without curtailing 
loans in other directions. Alternatively the Bank of 
England may take over from the Exchange Account 
such an amount of the gold purchased by it as will 
effect the necessary expansion in the cash basis of the 
joint stock banks. 

The situation will also be affected by the form in 
which the newly arrived capital is held. If it is merely 
kept on deposit, this quantity of deposits will be taken 
out of active circulation and the increase of deposits 
due to the purchase by the banks of Treasury Bills 
without offsetting loan contractions elsewhere will be 
needed to insulate the internal system from repercus­
sions. If on the other hand the newly arrived capital 
finds its way into the holding of Treasury Bills or other 
investments, the purchase of Treasury Bills which it is 
desirable that the banks should make is pro tanto 
reduced, or the curtailment of other investments which 
they can make without setting up deflation pro tanto 
increased. Thus in this matter also the greater the 
knowledge available to the authorities, the greater will 
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be the precIsion with which they can execute an 
insulating polIcy. 

In the next chapter the fundamental forces deter­
I mining the balance of payments in the long run will be 
examined. 



CHAPTER VI 

THE BALANCE OF TRADE 

§ I. The Classical Doctrine. The foregoing chapter 
was concerned with the mechanism by which inter­
national payments are cancelled against one another 
and by which seasonal or random discrepancies in the 
balance are made good. It is necessary to consider the 
deeper question of the forces which tend to keep the 
balance even in the longer run. 

A retrospe~t of " classical" doctrine is given at tlus 
point, because, it must be confessed, the classical 
writers presented a neater solution of the problem than 
any which can be given with confidence to-day. The 
modern view comprises a clearer and more thorough 
understanding of some of the factors involved but does 
not lead up to so compact a theory. Profound students 
of the history of thought know that the classical writers 
were by po means agreed on all partieulars; so it is 
necessary to be content with a tfPical view 

First suppose a gold standard In operation. If the 
sum of all payments in is not ex~ct1y equal to that of 
payments out on current and capital accounts, the 
difference is balanced by an international'flow of gold. 
The consequence of a gold inflow will be a tendency of 
pnceo; to rise in the receiving country and to fall out­
side; converc;ely with an outflow The consequence of 

III 
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this in turn is a reduction in the range of goods which 
the country can offer at the prices ruling elsewhere, 
which ent3.1ls a shrinkage of her exports and an expan­
sion of her importsy'" So long as the gold flows in, this 
process continues, the sum of payments in declines 
and the sum of payments out increases. This tends to 
reduce the active balance of payments and finally to 
extinguish it. At this point gold flows no longer, and 
equilibrium is reached. 

Certain dIfficulties may next be considered in turn. 
(i) The theory assumes that an inflow of gold tends 

to raise prices (and on outflow to reduce them). This 
is connected with the Quantity Theory of money. The 
quantity of money in the country is supposed to be 
connected with the quantity of gold in the country. An 
inflow of gold will, unless the banks deliberately take 
counteracting measures, increase the quantity of money, 
and an outflow will decrease it. The quantity of money 
m the country may, however, be large by comparison 
with the quantity of gold. In the event of an outflow, 
the reserve of gold may be exhausted before the equili­
brium is reached. To meet such a situatIon the banking 
syste~ may have to supplement the effect of the outflow 
and make an extra reduction in the quantity of money 
by curtailing loans/It is quite in confonruty with the 
general idea of the classical doctrine, to suppose that 
supplementary banking action of this kind may be 
necessary. 

Indeed according to one view the banking system 
will tend to keep a fixed ratio between the total 
quantity of bank money and the quantity of gold in 
the system. In this case the supplementary action 
would be taken automatically as a result of what 
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might be called the standJng orders for working the 
gold standard. 

(il) On many occasions since the war countries on the' 
gold standard have not worked it in thls manner. On 
the contrary they have taken action to neutrahze lhe" 
movements of gold i this has eltRer been tnrougll 

-, open-market operations" of the central bank, which 
sells an equivalent amount of securities when gold 
comes in and so prevents the inflow from increas10g 

. the quantity of money in the country and buys 
when gold goes out, or. as in the case of the U.S A. 
on one occasion. by government measures to stenhz!l. 
tbe gold.-

Under such a system the classical doctrine would not 
lead one to expect international payments to tend to a I 
balance; and its exponents have pointed with some 
satisfaction to these measures as giving a perfectly 
good reason why an even balance should 10 fact have 
failed from time to time to matenallze. 

It is posslble to suspect. however, that this explana­
tion of the failure to balance explains too'much, that 
trade has in fact balanced better than it ought to have, 
if the operation of gold flows on relatIve natIonal 
price levels were indeed the sale means of securing a 
balance. 

(iii) How is the Quantlty Theory related to the pnce 
levels of the three categories of goods, defined m 
Chapter IV? So far as A goods are concerned there 
are no separate national price levels (apart from the 
effects of tariffs. etc.). so that in that field the theory 
breaks down or at least requires restating. The pnces 
of B goods may vary from country to country; it is 
important to emphasize that the competitive power of 
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the home country will only be reduced (or mcreased) If 
money costs of production are raised (or lowered); if 
the alleged force of the gold flow is to be effective in 
this sphere, it must operate on money costs of produc­
tion. C goods do not enter into the balance of trade, 
but their prices may operate through their effect on 
the cost of production of other goods. How may these 
forces be reduced to the simplest terms? 

Consideration of A goods may give the clue Here a 
price differential is ruled out. None the less, the flow of 
gold may mfluence the balan(.e of trade in them m two 
ways (a) If there IS an increase of achvJty in the 
receivmg country in consequence of the inflow, and a 
htgher aggregate income for this reason, more A goods 
may be bought and imports therefore increased. 
(b) If factors come to receive higher rates of money 
rewards in consequence of the mflow, they may be able 
to afford more A goods, the price level of which is 
presumed to be unchanged, both because they have a 
lugher money income per head and possibly because 
other available goods Wlll have become more expensive 
owing to higher money costs Thts would make for 
higher imports. On the other hand, with the rise of 
factor rewards, costs of production Wlll be hIgher, and 
the marginal producers may be squeezed out of bUSI­
ness, this makes for lower exports. ~These two 
considerations, increase of activity and lugher rates of 
money rewards summarize the possible effects of a gold 
inflow on the balance of trade m A goods The same is 
true of B goods, the possible change of their price 
level in the process may be regarded merely as an 
incidental by-product of It. 

Thus the classical theory has been restated, having 
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regard to the three categories of goods, and the 
required operation of the gold flow is seen to depend on 
its success in affecting (a) the level of activity in the 
country and (b) the level of monetary rewards. It 
was not characteristic of classical thought to pay much 
attention jo the level of activity. This matter is 
considered in paragraph (v) below. In interpreting 
their doctrine primary emphasis should be placed on 
the ley"e191 JIlonetary rewards. _ 

Now in the modem world this level is notoriously 
somewhat sticky, and it may be hazarded that in the 
nineteenth century it was more sticky than the pure 
classical doctrine of the balance' of trade implied. 
Exponents of the doctrine here again tend to express 
satisfaction since the stickiness of rewards may serve 
to explain why the theory of the balance has not been 
precisely fulfilled. And here again it is legitunate to 
suspect that the explanation over-explains. Trade 
has probably balanced more than it ought to have 
done, if the ready adjustment of rates of monetary 
reward to factors were the sole force at work securing 
such a balance. 

(iv) Classical theory tended to assume that the 
international flow .of investment intended to be per­
manent was governed by rival prospects of profit and 
security in different countries. and' that ~t should· 
consequently be regarded 'as an independent factor in 
the situation to which other items in the balance of 
payments would have to adjust themselves. Thus if 
the capitalists of a country in search of higher profits 
chose to invest £Ioo million per annum abroad, gold 
would flow in such a way and have such an effect on 
relative price structures, that the investing country 
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would automatically find Itself with a favourable 
balance of trade of the value of £100 rrullion.1 

Recently some doubt has been cast on the correct­
ness of this. The flow of caPltal may not be so m­
dependent. It is possible that the capitallSts of a 
country may be tempted to invest (or borrow) abroad 
preclsely because of the conditions which the active 
(or passlve) balance of trade has brought about. This 
vieiV will be elaborated in a later section (§ 5). 

(v) It is necessary to return to the problem set in 
the beginning of Chapter III-what are the condItIons 
in which the productive services of a country wlll be 
fully employed? Classical thought tended to assume 
full employment in some sense. But suppose that 
this condition falls ? 

The gold flow was explicitly relied on to secure a 
level of monetary rewards to factors, such as to make 
trade balance, it bemg implicitly assumed that factors 
were fully employed. But it is clear that the level of 
factor rewards required to secure a balance of trade 
will be wfferent according to whether or not the 
factors are fully employed. If a country is working 
with a high level of unemployment, it will concentrate 
on producing the goods m which it has the greatest 
comparative advantage; if it wishes full employment, 
it will have to employ the residual factors in less 
profitable fields. Consequently a balance of trade can 
be secured with unemployment at a higher level of 

I Tracht10nal theory has mdeed assumed a ba1a.ncmg movement 
of short-term funds, tlus was dealt With In ch V The argument 
of thts chapter IS concerned With movements ltkely to recbfy a 
permanent tendency towards an uneven balance, not WltlI temporary 
movements due to be reversed at a later date 
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money rewards than would be feasible if the necessity 
of full employment were postulated. 

Now if we rely on the gold flow to secure a balance 
of trade through its operation on the rate of money 
rewards-assuming for the sake of argument that those 
are readily adjustable-what particular level of 
employment will it secure? There is clearly a missing 
link in the argument~ The flow of gold clearly cannot 
automatically secure both a balance of trade and a-!ull 
level of employment. Some determining force must 
have been left out of account. This matter is taken 
up in § 6. 

If the assumption of the gold standard is removed. 
classical doctrine expects that the rates of foreign 
exchange will. in due course. be adjusted to a .. natural" 
level at which the supply and demand for foreign 
currencies balance. This theory is simpler. We no 
longer have to consider how a flow of gold suffices to 
alter the rates of money rewards to {actors; the 
relation of these money rewards to the level of prices 
in the outer world is automatically changed by the 
change in the foreign exchange rates. Thus the 
dlfliculties i-hi enumerated above do not arise. 

But difficulties iv and v remain. The rate of exchange 
at which trade balances will be different according to 
the level of employment assumed to exist. The 
relation of the rate of money rewards at home to the 
world price level does not give a unique rate of foreign 
exchange. There Will be various rates accordmg to the 
level of employment assumed. Which rate does the 
balance of supply and demand establIsh? Presumably 
the rate apprbpriate to the level of employment 
actually eXisting. Suppose now that the quotation~ of 
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the home currency are lowered by a.ruficial inter­
vention and that in consequence employment at home 
IS stimulated. The new rate will make trade balance 
at the new level of employment. It is, in fact, just as 
" natural" as the old rate. Yet it rrught never have 
been reached save through artificial mterventlOn. In 
fact when variabons in employment are reckoned as a 
possIbility, there is no .. unique " natural rate 

'l'.!le madequacy of the theory may be shown as 
follows. Suppose that an equilibrium 15 dISturbed by 
the loss of a foreign market. The loss of exports, by 
weakenmg the demand for sterilDg will weaken the 
foreIgn exchange quotabons of sterlmg. How far will 
the fall go ~ The theory does not tell us. If producers 
take a bad view of the depression hkely to result from 
the fall of exports, production may be curtailed all 
round, mcomes reduced and thereWlth the purchase of 
imports, so that a new balance of trade 15 aclueved Wlth 
the foreIgn exchange rate very near to its old level and 
a considerable -increase of unemployment m the 
country. If on the other hand producers refuse to be 
depressed and producbon, the level of mcome and of 
Imports are all mamtained, the foreign exchange rates 
under the pressure of the continued excess of supply 
over demand will move downwards till a balance of 
trade is aclueved at the old level of employment. The 
fall in the exchange will Improve the relatIve position 
of home producers whether competmg Wlth foreigners 
in home or foreign markets and thus fill the gap caused 
by the loss of the particular export market. Employ· 
ment may be mamtained at its old level. Now the 
tradItIonal theory does not and cannot tell us "hieb 
of these things will happen, since what does happen on 
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our showmg depends upon the optimism or pesSuDlsm 
of producers. Either upshot IS equally consistent witla 
the traditional theory. 

Optimism and pessimism were here dragged in as a 
deus ex machsna, not as necessarily being the factors 
which do in the real world determine the course of 
events, but only to show that the classical theory is 
inadequate to determine which of the two alternative 
kinds of equilibrium is achieved. It is to be ~d 
that modern theory may avail to give a more precise 
explanation. 

The fauure of the classical theory is not due to any 
logical inadequacy, but only to the fact that its logic 
re uires the postulate that full employment will in any 
even e mam aIDe . I 

- 1 he feIahon of this argument to the general theory of 
comparative costs may be understood by a reference 
back to Chapter IV, § 5. where the relation of the price 
level of factors of production inside a country to the 
world price level is chscussed, taking the poSSlbility of 
unemployment into account. 

§ 2. "'Equiltbrium in Simplified Conditions. It is nece$­
sary to approach the problem by stages. In the first 
stage it will be supposed that all -payments are in 
respect of goods and services traded. Since it is danger­
ous to consider foreign transactions in isolation and 
their inter-connection with national production and 
consumption must always be borne in mind. it ~ be 
supposed in this stage that not only is there no foreign 
investment. but no domestic investment" either. 
Individuals and corporate bodies in their capacity of 
final consumers spend the whole of their incomes. 
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There IS no adchtlon to the capital goods of the 
country. 

, In tills stage It will be shown that trade may be 
expected to balance Wlthout the 1Oterventlon of a gold 
floYl. Indeed the sunphfied assumptlOns rule out such 
a flow. Now although an automahc balance of this 
sort will no longer appear when the slmphfymg assump­
hon~ are removed. yet the land of force here considered 
will ... };>e 10 operahon subject to vanous comphcations. 
The reader may properly regard the argument as 
suggestmg that the clasSical wnters tended to make 
the gold flow play an unduly Important part 10 the 
estabh!>hment of an even balance. 

Consumers' expenditure is. chvlded between home­
made goods and unports. In WhICh must be 10cluded 
the Imported raw matenals contamed in home-made 
goods. The total national lncome is denved from the 
!>ale of goods to consumers at home and exports. (It 
IS assumed that the reader is aware of the SpeCial 
problems connected with the treatment of taxation In 

comput1Og nahonallncome. to avoid double countmg) 
Income denved from the sale of goods to consumers at 
home IS equal to the amount of lncome devoted to theu 
purchase And Slnce total lncome IS equal to total 
expenchture. the value of exports IS equal to that of 
unports 

But what Will the value of exports be? This depends 
on four circumstances: (I) the money rates of reward 
to factors of production at home. (il) the effiCiency of 
factors of produchon at home. (m) prices and demand 
In the outer world and (IV) the profit element. (I) and 
(11) together determine the cost of producticn at home. 
By companng this Wlth the prices ruhng in the outer 
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world, the quantity and value of the goods which it is 
possible to export at any given level of profit are 
determined. What profit wIll producers insist on? 
This may depend in part upon past history as well as 
future prospects. If capital had already at the point of 
time under consideration been invested in a particular 
line of production, the producer may be content wIth 
any posItive rate of profit that he can get. If on the 
other hand a fresh investment of capital IS re~ed, 
attention will be paid to the current rate of mterest, 
the degree of risk involved and future prospects. The 
smaller the degree of risk and the better the prospects, 
the lower is the rate of current profit which will mduce 
him to make the investment. Consideration of the 
influence of profit indicates that current condItIons do 
not alone suffice to determine the value and volume of 
goods that will be exported. This proviso WIth regard 
to profit having been made, it WIll for the sake of 
simplicity be neglected in the following paragraphs. It 
wlll be assumed that the level of exports is determined 
by the other three elements In the situation only, which 
may be described by the single expression, the relation 
0.!.!h~encYl'ewar<Is-of1~ctors at h<?m~t01ll~xices 
and demand in the outer world. The words II and 
demand :" -are inserted to- cover-the case of B goods, 
about which it is not always possIble to assume that 
there is a single ruling price. Nevertheless as, owing 
to repeated use, breVIty is desirable, the expression 
If t1!.e _ worllL _pr1ce ... Jeve1 II will often be employed 
simpliciter: it must be rernember~ that this is taken 
to include ., state of demand" fo'r those goods (B) 
which are marketed in conditions of imperfect com­
petition and that the prices referred to are those of the 
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goods In which exporters are in fact in a position to 
compete with foreIgn producers in the places where 

.,rt>mpetition is proceeding. 
If the rates of efficiency reward at home and the 

world pnce level can be regarded as given factors in the 
situatIon, and if a gold standard is in operation, not only 
the level of exports but also the totalleve1 of income 
at home stand dete~mined in·the following maimer 

41J.§tand for total in~ome, let E stand for the value 
of e~rts, as determmed by the circumstances enumer­
ated above, and J for the pr~porhon of incom~ devoted 
to goods made abroad -(including the1mportea raw 
materials in home-made goods). Then 

" J I=E 
1 

or I=~ (E) 
'. 

Thus if the value of E is gIven, as supposed above, and 
the value of J is also known, the level of income may be 
deduced. This is indeed self-evident, but it may assi~t 
the reader to trace the matter out step by step. Let 
mm begin with the income earned by the exporting 
fraternity. They earn income equal to E and spend 
(I-J}E on home-made goods The producers of the~ 
home-made goods earn income equal to (I-,)E and 
..,pend In theIr turn a fractlon (I -J) of what they earn 
(I -,)E on home-made goods Thus they spend 
(I-')(I-,)E on home-made goods Thus in tum 
another set of people earn tI-')(I-,)E by producing 
these and spend a corresponding fraction on home­
made goods. Thus the total amount earned by those 
producing home-made goods is 

(I -,)E +(1 -r)ZE +(1 - ,)IE + 
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This is an infinite series, but the sum is not infinite. 
lfy the use of elemenIary algebra the sum is found 
to be 1 

" ,E-E 
But exporters earn income equal to E. Therefore total 
income is equal to 1 

-: E -l- 0::: 1-.......... t(..: f .... t' 
~ (. 

'

This method of analysinLtotal income is known ~ the 
" mUltiplier n method. It consists essentially in dlvid­
ing mcome mto two parts, one part of which is derived 
from the receipts of income spenders and the other 
part, the absolute amount of which is taken to be 
known, is derived from another source. Total income 
may be deduced if it is known what proportion of their 
receipts income receivers spend in such a way that it 
does not flow back to other income receivers. The 

reciprocal of this proportion (~above) is known as-;b; 
q • l 

multiplier. The part of income not derived from uicome I 
~penders and taken to be known and given may be 
called the base. The method will be used again in the 
following seci10ns with other multipliers and bases. 
It is undoubtedly a valuable method of approach to 
the problem of the balance of trade. 

Next it is desirable to examine what happens in the1 
event of a disturbance in the fundament&! conditions 
which determine the value of E. Suppose that, other 
things remaining the same, there is an improvement in 
productive efficiency in some other country in respect 
of goods which we export, e g. in the Japanese cotton 
piece-goods industry. and a consequent shrinkage in a 
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foreign market. Tlus involves some loss of advantage 
which England was formerly able to derive from her 
foreIgn trade and a deterioration in her position. Two 
kInds of adjustment are possible: (I) the rewards to 
factors may be adjusted so as to keep productive 
resources in reasonably full employment; (11) factors 
may be allowed to go out of employment 

(I) The reduction of money rewards may serve to 
mawl.in full employment in two ways. By increasing 
the quantity of goods whIch it is now profitable to 
export at pnces realizable in foreign markets, it goes 
some way to offset the mitial fall in E. By reducmg 
the prices of home-made goods competing WIth foreign 
goods in home markets it may increase the proportIon 
of income spent upon them and so the multiplier 
Thus suppose irutially that total income is represented 
by 100, exports by 10, and n of income is spent on 
Imports, the multiplier thus being 10. Suppose that 
the loss of the market reduces exports to 9. ,A reduction 
of rewards WIll serve to maintain employment if It can 
re-stimulate exports to 91 and by lowenng the relative 
price of home-made goods raIse the multiplier to IOU. 
Total income WIll then stand as before at 100 of whIch 

---;..- making 91 units WIll be spent on imports. Trade 
10M- -

'!!!!l?.al!!1S!:.-~~~fo!"~1 E'1t~~ a )o~~YQIUOle .QLtu.r.n:.. 
over ...... If there IS, initially, unemployment in Japan the 
stImulus to' It, and therefore to Japanese imports, may 
operate directly or indIrectly by triangular trade on 
English exports and thus lessen the amount of reduction 
in rewards required in England to maintain full em­
ployment 

If the country is on a gold standard or, in the absence 
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of a gold standard. is committed to the policy of 
maintaining her rates of exchange with all or most 
other countries stable. the reduction in rewards must 
take the form of an outright money reduction. Other­
wise it may be brought about through a depreciation 
!!liM value oiher currency in terms of other currencies. 
The latter method of securing reduction can be carried 
out with greater ease and equity as between different 
interests; it is discussed in a subsequent chapter 1 

(u) If real rewards are not reduced. what wftf the! 
nature of the new equilibrium be? Full equihbrium in 
one sense of the term will not be achieved. since there 
must be some unemployment in the new SItuatIon 
But there will be a new equilibrium in which receipts I 
and expenditure. and exports and imports balance. In' 
the new position the volume and a fortiori the value of 
exports will be reduced. It is necessary to examine the 
repercussions in the industries producing for the home 
market. Let us retain the supposition that individuals' 
spend the whole of their incomes. neither adding to nor 
taking from their monetary holdings: In this case the 
loss of incomes in the export industries will be accom­
panied by a loss of incomes in the industries producing 
for the home market sufficient to reduce the purchase 
of imports by the amount that income from exports 
has fallen off. Thus. provided that consumers do not 
spend more than they receive, purchasing power will be 
automatically reduced by a sufficient amount to entail 
a redurtion in imports equal to that in exports. 

This may be traced out. Suppose an initia1loss of 
income in the export industries of [p. The individuals 
involved spend lP less. This reduction is divided 
among the two main classes of expenditure. If expendi-

I Ch. VII. 
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ture on imports is reduced by [fIl' that on home pro­
duced goods is reduced by [P-ql The income of the 
mdustries producing for the home market is now 
reduced by [P-ql and indIviduals in these industries 
will spend less; If they spend [q, less on exports, they 
WIll spend [P-ql-q. less on home produced goods, and 
there will be a further consequential reduction of 
incomes in industries producing for the home markets 
of It-ql-q.. This entails a further reduction of expendI­
ture on both categories. Reduction of mcomes in the 
industries producmg for the home markets Wlll proceed 
by the progressive transfer of reduction, untIl there IS 

no more reduction to transfer This happens when 
[P-(ql +q. + ) is zero, i e. when 

ql+q.+ .. =p 1 

I But the left-hand slde of this equation is the sum of all 
I the reductions in expenditure on imports, while p is 

the initial loss of income from exports. Thus the 
reduction in imports is equal to the reduction in' 
exports. The result that, provided no one spends more 
than he receives in income, total income will be 
reduced sufficiently to curtaIl expenditure on imports­
by the amount that exports have declmed has absolute 
generality. Moreover, the whole process is simul­
taneous, so that the transition from one eqw1ibrium to 
the other occurs without lapse of time. Far-reaching 
complications arise, when the simplIfying suppositions 
of this enquiry do not hold. A clear understandIng of 
this most slmple and fundamental type of case is a 
necessary preliminary to the study of complIcations. 

J The senes on the left-hand Side of Uus equation will be ~. 
slDce q, IS always less than 1'-{q. + + q'-J) I 
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Thus even if rewards in home industries are not 
reduced, a balance of trade will automatically be 
secured without the intervention of a gold flow. The 
contention sometimes put forward by exponents of 
traditional theory that if rewards to factors are not 
sufficiently reduced initially, a gold outflow will proceed 
until they are, is seen to be without foundation in these1 

simphfied conditions. 
This conclusion may be viewed with satisfaction in 

view of the warning given in Chapter I, § 2. II Theones 
regarding the mechanism by which the na tional balance 
of payments is maintained may be tested by applying 
them to any arbitrarily defined area. If they implicitly 
assume in every such area the presence of a mech­
anism which does not in fact exist, they are properly 
suspect .. 

.., 
§ 3. Balance 0/ Payments on Current Account. The 
equlhbrium position when there are other items Oil 
current account in the foreign balance may next be 
considered. Such items are interest and profit on I 
foreign investments, gifts. indemnity payments If 
capital movements are shll excluded, then in equili­
brium a passive balance of trade is offset by an.,.active 
balance on the other items and vice versa. "imports 
are equal to the income from exports plus the net 
active foreign balance on other items. The greater this 
net active balance the larger ceteris partbus will the 
total income of the community be. If F stand for the 
net active balance on other items, 
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Thus a rise of £100 p.a. in F will, ceterIS paribus, not 

merely increase I by £100 P a. but by £100 p a. The , 
receipt of £100 will be balanced m part by the expendi­
ture of Its recIpients on Imports, in part by that of 
those consequentially given new employment in the· 
Industries producIng for the home market on Imports. 

If a reduction m F occurs the opposite results follow. 
Thl!i::lDay be lllustrated by supposmg that, on a condi­
tion m wroch foreign payments balanc!l. there super­
venes the necessity to make an indemnity payment 
The people vote the reqUlred sum by taxation. Suppose 
that there IS no change in world prices or rewards to 
factors at home and consequently no Increase in 
exports. The people will have less money to spend by 
the amount of the tax they have voted. There will at 
once be some curtallment of the purchase of imports 
by the tax-payers and of Imported raw materials by 

,. those producing goods for the tax-payers. Tills pnmary 
reduction in imports wlll not be sufficient to cover the 
mdemnity, for presumably only part of the mcome lost 
by the addItional taxation would have gone to the 
purchase of imported goods and materials. There will . 
also be a reductIOn in the purchase of home-made goods. 
ThIl' wlll lead to a reduction in domestic employment 
and to a further curtallment of imports owmg to the 
loss of purchasing power by those thrown out of work. 
The unemployment wlll be extended progreSSIvely untIl 
the reduction of imports through loss of purchasing 
power is sufficient to cover the indemnity. 

The unemployment is not, however, inevitable. It 
can be ~ured by the factors of production consenting to 
take lower rewards for their services. If sufficIent cuts 
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are made etports may be increased by the full amount 
of the indemnity. and if that happens the 'unemploy­
ment will disappear. How drastic the cuts required are 
Wlli depend largely on the elasticity of demand and 
supply of the country's goods; the greater the elasticity 
the smaller the cuts reqwred. 1 I t will also depend on 
the nature of the exports. If they consist largely of B 
goods, more drastic cuts will probably be required than 
if they consisted largely of A goods, For t4e ind~ity 
payment shifts the demand for goods in general from 
the tax-payers of the paying country to the tax-payers 
of the receiving country. This shift' in demand will 
tend to givf; the producers of competing B' goods in the 
indemnity receiving country a marketing advantage 
over those in tile indemnity paying country. Thus the 
paying country will have to cut the pnce of its B goods 
relatively to that of the receiving country's B goods by 
a suffiCient amount, wJrlch may be large, t~ tempt 
buyers in the receiving country to transfer their 
demand from their home-made goods, to which they 
are accustomed, to unwQnted foreIgn-made goods of 
different pattern.' Thus I the factors in the paying 
country will have to reduce their rewards more and the 
price of the output will have to fall more in the case of 
B than in that of A goods. As agaInst this it must -be 
remarked that th,e prodUction of B goods is more hkely 
to show decreasing costs over a considerable range, 
resulting, from the larger rn'arket. . 

Thus the burden of an indemnity is twofold. The 
paying country has to reducelts expenChture by an ( 

I Cf. the anal}'S1s of th. II. pp. 31-35 \ 
• ThiS will be further accentuated. If the receiving country 

I mposes a tariff • , 
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amount equal to th«; taxation required to cover the 
mdemnitt. • In addItion it must.. either allow an 
unemployment c..riSIS,to persist; Wlth the resultmg loss 
of output and income, or it must reduce the real 
reward to factors of production 

It IS S"ometlmes argued that full employment may be 
mamtained without a cut in rewards, owmg to the 
mcreased purchasing power in the indemruty Rceivmg 
co~try operatmg upon the indemnity paymg country's 
exports This consIderatIOn certamly decreases the 
severity of the cuts (or of unemployment) suggested as 
necessary by the previous argument. Only m one con­
dItIon would the stimulus to purchasing power abroad 
obviate the necessity for any cuts at all in the indemnity 
paymg country, namely,1f the stImulus to employment 
abroad were so great that the new mcome receIvers 
spendI~g no more than a normal frachon of their 
mcomes upon the paying country's goods, which must 
be supposed to be a'small fraction, have so much new 

• mcome that they buy exports from the paymg country 
equal to the value of the indemnity. Otherwise they 
wIll only be mdttced to buy sufficient exports from the 
paymg country to cover the indemruty by price con­
ceSSIOns made by the paying country. But these 

\ concessions entail reductIons In rewards to factors in 
the paying country 

§ 4. Capital Movements (preliminary). In consIdering 
mtemattonal capItal movements It IS necessary - to 

1 
remove the sImplifying condItion that the whole of 
income IS spent. Account must be taken of capital 
accuml!l'!tlOn In the country: 

FITst, mcome may be classified accordmg to how It 
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arises. Income arises (1) from the production of goods 
sold to consumers at home, (li) from the production of ' 
goods sold abroad and (iii) trom the production of goods ' 
which go to swell the stock of capital ,goods in the 
country whether fixed or liquid, Incomes derived from 

• foreign investment or by way o'f indemnity or gift from 
abroad. as well as profits earned 3.t home an~ remitted 
to foreign shareholders or indemnity payments, etc, 
remitted abroad, are assumed to be nil or to .. tacel 
each other exactly in this section. Their effect on the 
balance was discussed in the foregoi,ng section. 

Next, income may be classified according to how it is ' 
disposed of. It may be disposed of (I) in the purchase 
of home~made consumable goods, (ii) in tfle purchase ' 
of imported goods including imported raw materials itt 
home-made goods and (iii) in the form of sa~g. This 
accounts Jor the disposal of the whole of income. 

It is convenient to desjgnate the magnituqe 't>f 
income derived from the three aforementioned sources 
by 'H, . E, and K, namely, income from consumable 1 
goods sold in the home market by H, income derived 
from exports by E, and income!' derived from additions 
to capital by K1""'and to designate the proportion of 
income dis~7 of in the aforementioned ways by 
h, i 3.!ld s, namely, proportion of income ~ent on hom~ 
made consumabre goods by h, proportion of income 
spent on imports by' i and proportion of income saved 
by s. Total income is r. Thus , 

\ I=H+E+K=(h+t+s)I. 
, 1 I have used symbols des1gned to aid the memory of what they 

stand for Capital IS represented by K (das Kapdal) Instead of C. 
as C has already beeo used 10 tlie cl,asslficatJoo Into A. B. and C 
goods (ef ch. IV) Capl!alletters are use<t for absolute magmtudf''1 
and slDallletters forlifoportlons 
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Also since the amount of income spent on the con­
sumption of home-Ifade goods (exclu<hng imported 
raw matenals) is equal to the amount of incQme 
derived from their production 

hI=H 
" (i+s)I=E+K. 

It,now no longer follows that t1=E, ie that there-is 
an exact balance on current account. 
~ increase in the stock of capital goods in the 

country is equal to K +Z 

where Z is the quantity of foreign goods bought not for 
consumption, but to add to the stock of capital goods. 

Total Imports being represented by ,I +Z and 
exports by E there is an exact balance of trade, d 

II+Z=E. 
Since interest on foreign mvestments, mdemruty 

payments, etc., are here excluded from conslderahon, 
and .. goods" are taken to comprise services, the 
foregoing equation represents an exact balance ~'n 
currerit account. -- -

I't'ls-noi'iiecessary that there should be such an. 
exact balance. If iI +Z is greater than E, there IS a 
passive balance, and cOJlversely. 

If there IS a passive (or active) balance on current 
account this must be balanced by a loan from (o~ 
abroad and/or an out1low (or inflow) of gold. 

The international flow of capital IS governed by the 
quest for profit and the conditions of secunty pre­
valling. A flow of gold will balante any difference 
between the totals of current and capital Items on the 
two sides of the account. 

I t is now required to consider what forces detennine 
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(a) the level of employment in the country and (b) the I 
state of the balance of international payments, now I 
that the picture has been complicated. 

A$ before, it wlll be assumed initially that the rates, 
of efficiency rewards to factors of production expressed i 
in money and the structure of prices in the external I 
,world are known and given and also that a gold stan- \ 
dard is in o~er~tion, so that there are fixed rates-of 
excnange.- ssume also that the addition to.,!heir 
stocks of fixed and liquid capital which producers 
require is kno~ and given. Assume also that the 
proportion oj income which people spend on home­
made goods is known an4 given. 
. With these assumptions the level of employment in I 
the country may be determined. The technique I 
described in § 2 is used. The relation of, the money 
rates of efficiency rewards of home factors of pro­
duction to world prices determines the quantity of 
exports which it Wlll be profitable to make, and the 
quantity of home produced output required for 
additions to capital is taken as given. Total income 
will bear a definite relation to income derived from 
production for export and from production for capit~ 
purposes. (i+,s) I=E+K 

I 
or 1= -. (E+K) .+s 

Thi~ may ~e alternatively expressed as 

I (E , 1= -h +K). 
1-

This level of income designated by J, which is 
I'elated to a definite level of employment-and activity, 
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can only be changed If there is a change in the volume 
of goods which 1t is profitable to export (E). in the 
home requirements of capital goods (K). or in 
the propensIty to spend lncome on home-made 
consumable goods (h). 

The level of employment being so determmed, what 
of the balance of international payments? TIus is 
composed of the balance on current account and the 
bahu~~e on capItal account. 

The former, It has been seen. depends on the 
relatlOn of d +Z to E. Assume temporanly that Z IS 

zero. 
Now Slnce iI+sI=:E+H, whether .1 is greater or 

less than E, depends on whether the ratIo of the 
proportion of lncome devoted to Imports to the pro­
portIon devoted to saving is gre~ter or less than the 
ratio of lncome denved from exports to income derived 
from the production of addItions to capital. 

There IS nothing In the nature of tbmgs why these 
ratios should be equal or why, therefore, there should 

I 
not be an actIve or passive balance on current account. 
This conclusion also follows if Z IS not zero. 

Let the balance on-capItal account be governed by 
the motIves of capItalists seekmg profit and security. ' 

Let the Consequent total balance be active, so that 
gold flows In. 

Questions. Is this inflow lIkely (i) to affect the level 
of employment, (ii) to redress the total balance ? 

In the classical theory of the restorative effect of a 
~attention IS concentratea on TIs effect on the 
c\1I'1"ent account. In exammipg that theory. it WIll be 
necessary to consider the two questions posed above 
in conjunction .. 



§ sJ THE BALANCE OF TRADI: 13S 
'-' 

§ 5. The Gold Flow and Capital Movements. ,Before 
proceeding with the investigation proposed at the 
conclusion of the last section It may be expedIent to 

, explore the a venue neglected by claSSIcal theory and 
consider the possIble direct effect of a gold flow on the I 
capital account, i.e, -on the volume of foreIgn lendmg 
or borrowing. 

Suppose an active balance on current account not 
fully counterbalanced by the flow of foreIgn mvest-
ment, so that there is a gold inflow. -

In this case the amount of savmg exceeds the 
current addition to the stock of capital goods, as may 
be shown as follows. 

By the hypothesis of a favourable balance on 
current account 

E>iI+Z 
But E+K=il+sl 

. sI>K+Z 
But K +Z is the addItion to capItal goods at home, 
cornpnsmg those produce'd abroad as well as at home 
and 51 is the volume of saving. 

The excess of savi~g over the addItion to capItal 
goods in the country is equal to the active balance on 

"current account, and this is' equal to the net flow of 
mvestment abroad, if any, plus the inflow of gold. 
Thus of the excess of saving part IS mvested abroad 
and the residue is invested in'the..incommg gold. 

I t makes no dlfferen~e ~ this regard whether this 
gold is held by the banks or in private hands. If It is 
held by the banks, \and they do not make any- off­
setting or neutralIzing operatIons, bank deposits WiII 
be incre-:rsed by the amount of the gold infloW', and the 
e"cess savings of individuals or corporate bodies Wlll 
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take the form of depoSlts at banks. And If the banks 
do make offsettmg operations, the net effect is shll the 
same; the operatIons will release a volume of secunties 
equal to the gold InflOW and these will be held by the 
excess savers, whlle the banks will have a higher 
proportion of gold and a lower proportlOn of secunties 
10 their lIst of assets. 

A'$ the gold flows in Jhe position inside the country 
becom~s progressively' more liquid. If the banks 
fully offset ~he inilow, their position becomes pro­
gressively more liquid, and if they do not that of the 
pubhc becomes more liquid If the banks remam 
entIrely indIfferent to their increasmg liqu.dlty, thei\ 
the gold 1Oflow Will have no further effect (d. § I~ (u)) 

,But there must be a hIDlt to their 1Odlfference, 
especially If the gold is ~oncentrate9 in the central 
bank, for ultimately It wIll own nothing but gold and 
have no means of earning its hvehhood. Conversely 
If gold flows out ..!!!-e_!>~nking system may ~!l~!~Ee 
the outflow for a tIme, but if the odtflo'W is persistent 
they must operate to remforce its effect<;-()r they will 
lose all their gold-and thus make the capital posltlOn 
10 the country less hqUid . 

../ Greater liqUidIty means that a larger proportIon of 
capital assets COnsistS of gold or deposits at banks, and 
a smaller proportion of remuneratIve assets. This 
ISltuatIon Will tend to reduce short term rates of 
mterest, later long term rates, and finally the }'leld of 
securities generally. this, in turn, wIll tend to make 
capitalists look about for more lucrative assets; and 
10 looking about, they may look abroad. In the outer 
world, which bas been losing gold, condItion" will' 
pro tanM be becoming more stringent The yield of 
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assets will be improving. In consequence it may be 
expected that a'n outward flow of inve$tment wIll be 
stimulated. The longer the gold flows in,the greater 
the ~tImulus. VThe increased flow of investment 
abroad will tend to reduce the gold inflow and finally to . 
extmguish it. A new equihbnum may thus be reached. 

If the hypothesis of a gold standard IS removed, the 
situation envbaged will lead to a rise of the currency 
in the foreign exchange market. If the authorities are 
Iconcerned to preserve some measure of stabihty, they 
may, buy gold to set.a limit to the upward rise, and the 
same effects as those descnbetl in the foregoing para­
graph will ensue. And conversely in a condItIon of 
weak exchanges. 

Even supposing that they set their faces against 
having any truck with gold, yet if they are influenced 
by the foreign account at all, the strong condition of 
'the exchanges wlll make them more ready to expand 
credit, and, again, the same results wlll ensue 
~This account of the lelf-rightmg and ultimately sc!h.. 
eliminating ef!ect of ~ldll.<m:.seems s~nslble and 10 
!iccordCUlce wIth ,the facts of former times "hen capital 
moved across national' frontier"more freel~-' .. 
"!b.e..iheQnr..iLc;:t~~j~~i!U,h_~t..P.°stulate!~_~~f-

righting mechamsm at work. hIs unclasslca110 that 
IE attn~)utes the SeU-ri~hting effect 10 the capItal, 
1,!.10vrments induced and not to a change [n the com­
modltl balance (d. I I, (iv}}.lt is-possibTe-thai this is 
the mo!>t reliable factor in the self-nghting mechanism. 
In tha\ case it is to be expected that in these days, 
when the international flow of capItal in response to 
thl! relative yields of securities is much less free than. 
formerly, the !>elf-tighting tendencies WIll not manifest 
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themselves so readlly and a progressively less even 
distributlOn o~ gold in the world result 

\ 

§ 6. The Gold Flow and the Commodity Balance. -Next 
consider the effect of a gold mflow on the commodIty 
balance Commodities are taken, as usual, to include 
mvisible sel"Vlces 

It has been shown (§ I, (m) ) that gold wlll operate 
upon the balance (I) If it raises the total level of pro­
ductIon and/or (11) If it increases the money mcome 
distnbuted per umt of produce, i e money costs. It IS 
of the nature of the classical theory to lay greater 
stress on (u) The long cham of causation whIch It IS 

necessary to assume between the gold mflow and the 
nse of money costs has already been explam~d (§ I, 
I-ui) Theke two poSSible mode~ of operatlOn of a gold 
flow will first be considered separately Take the 
classical theory 

The net effect on trade must be assessed by reference 
to the relation between E, value of exports, and 
,r +Z, the value of Imports A nse m money costs 
Will tend to reduce E. It WIll also tend by the reawn­
ing of § 2 (the multiplIer) to reduce total income and 
therefore tIl But the reduction of 11 may, in certam 

- Circumstances, be expected to ~e less than the reduction 
of E for two reasons (I) The reductIOn of totalmcome 
may be expected to be smaller than in proportion to 
the reduction of E. If the -addItion to the <;tock of 
capItal produced at home (K) remams the same, since 
totall!lcome is related, to E+K. (u) The rismg cost 

1 It must be observed that the clasSIcal theory assumed thaI 
an mflow "'ould cau~ a decrease of ell.ports and an U/C'(the of 
Import~ The argume\lt of the text exafmnes a claSSical thf'Orr 
re-stated ID the ltght of the reasoDlDgs of § J (m) and (v) 
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of home-made' goods may inc~ase the proportion of 
income spent on foreign-made goods (J), and so cause 
the reduction of imports (il)' to be smaller than in 
proportion to the reduction of totalJncome (I). Thus 
the reduction in imports will be less than the reduction • 
in exports and the active balance will tend to be 
reduced. k..- <!.,..a~1 Ulr 
.,fThere is, however, a {aliI flaw in this reaso~ • 
namely the assumption that K will be constan . 
V~fupor{ant 'iiiflUence goverrung the amoUnt of • 
extra capital goods required by industry is the rate of 
expansion of the output of industry. NoW' the chain 
of causation described in the last paragraph supposes. 
a reduction in total income and output. This follows 
by the m_ultiEli.eutiE_ciP1"Urom the reduction of 
exports; and this pnnciple will be reinforced if 
people, by reason of the higher price of home-made' 
goods, come to spend a higher proportion of income on 
foreign-made goods. Consequently it is necessary to 
expect that there will be a severe reduction in K, the 
value of the orders of industry for home-made capital 
goods. There will be a corresponding reduction in 
total income, which may well be larger than in pro­
portion to the reductIon in exports. Consequently 
there IS reason to expect that the reduction 10 Imports 
(II). and a fortiori in iI +Z, will be greater than the 
reduction 10 -exports And If. thiS happens the inflow 
of gold wdl n~t become less but ~eater 

This being so 1t is necessary to set down the classical 
theory which looks to a rectification of the balance 
from the effect of the inflow on costs, as fallacious. -

Turn next to the other alternative. that the inflow 
may rechfy the balance by stimulating production. 
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Here the chain of causation is as follows. The Inflow of 
gold makes the sItuation of capitalIsts on balance more 
hqUld. That same Increase of hqUIdIty WhIch dnves 
them to seek more profitable channels of investment , 
abroad (cf. § 5) may also stimulate investment at 
home, by making the condItIons of borrowmg more 
easy. In other words it will tend to raise the value of 
K, Income derived from production devoted to swelling 
the stock of home-made capital goods. This stimulus 
to caPital Investment will tend by the multipher 
pnnciple to, raise national income and so further to . 
stImulate Investment In a vicious CIrcle of expansion . 

• ThIs will tend to TaISe the values of both terms in the 
expression (JI ;-Z), It will raise imports because the 
whole national income is raIsed, and it will raIse Z 
because some of the increased demand for capItal goods 
may be supplied from foreIgn sources. 

Thus these two chams of causation are seen to lead 
to Opposlte effects. It may safely be saId that the 
net result will only be self-nghtmg, if lhe stimulating • 
effect of increased liquidlty on the addItion to capital 
goods (K) IS substantial. 

The problem may be synthesIZed by putting the 
question-why should an inflow of ~old raIse mdustrial 
costs and so reduce exports? Surely only by. setting 
up a keener competItIon for the means of production. 
If this is so, the favourable effect on K must be deemed 
to be prior in time to the unfavourable effect on E. for 
otherwise there would not be a keener competition 
for the means of production. The mode of operation 
through an' expansIon of actiVIty must therefore be 
conSIdered the true theory and the phenomena which 
the classical view tends to stress a by-product. 
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The following l~tations to_ th«:~~!-~~~s!~~~ th~?ry 
so stated must be noticed. 
~ (1) The mechanism will only work effectively if the 
increasing liquidity provides a substantial stimulus to 
income arising from the produc;tion of capital goods (K). 

(ii) I t will not necessarily work in all phases of the 
trade cycle. For instance, if employment is already 
brisk, the increased liquidity may not affect the volume 
of production substantially, but merely lead to jpfiated 
prices and profits. The greater part of the increased 
flow of income may be saved and expenditure on 
imports (il) little expanded. :Meanwhil~, if rising costs 
lead to a reduction in exports (E). the net effect may 
serve to break the boom. and this in turn may increase 
the inflow of gold. 

(iii) While the inflow may serve pro tanto to swell 
income and imports, it must be remembered that there 
are all the while greater forces at work serving to change 
those magnitudes, and the effect of the inflow may be 
entirely swamped. Nor is it profitable to say that the 
inflow must avail to right the balance in a sufficiently 
long run, for the other forces at work may elltirely 
change the level of income and the balance before that 
long run is ever reached. 

It is necessary. therefore, to be content wit,h this 
somewhat inconclusive result. pending further discussion 
of the fundamental forces connected with the trade cycle. 

, I 

§ 7. SUTTUTlIlTY. (lY The classical theory of the balance 
is stated in which the gold ~ow is held automatically 
to secure an even balance. The assumptions required by 
this theory are enumerated. Ii~p!~l!...~f~~ti~..!!~!!titi 
does not deal systematically with the level of emplgyment.1 -
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(n) By means of the multIplIer analysis. It IS shown 
that if people spend the whole of their incomes. a 
balance WIll occur automatically w.thou.l.~ int~ 
~ent~oft: or.a: jo!4JfOYL {a) when turrent exchange of 
goods and servIces -only are taken mto account and 
(b) when mter~st. dlVldends. donations. and mdemmty 
payments are also brought in A full level of emlsloy­
me~~ ).!LItQtll-uto~cally securg: this de pen on 
emcie~y rewards to factors being at the nght level U1 

relation to world prices 
(m) When the accumulation and movement of 

capItal are taken into account. it is shown that).'ay­
ments do not balance automatically. ~he mulbpher 
methoa is extended to cover -trus case. and It IS agam 
shown that the level of employment depends on the 
relation of efficie!lcy rewards of factors to world pnces. 

(iv) The gold flow may be expected to tend to even 
out a balance by influencing relative liqUlwty and the 
yteld of assets in different countnes and so producmg 
a compensatory internahonal movement of capital. 
provIded that such movement IS comparatively easy. 

(v) The influence of a gold flow on the balance on 
current account IS exammed. haVing regard to ItS 
possIble influence on (a) money costs of production and 
(b) the level of actIvity. It IS shown that it can only 
exert a self-adjusting Influence via (a) if it has an ante­
cedent and greater Influence on the level of activity 
(b). As other more Important influences. origmating m 
foreIgn trade. are operating on the level of activity. 
doubt IS thrown on the relIability of the gold flow! 
mechamsm. if Its influence is confined to the balance on i 
current account 



CHAPTER VII 

THE TRADE CYCLE 
/ 

§ I. Volume of Exports v. Excess of Exports. The 
position reached in the last chapter was that an inflow 
of gold will, ~lecting its effect on interna~iona1 capital 
movements, only serve to redress the baIa:nce of trade, 
if and in so far as it stimulates productton in the 
receiving country, A view is thus presented of foreIgn 
influence sometunes working to stImulate output in a 
country until a new eqmhbrium is reached and ~me­
times through an outfiow working to depresS output. 
If the view is extended to include the world as a whole, 
but confined to a smgle period of time, there results a 
picture of some countnes being stimulated to expansion 
by foreign influence whIle others are induced by foreign 
influence to contract; for at any time inflows of gold 
in some,countnes are exactly balanced by outflows from • 
others. 

No)\' this picture smgularly mi~epresents the true 
state of affairs. The trade cycle is a world-wide 
phenomenon, the phases of which occur. if not simul­
taneously, at least m fairly rapid succession in different 
countnes. A set back to prosperity may occur in one 
important country or group of countries, but sooner 
or later all or most of the others are drawn into the 
maelstrom by forces which can only be supposed to 

143 
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operate tl;lrough those tradmg relations of ",hlch the 
InternatIonal balance of payments gIVes a summary. 
It IS hardly ltkely that each of a large number of 
coun~nes would, If they were all entirely msulated from 
one another, share to anythmg ltke the extent they do 
share 10 the common world prospenty or adversity. 
And so It becomes necessary to suppose that in the 
downward phase there is somehow transmitted through 
thelr ~ternatlonal tradmg relations an adverse force 
affectmg all or most countnes simultaneously, and 
conversely In the reVIval. This IS a very different state 
of affau,s from that suggested by the view that the 
stImulatmg or deprcssmg effect of foreign transactions 
IS exerted through a gold flo" WhIch, In so far as it i ... 
sbmulatmg or depresstngY'must sImultaneously be 
exertmg an equal and opposite Influence in dlfferept 
countnes at the same time 1 

The analYSIS already gIven In Chapter vr, § 2, points 
to the correct view. There the direct mfi1!ence oUhe­
Y~1JIlle, as dIstinct from the excess 01 ~x-por~ v.as . 
analysed. If the income WhICh a country IS able to 
earn by Its exports Increases, the mcome and activity 
of the country as a whole IS stimulated, and conversely 

../Thus It may happen that fallmg exports so depress the 
level of actIVlty In a country that Imports fall still 
more (d. Chapter VI, § 6) so that ~!l_.mflow of g~ld 
~~but th~_gepressIt1.lLeffect of the falhng volume 
of exports outweighs any stimulating effed v.llich the 
IiiIiow of gold may exert. This, indeed, IS v.hat must 
be supposed to happen to a number of countnes in the 
downward phase of the trade cycle 

1 lowe appreciation of the cardinal Importance of thn arjdlll'(,llt 

to the persistence of my former pupil, Mr S D l'ollard 
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The world diffusion of a depresslOn may be set forth 

as follows. A pomt comes at which the factors making 
for recession in the world as a whole become l>ttonger 
than thoc;e making for continued advance. This tend:. 
to weaken the world-pnce level or the· state of world 
demand. Each and every country, includmg those 
which are not themselves the theatre of the tnumph 
of adverse forces: finds that the volume of A and B' 
goods, which i~ can export at a profit, IS re1uced . 
Thus each and every country is subjected to an adverse 
mfluence through the fall of exports, and conversely 
in a revival. This IS independent of ItS net balance of 
payments. • 

It should be noted that each separate country may 
be deceived into taking a wrong view of the causes of 
depressions, attnbuting them, to failures of the export 
market. This may be a true view of the channel 
through which the depressing force operates upon It 
But It was necessary to assume in the foregomg argu­
ment that there was a balance of forces makmg for 
depression in the world as a wl1ole, oe/le, than tho:.e 
connected with foreign trade. For when the economy 
of the world as a whole· IS considered there are no 
exports and imports! All trade IS mternal trade. 
Even those countnes which are the seat of the 
trouble may take a wrong view, since the effect of the 
weakenmg m the world pOSltIon will react back upon 
their exports, and the eVil of fallmg export!. may 
be more p1.linly visible than the true causes of the 
trouble. \ 

Countnes .... hlch in these crrcumstances develop .1 

paSSI\e balance may be deceived eVfn as to the nature 
of the ,mpact of the depression upon them, wrongly 
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. attnbutmg mQ.re lffiportance to the passlVe balance 
than to the falling 'Volume of exports 

If, then, the gold flow is not the predonunatmg 
foreIgn Influence on the level of a country's actIvIty, and 
If, as was shown m Chapter VI, § 6, a gold flow can only 
bnng foreIgn trade to balance by Its mfluence on the 
level of a country's actIvIty, it follows that the gold 
flow cannot be regarded as a relIable mstrument for 
bnn~'1g foreIgn trade to balance. Tills argument as 
to the meffectIveness of the gold flow IS mdependent of 
what the authontIes may do m the way of .. monkeymg 
about" wIth the gold; It would hold, If they allowed 
and assIsted It to exert a large effect "on the quantIty of 
money m the country The argument may mdeed 
JustIfy the authontIes 10 theIr monkeYing about, for 
If the alleged curatIve effect of the gold flow on the 
balance IS non~existent or ummportant, they may, 
WIth an easy conscIence, lffipede Its Influence on the 
mternal monetary system If they have other good 
reasons for desmng to do so. 

The foregomg argument doe'S not derogate from the 
possIble influence of the gold flow on the balanct' of 
payments through Its mfluence on mternatIonal caPItal 
movements (Cf. Chapter VI, § 5.) But m a world 10 

WhICh mternatIOnal capItal movements are themselves 
obstructed for other reasons, thIS mfluence IS likely to 
be frustrated, so once again the authontIes are justIfied 
m dealmg with the gold m the way best adapted to the 
mternal SItuatIOn. 

I t IS to be noted that emphasis on gold movements 
not only gIVes a wrong Idea of the Influence of foreign 
trailing relatIOns on the level of activity, but also 
provIdes a bad cntenon for monetary polIcy When 
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forces making for depression in the world overcome 
those making for continued expansion and the world 
enters upon the downward spin, It is desirable that each 
country should assist to the best of 1ts abilities to 
st1mulat~ rev1val. But if each country guides its 
monetary policy of expansion or contraction by 
reference to the balance of payments, some will pursue 
an expansive and others a restrictive policy. Tl,lere will 
be no net balance of expansive policy and »0 net 
monetary effort :n the world as a whole towards reVlval. 

§ 2. Trade Cycle .1!.henomena. The modem theory of 
the trade cycle is not yet complete. It may suffice to 
mention some of the manifestations oj the cycle. 

Its main characteristic is an mcillaHon in the total 
. volume of output. In the expandmg phase prices 
usually have a flSlDg tendency and in the declining 
phase a falling tendency. 

The output of the construetional trades shows an 
oscillation of larger amplitude than general output. 
This may be most naturally explained by the fact that 
the demand for new capital goods i!l partly dependent 
on an expanslOn in the output of firushed consumable 
goods, and if this comes to an end even If the production 
of consumable goods does not faU much, a large part 
of the demand for new con~tructional goods will be 
wiped out and a severe decline in those industries will 
be registered. By similar reasoning an abnormally 
high 'rate of expansion in consumpbon may entail an 
enormous change in the absolute level of constructional 
activity even although the increase in' the absolute 
I evel of consumption is not great. . 

The oscillation in the output of primary foodstuffs is 
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not so great as that of general output. Tlus may be 
connected with the fact that much of this class of 
output IS controlled by producers whose own labour 
constItutes a large I part of, the cost of product lOn, or 
WIth the nature of the competitIon which pre valls In 
that sphere But wlule the output IS comparatively 
stable, the price level of such goods fluctuates corres­
pondIngly more and With It the purchasmg power of 
those ~ountnes which are largely dependent for their 
Income on the sale of such goods. 

These great SWIngs In the volume and value of vanous 
broad categones of goods, wluch marufest themselves 
regularly In the trade cycle. may have serious and 
divergent effects on the balances of payments of vanous 
countnes. A declIne of exports is unIversal but the, 
magnitude of declIne dlffe~ent In different cases 

The effect on the balance of payments IS by no means 
proportional to that on the volume of exports. Much 
depends on the stabilIty of the magmtude of the 
country's Internal adrutlons to capItal. If the Income 
denved froql. additions to capital (K) IS very unstable, 
the country WIll go mto a deep depression and may 
attam an active balance of payments. PeT contra, Jf 
K IS stable, the country may be saved from the worst 
ravages of depreSSIon but acqwe a more passive 
balance. 

The net effect on the balance results from a v~nety 
of factors. In depreSSIOn, as In prospenty, those 
countnes WIth actIve balances will exactly balance 
those with passive balances. More aruoety, however, 
appears to be aroused by the problem of .£.ar;si~ 
balances In a d~'p-resslon. Tlus may well be due to the 
liet that the prunary method by which a balance on 
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current account may be met, namely a~~~~!..e.:,_ 
Vaent {ff. Ch. VI, § 5), becom~ less hk ll-1~LOperate~ 
• ar less net investment occurs during the depression • 

and there is therefore less scope for foreign investment. 
Moreover the depreSSIOn is bkely to produce an atmo­
sphere of anxIety and a sense of insecurity which are 
inimical to internaiJonal capItal movements, in search 
of profit. Per contra the pohtical movements of capital, 
which are not induced by and have no nt'~essary 
connection WIth the state of the balance but are due to 
pohtical alarums and excursions (d. Ch. V, § 7) may 
well be intensIfied and make discrepanCIes in the 
balance greater. 

§ 3. The Trade Cycle and (Zapital Outlay. A complete 
and definitive theory of the trade cycle cannot be 
expounded since none exists. None the less one 
contnbution towards such a theory may be outlined 
WIth confidence. 

The method 'of analysis outlined in Chapter VI, § 2 

may be used. There a statement was gIven of the 
relation between the level of activity, which a country 
mIght achieve in simplified conditions and the level of 
exports which it achieved, 1P ... n..Id~!lQ~..rullog 
uRon its'-pLQPensity to spend income upon foreign-madt: 
oods I!:he,incoms fr£.tp~~~~tt~_~Ut~ated as a ha'ie 
o be mul I h~.P3 11. term reid ted jnVetse1y~A2::!~ 

propenSIty t~1'~~9I1l.e...1:!P'91!lQ~jgq~a.de~Qods,~ 
- In the more comp&a:tettthe6rYl0i:-vr,§ 4fthe base 
was expanded to include income derived from the 
Pfoduction of additions to capItal equipment and 
stocks, and the multiplier was changed to include 3. 

reference to the pr:opensity to save. Does this method 
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of analysing the level of totallncome and activity and 
therefore the variations In_that level gIVe any clue to 
the vaFiatlOns wruch constitute the trade cycle? 

When the world as a whole is consldered, there are no 
,exports In order to apply the mulhpller method to 
the world as a whole, therefore, it must be modified 
so as to exclude them. The base now consists of lncome 
denved from addItIons to the capItal stock only, 
and t~ multIplier is derived from the propenslty to 
save. I 

~hus if I represents totallncome,. K lncome denved 
j60m the productIon of addihons to capItal stock and 
s the proportlOn of IIlcome saved 

si=K 

~ ~\ v'or I=!K 
.J ~' s 

This formula Ifonst~tutes a slmpllfied statement of an 
extract from Mr Keynes' theory of emtEloymen.t-J 

Thl!~_ th!.l. leveLol JJlCOLlle a,nit ~« Ylff.C.ill cDly 
IIlcrease If th~.ut2ut.QLag4!1lCUls to capl1alJJlG.~ases 
-ortn~.PiOPenSlty -to-.ave.~eases, ancLcoJlyerse.ly~ 
~mce the propensIty to save fends, If anythmg, to nse 
in the upswmg and to fall In the downswmg of the 
cycle, 'tho'Se swmgs III activIty must be assocIated Wlth 
stiIl.J~~~r swmgs In the output of capItal good~ And 
attempts on a world scale to IDltIgate the swmgs of 

~
CtIvitY should endeavour to ,even out the stllllarger 
Wlngs In the output of capItal goods . . 

§ 4. VIhe Gold Standa,rd. Monetary expansIOn tends to 
stimulate the output of capItal goods and conversely. 
If monetary pollcy is, everywhere governed by the gold 
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flow, it must at all times exert a stimulatmg ef[~t m 
some places wluch 1S equal and oppos1te to the restric­
tive effect exerted in others. But this IS not what IS 

required by the demands of traae cycle polity. 'fhat-' 
aemands the UnIversal appUotl'On of a shmulus 1n: 
~¥l?~~ r%!~:~!?1t 111 XherG - --, 
· If t e go s an ar IS In opera lOn, some attentIon 
must be paid to the gold flow. It is true that a receiVIng 
country' is at liberty, wIthout jeopardizing its gold 
standard, to stenlize or neutrahze some or all'of the 
inflow. And this may not be undes1rable In the upward 
phase of the cycle. :aut if a losing country persistently 
neutralizes the effect of the outflow, It will be in danger 
of losing all its reserve and having to abandon the gold 
!>tandard. But a 'gold standard 1S not lIkely to be long 
mamtamed if It IS known that a country IS Wllhng to 
aban~on it hght~heartedly, Indeed a country cannot 
be sald to be on a gold standard unless It has some. 
measure ,of resolution to defend it when necessary 
A gold standard can only be defined by reference to the 
Intentions of the monetary authontIes. At any time 
in any country the currency has a gold value wluch IS 

defined by the current price of bullion. A gold standard 
means a confident· expectatIOn that the authontIe:. 
can and WIll take such measures as are reqUIred to 
prevent the pnce of bullion moving outSIde narrow 
hmits under the sh1ftIng Influences of supply and 
demand. • 

Thus in a depreSSIon, With gold standards unIversally 
10 operation, the receiving countries mayor may not 
allow an expansive force to operate, but it is certa'in 
that the iosmg countnes, If thCTY mean busipess, must 
allow and may-even have to intenSify the restnctIve 
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force due to an outflow. And tlus IS the OpposIte of 
what the trade cycle situation requires. 

Nor need we consider the case agamst the gold 
standard from thIS dlSlnterestcd cosmopohtan pomt of 
VIew only. The losing countnes WIll be subject to the 
blast of depressIng forces, whether operatmg through 
fallIng exports or mtemal adverse factors, and It IS most 
vexatIous for them to be compelled to add to their 
troubles by a restnchve monetary pollcy. 
An~ mdeed, the trade cycle apart, there seems 

somethIng Inherently IrratIOnal In a system, the 
essentIal modus operand~ of WhICh requIres a restnctIon 
of productIVe achvlty In a number of countnes from I 

hme to hme The basIs of any rational system should 
'" be the maIntenance of full employment. Thus the \ 

gold standard stands condemned. 

§ 5. The Balance '0/ Payments and Full Employment. 
What cntenon for foreIgn exchange and foreIgn trade 
polIcy may be put in the place of the gold standard? 
I t may be postulated at the outset that random and' 
seasonal fluctuations In the balance of payments, 
together wIth those due to temporary flIghts of capital 
under the Influence of pohhcal alarm, should be offset 
as far as pOSSIble by the operations of the central 
authorIty, such as an 'Exchange Equahzation Fund, In 
the manner descnbed 10 Chapter V, § 7. 

For the rest It IS sometimes said that the foreIgn 
exchang~ rates should be allowed to find their .. natural 
level" But It has already been shownl that tills 
expression has no preCIse meamng. Given the state of 
affairs in the outSIde world, the natural level, in the 

1 Cf Chapter VI. § I 
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sense of one which causes the supply and demand of 
foreign currencies to balance, Wlll be dlfferent accordlI~g 
to the level of emplo¥ment Inside the country. 

A more radical suggestion is that the foreign exchange 
rates appropriate to full employment should be secured. 
Broadly. this must command agreement; a condibon 
of full employment is clearly desirable. and. if that IS 

deslrable. the appropriat.e rates of forelgn exchange are 
desirable also. 
\ It 'is necessary to conslder the rate of elchange 
requislte'to secure full employment in connecbon Wlth 
the problem of the balance. Certain propositIons wIll 
.first be stated and nUll}Cnclll examples then given. \ 

I. There is a unique(level of internal capital outlay) 
and of the(forelgn exchange rates\vhich together Will 
secure both full employment ana'an even balance of 
payments. • 

2. If it i,s outside the power of the authorities to 
determine one of the levels mentioned in I above: 
but they have freedom to manipulate the bther. either 
full employment or an even balance can be secured, 
but it IS Impossible to guarantee both. 

3. If neither level is within the control of the 
authonties. then it IS impoS61ble to guarantee that either 
full employment or an even balance will be attained 

4. If the rates of foreign exchanges are fixed above 
the unique level specified in I above and the authorittes 
are able to manipulate capital outlay. then If they seek 
full employment there WIll be a passive balance of pay- ~ 
ments and if they 'seek an even balance there Will pe. 
unemployn'ent. If the rates of foreign exchange' are 
fixed below the level specified in I abo~e. and the 
authoritIes seek full employment there will he an 
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active balance of payments and If thE:y seek an e\ en 
balance there will be over-full employment (this is 
explamed below). 

5 If the amount of capItal outlay cannot be mam­
pulated and stands below the unique level specUied In I 

above', but the foreIgn exchanges are fleXIble, then If 
the authontIes seek full employment there WIll be an 
actIve balance and If they seek an even balance there 
will be unemployment. If the amount of capItal outlay 
stands ~bove the unique level, then If they seek full 
employment there will be a passive balance and If they 
seek an even balance there will be over-full employment. 

These propositions flow from the relattons set out in 
Chapter VI, § 4. It may suffice to elucidate them With 
numenca1 exaxpples. 

The reference to II over-full employment" needs ex­
planatIon. There cannot, of course, be over-full employ­
ment In the CIrcumstances envisaged In 4, the clasSIcal 
Idea that the balance IS regulated by a s1uft In relatIve 
costs comes into Its own. Where it IS stated In 4 above 
that there would be "over-full employment," what IS 
meant IS th~t there would be more employment than 
there is if t~e factors of productIon were avaIlable 
As they are not available, the pressure on meanS of 
production will tend to raIse pnces and costs. The 
effect of tills on the balance Will be in the same dIrection 
as if the extra factors needed were there to be employed 
Instead of the balance bemg rendered less acttve by 
there being more people earning income and bUYIng 
imports, it will be rendered less actIve through the 
rise m home pnces and costs reducmg exports and 
encouragmg imports. 

In case 5, If there were more factors a vadabJe lor 
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employment they would be employed in/the export 
trades. As there are not" existing factors will be 
deflected out of other industries into employment there 
owmg to the exceptional profits in the export trades 
ansing from the exchange depreciation supposed to 
have been brought about 

It may be thought, ,quite properly, that the point 
mentioned in connection with 4 may have wlder 
apphcation.- A change in prices and costs ma~ occur 
not only when there is full employment but aho In 

response to any changes in the level of unemployment. 
Thls concession to the classical view was freely allowed 
in Chapter VI, § 6. A stimulating or depressing effect 
on activity might, .it was agreed, in.fl\1ence prices and 
costs. On the other .hand it was contended that a gold 
flow would not influence prices and costs unless ,it 
influenced activity in the appropnate direction. 

The analysis of thi$ chapter dlrecls attention to the 
direct effect of changes in activity on the balance 
through changes in the volume of purchasing power. 
If these changes in activity-also affect prices and costs, 
that does not invalidate the arguments of th,is chapter,­
since this effect on prices and costs influences the 
balance in the same direction as the change in activity 
supposed to give rise to it. 

It must be observed that the analysis of this chapter 
cannot be quite complete since i" does not investigate 
what determines the spontaneous volume of capit~ 
outlay. A leading determinant is the rate of growth of 
total output. When the theory of growth has been 
more fully developed in economic thought it may be 
p~ssible to formulate certain very simple relations. In 

this sphere. Far the time we must be content to take 
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the value of K as a given quantity in the 5,ltuatlOn It 
remaInS to give illustrabons of the foregomg proposI­
bons 

Suppose that income from exports consists of 10 

umts and Income from addItions to capItal of 10 umts 
Suppose that people spend tths of their mcome on 
home-made goods and dispose of lth on Imports and 
saviI1g so that the multipher is 5. Totalmcome stands 
at (10+I0) X5=100 Of this let I~th be spent-on • . Imports, so that Imports are equal to exports. Suppose 
that there is considerable unemployment and that the 
authorities are anxious to stimulate activity, and raise 
tofal Income to IIO 

(1) Let them deprecIate the exchange so that exports 
are stImulated to II and the proportion of Income 
devoted to imports is, owing to their higher pnce, 
reduced from T\-th to nth This raises the multiplier 
from 5 to 5fr Owing to the expanslOn of exports the 
base IS raised from 20 to 21 and total income from 100 

to 21 X5i'r=IIO. Imports will be equal to IIO X/r=IO 
and exports to II There will be a hIgher level of 
employment m the country and an acbve balance 
(Cf proposition 5, pt. I.) 

(11) Next suppose that the authorities leave the 
lexchanges alone, but stimulate capital outlay by an 
expansive monetary policy, public works, public bor­
rowing or otherwise Let capital outlay be raised from 
10 to 12 If there IS no change m the multiplIer, total 
income will stand at 22 X5=IIO and Imports at nth of 
this, I e. II. There will be a passive balance of 1 (ex­
ports standIng as before at 10) (Cf. proposItIon 4, pt I) 

Jf the lDcrease of activity serves to stImulate spon­
taneous. capital outlay the amount of artIfiCIal stImulus 
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required to raise' total income to II£) will be pro tanto 
reduced. and if it serves to increase the proportion of 
income saved and so reduce the multiplier. the artificial 
stimulus required will be pro tanto increased. 

(iii) Next suppose that the authorities combine the 
two methods. In order to secure full employment and 
an even balance they must do so in certain proportions. 
Assuming that the exchange depreciation required to 
stimulate exports from 10 to Ioi reduces the prol}ortion 

spent on imports from 'Ita to I~f the following 

stimuli would be appropriate Let exports be stimu­
lated from 10 to Ioi and let capital outlay be stimulated 
from 10 to II. The base is thus raised from 20 to 211 . 

I 

and the multiplier from 5 to I =s-h. 
I I 

I 10 + IOn 

Income will stand a~ 211 XSl~=IIO. Of this 1/10H. 
i e. Ioi units, are spent on imports. Trade balances 
(Proposition I) 

Provided that the mutual inter-connections between 
capital outlay, foreign exchange rates, level of employ­
ment and bal~ce of payments are borne in mind, the 
foregoing considerations may be made to yield two 
simple executive maxims. tiY1f there is unemploy­
ment the authorities should stimulate capital outlay. 
(ti) The foreign exchange rates should be allowed to 
find the level determined by the consequent pressure 
of supply and demand. subject always to the proviso 
that refugee movements of funds and other ext~­
ordinary terms in the balance are offset by appropriate 
operations of the ~xch~-.K~l. 

I 
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If only the second maxIm IS adopted and not the 
first, an even balance wlll be secured but there may be 
consIderable unemployment If an effort IS made to 
secure full employment by stImulatmg capItal outlay 
and the exchange rates are held fixed, full employment 
may only be secured at the cost of a paS<;lve balance 

I 
and "the productIve resources of the country wIll be 
unduly concentrated m the capItal goode; Industnes 

• § 6. Polley in the Depression. The pohcy outlined m 
the foregomg section 1S not, like gold standard pohcy, 
inconsIstent wIth that requIred by the trade cycle 
QUIte the contrary For It suggests that measures, 
whether of monetary expansion or other, should be 
employed to stImulate capItal outlay when unemploy­
ment 1<; fallmg below ItS full level. Consequently the 
prescriptIon requIres the general pursUIt of such a 
pohcy In the downward phase of the cycle, when all 
countnes are feelIng the adverse effects of declimng 
exports The expansIve policy is then to be pursued 
regardless of whether the balance of payments IS actIve 
or passIve ThIs is In conformlty WIth trade cycle 
reqUIrements 

In the final formulation of the last sectIon, emphasIs 
was placed on capItal outlay and it was suggested that 
gIVen the Ideal pohcy tn that matter the exchanges 
rnxght be allowed to find their proper level under the 
mfluence of supply and demand. 

An alternatIve plan mIght be suggested SInce It IS 

aclrnxtted that exchange depreCIatIon tends to stimulate 
employment, why not operate in the first Instance on 
the exchange rates? ThIs might seem a better method 
pnma f!lcle (1) because It IS easIer of executIon than an 
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effective stimulus to capital outlay and (ilY because, 
unhke the latter, it tends to improve the balance of 
payments. 

The case against may be set out: 
(i) Unlike the stimulus to capital outlay, it makes no 

contribution to world recovery. When the world as 
a whole is considered, dechrung exports cannot be 
written down a.s a depressive factor, smce the world a.s 
a whole, in contradIstInction to its constItuent coyntries, 
has I}o exports. Therefore, a country by stunulating, 
its exports only is not making a contnbution to w6rld 
recovery. To do that, it should 'Stimulate capital 
outlay. Each country should endeavour to stimulate 
world re~overy in its own interest a.s well a.s in that of 
the world. 

(li) This pollcy not only makes no contnbution to 
world recovery, but it may be definitely unneighbourly. 
Consider its effects upon the outer world.. The same 
process which stimulates the country's exports, namely, 
the reductIon of prices in terms of forei~ <;urrencies 
at which it can compete, tends to reduce the multiplier 
in all foreign countries taken together, for it increases 
the proportion of income which theIr nationals are 
dIsposed to spend on imports. Consequently it tends ~­
to depress activity in foreign countries. 

As against this It must be admItted that if the stimu­
lus to the given country's exports raises income in the 
country, it will tend to increase its imports which are 
the other countries' exports and so stimulate their 
activity. Which of these forces is greater' must be 
determmed by examming the net effect on the balance. 

(a) Initially in order to get the required reduction 
.in the foreign exchange rate, which by hypothesis is 
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not due to the pressure of supply and demand, It must 
be prepared to buy gold or the currencIes of foreign 
countnes. This purchase \11<111 be balanced by an tnltlal 
excess of exports from the given country, so that It h 

111 that respect exerting a net adverse Influence It 
IS finng out cheap exports wlthout taking payment for 
them by Imports 

(b) It IS more lmportant to elamme the new 
eqUlhb~um It was shown In § 5, example I, that arl 
Increase of exports due to exchange depreclatIon }S, 111 

the absence of any sllmulus to Int~rnal capital outlay, 
not hkely to be fully balanced by the consequential 
Increase of Imports Consequently the adver~e effect 
exerted by reduc10g the multiplier In foreign countnes 
IS not hkely to be fully offset by the benehclal effect 

. of the 10crease of the1T exports to the gIVen country 
(The same argument of unnelghbourhness appbes a 
fortioT1 to the adoptIOn of tanffs and quotas In a 
depressIOn) 

(~ll) By lmprovlng ltS own balance of paym~nts 10 
thls way the given country tends to decrease lIqUIdIty 
In foreIgn countnes and render the stunulus to capItal 
outlay more dtffiC1iIt for them to app\y 

(IV) Tills -remedy may be countered by other 
countnes resortmg to,lIke action in endeavounng to 
deprecIate theIr own currenCIes and thus render abortIve 
the actIon taken by the given country CompetItIve 
currency deprecIatIon IS no doubt not as black as It IS 
painted, 1Odeed, the apprecIatIon of gold In terms of 
all currenCIes may do some good by rendermg the world 
pqSltion more hqUld. But It cannot be set down as a 
very efficIent remedy for the world as a whole or the 
compet1Og connteieo; If, on the other hand, the given 
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country stimulates its income by capltal outlay, the 
other countries w111 neither be able nor desirous to take 
counter measures to reduce its stimulating effect upon 
the given country. 

These arguments are not intended to rule out the 
posslbility of exchallge depreciation. Indeed, a country 
faced, owing toP a passive palance, by the alternahves 
of exe-hange depreciation or internal restnction, should 
adopt the former policy. Any pollcy designed to 
redress a pa~sive balance has pro tanto a depresslVe 
influence on the outer world. But the 10ternal restnc­
tlve policy has the addit\onal dement of aggravating 
the shortage of capital outlay in the ,,·orld as a whole, 
by jsecuring eqUilibrium at a lower level of actlVlty 10 
the restricting country it w111 secu~e that t»1e corre-

o sponding level of activity outslde is restncted also. 
Nor should a country be deterred from e~rtlDg the 

greatest possible stimulus to internal capltal expansion 
by the fear that, this wll1 entall a greater exchange 
depreciation than would otherwlse be necessary. For 
the consequential stimulus to ItS imports will do more 
good to the external world than the stlmulus t'o Its 
~ports through exchange depreclation dot'S harm. 

Ex<.hange depreciation WIU not be mjunous to the 
outer world 1f it is the consequence of an 10temal I 

expansion 191d occ:urs under th~ influence of supply arid I 
demand.vIt WlU only be injunous if it is dehberately , 
brought about by the authonti~ as a means of shmu- ) 
lating internal employment. An improper appreciaholl l 
of thIS fundamental Qistinchon has causpd much con- I 

fuston in the discussion of the merits and de-ments of 
~xchange depreciation. 

It rem:1ins to add a further observatlon on the policy 
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of good nelghbourlmess. Any achon de~lgned to 
Improve a country's balance tends to millct mJury on 
'Its neighbours, and the Improvement of Its balance 
as such does tne given country no good. Furthermore. 
what IS..m Its neighbour's mterests IS ultImately m its 
own VTherefore, m a depressIOn, countnes with an 
dctlve balance should stnve to reduce It and countne~ 
,uth a passlVe balance should stnve not to reduce It, 
If the consequent stram on their reserves IS not too great. 

Thl,pollcy laid down m § 5 prescnbes that each 
country, should endeavour to maintam Its level of 
employment by stlmulatmg capital activity and allow 
the exchange to run down under pressure to what IS 
then Its natural level, ~. to that wluch secures a 
balance of paymentsVBut If a country in Its re' 
constructlve effort hits the balance still further to the 
~lde of c{pltal outlay, It Will render a signal service to 
the world as a whole. For Its excess of Imports will be 
a stlmulatmg factor. And Its release of gold pi foreign 
exchange assets WIll be a factor makmg for greater 
hqUldlty in the ~or1d. 

There are two classes of country for whom It IS a 
particular duty to try to hold up their exchanges In a 
depresslOn (I) Countnes With achve balances should 
try to reduce them, and even allow their exchanges to 
move up (u},Countnes which, although they have a 
passive balance, have large reserves, should not en­
deavour to correct the passive balance until some part 
of theu reserves has been diSSipated These are, how­
ever, counsels of perfectlOn. And they may be lffi' 

practIcable In countnes 10 WhICh the actual unemployed 
are congregated In the export industnes and cannot 
be readlly shifted. . 
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The following principles, however, are not counsels 
of perfection, but rules/which in all cases should be 
observed. 

(1) In a depression afflicting both the world and a 
given country, the given country should in no case 
employ measures restricting caPital outlay, whatever 
its balance of payments may be. 

(ii) A countrY ,hould only allow its exchange to 
depreciate under pressure of a passive balallce. It 
should not force down its exchange by artmclal measures 
with a view to stimulating its own trade. 

§ 7. Stable Purchasing Power. The foregomg sectlon 
has laid down as the proper pohcy for depresslOn, that 

. the utlllost. practicable stimulus should be given to 
capital outlay, and that the nunimum, practicable 
deprecia#on in the foreign exchanges should be 
allowed, subject to the overridmg maxim that the 
state of the foreign exchanges should in no case be 
deemed a bar to capital expansion. 

From an immediate practical point of vi~w there is ~n 
objection. It may be doubted wh~ther any devisable 
stimulants to capi~al outlay will be sufficient to 
maintain full employmedt. .,' 

The following scheme has the disadvantage that It 
departs somewhat from standard of good neighbour­

, hness already laid down. But it has' the advantage~ 
(i) that it is immeruately practicable and (n) that the 
'Principle is clear cut. ' 

Since the wide breakdow,n of the gold standard, no 
clearly defined alternative principle for regulating the 
value of a national currency has been adopted. There 
is 6ne, ho~ever, which, in one form or another, has the 
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hIghest support from students of t?e subJect; namely, 
that the currency be so regulated as to mamtaln a 
stable power of purchasmg commodItIes,-

In the event of a fall in world pnces, the adoption 
of thIS polIcy entaIls an automatIc depreciatIon of the 
foreIgn exchange rates of the currency (of a kmd 
dIsallowed In the foregoing section), 

If all the exports of a country were A goods, the, 
mcome.denvable therefrom In terms of Ib o\\n currency 
would be fully sustamed and the country would be 
Insulated from the effects of world depressIOn operatmg 
through its exports and the multIplIer Such a drastlc 
result would not, however, follow If some of Its exports 
consisted of B goods For when demand falls in a field 
of Imperfect competItIon, the amount of pnce-cuttmg 
reqwred to'maintain the purchase of a constant volume 
of supply may be very large The volume of sales can 
only be mamtamed by encroachment on competItors' 
areas, and theIr entrenchments of goodwill and habit 
have to be captured, The policy here dIscussed seems 
most appropnate, therefore, for countnes In wruch A 
goods form a large proportIon of theIr exr )rts. Such a 
poltcy, If adopted, should not be deemed alternatIve, 
but supplementary to the poltcy of stimulating capItal 
outlay.l 

The poltcy mIght well be unnelghbourly SlDce it 
would probably entail a greater exchange depreCiatIon 
than that prescnbed In the ivregoing sectIOn. The 
only reason for mentioning It with approval at all-and 
that approval must be guarded-IS that It is so clear­
cut. The WQTld might benefit in the 'long run by the 

I Tlus has a family hkeness to the Austrahan .. premiers' plan .. 
adopted 10 1931 
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example of a cOuntry resolutely combating the forces 
of depression by such an, easily' defined and readily 
comprehensible plan .. 

It could not be adopted on a world scale, however, 
since all currencies cannot be depreciated in terms of 
one another. 

If there were a widely diffused determination to 
.prevent currencies appreclatmg in terms of com:­
modities. this could only be done by a still morEL drastic 
expedient. The various authorities would have to be ' 
prepared to. buy and hold composite samples of com­
modities at a standard price for the sample to prevent: 
a fall in their price level, just .as in gold standard -
conditions authorities were willing to buy gold to 
prevent- a fall in its tprice. Maintenance of the 
general price level bY' this method would leave the 
relatlVe prices of conunodities completely free to­
fluctuate. 

If it is true that there is now a chronic and persistent 
tendency in the world for c:Jemand to fall short of the 
full employment level, employment would be sustained 
by this method, but the <luantity of stocks held by the 
authorities would grow progressively. These stocks 
would in fact constitute additions to capital and the 
income accrutng from their production would be part 
of the general incoJl)e accruing from the production 
of capital goods. An increased holding of these stocks 
would be tantamount in its broad effect upon the 
world to a stimulus to capital outlay. 

If the authorities thought that the accretion of 
stocks was becoming intolerable the remedy would be 
simple, namely, to stimulate other forms of capital 
outlay. • The higher these. the less would be the 

M 
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accretlon of stocks consequent upon the stable pur­
chasing power policy 

§ 8. -Summary. (I) The phenomena of the trade 
cycle clearly show that the volume of a country's 
exports has a more important effect than Its balance 
10 stImulatmg or depressing actIVlty. 
I (11) Appllcabon of the multipher pnnclple to trade 
cycle plienomena on a world scale suggests ..that to 
combat the cycle it IS desIrable to reduce fluctuatIons 
i~ ~ai>l_taf outlay \ ", -

I {lll) A policy deSIgned to do thIS IS inconsI~tent WIth 
I the pollcy reqUIred by the gold standard The gold 
standard IS condemned on thIs ground and also beca use 
It seems absurd to adopt a monetary system whIch can 
only operate by reducmg emPloyment below ItS full 
level from tune to tune _ 

(IV) It IS shown that both full employment and 
.an even balance can only be secured If the authOrIties 
(a) have freedom to aIrow the exchanges to move and 
(h) are prepared to regulate the volume of capItal out­
lay by artIfiCIal means. A general maXIm is set forth 
that the authontles should stImulate capItal outlay to 
a pomt at which, when the foreIgn exchange rates have 
adapted themselves to a level secunng a balance in 
those condItIons, full employment is secured; anq 
they should allow the foreign excftange rates to move 
to th'e appropnate revel. 

(v) In a depression It IS the duty of every country 
to stimulate capital outlay as much as pOSSIble, allow-
109, If need be, ItS foreign exchange rate to drop under 
the resultmg pressure. It IS a counsel of perfection 
that a country should stnve to hold up its exchange 
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r~te by the u!>e of its reserves (but not by restnctlVe 
monetary policy). This counsel nught well be adopted 
by countries. with disproportionately la~ge reserves. 

(VI) An alternative scheme is considered for holding 1-
a currency stable in terms of commodities. This might 
infringe the rule of good neighbourliness in a depression 
and can only be recommended on the ground of Its 
clear-cut character and the precision of its criterion 
For this reason it might hav~ a more stim-.J.ating· 
influence as an example than the more meritorious 
policy referred to in (iv) ilbove. 



CHAPTER VIII , 
A REFORMED WORLD 

§ I. Control of Trade Cycle and International Lending. 
In the foregoing chapter IS was necessary to pIck a path 
m the chfficult envrronment of a world economic 
system fluctuating in a trade cycle, no international 
.co-operatlOn, obstrucbons to mternabonallending and_ 
the speciou;; appearance of stability vouchsafed by a 
gold standard once for all abaudoned. 

It may be well to take a glance at a world of happIer 
condltlons 

The Ideal, sbll unfortunately remote, IS a world 
wIth the trade cycle under control. CapItal outlay 
would be so regulated that It would grow steaddy In 

conformIty wIth the growth of general inc,ome and the 
propensIty to save, and general mcome would grow In ' 

conformIty Wlth the mcreasmg power over nature and I 
the increase, If any, in the population. -

I In a world of mternahonal dIstrust, each country 
would have to stimulate capItal outlay In relatIOn t<1 
ItS own problems This mIght mean that certain 
countnes would be dnven to less needed, perhaps even 
more fjlnciful, publIc works than otherJ. (An alter­
natlve IS of course the abolItion \of pnvate property 
and the compulsion to spend the ,"h('lle or an authon­
tahv'cly prescnbed fraction of current mcome ) 

168 
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In a reformed world, however, it might even be 
imagined that the barriers of mistrust were removed ~ 
and a free international flow of capital once more 
possible. In such a case countries with a high propen­
sity to save in relation to their need for new capital 
would naturally lend to the countries with a .lower 
propensity. 

If should not be supposed, however, that a l'e-Gpening 
ot the channels of foreign investment would o,f itself 
necessarily Obviate the need for the artlficial stimqlus 
t9 capital outlay. For it is just as bkely to be true in 
the world as a whole, which ~s but one country writ 
large, as it is in an~ particular country, that additions 
to capital spontaneously required should from. time to 
time and even persistently fall short of the amount of 
income that people feel disposed to save when there is 
full employment. 

Thus the international flow of capital would not 
obviate the need for stimulating the volume of capital 
outlay from time to time and even persisiently; it 
would only'obviate the need ,for some countnes to 
stimulate it in an intensive and exaggerated manner 
compared with others. I t would reduce the dUferences 
10 degree o( the stimulation required from place to place. 

Indeed if the policy for stimulat10g capital outlay 
IS not undertaken, it is not hkely that the other 
deSideratum, namely, easy mternational capital move­
ment, Will be secured. For the violent ~ocks to the 
mternahonal balance, to confidence and to solvency 
Itself, due to the modern trade c}clt'. arc not likely to 
be compahble with the mamtenance of confidence ant! 
sense of security at a level necessary for easy capital 
movement. 
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But Iq a reformed world 10 which the ravages of the 
trade cycle were greatly mitigated and pohhcal 
appeasement atta1Oed, the free flow of capital might 
once agam play an important part . 

. 
§ 2. Flexible Exchanges. It may occur to the reader 
to wonder whether in these almost utopian conditions, 
the gold standard might not be reintroduced The 
main (4)unts agamst the go1d standard in' present 
conditIOns are (I) the extrelne difficulty of maintaining 
It 10 the face of refugee movements of capital, ,(11) the 
extreme difficulty of maintaining it in the face of the 
large and sudden discrepancies in the balance of pay­
ments brought about by the trade cycle, and (lll) the 
obstacle it imposes to resolute attempts to stimulat~ 
capital outlay in the depression 

In the Ideal circumstances under consideration these 
objections would not stand, but there are others. 
The gold standard is at best a crude deVice, which. 
when the world achieves the subtle and difficult task of 
ehmmating the trade cycle, it may well be expected 
to have outgrown 

But, the que~tlOn may be raised, WllI the easy mter­
national flow of capital, which has been postulated as 
desirable, be possible 10 the face of fluctuating ex­
changes? It should be. What j.; reqwred is that I 
currencies should not undergo great changes of pur­
chasmg power If the. trade cycle is indeed conquered, 
then in those parts of the world in which stabulty IS 

achieved, we may be sure th~t fair stabuity of purchas.­
mg power of the currencies Will have been acrueved 
also For the latter is a preconditIon of the former..! 
Now provided that there is confidence 10 the con-
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tinued maintenance of stability of purchasing power, 
there should be no serious obsta.cle to international 
lending. The lender and the borrower will have a clea~ 
idea of what they are commitdng themselves to.', 
Indeed when it is remembered how much foreign 
lending, proceeded in the old unreformed world, with 
currencies attached to gold, that very unstable stan­
dard, there need be no fear that, provided that 
currencies have fairly stable purchasing power, m'lderate 
fluctuations of exchange would reJlder capital immobile. 

It is well that the reader should remind himself at 
this point of the two conditions necessary for the joint 
maintenance of full employment and an even balance 
of payments. '{i) Home rates of money rewards to 
factors must have the right relation to the world price 
level (i e. foreign exchange rate must be, at the right 
level). (li} ThJ income derived from the production of 
home-made additions to capital goods plus the amount 
of foreign investment that is feasible must be equal to 
what peopl,e choose to save from their incomes at a full 
level of employment. Suppose a g~ld standard to be 
in operation.. - . 

It is assumed that the second condition is fulfilledl 
by a proper stimulation of capital outlay: But it is 
necessary that the first condition should be fulfilled 
also. Suppose that the first condition is not fulfilled 
and that the level of money rewards at home becomes 
too high in a given country. Exports will fall off or, at 
best, cease to increase at 'a rate which is compatible 
with the regular increase in the other magnitudes, viz. 
level of income, capital outlay, saving, etc. I( full 
employment is to be maintained at this juncture an 
abnormal stimulus to capital outlay will hav~ to be 



I72 INTERNATIONAL ECONOMICS [CH. VIII 

given, the task of fulfilling condition (Ii) will be 
rendered harder This is accentuated by the fact that 
If the artificially 10duced capItal outlay falls short of 
the gap 10 exports and the level of income is not 
maintruned. the spontaneous capital outlay will run 
down alarmingly. as it does in present-day depressions, 
and a much more drastic arbficial stimulus to caPItal 
outlay Wlll then be required. Indeed there will be a 
senous/hreat to/the stable conditions supposed to have 
been aclueved 10 the gIven country •• and by the usual' 
reactlons through foreIgn trade, to stability 10 the world 
as a whole. That a sufficient stimulus to capital outlay 
IS only too lIkely not to be achieved in the gIven 
country becomes apparent when we conSIder that 
labour \S not so mobile that it can easily be switched 
over from the export industries, to which it belongs. 
to other occupatipns. And even if ihe given country 
can achieve sufficient outlay to maintain full employ­
ment its difficulties are,not at an end. For the main-\ 
tenance of full employment when money rewards to 
home factors are not nghtly adjusted to world prices: 
WIll ent~ a paSSIve balance of payments (d. Ch. VII, , 
§ 5, proposItion 4, i). An outflow of ~old will proceed 
until the position IS rectified. This means that the 
collI)try will be bound, if it wishes to mamtain the gold 
stan<iard, to pursue a restrictive monetary policy 
checking capital outlay; thus it will be dIiven to 
upset Its own balance of full employment and thereby 
that in the world generally 

FleXible e:lchanges are recommended as the easiest 
mea~ of averting this danger. If the level of money 
rewards is exoessive, the exchange rates may be 

• I 
allowed to run down by the right amount. 
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It is" of course. possible in theery to rectify the 
condition within tlle limitations of the gold standard 
by reducing the rates of money reward to factors 
outright. Th~re are, however. overwhelming practical 
difficulties in the way of this possibility. 

(1) The course of prices in the outer world depends, 
on the relation between the rise in the money rates of l 

reward to factors and the increase of efficiency in 
production on the average in the world as a whole 
Comprehensive averages. these, and not readi1.y sus­
ceptible of calculation 1 The following pr9positions 
are subject to the condition that full employment is 
maintained in the outer world. If money rewards to 
factors do not change 'prices may be expected to fall 

• at the same rate that efficiency increases; if money 
rates of reward rise at the same rate that efficiency 
increases. prices may be expected to be stable. 

What is relevant to the employment position in the 
given tountry is strictly. how~er. not the world 
average, but the average of the prices of all those goods 
in those foreign parts in which the given country is 
at the margin of competition with its rivats. This 
collection of goods w1l1 have a continually shifting 
composition. 

So m~ch for the special price-level in th~ outer world 
that has to be considered in relation to money rewards 
at home. In order to gauge !how these rewards qughl 

_ to vary it is necessary not only to know how this special 
price-level is varying. but also how the efficiency of 

I factorS' of production at home is varying, a still more 
difficult magnitude to compute with any reasonable 
accuracy. It is not ODe efficiency but an avenge of 
efticiencier that it is tequired to measure. namely. 
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the efficiencies of those factors of production engaged 
on making the basketful of goods that are on the margin 
of competition with foreign rivals' FUrthermore, this 
margin Itself shifts as the volume of exports requit;ed 
for the maintenance of full employment grows Again, 
it may sruft In consequence of a change In the tastes 
of consumers at home. If they become mote 
addicted to home-made goods, the level of exports 
necessary to secure full employment becomes less. 
Ta~g all these variables into account, It may safely 

be said that t!te behaVlour of money rewards of factors 
requued to maintain the equihbnum of full employ­
ment and an even balance of payments IS not hkely to 
be known, even roughly, in advance. Indeed, it is 
not likely to be known at all. The best that can happen 
IS that the actua1level may be guessed to have been 
wrong after the event. 

(u) Rewards .to factors of production are not 
commonly regulated by a central authority. The 
constituent parts of the average in question consist of 
a vast number of dlfferent rates determmed by the 
degree of scarcity of various skills, wcal conditions; the 

\ long-period .tI£nd of the particular trade whether of 
expansion- or contraction, and sometimes the degree 
of exploita'tion. Rates of reward are perpetually 
shifting relahvely to each other. To some extent this 
IS essential to the mechanism of a free system, the 
relative shifts In rates ,being necessary to induce shifts 
of occupation (d Chapter III, § 4). From time to time 
various groups shake themselves free of a degree of 
exploitation. This shifting scene cannot ever be 
expected to reach a final stage of rest, for the condltions 
are ever changing anew. 
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How can a central authority be expected to decree-
changes such that the average change will work out 
according to the complex criterion defined in (i) above ? 
It' would imply i degree of interference that would 
be intolerable and a level ot knowledge unattainable. 

And why should thf: attempt be made when the 
desired result can be achieved so much more easily 
by allowing a certain movement in the foreign exchange 
rates? 

There is nothing in this proposal inconsisteht with 
the fullest measure of intemational co-operation and 
goodwill. It would be understood that ~ach country 
had the duty to maintain full employment in its own 
area as well as an even balance of payments This 
requires that a certain special average of money rate{ 
of rewards should stand in a certain relation to a certai9 
special average of prices abroad. The difficulty of 
securing by changes in money rates constituting this 
complex average their correct adaptation to the ever ... 
changing circumstances would, be fully recognIZed 
ana the danger to world stabihty if such adaptation 
were not secured would also be recognized. In thes~ 
circumstances the right of each country ta' secure the 

. adaptation by shifts in exchange rates under pressUre 
of supply ana demand should be gladly recognIzed also. 
It may be supposed that the various Exchange Funds -
(or whatever the authorities responsible for exchange 
control may be) would keep each other fully informed 
of the dq,y-to-day pressure of supply and demand, so 
that all.adjustments would be by mutual agr~ement. 

§ 3. International c!redits. -It is interesting to speculate 
upon which of t~ two conditions assumed in the fore-
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going sections is more J"emote, world control of the' 
trade cycle or political appeasement. The economist 
is mclmed to thmk the former, smce a greater sense of 
international security has in fact been achieved in the 
past, while dehberate control of the trade cycle IS a 
problem requiring untried measures for its solutIon. 
Furthermore, It is unlikely that world control of the 
trade cycle will be achieved without international 
appeasement, whlle it is, perhaps, unnecessarily gloomy 
to holcf that appeasement cannot come save by control 
of the trade cycle. "-

If, then, attention is gIven to the posslbihty of a 
tranSItional period supervening, in which there is more 
mutual confidence between nations, but the trade 
cycle IS not yet brought under control, there are two 
factors whIch might mitigate the seventy of the 
problems of policy considered in the foregomg chapter. 

(i) There might be some revival of foreign invest­
ment So long as international balances of payment 
are threatened by the movements consequent on severe 
depressions, a full reVlval cannot be expected. Any 
reVIval would contnbute some assistance, for it woulct 
reduce the artifiCIal stImulus to capItal outlay required 
to mamtain full ~mployment in those countries the 
propensity to save in which was lugh in relation to theIr 
normal capital requirements. 

(11) The policy of good neighbourliness, outlined in 
Chapter VII, § 6, would be eaSIer of fulfilment if mutual 
mternational credits could be granted lIberally. It 
will l1e remembered that in a world receSSIon, all 
countries were ex1}.orted to do their utmost to stimulate 
capital outlay. Countries with a strong passive balance 
can only do so by depleting their reserves or aIlo" ing 
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thfir exchange rates to run down to an alarmlDg extent 
It cannot be denied that however indElctrinated with 
anti-cycle principles they may be-and such indo~trina­
tion is still a thing of the future-there will M a strong 
psychological resistance to pushing the pollcy a 
Z'outrance. If the liberal gr~ting of international credlt 
could come to be recognized as a normal procedur., 10 

depressions, this psychological inhibition might be 
reduced. ) 

Tariffs, quotas, and import restrictions of all sorts 
have not so far been discQssed, belonging as they do to 
the pathology of ~he subject. It cannot be gainsald 
that in a depression the universal declIne pf exports and 

, the accentuation of passive balances in some countnes 
set up a strong temptation to use thls particular form 
of un-neighbourly remedy. A routme provlsion of 
foreign credit in the depression should reduce the 
strength of the second of these inducements 

Trus scheme need not be supposed to demand any 
self-sacrifice from the creditor countries. These credlts 
would not be granted to particul¥ traders but to the 
central banks (or exchange funds) of other countnes. 
Moreover some such institution as the Bank for Inter­
national Settlements might arrange by arbltrage opera­
tions that each particular credltor country should have 
a well distnbuted assortment of foreign holdmgs, so 
that no creditor need be too much concerned Wlth the 
stabihty of any particular foreign country. I t cannot 
be regarded as a self-sacnfice to have a lot of forelgn 
money'in your possession, proVlded that there is no 
reasonable danger of the value of the money gomg 
phut. And, if the creditor countries were uneasy, they 
would have the remedy in thelr o\\n hand!> Tiley have 
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only to stimulate employment Wltlun their o .... n -ared 
and thereby imports, to brmg therr own actlve balance 
to an end and thereby hqUldate theIr hold~gs. It is 
the very special duty of countries wIth an actIve 
balance m a depressIon, to brmg/lt to an end at the 
earlIest possible date by measures of mternal expansIOn 

§ 4. Summary. (1) International appeasement and 
the control of the trade cycle are the condItIons for a 
satIsf':ctory ordenng of the world economy. In these 
condItIons internatlOnal lendmg might come mto Its 
own agam and reb eve the dIfncultIes in countnes, the 
propenSIty to save in WhIch was high in relation to 
theIr demand for new capItal. 

'{1l} Smce,the right relation of home rewards to world 
prIces IS a necessary condttion for the mamtenance of 
full employment and an even balance, smce tills right 
relatIon IS continually changmg and since the outrIght 
adjustment of money rewards m a gIven country 
would be' too dIfficult to gauge wIth preCIsion and 
would entail a high degree of mterference, fleXIble 
exchanges are recommended. Controlling authontles 
could allow the exchanges to move m accordance WIth 
the pressure of supply and demand to meet changmg 
cIrcumstances by prInCIples that would be a matter of 
mutual agreement. 

(m) If pohtlcal appeasement were acilleved, but not 
the control of the trade cycle, ddficulhes of pohey 
might be reheved (a) by some revival of mternatlonal 
lendmg, (b) by thi{ routine grantmg of international 
credIts ThIS would be partIcularly valuable during 
depreSSIons 
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/ 

'- TARIFFS 

§ I. Origins. The evoluhon of a workable system of 
currency has been a slow and labqrious process. 
Between the fall of the Roman Emplre and the thir­
teenth century silver was the sole standard in Europe. 
The growing bulk of commerce led to the introduction 
of gold by the I talian cities in the thirteenth century 
and by France and England 10 the fourteenth. The' 
system of bimetallism was adopted. But it was not 
worked satisfactorily. The need for dlfferent countries 
to have the same mint ratio petween gold and silver 
was not appreciated, and ratios seldom were the same. 
Consequently each country was subjected to a loss of 
gold or silver. This was met on the one hand by 
stringent but ineffectlve prohibltions against the 
export of the preCIous metals and on the other by the 
progressive debasement of the standard. I t was found 
by experiment that the'debasement of coins cont~ng 
the disappearing metal checked the outflow; for the 
debasement made the ratio more favourable to this 
metal. But it wa$ often carried too far, the other metal 
began to dlsappear and the coins embodying it had to 
be debased in their tum. 

An enlightened s~ool of thought arose in England 
in the seventeenth century, which condemned the laws 
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agamst exportation, on the ground that they were 
meffective and that, by presentmg an obstacle to those 
who wished to use the country as an entrepOt, they 
teduced the profits arising from foreIgn trade. and so 
checked the 'mflow of metals whtch would result 
therefrom. 

The prohtbitions were abolIshed m 1663. To prevent 
the dIsturbances which were still lIable to' result from 
dIscrepincleS between the bimetallic rabos, gold was 
for the ttme demonetized m England. Golden guineas 
were comed but allowed to CIrculate at thell' market 
value. 

That the prohib1bons were onginally mtroduced m 
the M1ddle Ages to meet practIcal exigenc1es was for­
gotten. Meanwhlle Spam had endeavoured to enforce 
prohtbltIons from another motIve, havmg la1d her 
hand on great sources of output of the preCIous metals 
m the new world, she thought that the resultIng flow 
of wealth would be frittered away if the metals ,"'ere 
allowed to leave the country. Wealth was identified 
wIth the possession of large stocks of preCIous metals. 

Mun and his school, who recommended the repeal of 
the prohtb1tIons, dId not repudIate the notlon, whtch 
had thus gamed CllITency, that 1t vias the proper object 
of the prohtbltIons to secure for the country the greatest 
posSIble stock of preCIous metals. The object was still 
thought to be a sound one; the means were dIscarded 
as unsUItable. Some-,!more scientific means must be 
found. If it could be secured that the country always 
had a favourable balance of tradJ in commodIties, the 
excess of exports would be paid for in gold and there 
would be a permanent inflow. T1) secw-e a favourable 
balance, an excellent weapon was to hand: the customs 
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'" duties. These had hitherto been mainly regarded as a 
source of revenue. Now, it was laid down, they must 
be carefully manipulated so as to maintain a favourable 
balance of trade. 

This was the prevalent theory for a. hundred years. J 

Adam Smith's attack on it had two parts. He set out 
to show. first that an accumulation of precious metals 
was not a proper object of policy, and secondly that 
the import duties dId not secure a permanent favourable 
balance of trade. Both lines of criticism were effechve 
and final. I 

Meanwhile tariffs had come to be favoured in Europe ./ 
as means of fostering native industries. Against this 
view Adam Smith argued that capital would, if 
unimpeded, find its way into those occupations for 
w~ch the country was most suited.1 With the passage 

'of time there has been a further development of pro­
tectionist doctrines; an attempt is made in the ,follow-
ing pages to assess the validIty of those which have , , 
been supported by serious argument . 

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

(1) It may be desired to forgo the economic advan­
tages flowing from the international division of labour 
in the interest of making a country self-sufficient either 
in all respects or in respect of certain commodIties 
supposed to be 01 vital importance in time of war. 
The nature of this argument is p~. and its impor­
tance the,reader can estimate for,hlmseu. It is clear, 

\ I It WU III defining tlus VIew more sharply ~at RIcardo ellull­
clated the pnllClple of comparabvo costs. (See Chapter II. sec 3). 
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that the deSIre for self-sufficIency, If preSsed to Its 
lOgical conclUSIon, would entaIl the sacnfice of all the 
gam accrumg from the mternational diVISIon of labour 
and lead to a very great Impovenshment m all coun­
tnes. Unhappily the tendency in thIs dIrectIon has 
never been so strong as It IS at present 

(11) The ImpoSItion of a tanff to mduce other co un­
tnes to lower theIrs was admItted as a legItimate 
exceptlQil to Free Trade pohcy even by Adam Smtth. 
This argument is consIstent WIth the Vlew that both 
fOreIgn tanffs and tanffs imposed by the home country 
are mjunous to the home country The argument' 
relates to taches rather than economics. Certam 
objections to it may, however, be menboned. 

(a) In bargainmg..-It IS usually ImpOSSIble for the 
couiatry to negotIate WIth the rest of the world as a 
whole. ~he mJury which a country. suffers-lD the 
absence of SpeCIal cIrcumstances-from a given Import 
duty of her own IS equal to that WhICh she suffers from 
a lIke duty in all other countnes and IS therefore much 
greater than that which she suffers from a lIke Impost 
duty m one other parbcular country. 1 Therefore, If 
she Imposes thIs injUry on herself, she runs the risk of 
a_great eVIlt If the negotIatIon falls, m order to gam 
a comparatively shght good, If the. negotIatIon 
succeeds 

But, unless the foreign tanff WhICh she seeks to get 
reduced has merely been Imposed as a piece of bluff m 
answer to or to antIcipate her own bluff (10 whIch case 
the whole procedure IS a mere waste ofiime), the nego­
tiatIon IS not lIkely to succeed For the other country 

I Import d~bes are saId to be . hke" when they are of the 
same ad vallWem rate and affect Imports of roughly the same value 
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either does reap. owmg to speaal Clrcumst3;nces. or 
supposes herself to reap some real advantage from the 
duty, or the duty is buttressed by vested interests. 
The real benefit which th~ home countty has to offer 
the foreign country by reducing her duty must be 
small compared With this real or imagmary benefit 
which the foreign country gains by hers. Or, in pther 
words. the change m the foreign country's economic 
conditions WhiCh we can offer to bnng abopt by 
reducing our duty is small compared Wlth the change 
which she will bnng upon herself by reducmg a hke 
duty of her own. Such negotiations are therefore 
doomed to failure. 

Of course, if the negotiatmg countries are prepared to 
embark on an elaborate system of tarlff dlScnminatlon 
against each other, 'each country having ~ different 
tanff against every other, then they could offer each 
other m bargaming a real qUJd pro quo. But no country 
would embark on a career of complicated tariff dis­
cnminatlon, which really desired to secure a reduchon 
of fox:eign tanffs against her goods. For by domg so 
slle would render herself ineligtble for Most Favoured 
Nation treatment in any form by foreign countries; yet 
this treatment is tl}.e most potent weapon by wroch 
countries do in fact secure for themselves favour­
able conmtlons in foreign countries; f9r by it they 
get the advantage not only of those reducuons 
gained by their own bargaining, but of the sum of 
all reductions gained by the batgaining of all other 
countries.l 

I The vIew whIch haS recently gatned ground that It IS desIrable 
to modIfy the Most Favoured ~t'90 cl<lUse. so as to allow some 
dlscnnunabon.ToUows logtcally m the nsmg hope that it may be 
possIble to secure tanff reductIon by sectIonal agreements. 
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(b) Expenence has shown that the ImposItion of 
tanfs de combat has m fact resulted m a ralSlng and not 
a lowenng of tanff levels all round. 

(e) The best hope for securmg tanff rcductlOns is 
the dlffusion Of aj greater measure of mternatlOnal 
goodWlll and appreclatlon of the mutual advantage of 
trade The tanf de combat is dlametrically opposed 
to thls in spmt and engenders a point of view m all 
parties. whlch IS least llkely to be helpful. 

It would probably not secure much favour m the 
popular judgment were it not confused wIth a qUite 
dlfferent and wholly fallaclpus nohon that the benefits 

, whIch accrue to a country from not havmg tanffs are 
m some way destroyed by the existence of tanffs 
elsewhere. There is no analogy Wlth the question of 
armament. There is everything to be said for being 
well armed just because the rest of the world IS armed. 
The existence of forelgn tanffs, while in itself an 
ad~itted eV11 for the home country, if Imposed on 
goods which she does or would otheTWlse export, 
does not prevent her mamtenance of free imports 
from bemg beneficial. The reader IS referred to the 
reasomng of pages 47-9. The eXlstence of tanffs else­
where may reduce the total gain from foreIgn trade 
whlch it IS open to the country to secure. Whether 
there are tanffs elsewhere or not, she can only realtze 
the total gain whlch u bpen to her by not havmg 
tarIffs herself.1 

I To quote an admuable analogy glven In Bevendge. Taft!! •• 
yThe Case ExamIned-If foreign countries allowed tbeu harbours 

to get sIlted up. thus ImposlDg a severe obstruction to the Import 
of goods. the effect w\>uld be fnJunous to Great Bntam. But It 
would not be a vahd argument for allowlDg her own harboun to 
get so silted up as to Impede tbe trade whICh was still pOSSible 
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§ 3. Tariffs and the best Distribution 0/ Productive 
Resources. For th~ rest, it may be well to divide the 
considerations regarding tariffs into two parts. (I) Are 
tariffs bkely to bring about a better distribution among 
occupations of a glVen flow of productive resources? 
(Ii) Are tariffs .likely to increase the employment of 
productive resources? This division corresponds with 
the general division of the treatment of the subject of 
mternational trade in this volume. I -t 

The broad answer to the first question has already 
been given in Chapters Ir and III. Two conditions 
were shovvn to be regwsite for the best distribution of 
productive resoulces among occupations, namely (a) 
that the ratios of the plices at which flome-produced 
goods are offered should be equal to the ratios at which 
they are avajlable in the world market and {~l the 
prices at which home-produced goods are offered should 
be proportional to their costs of production. 

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

One limitation to this general doctrine must, hdw­
ever, be recognized. By imposing tariffs on imports, 
members of a community form themselves into a kind 
of consumers' mon~ and stint themselves in the 
purcliase ,of this class of goods. Is it possible that by, 
forgoing some "dvantageous purchases, they can get 
a sufficient reduction of the foreign offer price to 
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compensate them for the loss? TIus is another way of 
putting the questlon.,t<:an the foreigner be made to 
bear a portion ot'the tax, and will there be a net gam 
to the commumty, If he does ~ 

If·a ta?, IS suddenly imposed. foreigners may have 
stocks of goods intended for the protected market 
which they are wIlbng to dispose of at an exceptionally 

\low price They may have plant designed for the manu­
facture ~ such goods which they will be wilhng to work 
at an-exceptIonally low profit rather than put It out of 
comml~lOb To estimate the probable effect of the 
tanff ~n the long run. it is necessary to refer to the under­
lymg forces governing the comparatIve movement of 
prices at home and abroad. when channels of trade are 
opened or closed These were eX1\.mined at some length 
in Chapter II. By far the most Important governing 
conditIon IS the size of the home country's market com­
pared Wlth that of the world market for the commodities 
in questIOn Secondly, we have to take mto' account 
tbe ~elasbcltles of demand and supply at borne and 
abroad On the assumption of equal elasticIties the 
ratio of the fall 10 the foreIgn price of goods which the 
home country imports (measured 10 terms of goods 
whIch .. he exports) to the rise 10 the home pnce (so 
computed) wIll be eqtial to the ratio of the size of the 
home market to the size of the world market If the 
home market is one-tenth of the world market. home 
prices may be expected to. rise by Hths of the tariff 

l1tnd foreign .prices to fall by i\-th. The greater the 
~elastlcity of home demand and supply compared Wltp 
foreign demand and supply. the less the home nse and 
the greater the foreIgn fall in price. _ 

In the new eqUlhbrium the price of home goocb 
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exceeds that of the foreign goods by the amount of the 
tanff (unless the tariff is absolutely prolu):ntive). whereas 
in the ol,d equihbrium the home price was equal to the 
foreign price. ~(Any difference due to cost of transport 
will be the same in both situations and mar be neglected 
in computing' the incidel'lce p! the chang~ This change 
is made up of a home rise of nths of the tax and a . 
foreign fall of nth. Consequently the foreign goods 
which continue to come in- after the tariff ha., 'been 
imposed ~ll be avaUable at a'price. wlUch will be less 
than the old price by an amount equal to rith of the 
tanff. The foreigner is in fact bearing nth of the tax. 
The goods will not indeed be cheaper to the consumer, 
since before they reach him they have to pay the duty. 
But the duty accrues to government which may remit 
taxation in other' directions. To the community there 
if a gain of nth of + lte tariff on lhe foreign taxed goods 
which,continue to come in. 

On the other hand the home produ~tion of these goods 
will be stimulated by a lise of price equal to Htbs of 
the tariff. Goods produced under the stimulus of the 
tariff will cost more than the g09ds of that class 
formerly produced at home by an amount varying 
between 0 and ntbs of the tariff. for simplicity we 
may suppose the extra cost of producing these goods 
to be on average frths of the tariff. Put othel"Wlse. the 
cost at which the protected goods are produced at 
home will exceed the cost of producing. the goods 
previously exported in exchange for them.by frths of I 

the tariff. Thus there is a gain of nth of the tariff on 
the foreign. goods still imported and a loss of htbs flf 
the tariff on the goods 'prodbced under the stimulus of 
protection. There is consequently a net gain if 'the 
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goods still im:ported exceed five times the QUj:tJ.t1ty of 
extra goods produced under'the influence of protection. 
Thus a low ta;riff imposed by a country of considerable 
importance inl the world economy may be made to 
YIeld a modtcum of gain.1 The smaller the rcountry 
the lower the'tariff woi\ld have to be to satisfy this 
condition.s " 
\ It has been taken for granted that after the tariff i~ 
imposea home prices (i.e the prices Of import goods in 

, terms of export goods) Will exceed world prices by the 
ambunt of the tariff. This must be so unless the tariff is 
absolutely prohibitive If it is prohibitive. home prices 
and costs may not rise py the full amount of the tariff 
and the loss will not be so great. On the other hand, 
since no foreign goods ~e then bought, there will be no 
gain whatever to set off against the loss. a \ 

It should be noted that any gain that -accrues to a 
tariff-imposing'country under this head is made at the 
expense of the world as a whole. If the tariff provokes 
'retaliation there ,*ill be a net losS both to the wholei 
,!lnd all the parts. 

(b) If prices fail to c9ITeSpond to costs (second 
con<;litioJl f~r best distribution of producthre resources). 

,iThe foregolDB argument neglects the loss of "Consumer's 
surplus" due to the tariff; when this 18 tuen mto account. it 
appears that the scope, for gamful tanff-malang is still furth~r 
restrIcted. • '" 

lEg. d the world. market was 100 bmes as great as that 
of the patticular coun&y, the,.tanff must on the SImplest a,sumpqon 
be so low that the quanbty of taxed foreign g60lls still xm1)Ol'ted 
15 50 tlmes as great as the quantity of goods produced under the 
stlmulus of protecboll l ' \ 

• The Vlew, often expressed, that an Import dUty may give 
protecbon WlthOut ralSIDg the pnce of the protecUld commodity 
at hom\i.s not, deemed worthy of refutabon 
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, fa.cto~s iV certain occupations muSt be ~etting hig~er 
rewards..per unit of semce than those ip others. Ad.a.n1j 
Smith held that the natural forces of competition would 
secure equality of rewards in different occupations and 
so bring about the best distribution of the fact.ors 
among -them, ,It may be held, h~wever, that this 
distribution will not always occur. ' 

In particulaf it was ar~ed\ by th~ Ge~ wr}ter, 
List,l that an agrarian country would not spont~eously 
turn 'its resources towards industrialization wit~ 
suffiGient rapidity owing to inertia and lack of inow­
ledge. He recommended the protection of manufactur­
mg mdustry by tariffs during the, transitional phase of 
growth. List's doctRne became known as the Infant 
Industry Argum~t and was incorporated by J. S. Mill 
in his Princ'IpZes oj Pold,cal, Ec~omy. List held that 
the tariffs should be re'f0ved when the coUD:/:ry 
attain~ a certain measure of manufacturing strength. 
His argum~t ')Vollld not apply to the protectio~, of' a 
particular industry, which happened to be undeveloped, 
when industrial knowledge and intelligence has reached 
a certaiil degree of cultivatibn it may be expected to 
discover which infants are worth rearmg. 

The scene has really shifted since List's day. He 
lived in the early,days of the expansion of what may 
roughly be cl~ed a!5 the B industries. it is probable 
-that with the growin~ wealth of the world the day 
-has come, at least in 1he advanced countries" for a 
r€)lative expansion oj. the C industries. These cannot 
be assisted by protection. 

More generally it might be argued, as explained in 

1 ~ 01,1118 doctnne are to be found in HallUlton's Re"'orl\o~ 
M~_faet~,es, 1794, U S.A. 
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Chapter III of this volume, that there is always a lag 
m the shIft of productive resources from declIning to 
nsing occupatIons and that some external stimulus 
would be beneficIal to hasteu the transfer. Such 
consIderations must be attended with grave doubt and 
uncertainty Tanff-making bodies are fallIble; the 
criterion offered for theIr guidance is vague; thIs 
theory of protectIOn requires them to II spot the 
winnete" which has been overlooked; they are also 
lIable ,to political pressure which interested parties are 
not slow to exert. Only when or if tariff-making bodIes 
had very complete knowledge of the internal condItions 
and costs in partIcular industries, and, perhaps. some 
measure of control over their polIcy. could beneficial 
results be hoped for along these lines. 

It was also shown in Chapter III that insufficient 
productivlf resources are employed in industries in 
whIch a monopolIstic element i~ pTeseIlt and, more 
broadly, in those the market for whose goodS is incom-

"'pletely organized 1 The more complete the monopoly, 
the more it should, in the commumty's interest, ,be 
whIpped mto producing more Protection is a gentle 
form of castigatIon. 

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

Repercussions of the tariff must not be neglected 
It is not impossible that some industries which ought 
to be stimulated ate export industries. These. of course. 

1 cr Ch III. pp 55-58 
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cannot be stimulated by protection. But the protection 
given to others may actll3lly impede them. if any of the 
protected goods enter into their cost of production. 
That protection will impede certain other industries is 
admitted in the type of protectionist case that we are 
examining. But it should not be forgotten that these 
others may include those which have as good a case 
for asststance as those protected. 

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

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

§ 4- Tariffs and W Full UtilizatiDlI 0/ Prodadiw 
ResoUTUS. Stress has recelltly been laid on the claim 
that protection has power to increase the volume of 
employment in the country. 

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

If rewards are raised. the tariff is not likely. except 
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in sped'll circumstances, to increase the volume of 
employment. If, on the other hand, rewards are not 
raised and the tanti is used as an engine for th'e llliot 
reducllon of rewards to factors, its power to give 
Increased employment need nat be challenged. 

In the case of money rewards. being raised, the 
matter may be put faIrly simply. After the tanti has 
been imposed, productive resources will, apart from 
special fircumstances already considered, be employed 
in a manner that is not the most effective. The total 
yield of production will be smaller than if an equal 
quantity of productive resources had beeD employed 
m free trade conditions. The amount of total product 
going as unadjustable rewards is ex hypothesi no less 
than under free trade conditions (money rewards 
having been raised to cover the higher cost of Ining) 
The total product being less and the amount going as 
unadjustable rewards being the same, the residual 
rewards must be lower. If the profits in bulk are lo"er 
under the tanti, is it hkely that the entrepreneur 
working for profit will undertake more enterpnse ? 

It may be noted in passmg that the nse in rewards 
to factors required to maintam the standard of livmg 
15 greater than at first sight appears. This may be 
roughly shown with the aid of symbols. Let t represent 
the rise in price of such goods as are protected, "hich 
results from the tariff (t.e. , is equal to the tariff, less 
that part of it .. carried by the foreigner,") expressed 
as a fraction of the former value of the goods. Let 
p stand for the proportion of income devoted to home­
}>roduced goods of the protected classes. These cover 
not only the goods prodllced at home as a result of 
protection, but those plus the goods of the protected 



TARiffS 193 
classes formerly produced at homf'. Then to lnamtam 
the standard 01 hving, rewards to factors must be r.used 
by the fractIon pX'. This nse will, however, a1fect 
the pnce of C goods. Let e represent the fractlon of 
income devoted td the purchase of them. Then for 
the standard of living to be mamtained, a further rise 
in rewards to factors is required. va. expt. pt repre­
senting the initial rise in the price of C goods. There 
will then be t secondary rise in the price of ~ goods 
equal to tpl, which will neceSSltate a tertIary nse m 
rewards to factors of exc}l. Uris will entail a further 

I rise m the price of C goods. and so on. The total rise 
in rewards to factors required to mamtain the standatl.l 
is represented by the sum of an infirute senes, pi +cpl + 
cap' ~apl +. . . . . . . .. This is equal to 

P!... 
1-(; 

A numerical example may be offered. Suppose P is 1 
and e is I. Then the required rise In rewards to factors 
is jt. In these ~wnstances the stimulus to productIon 
in the pro'tected trades is not represented by " the rise 
in price of the protected goods, but by I-I', or It, 
namely, the rise in price of the protected goods less 
the nse in costs due to the rise of rewards to the 
factors. 

On the other hand, producers of world goods in the 
unprotected class. including of course all the expof\ing 
industries. will be subject to a new handicap. They will 
have a rise in costs of I' and ha\"e no rise in price to 
compensate for this. One set of producers will be 
stimulated by a net rise of price equal to It and the 
other set \\ill be handicapped by a rise in costs equal 
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to it I t does not appear that protection IS hkely to 
gwe any net stimulus to production m mdustnes as 
a whole 

I f no nse m money rewards to factors occurs and 
theIr standard of hVIng IS consequently allowed to drop. 
a tanff may have a stimulatIng effec, on employment. 
Smce there IS no change In the relatIOn of effiCiency 
rewards to world pnces. A and B output for world 
marke~s may go on much as before. ThiS output Will 
mdeed be Impeded If the raw materials nse in pnce 
OWIng to the tanff Let us suppose that a full drawback 
on all taxed goods used In a productIve process IS 
allowed ThlS.SUpposlfion goes faJ-beyond what tariff 
makers are usually prepared to grant. even m theory. 
to say nothmg of practice. by way of drawbacks They 
usually thInk of drawbacks as confined to taxed goods 
embodIed m A and B expbrts In pnnclple. producers 
makIng A and B goods of the export class for the hQIlle 
market or makIng A and B goods subject to foreign 
competitIon In the home market have an equal claim 
to them 
- A and B output for world markets proceeds then as 
before But the tanff raises the pnce of certam A and 
B goods in the home market. and thiS enlarges the 
posSIbIlIty of A and B output for that market. Conse­
quently A and B output as a whole and the general 
level of employment and Income In the country nses. 
An Increase of employment has been secured at the 
pnce of a fall In fhe rates of reward of those m employ­
ment' 

In terms of the argument of Chapter VI. § z, the 
value of exp,orts remains the same, but the proportion 
of Income spent on home-made consumable goods is 

I 



TARIFFS 195 . 
raised, and c2Jlsequently the general level of mcome and 
employment. 

Free-trade controverslabsts have sometImes gone too 
far in denying the pOSSibility that tanffs might give a 
shmulus to employment. Most'tariff diSCUSSion repre­
sents a reversion to such a low' type of economic 
thinking that the party of truth may well be excused 
for an occasional exaggeration . .f1:fJ It isdalmed, tanffs 
tend to keep imports away, exports must fall off by an 
equal amount, and the gam of employment in the 
protected hades will be offset by a loss of employment 
m the export trades. But the reason why exports 
should fall is not clearly stated. Assummg that full 
drawbacks are allowed, as mdlcated \n the foregoing 
~aragraph, exports wlll only fall If rewards to factors 
nse. But the case here conSIdered IS that in which 
rewards to factors do not rise. If it IS objected that 
rewards to factors must nse under pressure of the extra 
demand for tpem, thiS impbe$ either (a) that -the 
employment of factors is in process of bemg increased, 
which concedes the point at Issue, or (b) that there was 
mitially full employment; in this case, naturally, 
tariff~ cannot increase employment. 

It IS possible that after the tanff a new eqwbbnum 
will be rearlled wlth exports and Imports at their old 
level, ~th a smaller proportIOn of income being spent 
on imports, but With a larger total income accruing. 
Alternatively. an actIve balance may result for a time. 

The reader must not fly to the conclu~.ion that we 
have here a good argument for the impoSItion of tanfls 
10 a time of unempJoyment. For there are other and 
better methods of achieving the same result. 

The grea~ defect of the tariff method is that. instead 
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of distnbutmg the new employment among mdustries 
in the proportions which will ptake that employment 
yield the largest income, it concentrates it unduly m 
particular industnes. Another defect is that 1t 1S a 
cure for depression which cannot be repeated. Once a 
country _has by tariffs sacrrliced all the gain to be 
denved from foreign trade, it can go no further. And 
when depression and unemployment continue to recur, 
as usual, the authorities will have to look round for 
new reC1pes. How much better had they adopted those 
other rec1pes in the first instance, instead of first lID­

posing on their subjects the great and permanent loss 
connected with the sacnfice of all the benefits of forelgn 
trade! 1:t should be noted that it is usually consldered 
improper to give as a cure for a temporary malady a 
medicme whlch inillcts pemanent injury on the con­
sbtution. Tanff-doctors should remember that maxim. 

But we have forgotten the doctors' stock reply. The 
,.tariffs can presently be removed I ' 
I What are the other reclpes? They all involve, 
dlrectly or indirectly, some real reduction in the 
unadjustable rewards to factors. (In a completely 
collectiVlst state, where there are no profits, they 
would involve a redllction in all rewards) In many 
cases It may be argued that it is better to sacnfice the 
full utlhzabon of J>roductive resources for the sake of 
mamtainmg rewards as they are, and to rely on rismg 
productiVlty to make fuller utilization posslble at the 
existing level of rewards m the course of time. 

A fall of rewards may be secured by an outright 
reduction of money rewards. It cannot be denied that 
an all-round reduction of this kind is not easy to secure 
in an individualist economy, involves serious questions 
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of equity as between unadJustable rewards and profits, 
and should in. fairness be accompanied by a legal 
reVlsion of all contracts.1 The other recipe, an adjust­
ment of the foreign exchange rates, has already p~ 
discussed in the twei precedmg chapters f'¢..ILt-.. A 

v- i ... 
The serious and apparently insuperable difficulty of 

getting an equitable aU-round reduction in money 
rewards throughout the community on the one hand, 
and our ~old fetters on the other, suggested ID tl}e yean, 
I930-3I that tariffs IDlght, after all, be worth adopting 
as a last desperate expedient to stimulate employment 
in an unparalleled depression. 'WIth the fall of the gold 
standard in September 1931, the arguments in favour 

'Of tariffs as instruments for relievmg unemployment 
disappeared into thin air. The authorities had carte 
blanche. They could fix the foreign exchange at what­
ever rate would put the home level of rewards IDtO a 
reasonable relatIOn to world prices ' 
IMonetary policy is the a:ropn~Jc:Lill~t!u)Jl~n..LtoL 
~e~ut~g IIiITJiIi1iiafiOn of pr.oductlve-nsOUI.CeB -1l 
lacks Jt~e two major defects of tanff pohcy. ~ 
~~ncentrate employment in unsuitable occupations... 
~_ltS efficacy IS not exhausted bY_'!.§eJ 

I t might be objected that it IS dangerous to put IDtO 
the hands of possibly unsympathetic authonties the 
power of reducmg real rewards to factors by " monkey­
mg With the currency." This objectIOn may be met. 
At a time when there is every prospect of real produc­
tiVlty continuing to rise. the rule could be laid down 
that when operating their policy the authonties are 
never to reduce real rewards.- It wijl be suffiCient that 

I Cf the ar~uments of Ch VIII. § :z I 
• ::,ome moc.hficatlon to thts rule should perhaps be allowed 

In a period of world "lump. d Ch VII. §§ 6 and 7 
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they should be authonzed to prevent such fortwtous 
increases as exceed the ,limits which they regard as 
allowable The detalls of trus have already been dis­
cussed One provIso, however, is necessary. If the 
authontIes are to work their system properly, the 
startmg pomt must be a time of full employment To 
secure such 'a starting pomt in the first mstance some 
lDltIal reductIon of real rewards may be unavoidable 
Such a ieductIon should be defimtely recognized as an 
extraordmary expedIent, necessary to usher in a new 
regime. In the absence of a gold standard there can 
be no case for reducmg real rewards by the tariff 
method 

§ 5. Conclusions. To sum up, the best dlstnbution of 
productive resources and the best uhhzatIon of the 
opportumties offered by foreign trade are secured if (1) 
home offer pric~s are equated to foreign offer pnces at 
the margm of competitIon, whether at home or abroad, 
and (11) home offer pnces are proportIonal to the costs 
of productIon at home The fir::.t of these conditions is 
secured by free trade But it is necessary to add the 
lImIting clause that a low tariff lD a large and important 
country may, by turning the ratio of mternational 
exchange in the country's favour, bring m a gam 
which more than offsets the loss due to the maldistnbu­
tIon of her resources which It causes. A tanff to secure 
thIs object is in truth predatory, since the loss due to 
the'maldIstnbutlOD of productIve resources IS absolute, 

, while the national gain due to the tum in the terms of 
trade is offset by foreign loss. 

Fr~e trade encourages but does not secure the propor­
tionalIty of home offer pnces to costs of production. 
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The protectIon of trade!>, rewards In wluch all! at" a 
relatively high leveJ, might be favoured as a means of 
inducing them to produce more. The fair workmg pf 
such a system would, however, be attended with great 
dIfficulties. OPJections might also be ral~ed to It on 
the score of equity. 

~..;rrariffs may be favoured as a method of mcrea!>mg 
the volume of employment In the country They are 
not hkely to do this if money rewards to fac~rs are 
rabed <;ufficiently to cover the higher cost of hVlJlg 

'But, if real reward" are allowed to fall, the flow of 
empu,yment ll,1ay -be -~a.<;ea:-, Thii effed CQul<r. 
llowever:be nlO~ e e~'5)~nd-moruq.wtJ.blY..~ffecte<ia_ 
a reductIon In the par of e"cban~ This expedient IS 

free from the two major defect!. of the tanfl method 
it doe<; not divert the productive re"ource.. of the 

~ country into Ie.,., profitable channel.,. and It doe<, not 
\exhaust its own efficacy hy u,>e 
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THE principles on which the calculations In Chapter II 
are based may be explaIned as follows, 

When ~he output of one commodity. B. IS incrlased In 
England by an amount Q. it is assumed that the output of 

A is reduced in England by an amount equal to g. where ,. ,. 
is the rate at which B is exchanged for A in the new state 
of affairs, ,.,is the cost of producmg A diVIded by the cost 
of producing B and IS referred to throughout Chapter II as 
.. the rabo," 

If the cost gradient of A IS equal to that of B (simplest 
assumption). and If an Increase m the output of B by Q 
leads to a nse In the cost of B by an amount q. when the 

output of A IS decreased by 9 ItS cost falls by t ',. " If the imtlal ratio of costs in England is represented by 
I ,I (=1). the new relatIon of costs IS expressed by the 
followmg equation' • 

-1- i ,. 
I+q="~'~' 

From this it follows that 
(,) (I-r) 

q= ,1+1 

.. , .(1) 

If the cost gradients of sources in England are equal to 
those abroad. and a glVen amount of output is transferred 
from England to the outer world, a change in the English 
cost of a given amount IS accompanied by a change in the 
foreIgn cost of that amount multlphed by ft, where "'is a 

201 



202 APPENDIX 

fraction showmg the ratio of England's lIUtw output to 
the mitIal foreIgn output (=the number of sources In 
England dIVided by the number abroad). 

If the mitIal tatIo of the foreIgn <:ost of A to that of B is 
I P. the relatlon of foreIgn costs 'Wroch accompanIes the 
state of affarrs represented In (I) abovEi IS txpressed by the 
followmg equation' 

If!n~ , 
p-nq =,(.) (2) 

From t~ It follows that 
, (,) (P'-I) 

q= n(,I+I) 

From equations (I) and (2) it may be deduced that 

I+n ,=- . . .(3) p+n 
Example Suppose trade IS opened when costs at hom~ 

are I I. and costs abroad I . 2 and "=,.'0- (d Table X, 
p 29) 

1+ ' ,=-ll=H=l Ity 
• 2+y'lf -

_(-HXH) 
Illld by (I). q- (H)I+I 

=H1='Ig6 

Consequently costs relatIOns wIll be as follows 
In England. __ Abroad 

A{I-('Ig6) (tt)}x {I+(Ig6. ) Utt) (fU}Y 
B{I+('Ig6 . )}x {2-(Ig6 .. ) (fln)}Y 

1 (' , 

In England 
A ·625. x 
B IIg6. x 

Abroad 
1037 Y 
J.q80 .y 

, • If cost elastiCIty ID~tead of cost gradient were used th~ I .. ft 
hand 4enorrunator would run p(I-lIq) 
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If cost gradients m England are not equal to those 
abroad. let g stand for the average Engbsh gradient diVIded 
by the average foreign gradient over the relevant range.' 
Then a foreign change in costs of "'I would be accompanied 
by an Enghsh change of gq.'etc. The cost relabons would 
be represented by the equations. ' 

I t follows that 

I-gfJ. I+"~ r , 
--=--=r 
I+gq P-"q 

g+" 
r=gp+1J 

Exampl, If P=S. n=l'f. and g=2 (d. Table XII. p. 32) 
,= 2+nr=lir'r=I: 4H 

10+rlf 
(,) (1-') 

q=g(,I+I) 
(ns',-) (I~l!')_ 1680 _. 
2 (..=o-'r)I+1 - 21284 - 079··· 

Cost relations Will be as follows 

In England Abroad. 
A{I-(·079 .. ) (z) Pllt) Ix h+(·079 .. ) h'u) (IN) I y 
B:I+(079 .. ) (z)}% {S-(·079 .. ) (1\r)}Y 

it". 
In England 

0\ ·Z4 ... X 
B 1'158. % , 

Abroad 
1'038 .. y 
4·99z •• y 

, Demand conSlderattons may be neglectOJ<i by suppOSIng that 
t'ach demand gradient IS proportIOnal to Its appropnate cost gradient. 
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