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PREFACE TO THE THIRD EDITION 

IN the' preparation of this Edition I have been afforded a 
further opportunity to revise the text and to bring it up to 
date. I wish to acknowledge my thanks to the many teachers, 
students, and friends who have sent me suggestions for the 
improvement of the volume. 

S. E.T. 
November, 1927 

PREFACE TO THE SECOND EDITION 

THE author has been much gratified by the reception accorded 
to the first edition of this book. 

In the preparation of the second edition, the opportunity has 
been taken to revise the text and to bring it up-to-date, while 
the chapter on the Foreign Exchanges has been considerably 
enlarged m view of the present importance of that section of the 
subject. 

S.E.T. 

PREFACE TO THE FIRST EDITION 

THE object of this book is to present the elementary principl~ of 
Economio Science in as clear and interesting a manner as possible. 
Every attempt has been made to meet the needs of students 
working for the various professiona.! examinations for which a 
knowledge of Economics is req~d, but the purely abstruse 
intricacies of the subject and its many controversia.! issues have 
been a.voided as much as possible or but lightly touched upon. 

The author makes no pretence of attempting the difficult task 
of adding to the sum tota.! of the science of Economics at the 
present stage of its development. He nevertheless recognises 



vi ELEMENTS OF ECONOMICS 

that the charge of abstraction made against its usual treatment 
is by no means dead, and hopes that new ground has been broken 
in an endeavour to apply orthodox Economic theory to practical 
affairs, and to link up that theory with its outward phenomena. 
as seen in daily life. 

Special attention has therefore been given to the many prob
lems of modern industrial organisation which to-day claim so 
large a share of public thought, and to those intricate questions 
of international currency and trade which are the cause of much 
mystification to the general reader. In a volume of this kind it 
is necessarily impossible to give to such matters that degree of 
attention which is commensurate with their great importance at 
the present time, but it is hoped that the consideration given to 
these problems and the many up-to-date examples which are 
included will make the volume of service and of interest, not only 
to the student, but also to the layman and the man of affairs. 

The author's thanks are due to Mr I. V. Hoskins, B.A., LL.B., 
and Mr F. Whitmore, B.Oom., for their assistance in preparing 
'the manuscript for press and in reading the proofs. 

S. E. T. 
September, 1924 
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CHAPTER 1 

WHAT IS ECONOMICS? 

POSSIBLY one of' the most difficult' tasks which have to be 
faced by anyone who essays to write a treatise on, Economics for 
the use of the student is that of clearly defining his subject. 

The difficulty is the more remarkable, inasmuch as the subject 
is one._which is fundamental in the lives of each one of us, 
relaling as it does -to--Ule--mannermwmcli 'we eriaeavour to . 
obtain what we regard as our share of the world's goods, and 
the way in which our desires or " wants" arise and are satisfied. 

Everywhere we hear and read of "economic" motives, 
" economic" ideas, "economic" tendencies, and so on. The 
word forms part of our everyday discourse: but it is probably 
true to say that only II. very small percentage of us could accur
ately, or even approximately, define its meaning. Professor 
Cannan 1 points out that the word "economic" is difficult to 
explain, for the same reason that we find it difficult to indicate 
precisely what we mean by the terms" blue" and" red". " Con
fronted by the word • economic', one man may think first of 
coins, another of figures in bank-books, another of crops growing 
in the field and cattle browsh'lg in the meadow, and another of 
the morning crowd going to its work in some crowded city". 

On the other hand, most people would agree at once to 
the suggestion that" economics", and its correlative adjective 
"economio ", have reference to those material things around us 
which concern our well-being, to such objects and possessions as 
are desirable and cannot be obtained in unlimited quantities, and 
which therefore require some effort for their acquisition. For 
present purposes, these objects and possessions which are under 
the control of an individual, the material things which he has 
around him in his home, in hi~ garden, on his farm or on board 
his ship, may be regarded as his wealth, and Economics i8 that 
body Of knowledge, or that science, which consider8 the actions oj 
man in relation to wealth. 

Later on we shall find it necessary to consider a. more precise 
definition of this term .. wealth", upon which is erected the 
superstructure of economic science, but the foregoing concep
tion enables us to define our subject-matter and to survey its 
scope. Economics. therefore. is a. body of scientifically arranged 
knowledge, based on the work and investigations of students 

I Weal/A. page 16. 

A 
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a.nd thinkers of many periods and of many climes. It seeks to 
consider the actions of men in ~ming such wealth as they 
possess or obtain as the results of the efforts of themselves 
and of others; in 'I!!.oducing further wealth for themselves or 
for their fellows by utilising and developing the resources of 
Nature; in {xchanging, one with the other, a part of the wealth 
which they possess 'for other wealth which they desire; and, 
finally, it cqnsiders and investigates how and in what proportions 
the total wealth of a community is di8tributed amongst its many 
classes and individuals. . . 

The various branches of Economics which correspond to the 
foregoing divisions of its investigations are known respcctively 
as Consumption, Production, Exchange and Distribution, and in 
this order they will be dealt with in the following pages. Before 
proceeding further, we cannot do better than survey the scope 
of each of these sections, so as to form a clear idea of the work 
which lies before us. 

In doing this we must not lose sight of the fact that our 
subject, Economics, is split up into different branches or depart
ments merely to facilitate study and analysis. As will gradually 
become apparent, its various divisions are actually closely related 
to one another, and all are essentially interdependent. 

Consumption. 

Under 'the heading Consumption it will be necessary to 
. consider the remarkable variety and degree of man'i! wants or 
desires for materiaL and non-material things, for' articles which 
are necessary to maintain life, and for others which are of the 
nature of ~u,xuri~s. We shall analyse the wants of ourselves 
and of our fellows, and consider on the one hand how a man's 
abilities and earning power depend on an adequate supply of the 
necessaries of life; and, on the other hand, hoW' an excess even 
of necessaries brings him so little good or satisfaction as to 
remove his desire for them, and even possibly to make them 
an inconvenience. Here, too, we must investigate how man's 
effElctive desire or demand for certain goods affects the "price" 
demanded of him for those goods; and, conversely, how the 
keenness of his desire for an article increases the price or effort 
he is willing to pay for its possession. As we consider this 
fundamental section of our subject we shall realise that the 
term "Consumption" m Economics means rather more than 
it usually impli~" As a. scientific term it embraces .fa~ m~re 
than the consumption of wealth in the form of food; It Implies 
that consumption or usage which takes place when ~~ wear 
our clothes, or use our furniture and our houses, or utilise the 
services of a doctor or of a lawyef. The carpenter is jus~ as 
much a consumer when he hammers nails into the floor-boarding, 
as is the gourmet who enjoys an expensive repast, the prepara-
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tion of which has involved the services and labour of countless 
workers in many parts of the world. 

Production. . 
That section of Economics described as Production is devoted 

to a consideration of the efforts of man to· satisfy the wants of 
himself and of his fellows by utilising to the best advantage the 
natural resources and products which are to be found around him, 
rendering them of service and of use by altering and improving. 
their form, combining them with other materials and transporting 
them to places where they are needed. Sometimes the processes 
of production are simple in the extreme, as, for example, the 
pluckinA of an apple, grown naturally, and the handing of the 
fruit to Ii consumer; but far more frequently the processes are 
long, involved and of remarkable complexity, whereby an article 
is rendered fit for human use and developed· into a state of 
perfection from the raw material provided by nature. To-day, 
the production of a single small object may involve an army 
of producers, each fulfilling his own special function, possibly 
small enough in itself but nevertheless contributing essentially 
to the final prQduct, the usefulness of which depends on the 
precision and ·workmanship of its smallest part .. 

Surely, it may be objected, is not Production the first stage, 
and should it not be treated before Consumption 1 Under 
modem conditions, are there nbt but very few consumable things 
which are ready to hand, capable of consumption without effort 
on anyone's part 1 Is not almost every article of our consump
tion the result of effort or service on the part of some producer 
or other' 

In defence of our arrangement, we say that consumption is 
the raison d'etre of all production: the essential necessity of living . 
exists first, and the tireless effort of the industrial communities 
of to-day continues its course only because man, somewhere or 
sometime, will dem~d the products of their efforts and be 
prepared to find them in return articles (or the rights to possess 
articles) which will bring them satisfaction. Man as producer 
exists and develops because of the insatiable need of man as 
consumer. Fundamentally each human being produces to satisfy 
his own wants, and this fact is obscured under modem conditions 
merely because' every one .exchanges the product of his own 
labour for the products of the labour of others: Consumption
man's desire, his wants; his continual crying-out for the satis
faction of his needs,-therein is the mainspring of all economio 
activity, and therefore the basis of. all economio investigation. 

Exchange. 
If we could visualise an economist ~ living in primeval times, 

we should. not be. wrong in assuming that he would have little 
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idea of tne scope of our third section, or any reason to consid£'r 
at all the question of Exchange. He and his fellows would exist 
on the results of their own labours, growing food for their indi
vidual requirements, and caring little whether their neighbours 
lived in plenty or died from starvation. Soon, however, we 
may imagine that our primitive economist, wiser as may bo 
expected than his fellows, finds it to his advantage to offer to 
" exchange" part of his surplus store of apples for a part of his 
neighbour'S surplus store of fish or nuts. It would be unfair 
to attribute to our ancestors any less degree ot bargaining instinct 
than is possessed by their progeny of to-day, and our imaginations 
can well picture a long drawn-out feud and a possibility of 
broken heads before the exchange was finally made to the satis
faction of both sides. Nevertheless, the elements of our study are 
here-the relative satisfaction which must be obtained by two 
persons before they agree to exchange one possession for another. 

From so primitive an example it is a far cry to our present
day methods, under which an article may pass through a multi
tude of hands, and may involve an army of intermediaries, before 
it finally. reaches the ultimate consumer; to our modern system 
of exchange and interchange, which has made necessary the uso 
of money as a medium for facilitating transactions and making 
less difficult the attainment of satisfaction. 

The scope of our investigation is clear however. In Exchange 
,we are concerned with the reasons for which, the methods by 
which and the rate at which one man or one community exchanges 
his or its goods for those of another man or community. Wc 
shall consider the functions and characteristics of money, tho 
medium of exchange, and the nature of the service of credit 
inStruments and banking" organisations.in making possible the 
development of exchange to the remarkable intricacy and yet 
wonderful efficiency of to-day. Our researches will extend not 
only to the individual, and to the exchanges within the borders 
of the State, but also to the wider field of international exchange, 
whereby the people of the world vie 0ll.E\ with the other in "barter
ing the comparatively superfluous fOl:.the compa,ratively necessary .. 
(Jevons), and apparently aim at making the aITangements as 
complicated as possible by the adoption as "money" of coins, 
notes and instruments of every kind and variety, and of every 
degree of worth and worthlessness. 

Distribution. 
Finally, we "come to the section of our subject which, par

ticularly at present, involves ~he members of nations in prol?nged 
antagonism and strife, more disastrous indeed" than ~ar Itself, 
inasmuch as the results in hampering the smooth working of the 
economic machine are far more widespread and of a. far more 
lasting nature. 
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D'istribution conr.erns the sharing of the total wealth pro
duced, and its division among the various agents who co-operate 
in the processes of production. Probably in this section more 
than in any other does the economist need to tread warily, for 
here he is confronted at every stage of his investigations by the 
opinion of each agent of production as to its own worth and as to 
its right to an increased proportion of the product; here he 
must discuss the problems as to how many hours man should 
work per day, and how much he should get for that work; he 
must consider how far the owner of land is entitled to the 
produce grown thereon, and to what extent the capitalist, who 
provides the sinews of mdustry as well as those of war, should 
partake of the product of the joint co-operation of his capital with 
the labour, organisation and natural resources provided by others. 

The foregoing summary indicl}tes that Economics covers the 
wide field of human activities. It investigates all kinds of 
business transactions and the motives which affect man's 
conduct in commerce, trade and industry. For this reason, 
Dr Marshall describes Economics as "the study of man's 
actions in the ordinary business of life; it inquires how he gets 
his income and how he uses it. Thus it is on the one side a 
study of wealth, and on the other, and more important side, lio. 
~I!'rt of the study of mau".l. 

Science or Art? 
The question is frequently debated as to whether Economics 

is more correctly described as a science or as an art. It will be 
seen from the foregoing pruagraphs that we unhesitatingly 

. describe it as a. science; but it is necessary to note that " ~olitical 
Economy~~_originl!'~I an a.~ the art which conc~i-!!~(f...J;h'il 
E,rudent mana&"e.!!!l:lntQtjJleJiOu.se.l.!.q!d, amf," later, of the com
mumty. In his Wealth. 0/ Nations Adam Siiiith referredto 
PolitIcaLEco~y as ena!i@Ks~tleople to provide t!temselves 
arurtlle _S1..l:!-.tQ..,wltti..revilllUA cient Jo~ themselves and 'for 
the Pllbllo serV1~l and thus emphasised its claim'to be an art. 
Nevertheless, ks rema!'..lmQJ~ork, which co-ordiDatea and 
analysed the eXll>tmg knowledge-of the subject, .!Darked the 
l>irth..oCEconomics .. .a.,~ a_<lllllartment of s~i~l!ce, which seeKs-to 
show statesmen and oliticians, not 7u.YIo national production and 
distributidn of wealt s 0 e regulate, u w a len c 
1~ws actually cdhtrot that pxoduction and distIitruuon. . 

----nievatidity-otthEl"'clainlof modem Economics t<? be re~x:!!ed 
as a. ~cjen~ecessarily depends on what we regard as the ~ 
for a tIWLJlcience. Does a science involve merely ~c;, - . 

1 Economics 0/lndu8Iry. Bk. L L i. 
• The term .. I'olitical Economy" is derived from the Greek poli.t=& city.state 

or organised community; o,ko,,=& house or home. and ROmOI=& law or rule; the 
joint term signifying the application to the state of the principles of household 
manl\gemont. 
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reasoning, or m~j;he. reasonipg _be. exact and the concl.u.siQns 
cl~rly defined, unchallengeable and subject _to no _exc;~pt.ion&-! 
Furthermore, does the claim of Economics to be a. 'science, if it 
is to mean anything at all, involve _the----P.ower.to __ prcdicLthe 
economic future , 

---u;- as seems wise, 'Y~ a.cqept_ as our test of a science that it 
s~~_IllbQdy. a syste.matic study of a group 'of_~.terrera~d 
probk.J;IlS, then the claim of Economics is valid; the economist 
endeavours t(Ldeal in a scientific manner with the problems 
Willi which man isconh:onted.in his pursuit and use of wealth. 
He endeavours, on the one hand, to systematise his data, to 
analyse clearly cause.and eff~ct, and, on the other hand, t<? unfold 
principles and detect gen.e.raLtendencies. He deals scientifically 
witli-Tacts which can be obtained and with quantities which 
can be measured and recorded. He teaches truth respecting 
phenomena connected with wealth by explaining and classif)ing 
such phenomena and by investigating their causes and results. 
He seeks to discover the universal out of what to the ordinary 
observer suggests only chance and often chaos. In the words of 
the late Dr Marshall, the economist seeks to dis~er "the 
~yj.~_~!t{l_ 0Ile,t~~)~n_e.}~j~_m.~ny". He-is scientific in liiB 
method.' -

n, however, we take as our test of economic science its power 
to predict, we shall be obliged to admit that, judged from tllis 
narrow point of view, Economics ~_still in its infancy. Although 
the science of business forecasting based on statistical data is 
mak:ing pro~s, especially in the United States, jt is still i!1.an 
!-~_ri.nl~nta~tag~ and it is doubtfuU,!1:d,eed whethera- will,' 
~er a~hley.e_anyJ:!igh_ ~e~~ of ~rlect~on. ~conomic _for~es are I 
so unc~am, their in~tlOn and re8£.tion IS ~o comiiJex, that; 
the economio future must always remain largely inscrutable. 

Economic Laws. 
Economics, then, can justly claim to be a science-an organised 

body of knowledge-the. facts of whiclinavebeen scientifically 
aiidsysrematicalIy observed, collected and cl~~~d. F~m these 

"tactlnl.re formulateaarur--provoo a series of propositions oilaws 
W1iich1orm the basis of the Science and which are used as a 

. groundwork for further investig,ation. 
An JECO'1/.Q'1nW Liiw may be aeflned as the @teIn~!ll..o!- a 

~h!p!e £;a~lying t1!El C]OnduQt or actio~. of man when eng~ged 
lD the or' .husiDess..ofJife. Econonuc laws deal esSentially 
with those human activities and motives which are capable of 
measurement in terms of a money price. Thex. foqn ~('~cial 
Qn>.~rtIllJlllt..j)U1!~a,t.bQQy_~.8OCiallaW8, which enun.c~t.!' .the 
}lrinciples under1ying)h~ _c<1.ndE~t ~t~a1!.lll~ooiety: -

Most economic laws are hY1!2!:.----n£tical laws, 6eCause they state 
that given certain conditions cel't:1in results will follow, and 
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because their trutU!l(Lop~~ati9n_!lepend. on_so .1WU'!'~ factors 
which are variable and i!!ll!.mecj;I.Y.A~~rminIl,Qle. An examPle 
~f such. a law ~e Lll<.w...Qf :Ojmjtl~~~.JJ!i!:ity" ,,:hich states that 
mcreasmg available'S'uppUeS Of an obJect of desll'e or consump
tion become less attractive to a consumer. " Enough is as good 
as a feast" is an old Baying which is especially applicable with 
regard, for example, to the amount of bread a man may consume. 
When his appetite is satisfied extra supplies of bread- are of 
rapidly diminishing value, and finally become a nuisadce. This 
law is, however, only the statement of a tendenc~ It has ~ 
rigWj.ty, :ua....tilted limi1i!l..tions, no mathematlcaIDoun aries. There 
is ng-J>reci.s!l.st,.ase. at .. wbich ~ac~ person'l!. aIPetite i§. satit;fied, no 
denmte quantity of bread which will satisfy the need of any 
particular hungry man. 

Other economio laws partake of the nature of phY8ical laws 
in that they are based on natural foroes and are therefore as 
immutable and permanent as the laws of nature themselves. To 
this class belongs what is probably the most important of all 
economio laws-the Law of Diminishing Returns, which lays 
down that after a c'Crtam----Jt~fut._~_ai!te!l<1s:toobt~in .from J;!l:e 
f!!!!.DlEl.~rQ.a of )anaaslXllI. er return l!Q..I!l~ each. applioation 01 
l~bour andc~pitaI. -We can readily appreciate that there·is a 

lilliIt to the amount of energy and patent fertiliser which an 
allotment holder ca.n profitably apply to his carefully tended 
plot. As we shalliftle later, however, even this~~alJa\V is_o!!1y 
tlMLatateroent «_f! te~gency j i~timatfi. C?Jl!l!at!on a_e~n.d.!!. on 
tne fu15lmeut of -cert;~J.lQnditio~'an.il .. !Ilay De ~.9.!)..Si!1erably 
modifie.<lb;v bllma.u agency. ---

At the same time it 'must not be thought that such. economio 
laws are untrue or without ·praotiol!ol value. Although they are 
inexact, they are the most exact of the laws of the sociar sCiences 
1smce so many econOIDlO forces, e.g.~-th0l!e o~ aemand aria supply, 
can be estimated in terms of JIloney), and are useful statements 
o~l tendencies which might esca~-thenotlce oBhecasual 
QU!ll'erfiClaI_~b~er. They areaJSo ofliiS£1iiipoi"tance to the 
student of EconoIDlos in that th.ey provide a. basis for further 
investigation .. Moreovert some economio laws are fJXWmatic, and 
must always be true of any stage of develo}>ment. ~ch'aws 
are usuall.1_ ge1!eJ;a!i8at.ions or proPositio.ns gegliced....from .the 
~a..u<L.iI.!Yesj;i~tiQ.IL.QLQbaerv.ed..bQt~ For example, the 
generalisation that ~§ll<2I!le out oC~!!..!!!p!~~~~!~_
dU~~Q~Jrre~_.~Qnsumptio~J_or that the general ~.ttJ!aard of1!!ing 
~ep.~I!ds.~~. ~e ~ffici~~LQLa.~QJ!!.l!l!lDlty m the proo.uction 
of wealth, must remain ~e for all. time, and ~e~ny_~co~o~c 
sys~m, capitalistio or socialistio. 

conomi01aws are ur an entirely different category from 
~atut?elaws, i.e., those made by.humangbve.~~nt. Statutory 
laws, eing conceived and put into operation by man, can of 
oourse b~tered or re~led with comparative ease, and to this 
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extent they have not that Jl..~rmanence which characterises 
economic principles. --un-the--otner n~nd, statutory laws, whilo 
they are in force, QIle!,ate at aIUimesJI;L1:-_he same wE, and con
sequently /ge inevitable to a far greater degree than most 
economic laws, the operation of which can so frequently be 
modified if " other things are not equal". 

The qualification here implied epitomises the limitations to 
which all economic laws are subject. Only too frequently the 
func!_ioning _of .s~ch_lawa.ia..xestric_te<l:. or mo~ed by t~e inter
action_of whaLare known_as ecoIlOllllll..fOl'ces. EconoIllic forccs may belong to one of several classes. They may be persistent 
and inevitable nahtralJgr.ces, such as the coming of the seasons 
and the passing of night into day. Or they may be human, 8Qfjql 
iorce8Lwhich, in spite of the inconsistency of man, are of remark
aoTe uniformity when averaged over human kind, as, for example, 
the f£rce of de.m~nd .and the.forcfWf competition. Or, again, they 
may bel<Jng to the class of ~ those boundaries erected 
by the State within which the individual may live, work and 
enjoy his measure of economic freedom. 

It has been stated with considerable truth that "one of the 
most--1>ersistent and regular of all economic forces is tliefOrce-of 

ecOrionilii -fij.9.ti-o.r1 ":- In"-ot~er--words, --economIc forces do ;not 
~tb...abS..Qlu,~e freedom. Certain forces-may be isolated for 
purposes of scientmcstudy, and laws may be deduced from their 
interaction; but in practice the f~J_riction_ almost always 
operates, though rarely twice in the same direction or with the 
sanreintensity. and may prevent the other forces born working 
out in their" normal" way. • 

Economic friction may take ma~l1.9.!1!!s. It may exist as a 
~tl'!.cli.QJ)._j)Jl.Jbe Jo:r:ceot QOIJlP~titlon: as tlu~m. senlli!Jont or 
ign~ncjl, or as one of a hundreusunilar influencea. Any of 
th€se may destroy the ialidity °Qf those assumptions of com
petition and the pursuit o~ ratio~l s~lf-interest on which the 
economist's generalisations are so £fequently based. Thus, the 
~~of dema~~ ip.te!.~~~~~hJlJ.1 !~rce. olsupply: in iIiedcte:r
mmation o_LP!i<2ElL..and from t4is mteraction the ~o~s.rue. 
fues the lajYiiOl.supply.a.;nd d~maJ).d,. But, in faymg GOwn this 
general tendency the, ~DJi~~ll~dj.Ugnore tempo
!.~rily .the J:>oss~~l.eyxi&.t@.c~pf cOUD,.teractlDg forces. 

lt follows, therefore, t~at economi~ laws do not ,always work 
out in the same way, and that they cannot determine in detail 
the nature of the economic system.' Yet this is frequenpy 
implied. Proposals for reorganisation of the system are con
denmed on the ground that they are contrary to .~ inevitable" 
economic law: the objection is usually unsound because people 
confuse the fundamental principles' which are the laws them
selves with their manner of operation. The principles~annot be 
c~~1!Uhe-con.ditio~ ~POIl Which.iheu _operat~~n <1epeildll.. 
~ a~d often I!-r~...!!I-~i@_~d b.Ylluman agency. There are 
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times when the stern laws of political economy must bow to 
considerations of humanity". In other words, the 'f'~ults of 
the working of the principles frequently can be altered. Society's 
institutions, its laws of property and inheritance, state regulation 
in its innumerable forms, all affect the working of economic laws 
and modify their results in practice. For instance, although it 
is true to state generally that price is determined by the law of 
demand and supply, the actual price of a commodity will depend 
on whether it is produced and sold under conditions of free com
petition .or of combination, or on whether the State sees fit to 
step in and fix a price by authoritative legislation. 

We conclude, therefore, that while economic laws can never 
be ignored, they are not inevitable, for their results can be con
siderably modified by human action. Because of this uncer
tainty of the human element, and because of the constant 
presence of economio friction, economic activity must alfVays 
remain to some extent speculative in character. But the funda
mental economic principles are so deep-rooted that they will 
operate in any economio system, and, if need be, in spite of 
attempts to overthrow them. 

The Assumptions. Q' Ec~nomics:-.. 
As so many of its laws contain or imply conditions, and as 

"' so many of its conclusioils are \la~~ on assumptions, Economics 
is sometimes described as a hypothetical science. Examples of 
such assumptions are tnat land exists whichyJ.eld~l!~r~nt to 
its owners, tha~ man ":oill act mtellig~~t!L!t!l~ll.! nis ~wn~ 
rests in the Sursui! of weLtlth:-and tha.t free compet!tion ~xist.s in 
business a.n in industry. -i 
~ese assumptiofiSare only hpproi:imately true, a.nd.~ be 

s.!1bject to ma.ny exceE!ioJ!!L8>n~!ili..O!!a..; but in cert~ 
Cll'cumsta.nces they. correspopd closely with actual facts. We 
know there is practically' no land which is let rent free; 
there are, however, .farmed areas which comma.nd a.n almost 
negligible rent a.nd "Which scarcelJ cover the cost of their cultiva.
tion. We knOw' also that man . does not always act in his own 
interest in pursuit of wealth; fr~quently_ from sheer laziness, 
ignorance or anxiety. to be free from change, he neglects to act 
in liis own interest. TheD, again, we -ca.n rarely, if ever, find a 
market· in _which free competition exists, although in some 
markets, e.g., the Stock Excha.nge,· con.Qllions approximate 
closely to. the ideal. ~~~~~are, t~~i~~y 
a.pll~~te, but no other assumptions ca.n be made w!!.(lh are 
more gen~ oorrecn;:ncIap£nca.ble-:- -- .-- -_._-----
-pz.obablytie best known: the assumptions of Economics is. 

that which concerns .. the economio ma.n", a.n imaginary being 
whom the older eoonomistSassumeit"tObe actuated onl.l"J>l the 
~sire fot wealth,_ and by the disinclinationtOTaoour,and m:-his 
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greed for gam, to be uninfluenced by sentiment and human 
pasilOn. This- conception resu1ted III EconOiiiicsoemg long 
regarded as an ab8tract science. Modem economists have, how
ever, brought tIle"EIcience into closer touch with reality by dis
placing this unreal, almost sordid being, and by applying them
selves to the study of the normal or average man, whose motives 
and actions may be influenced by sentiment, patriotism, pride 
and generosity. 

The Relation of Economics to other Branches of Science. 

In formulating th€?ir doctrines, economists have drawn ex
tensively upon the knowledge and discoveries of investigators in 
other branches of science-in physiology, biology, and chemistry. 
In modem times particularly, economists have made consider
able use of statistics and of statistical methods in proving their 
reasoning and in pursuing their investigation. The mathe
matical sciences also have been called upon to assist the economist, 
and many of his conclusions have been found capable of clear 
illustration with the aid of mathematical formulm and mathe
matical methods. Indeed, so largely has this been done that 
some investigators have adopted an entirely mathematical form 
of explaining their conclusions and of proving their statements. 

We have stated that Economics is essentially a study of 
man's actions in the ordinary business of life, and it is therefore 
natural that. it should be closely related to the various sciences 
which are concerned with human_~tivity in spheres other than 
those concerned with the pursuit of wealth. Economics is, in 
fact, bl!!i..9~.J>.rall~lu>t ,the comprehensiv:~ science of Sociology, 
which treats of man as a social being, and 01 the origin, organisa
tion and development of human society and of human institutions. 
Other divisions of this parent science, which are intimately 
associated with Economics, are . . E.thiC8 __ .the . science of human 
morality, conduct and character;~ Law, the science which con
cerns itself with what man mayor may not do, and which controls 
the relation between man and fellow-man within the State; 
and finally the controversial science of Polities, which treats of 
the methods, functions and organisation of government, and of 
man's relations to the sovereign power in the State. 

It becomes clear on a little consideration that it is increasingly 
difficult, as civilisation progresses, to consider Economics as a 
science apart from the three moral sciences referred to-Politics, 
Law and Ethics. Economic motives are constantly involved 
with political considerations. The development of Society and 
of its laws go hand in hand. Economic 'objects and aspirations 
must always be subject to the rules of conduct and procedure which 
have become so justified by long usage as to have been adopted 
as laws cap&ble of enforcement by penalties of varying degree. 
The economic structure of SociElty is erected upon a legal frame-
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work constructed by the State, which: in its ever-extending laws 
relating to contract, property, factories, trade disputes, etc., 
prescribes a minimum standard of conduct with which each 
individual must conform in pursuing his economic activities. 

Over and above this minimum legal standard are the higher 
moral and ethical standards set up by public opinion, and by 
custom and conduct in business and the professions. No indi
vidual, however strong his desire for gain and personal advance
ment, can ignore such standards and continue to persist. The 
s~reng!i.b. _~!ld __ e1Ie.Q!; of economic forces, whether they are set in 
motion by the individUir-or--byacombination of individuals, 
~ cOl!t!olled an~LfreqYt;lI].tly PlQdUie<i.2social Jo!"celil-the 
custoiiis~iia:-lllt~lL.oC~9~!ety. and th.ose ethical and moral 
StandardiiJo which the self-respecting and respected citizen 
mustconform. Our code of morality is based on our recognition 
of those rules of conduct and those qualities which are in the 
best interest of Society, and unless economic actions and motives 
conformed to ethical requirements, they would finally overthrow 

,those institutions which are fundamental in social life. 

The Object and Scope of Economic Science. 

This close relationship between Economics and its kindred 
sciences necessarily means that the economist, in applying his 
theoretical knowledge to the solution and .1lX,Elanation of the 
p'roblems of modern communiti~s, mustOe influenced by, ana riiust 
~ve -dU:~ atte~t[~~ ~::£~llirc~ J~gal and~ ethical co.nsideratpjDs~ 
"EconomIo mvestIgation 18 essentIally nattonal and mternatlOnal 
!n sC<?E-e~nd object, and it is"therefore to be expected tnat"politiCru 
~s JrequeIl~lyobtrudQ_oq ~9I].O.!Ili~ ~tudies. Fortnese 

I 
reasons~LEc-onomics is not solely concerneiI with the study of 
wealth, but its investigations extend also to a consideration of 

\

matters which affect the Welfare of man and of the community in 
which he lives. It is therefore well described as a moral and social 
science, concerned with the conduct of human beingaJa~t[) 
----n- must be emphasised, however, that the economist 18 
~oncerned with mao only as 8 nJ!jt in Societx, as a member of So 

soci81 organisation, and qgt as an~<!!Yldu_a1. The actions, 
desires and objects of a particiilar individual" are of little import
ance to economlo science; it is the average of_!~ actions, desires 
and objegt!J~f all members of Soci~!!at_~~~rs. We are 
little-concerned: WIth the quantIty of bread which So ceItain person 
ca.xf conveniently consume before his wants are satisfied; but So 

knowledge of the aggregate need of all persons in So community 
permits us to draw certain definite and valuable conclusions as 
to the limitations of human demand for commodjties generally. 

The-iiiti:D:lai6-concemcrEconouuo Science with the motives 
and actions of human beings in Society necessarily results in its 
Eypotheses and conclusions being less ex~~LthtuL those _ oL~~e_ 
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more precise science.s...-LlLma.the)llatics, ph"'ysics and chemistry. 
The human element is always uncertain, but happily there 
is a ~cY-i~. J.al'gfL1l.umbers which, to a considerable 
extent, obviates the difficulty of uncertainty in economio in
vestigation. )Vhi1e the ind!!idual may be. 9~al at:ld~ven 
ecceI!tric, Soc£e~y ~!UL~ls'bound by customLJraditiaxwind 

I 
hamt, so trui ill so far as it deals with groups and not with 
individuals, Economics has .atabjJjty 

Other diHiCU1Hes arise because of the absence of reliable 
standards QL~&!l!'JlJllent .and comparison. We may know 
tllat man's desire or motive is strong or weak, but it is difficult 
to express-such desire or motive in concrete terms. We can, 
however, measure fairly accurately the strength of man's motives 
in the pursuit of wealth ~ 2.~1ll?ic!eringj;he vaJue of .t!Ie reward 
which Jl~ hopes to gain, and we can similarly estimate the 
strength of man's aesiTe'for an object or service by the "prke 
which he is prepared to pay for it. E~9p.omics is, in fact;7 
E..r¥narily conceI'Iled~~h those motive.s alld desires. of man the 
relativ:~. ~txe.!lglli~~hich arti.9~napl_~ of _m~~~urem~nt in terws) 
of a _m~m;)Y:1>.rice. -
-vYhile we are thus compelled to regard Economics as an 
app~mate and partially des~tive science, its investigations 
are none the less valuable. ~ss~of~s has provcd 
that its conclusions are substantIallY correct, ana-that in 
throwing light on practical problems and in indicating the best 
forms of economic organisation, it is achieving its object and 
~~x:ri.Ilg~.humanity:_..tj:um_llIllimj.!~L®K!:e..e. Its aim is to show 
why eertain ,effects follow certain causes; how the discovery 
and appreciation of certain uniformities and relationships 
may be usefully applied to explain existing conditions and 
improve those of the future; how the national wealth is appor
tioned or distributed amongst a country's inhabitants, and 
how such proportions are determined. But although it takes 
cognisance of moral and ethical considerations, it docs not pro
nounce moral judgments, or lay down moral or religious prc
cepts; it is not concerned with the right and wrong of man's 
objects and achievements, or with the justness and unjustness of 
the structure of Society, and the distribution of its wealth. The 
business of the economist is to deal with facts and figures without 
fear or favour, to interpret their significance and point out their 
meaning for the guidance of others. The actual solution of 
practical problems is not within his sphere. His part is to 
supply the results of his observations in the form of carefully 
arranged facts and rigidly tested princirles, for the benefit of 
his fellows. 

The economist recognises that man's character and social 
value are vitally influenced by the amount of his income, by 
the manner in which it is earned and by the way in which it is 
spent. But the purely economic factors in these problems 
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afford sufficient scope for his investigations. He recognises the 
demoralising effect of the sweated wage, and the civilising, 
humanising influence of an adequate income. His investiga
tions prove how vitally man's character is influenced by the 

. nature and regularity of his work, by the extent of his hours, 
by the difficulty or ease of his daily tasks, by the nature of the 
materials handled, and by the conditions .under which work is 
done. But it is not his province to attempt to secure a more 
equal distribution of wealth or to press for a reform of working 
conditions. He may probe the facts and analyse the statis
tics; it is the work of the statesman and reformer to apply the 
economist's data for the practical benefit of present and future 
generations. / 

Again, the economist recognises the effect on character of 
the manner in which income is spent. His experience tells him 
that the spending of money on mere personal gratification, on 
intemperance and self-indulgence, results in moral and physical 
degeneration, and that it does not tend to the creation of those 
qualities of self-respect, self-reliance, temperance and generosity 
which are developed by a well-balanced application of income 
in the culture of one's higher instincts, in assisting the unfor
tunate and in providing for the future. But while the economist 
recognises and records these facts, he does not directly attempt 
to modify or control them. Such control, as he knows and hopes 
to influence, is exercised by that silent, immeasurable moral or 
customary standard of conduct to which every self-respecting 
member of Society endeavours to conform. -

. The function of the economist is, therefore, to explore and 
to explain, not to uphold or to condemn. His task is to examine 
the working of the economic mechanism as it is now organised. 
He may point out where the mechanism is defective but--as 
an economist-from one point of view only, the point of view 
of productivity of wealth. Here we find the meaning of the 
phrase .. looking at a question from an economic point of view". 
'fhe economist's test for his investigations is efficiency in wealth
production. 

The Practical Limitations of Economics. 

The reader will have suspected that these limitations in the 
object and scope of Economic Science necessarily restrict its 
practical application. While the economist is concerned only 
with the economio aspect of practical problems, there are, as 
we have already indicated, usually other aspects, political and 
ethical, which need to be considered before practical policy can 
be decided upon. We may illustrate this point by reference to 
two important problems: first, that of Free Trade and Pro
tection, and, second, that of Capitalism and Socialism. 

Although in both these cases the economic aspects are of 
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dominating importance, they are not the only aspects: due 
regard must be paid to political and ethical considerations. 
Thus, even the most ardent Protectionist might conceivably 
admit that on purely economic grounds (i.e., judged solely from 
the standpoint of the productivity of wealth) Free Trade should 
prove most beneficial. But in his advocacy of Protection he 
argues that the possible economic advantages of Free Trade 
are offset by the political gain which Protection (e.g., of agri
culture and other vital industries) brings in the form of greater 
security in the event of war. Even the most highly indus
trialised countries produce some part of their food supplies, and 
do so frequently at a loss, if the matter is judged solely from 
an economic point of view. But they regard the political gain 
of security and the moral gain of the encouragement of a sturdy 
type of worker as worth the additional cost. 

Similarly, in the controversy between Capitalism and 
Socialism, there are ethical as well as economic factors. A 
Socialist might admit (although most would not I) that the 
system advocated by him might result in a loss of economic 
efficiency; but he would doubtless still maintain that the price 
was worth paying in view of the finer moral character which 
Socialism might develop. 

The economist then has an important word, but not the 
final word, to say in the settlement of practical problems and 
the determination of policy. While the fiscal and financial 
theory and practice of the modern State are all influenced by 
economic laws, and while commercial activities are, consciously 
or unconsciously, influenced by economic forces, the economist 
in his investigations must confine himself rigidly within the 
boundaries which we have described. To proceed further would 
be to lay aside the cloak of the economic investigator and to 
assume that of the moralist, lawyer or politician. It has been 
said with great truth 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 ".1 Policy is always based on a 
compromise between the economic, ethical and political issues 

. which are involved. In a materialistic age, the economic issues 
are given great weight. 

Economic Freedom. 
me present age is frequently. described as "th~ age C?f 

economic freedom", or freedom of ~ndustry and enterprue. This 
means, firstly, that in :the modern, civilised community.the 
existence of private property, i.e., the individual's exclusive nght 
to control his own economic goods, is recognised and protected. 

1 J. M. Keynes, Introduction to the" Cambridge Economic Handbooks Series." 
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Secondly, that each individual may use his own energies and 
property as he thinks fit, and, thirdly, that he may work, live, 
and freely contract on a basis of equality with others and with 
the same opportunity as his fellows. 

The antithesis of economic freedom is slavery or serfdom, 
where the worker's life and effort are subject to the will of a 
master. Such conditions existed in most countries until 
economic progress in the trading and industrial centres of the 
world led to the recognition that each individual should be 
master of his own destiny. Gradually the system of freedom 
of competition obtained unlimited sway, reaching its apex in 
the Industrial Revolution at the end of the eighteenth century. 
Conditions then became scarcely better than conditions of 
slavery. Unrestrained competition brought indescribable suffer
ing to the workers in the abuses of the factory system and over
crowding in industrial neighbourhoods. Freedom of enterprise 
came to mean, not the welfare of the many, but the evils of class 
domination-an increase in the power and wealth of those 
already powerful and wealthy. Before the monster of com
petition, the poor and weak stood helpless and defenceless. 
They had neither the means nor the power to chain his forces. 
Their misery increased and went unrelieved until reforms were 
instituted by the more enlightened members of Society in the 
shape of factory legislation and amendments to the· laws 
relating to publio health and con,tract. 

The r~suY1jlLth(tpresent-~aI... s.l'~e!l!.2f.J:o;mpMative freedom. 
While ilie individual is now nee to choose his own occupation, 
to oompete with his fellows, and to buy and sell according to his 
desires, his freedom is not absolute. He must in all these things 
oonform with the minimum standard ot conduct laid down by 
the law of contract and with the higher ethical and moral 
standards whioh have been gradually set up by Socie~ 

Such standards operate to prevent man, in the exercise of 
his freedom, from injuring his fellows and from interfering with 
their freedom. The individual may work as a builder or as an 
artist. He may devote his energies to the growing of crops or 
to the selling of foodstuffs, or he may qualify himself and set 
up in practice as a chartered accountant or a. solicitor. But in 
all these cases the freedom which he enjoys depends on his 
observance of certain restrictions imposed by the State and 
Society. If he chooses to build a. house, he must conform with 
the requirements of the local council as to sanitary and other 
arrangements; if he wishes to sell meat or dairy produce he 
must adhere to certain state regulations intended to protect 
the health of the community, while, if he wishes to practise as 
a solicitor or chartered accountant, he must comply with the 
rules of the central bodies by which those professions are con
trolled. Such regulations and restrictions apply to all alike, 
without distinction of class or creed. They are imposed for the 
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general 'good; their object is protection, and their result is 
equality. 

In the absence of any such restrictions the individual may 
assume complete liberty of action, and the end and scope ot his 
economic activity will be determined largely by the competition 
of other individuals similarly occupied. 

The system of economic freedom permits such a degree of 
liberty to the individual, either alone or in combination with 
his fellows, that it is sometimes described as "the system of 
private enterprise ", as opposed to a system of public or state 
enterprise, in which industry and commerce would remain largely 
in the hands of the State and of public authorities. Economic 
freedom does not, however, exclude enterprise which is in the 
hands of public authorities or the State. What it does imply 
is that undertakings conducted by the State or public bodies 
shall be governed by the same law of contract as applies to the 
individual, and that, while such undertakings may enjoy certain 
advantages by reason of their size or importance, they shall not 
enjoy privileges which would give them any unfair advantage 
over privately owned concel'IlS. 

It follows that, while the system of private enterprise depends 
essentially on the existence and recognition of private property, 
it 'must imply also the existence of communal property, i.e., 
property held in the common interest, such as town halls, parlia
ment houses, art galleries, schools, bridges, roads, docks and 
harbours. Such things are appurtenant to the existence of any 
form of government; they are essential in any civilised com
munity, and increase constantly with the progress of Society 
and with the extension of the functions of government. 

Economic freedom is thus an essential characteristic of the 
modern economic State. The economist points the way to such 
freedom ,by enunciating the principles which underlie the con
sumption, production, exchange, and distribution of wealth. 
Statesmen make and administer the laws which permit those 
principles to operate with justice and equality for the individual. 
The individual respects such laws because they imply equality 
of opportunity to act in his own interests and seek his own 
private gain. Yet in so doing, whether he acts alone, in com
petition, or in combination with his fellows, he must contribute 
to Society some service or commodity which meets a. social need, 
otherwise the demand for his services will cease. Thus economic 
freedom implies individual gain, and individual self-interest results 
ultimately in the generaly good because it satisfies a. social need. 

Methods of Economic Investigation. 

Two distinct methods have been adopted by economists in 
conducting their investigations and in arriving at their con
clusions. These are known respectively.as the deductive and 
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inductive methods. The former implies reasoning or developing 
particular conclusions or cases from a number of general prin
ciples or propositions, which are admitted or assumed to be 
true. In simple illustra.tion of a. matter which frequently con
fuses the student, we may consider the two general statements: 
II All men are mortal" and" John is a man". From these we may 
safely deduce the particular conclusion that" John is mortal ". 

The" Classical " economists, of whom Ricardo 1 was the chief, 
applieatJilii- metllod in their investigations and attempted to 
base the whole of economic science on a few generalisations or 
laws, which they propounded for the guidance of humanity and 
for the solution of future problems. A characteristic example of 
Ricardo's adoption of the deductive method is his acceptance of 
the truth of the two propositions: (1) That,'in the pursuit of 
wealth, human beings are actuated by motives of self-interest 
alone; (2) that every man is capable of determining the direction 
in which his best interests lie; and his deduction from these 
assumed truths that any increase in the rate of wages in one 
occupation would attract to that occupation such numbers of 
workmen as wQulq tend to lower the rate of payment to the 
norma.l prevailing rate. 

The positive assertions which have sometimes been made as 
a result of the application of the deductive method of reasoning 
have led to economic science. being sometimes described as 
dogmatic, and particularly where false conclusions have been 
arrived at in consequence of the inaccuracy of the premises or 
the unsoundness of the deductive processes. 

The second method was preferred by the economists of the 
latter half of the nineteenth century, known as the" historical" 
.school, and involved the drawing ofaAeneral conclus. ions in the 
form of a law from a number oLp jcuJar instru!.ces, and the 
testing of such conclusions by reference to further facts as the 
latter are discovered and apprecla.ted.The rapid advance in 
the science ~f_~t~!i!tics during recent years, the scientific i!tquiJ:y 
WIUc1l has Deen made into social and economic conditions, and 
the collection of data by government departments and private 
investigators have considerably enhance~ the value of the inductive 
method of economio investigation, and have made possible the 
inferenoe of .. laws" and conclusions which are necessarily more 
scientifio and complete than those which were possible under 
less favourable oonditions. Modern economists are fortunate in 
being able to utilise in the solution of their problems a wealth of 
statistical information and many tables of figures compiled 
with much patience and aocuracy. From these they are enabled 
to develop certain theories or propositions, and therefrom, 
.by methods of deductive analysis, to forecast the probable 
tendency in other similar or varied conditions of Society. 

It is found, however, that the best results are obtained if 
1 See po8l, Chapter 35. 

B 
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both methods are combined. "Induction, aided by analysis 
and deduction, brings together appropriate classes of facts, 
arranges them, analyses them and infers from them general 
statements or laws. Then for a while deduction plays the chief 
role: it brings some of these generalisations into association 
with one another, works from them tentatively to new and 
broader generalisations or laws, and calls on induction again to 
do the main share of the work in collecting, sifting and arranging 
these facts so as to test and' verify' the new law ".1 

Fallacies in Economics. 
In every science the unwary investigator may easily be led 

into fallacious reasoning: in Economics the danger is a serious 
one, because the data from whicl1 conclusions are drawn are so 
frequently inadequate, while the interaction and reaction of 
economic forces are so subtle and complex. The following are 
the most common of the numerous types of fallacies into which 
the economic investigator may be drawn. 

Generalising from Insufficient Data.-One of the prime duties 
of the economist is "to discover the universal" ,-to discover 
and enunciate those broad general truths which .are known as 
economic laws. But this is by no means an easy task. The 
available data are frequently so scanty and unreliable that 
investigators are liable to make generalisations on an inadequate 
basis. In some cases, a few observed instances may be positively 
misleading and afford no ground for general conclusions. Thus, 
a subsidy granted to a particular trade may bring benefits to the 
trade, and it is thereupon argued that a general policy of subsidy 
would benefit all trades. Again, it may be argued that, because 
one m<hi&try has benefited from the imposition of a tax on com
peting imports, a general policy of protection should prove 
advantageous to industry as a whole. Such conclusions are by 
no means justified. 

Confusing the Relationships of Cause and Effect.-At first 
sight it would appear difficult to mistake effect for cause or 
cause for effect, but the ~allacy is a very common one. For ex
ample, it is frequently argued that a restriction of credit causes 
trade depression when actually it is the falling off in trade which 
has inevitably led to a contraction in the volume of credit. 

Closely allied to this type of fallacy is that known as Post lwe, 
ergo propter Me,-if one thing follows another, it is caused by 
the other. This is a method of reasoning frequently rel'lorted to 
by politicians. H unemployment figures fall after a change of 
Government, the new Government takes the credit for the im
proved conditions, even though. the decrease in unemployment 
may be due to seasonal or climatic factors, or may have resulted 
from measures introduced by their predecessors. 

J M"rsh"n, Principlu. Appendix P. 
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Fr~quently, one economio factor is regarded as the caUBe 
underlying another phenomenon, when in reality both pheno
,mena are traceable to one dominating caUBe. Thus, the exist
ence of high priCf')S during a period of inflation is sometimes 
attributed to the prevalence of high money wages; in reality, 
both phenomena are due in the main to one common factor, 
inflation, i.e., the increase in the available volume of money. 

Attributing to one Oause a Result which is really due to a Oom
bination. oj Oauses.-This is perhaps the most common type of 
error, and one into which even the most careful economic investi
gators have fallen. In their analysis of the rhythmio movement 
of trade known as the trade oycle many economists have attempted 
to explain the phenomenon simply by reference to a single domi
nating cause, whereas we now know that it can be explained only 
by the interaction of a number .of factors. Similar mistakes have 
been made in the .treatment of value. Early economic writers 
attempted to explain value entirely by reference to cost of pro
duction influences; their opponents fell into a similar type of 
error by putting forward utility as a complete explanation. It 
was left to AHred Marshall to demonstrate that both cost of 
prodvction and utility have their share in the determination of 
the value of all commodities. The truth is that economio pheno
mena can rarely be explained by reference to any single cause; 
they are complex, and due in almost every case to a combination 
of ca1,1ses. 

The Utility of the Study ot Economics. 
How frequently do students and others question the utility 

and purpose of the study of Economics I Again and again are 
teaphers asked what adv811tage can result from a knowledge of 
the subject, and such queries tend always to increase-because 
leading business men nowadays insist upon its importance, while 
almost all professional examining bodies include the subject in 
their syllabuses. .• 

The subject is vital to all, but particularly to the business 
man. It seeks to show him what place he fills in the economio 
structure of the nation, how the firm by whom he is employed 
functions as a part of the business machine, and how the industry 
of which that firm is a. member is related to other industries, 
and how it works in harmony with them for 8. common end. 
It seeks to show that business organisation is an intricate but 
none the less efficient combination of 8. myriad producers, who 
work not in haphazard fashion, but in an orderly though not 8. 
consciously controlled arrangement for 8. specific purpose. 

_ .. Man lives by co-operating with his fellow-men. In the 
moMrn world, that co-operation is of 8. boundless range and an 

. indescribable complexity. ' Yet it is essentially undesigned and 
uncontrolled by man. The humblest inhabitant of Great Britain 
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or the United States depends for the satisfaction of his simplest 
needs upon the activities of innumerable people, in every walk of 
life and in every corner of the globe. The ordinary commodities, 
which appear upon his dinner-table represent the final product 
of the labours of a medley of merchants, farmers, seamen, 
engineers, workers of almost every craft. But there is no human 
authority presiding over this great complex of labour, organising 
the various units, and directing them to the common ends which 
they subserve. Wheel upon wheel, in a ceaseless succession of 
interdependent processes, the business world revolves: but no 
one has planned and no one guides the intricate mechanism 

. whose smooth working is so vital to us all ".1 

The economist aims at analysing this industrial and com
mercial organism, and seeks to show the forces which set it in 
motion, maintain its equilibrium and permit it to achieve its 
results. He traces the relation between one producer and 
another, between industries and between nations. 

Clearly the student who pursues such a. subject must benefit 
immeasurably by a breadth of outlook and a wider conception 
of men and of matter. No longer need he labour from day to 
day without idea or comprehension of his place and function 
in the vast order of things: the science of Economics enables 
him to understand and to estimate his contribution to the 
industrial structure, and thereby to deal more intelligently with 

. the daily problems with which he is confronted, and also to 
appreciate more deeply the many difficulties which day by day 
arise within his own industry, within the boundaries of his own 
country, and in the world at large. 

I H. D. Henderson, Supply aM DemaM, page 3. 



CHAPTER 2 

INDUSTRIAL EVOLUTION 

IT is obviously impossible within the scope of one chapter to 
do more than rapidly survey the many stages in the economic 
history of mankind, but before entering more deeply into our 
subject, it seems desirable to give the reader at least a. _brief out
line oL1-he ~tageLby __ which and the manner in which industrial 
orgaDisation has been evolved. Again and again in the study 
of Economics is it necessary to consider the historical aspect of 
man's development, and even a slight acquaintance with the 
more important features of that development should make less 
difficult the appreciation of economic theory and the under
standing of those problems which are peculiar to modem com
mercial and industrial organisation. Economic science is the 
study of man in his efforts to get a living: economic history 
traces the stages and development of those efforts. Conse
quently the understanding of the one does much to make clearer 
the comprehension of the other. 

The efforts of man to obtain a living necessarily go back as 
far as man himself; back to the distant past, long before any 
period of which we have reliable knowledge. Of man's early stages 
econo~_~ __ hl.>!c)n'-_iaJ,heref~t;tll!X~!;YJ.-Jll.llotter of cODjecture. 
We1ciiow, however, that the wants of E...rimitive man must have 
been of a quite elemental kind, and capable of being satisfied, 
like the wants of animals, entirely from nature~s bountiJ!Jl st9~. 
Fruit, fish and animal flesh existed in -aoundance; man had 
only to reach out his hand to obtain all that was in such circum
stances sufficient for his existen"ce. By hunting and fishing he 
satisfied his need for food and clothirig: and at the same time 
led what seemed to be an existence of considerable attractiveness. 

But even nature's bounty is not inexhaustible. As a rule, 
fruit and crops reach maturity but once in every year, and in 
any given area the supplies of fish and of animals are not so 
great as to be unaffected by the constant attention of hunters 
and fishermen. Gradually the acquisition of sufficient supplies 
involves an increasing exertion: the hunter must go farther 
afield and the fisherman employ himself in patience for a longer 
period. Existence would have become increasingly difficult had 
not man discovered that he would benefit more by taming and 
breeding the animals which he had hitherto been a.ccustomed to 
kill. The pastoral stage gave him a more peaceful, secure and 

- -- n 
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less roving existence; he was in a position to provide for both 
present and future needs, and became less dependent upon 
nature's uncertain store. 

Yet another advance is made when the art of cultivating 
plants is added to that of breeding animals. Crops are now 
grown and harvested; the provision of food for both man and 
animals is regular and more certain, and man finds it to his 
advantage to cling to one plot of land wherein he sinks his labour 
and the labour of his family. When the agricultural stage is 
reached man passes from a nomadic to a settled existence, whilst' 
the cultivation of crops and the careful tending of herds makes 
possible the support of a larger and better fed population. 

Instead of merely taking what he finds ready for his use, 
man now begins to e;xercise control over nature and to make 
her produce what he requires to satisfy his wants. Thus we 
may trace' his progress as he gradually learns to labour and to 
save, instead of living merely from hand to mouth. We see 
how, with the development of his economic activities, his need 
emerges for tools and for implements, for improved forms of 
clothing and of shelter, and for new varieties of food and of home 
comfortf'!. He becomes attached to a particular place, and 
develops friendly relationships with his fellows. The benefits 
of social intercourse are not long in giving rise to the community 
form of existence, wherein numbers of men live in peaceful 
accord, benefiting from association and progressing with the 
interchange of goods and of services. Some men devote them
selves solely to the provision of useful things for their fellows; 
handicrafts are developed in which the craftsman becomes more 
skilful than other men and is consequently able to command a. 
fair return for his labour. At this stage, man's aim is not neces
sarily the production of things to satisfy his own wants. If the 
work of his hands and the product of his skill please others, 
he in turn can obtain that which will satisfy his own wants. 
One product exchanges for another product; one service or com
modity for another service or commodity. Goods of one class 
are bartered for those of another, and soon such exchanges are 
facilitated by the intervention of an early form of money, whether 
c.onsisting of stones, pieces of wood, or metallic objects of a 
variety of patterns. . 

The association of men in village communities was naturally 
followed in due course by their association into larger units. As 
the family association developed into the village, so did tho 
village give way to the town. Eventually the commutlity of 
interest between the inhabitants of various towns in the Bamc 
area or country welds them into a united nation, just as the 
national units of to-day are forced by economic dependence to 
co-operate and to rely upon one another for the necessities of 
existence. "With a denser population remaining permanently 
in fixed abodes, new relations spring up among men, new duties, 
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new arts, and new possibilities of civilisation. It is in these 
conditions that the political whole which we know as a nation 
finds its birth ".1 

As we enter the realm of authentic knowledge we can trace the 
remaining stages in economic evolution with comparative clear
ness in the development of our own country. Moreover, it is 
with agricultural conditions which we must begin, for, although 
the Industrial Revolution commenced in this country, England 
was almost exclusively al!1'icultural until about two centuries ago. 

The Manorial System. 
By the eleventh century agricultural England was divided 

into areas known as "manors," which varied considerably in 
size and constitution. Generally the manor belonged to a lord 
and consisted of a village with its surrounding lands which were 
cultivated by the villagers. "It had three remarkable char
acteristics . . . the division of the whole arable area into two 
portions-that part (perhaps a third or half of the whole) which 
was kept in the hands of the lord and cultivated under his 
direction, or that of a bailifI or reeve representing him, for his 
direct and exclusive benefit; and the rest of the land, which 
was in the hands of the tenants. The former part was universally 
known as the 'demesne'; . . . the labour necessary for the 
demesne was provided by the tenants of the rest of the manor. 
Besides extra services, commonly known as 'boondays', at 
harvest time and other seasons of exceptional pressure, and 
also a good deal of compulsory carting, the main body of the 
tenants (' villeins ') were bound to work (or provide a substitute) 
on two or three days a week all the year round on the lord's 
demesne. The third characteristic was that the holdings of the 
villeins were made up, not of compact 'fields " each several 
acres in extent such as we are accustomed to, but of a number 
of acre and half-acre strips, scattered over the whole of the 
tilled area ".1 

This tilled area was divided into three large expanses or 
.. Open Fields", which were cultivated in accordance with what 
was known as the "three-field system", each field being allowed 
to lie fallow every third year. The rotation of crops was usually 
(1) wheat or rye, (2)- barley or oats, (3) fallow. It was not until 
towards the end of the eighteenth century that this wastage of 
good land was brought to an end in England, when agriculture 
was completely revolutionised by the introduction of the" Norfolk 
'Four Course System". by which root crops were alternated with 
cereals. This system still prevails in most parts of the country. 

Besides the arable land each manor possessed large tracts of 
pasture and meadow. These were described as common land, 

1 Ely and Wicker. Ektmnl4ry ECOflomiu, page 33. 
• AaWey, Tlaa Ewnomic Ot-lianiaalion 0/ E"IIland. page 12. 
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inasmuch as, the tenants shared certain rights over them according 
to the nature and size of their holdings of arable land .. ; The 
holding of each tenant depended on his status. Hitherto we have 
mentioned only one class-the villeins-but there were several 
others. There existed, for example, a certain number of .. free 
tenants" and "socmen", whose tenures were free and who 
possessed greater liberty than the villeins and" cottars ", whose 
tenures were servile only. The cottars were inferior in status to 
the villeins, and formed the major part of the agricultural popula
tion. Besides these classes were a few actual slaves, though they 
disappeared soon after the Norman Conquest. 

The villein and the cottar were serfs, bound in serfdom to the 
soil, but nevertheless enjoying an independent home life and 
possessing rights in any wealth which they might acquire by 
their labour. The serf occupied a position midway between 
slavery and freedom. He was bound to the soil and to the lord 
of the manor. In fact, the cultivation of the lord's demesne 
depended entirely on his right to exact labour services from his 
serfs, and serfdom was essential to preserve the labour force on 
the land. 

The Decline of the Manorial System. 
The manorial system declined towards the middle of the 

fourteenth century. By that time the chief feature of the system, 
the compulsory labour services on the demesne, had -almost dis
appeared, and the obligations of the serfs to the lord of the manor 
were being discharged by money payments. This practice of 
commuting labour services into money payments originated 
with the Crusades, when the lords required money for their 
expeditions to the East. The change is of great importance 
in the evolution of industry and was strengthened as a result 
of the growing importance of the woollen industry and the great 
enclosures of land which were made for the purpose of sheep
farming. The plagues of 1349, 1361 and 1369 hastened the 
change, the resulting dearth of labour strengthening the position 
of the labourers in accordance with the law of supply and demand. 
Efforts were made by legislation to prevent the natural working 
of the law, and the Peasants'. Revolt against the old conditions 
followed in 1381. It brought no immediate change, but the 
commutation of services for money payments increased rapidly; 
the labourers were able to find work elsewhere if they received 
no satisfaction from the lord of their manor, for other lords were 
glad of their services, and the growing industries of the towns 
offered ample scope for their energies. Thus, though some of its 
characteristics remained mitil' much later (e.g., the three-field 
system), the manorial system had received its death-blow by 
the middle of the fifteenth century. Its disappearance and the 
rise of commutation gave a vast impetus to industry, since 
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people became familiar with the idea of payment in money, 
and this in its turn made an adequate metallic currency essential. 
Also, tenants had to exert themselves to produce from their land 
a surplus over their own requirements for sale in the neighbouring 
towns, so that they could pay their rent. The disappearance of 
the manorial system is thus closely bound up with the growth of 
industry and the development of the towns. 

The Family System. 
The manorial system applied essentially to agriculture, but 

even before its advent the foundations of industry were being 
laid in what is known as the Family System of industry. The 
household or family devoted itself chiefly to the cultivation of 
the land, but, in addition to the provision of food, it satisfied its 
own needs in other ways, the various members making clothes, 
utensils, implements and furniture. There was little about the 
arrangements which could be described as a system; each family 
catered only for its own wants, and there was hardly any special
isation of functions or any outside market for the products of 
the various workers. Gradually, however, the professional 
craftsman emerged; probably a man of outstanding skill in a 
particular craft became known in the district, and instead of 
carrying on ind,ustry as a side-line he made it his chief business. 

Production is still on a very small scale, and is carried on in 
the worker'. own home or in an adjoining workshop or shed. 
The craftsman labours sometimes on materials provided by his 
customers; at other times he produces articles from his own 
material, and sells them to a. small circle of patrons in the 
neighbourhood. 

The GUd System. 
As town life replaced the manorial community we find a. 

constant increase in the number of craftsmen employed in the 
same district on the same trade. Not unnaturally craftsmen 
similarly employed tended to associate into groups, which became 
known as craft gilds. The object of the gilds was to protect 
the economic interests of their members and to supervise the 
organisation of their particular trade; they took steps to pre
vent defective workmanship and dishonest dealing, and in many 
cases also they provided for the relief of sick and unfortunate 
members. As we should expect, these arrangements resulted in 
a feeling of craft solidarity, in uniformity of organisation and in 
improved workmanship. 

By the end of the fourteenth century, just as the manorial 
system was characteristio of agriculture, so the gild system was 
characteristio of industry, which tended to become increasingly 
oentred in the towns. Many crafts were controlled and pro-. 
tected by powerful gilds, the strengt4 of which was accentuated 
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by the constantly expanding markets for industrial products 
and by the increased variety of goods required to satisfy man's 
wants. This resulted in an extension of the types of craft, and 
also in an improved organisation of those which already existed. 
The typical gildsman became a master craftsman, plying his 
tr!lode with the aid of a number of apprentices and journeymen who 
could look forward to becoming masters themselves in due course. 

The Domestic System. 
The gild system finally disappeared in the eighteenth century, 

but long before that time its successor, the Domestic SY8tem, had 
made its appearance."" This stage marks an important advance 
in industrial evolution-the advent of the middleman. Though 
production was still carried on in small domestic workshops, 
the market had widened considerably. An intermediary between 
producer and purchaser had become necessary, and with thc 
coming of this intermediary the market grew yet wider. 

In the past England's first great industry, that of woollen 
manufacture, has been responsible for many great changes, not 
the least of which was its lead in breaking away from the 
restrictions of the gild system. At first England had been 
content to produce wool for foreign makers of cloth, but the 
institution of weaving in this country was the beginning of a 
period of remarkable progress. In the early stages, the weaver 
produced only for the customer with whom he was in direct 
touch, but later his products were demanded for export abroad 
and the services of the middleman became essential to link up 
the worker and his market, and generally to supervise the pro
ductive organisation. The developing industry had at last to 
shake itself free of the fetters of the gild system and to forsake 
the towns for villages in suitable localities, in the neighbourhood 
of water power and supplies of raw wool. Although the crafts
men still worked in their own homes, they produced not for 
themselves but for a merchant-employer. The" clothier" made 
his appearance, and gradually came to control the whole process 
of manufacture. He usually provided the wool for carders, 
spinners and weavers, paying each for his work and selling the 
finished cloth on his own account. The domestic system which 
thus came into being is marked by the dominance of the middle
man, who not only acted as intermediary between producer and 
consumer but also found material and employment for the workers 
in their own small domestic workshops. It marks a transition
ary stage between the gild system with its small, independent 
craftsmen, and the Factory SY8tem, as we know it to-day. 

The Industrial Revolution and the Factory System. 
"The story is told that Boulton, James Watt's partner, 

remarked to George III : ., I sell, Sire, what all the world desires 
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-power " and the observation was true, for it was during the 
latter half of the eighteenth century and the beginning of the 
nineteenth century that England discovered and revealed to 
the world what could be done by machinery driven by power. 
England was first in the field and her natural resources have 
enabled her to remain first amongst nations ".1' 

When Watt invented the steam engine in 1776 the domestic 
system was at its height; but it was not to last much longer. 
The Industrial Revolution, which had begun some years earlier 
with the development in the use of machinery, was precipitated 
by Watt's invention. But although the discovery of the power 
of steam was possibly the vital force of the Industrial Revolution, 
other changes of great importance were making themselves felt. 
Everywhere invention and discovery were changing the face of 
industry and carrying forward civilisation in an irresistible 
progress. The movement was chiefly in four directions : 

1. The DisCO'1Jery and Development 0/ New Resources.
Chief among these were the applioation of coal to provide 
fuel and subsequently light for home and industry; the 
discovery of new areas for the production of essential grain 
foods-now more needed than ever as population increased 
enormously; and the discovery of new foods, e.g., sago, 
tapioca, and of new sources of materials, e.g., the great forests 
of Canada and Russia. 

2. The Invention 0/ New Processes and 0/ New !Jfethods.
In all the great industries steam power wrought great changes, 
but its influence was accentuated by the invention of new 
machinery which permitted the full use of the new power. 
Examples are the spinning frame and power loom, the steam 
engine, the rolling mill, and the steam hammer. In agri
culture also great improvements followed the system of 
enclosing the land, and the introduction of new fertilisers, 
new machinery, new methods of tillage and new rotations 
of crops. 

3. The Invention 0/ New Methods oj Transport and Oom
munication, including the great improvement and extension 
of railways, roads, and canals; the introduction of the 
telephone, telegraph and submarine cable and the application 
of steam to the propulsion of ships. 

4. The Invention 0/ New Productive and Distributive 
Methods.-The growth of industry and trade made necessary 
the development also of banking and credit or&~ati<.>ns, 
the perfection of the means of exchange and of distnbutIon, 
and the establishment of the principle of joint stock 
enterprise. 

1 TOWD8llIld W&nl8r, Landmaru 0/ Engli.tlllnd1l8trial Hi.tlory, page 265. 
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Concurrently with this rapid growth in our productive 
capacity several far-reaching changes were takiilg place in the 
structure of our economic organisation. 

Firstly, there was a movement from the home to the factory. 
The craftsman no longer worked on his own: he became a. unit 
in a large organisation, possibly performing only a. tithe of his 
previous work on a given article. His hand labour on the 
product was subordinated to that of the machine, capable of 
working at a faster rate and with much more accuracy. 

Secondly, there was a movement from village to town and in 
80me ca8es from town to village. The individual craftsman found 
greater scope in the town than in the village. On the other 
hand, some industries moved from the town to the village in 
search of room for expansion, for water power and for fuel. But 
the new industries soon changed the villages into flourishing 
towns, so that in both cases the village declined as the town 
.prospered. 

Another general tendency was the movement of population 
from 80uth to north. The North possessed the greater sources of 
supply of fuel and iron ore, and had other attractions in the way 
of climate and proximity to raw materials. T.hus labour drifted 
from the South, where agriculture was the only important in
dustry, and one which did not attract a large population. 

At this period, too, can be traced a rapid growth of large 8eale 
enterpri8e, following up<?n an increased scope for and a greater 
efficiency in the use of capital. The development of machinery 
was possible only if supplies of capital were available, and, 
generally speaking, the larger the enterprise the greater the 
need for capital. Furthermore, the extension of markets to 
cover the whole world necessitated large scale production, 
which was itself encouraged by the development and legalising 
of the joint stock company. 

Finally, as the inevitable result of the vast improvements in 
the methods of produc~ion and of the opening up of the great 
natural resources in this and other countries, there was an 
enormous increase in the national wealth. 

Thus industrial organisation and methods were completely 
changed. The more enterprising producers who did not hesitate 
to apply the new machinery and the new power in their work
shops soon outdistanced more conservative competitors. The 
advantages of a greatly increased output with less effort and 
less expense were too great to pass unheeded. In most spheres 
the small organisation was doomed. The vast forces of steam 
and the untiring efforts of the machine dragged to the factory 
both the unwilling worker and the conservative employer, who 
still endeavoured to oppose the relentless march of progress. . 

The vast increase in output tended only to extend the multI
plicity of man's wants. Every new machine made possible t~e 
invention of a better one; every new product opened up POSSl-
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bilities of still grea.ter va.riety. Population increased by leaps 
and bounds, and every increase meant an extended market. 
Production no longer aimed at a local or national demand; its 
market was as unIimited as its possibilities were boundless. 
The process is still unfinished; continua.lly does specialisation 
become more marked and the organisation of industry more 
complex. The vast enterprise employing a multitude of men, 
with enormous resources of land and capital at its disposal, 
spreading its activities from one end of the earth to another, 
and dealing in an immense variety of products and by-products, 
is an ordinary feature of industrial organisation as we know it 
to-day. 

The development of industry could not have proceeded far 
had not other organisations moved forward also. The early 
producer supplied ~ own raw materials and tools; he worked 
with his own hands in his own workshop. Even in the gild 
system, however, the tools and materials were usua.lly supplied 
by the master, a state of affairs still further emphasised in the 
later stages of the domestic system, when the merchan~ employer 
planned everything, supplied the raw material and hired out the 
necessary machinery. But since its first advent, machinery has 
tended to become continually more complex and expensive; 
production has to be initiated long before the product can be 
mark~ted and a return obtained. The supply of capital has 
beoome a matter of first impottance, and has led to the growth 
and development of the joint stock company, whereby the funds 
for industrial purposes are gathered from a multitude of sources. 
The employer no longer supplies everything; he plamJ and 
organi8es, watches markets and demand, and in other ways 
builds up the industry; but he borrows most of his capital, 
and hires a.ll his labour. To the \Japitalist he pays interest for 
the loan, and to the labourer wages for work done. With the 
growth of the modem wages system a great gulf widens between 
employer and employed. The former belongs to a distinct and 
comparatively sma.ll class; the latter multiplies constantly and 
his prospects of directly controlling production become ever more 
remote. 

The provision of capital on a large scale has contributed 
materially to the growth of the great banking houses, to the 
development of the stock exchanges and produce markets, and 
to the remarkable rise of the present-da.y credit system. The 
modem system of exchange by the use of money has superseded 
the old method of barter; the complex mechanism of international 
trade and of the foreign exchanges is merely a branch of that 
large-scale organisation which is characteristic of modem 
conditions. 

Competition, too, has become constantly more severe as 
producers have increased in numbers and markets have widened . 
. At first one craftsman competed with another to supply a local 
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demand; to-day the nations engage in economio wars which 
are as vital in their result as warfare in its stricter sense. The 
modem polioy of protection is based on considerations similar 
to those which led to the growth and application of the old 
Mercantilist ideas.1 The Mercantilists aimed at n'gulating in
dustry and commerce and at oontrolling the exchange and 
shipment of goods with the object of obtaining for the nation a 
favourable balance of trade. In many respects the old restraints 
have disappeared, but we find that in many cases they are 
still present in various guises. The mercantilist system gave 
place to the policy of laissez taire, or non-interference, of which 
the fundamental idea was that industry and trade should be 
allowed to go its own way unhampered by State regulation. 
The modern doctrine of Free Trade is based on this principle, 
but the fact that it is practised to-day only hy very few nations 
in itself indicates a return to the older principle of Rtate 
intervention in the matter of fiscal policy. 

So far as production is concerned, the policy of non-inter
ference brought immense increase, but it resulted in a most 
inequitable distribution of the created wealth amongst the 
classes which had contributed to its production. On all sides 
we find that the State has been compelled to interfere in many 
directions; to protect the weak against the strong and the 
callous, and to protect the worker against the exactions .of the 
unscrupulous employer. England gave free competition a fair 
trial for many years; but competition, although free, was not 
equal, and her poorer and weaker classes suffered immeasurably, 
until at last she was compelled to resort to collective action in 
order to prevent the exploitation of those whose condition in 
life placed them at a disadvantage. 

So, although in many respects competition is nowadays 
keener than ever, we find nevertheless that there are many 
rules and regulations which prevent perfect freedom of move
ment, and as we shall see later, competition itself has proved 
so intense and destructive that opposing elements have been 
compelled to associate and to combine in order to safeguard their 
interests and save themselves from eventual ruin. 

The evolution of industry is still incomplete. We may 
wonder at the resources and ramifications of some of the organisa
tions which exist around us; but it would seem that in a. few 
years association and combination must reach unparalleled 
proportions. The nationalisation of productive enterprises is 
as yet only a subject of political controversy, but it is in fact 
merely an extension to the nation as a. whole of that concentra
tion of resources and power which has characterised industry 
for the past three decades. 

1 See P08t. Chapters 28 and 35. 



CHAPTER 3 

THE MEANING OF WEALTH AND VALUE 

IN seeking to define the subject-matter of our investigations in 
an earlier chapter, we found it necessary to adopt a provisional 
idea of the meaning of the term "wealth" as it is understood 
by the economist. We stated that the wealth of a man could 
be said to ~onsJst of alJ~J~osepossessions and_9biects with which 
he~ is_!lu~roun~ed ~Idi;'i.da.ily)~~hi8 furniture, his clothes, his 
books analllS gardening tools. But a general idea of this kind 
is not sufficient for our purpose. Economics, we have stated, 
is concerned with man's actions in the pursuit oj wealth, and, 
obviously, we must ob.tain a very clear conception of the precise 
meaning of the term around which our studies and investigations 
are centred. 

Utility or Value-In-Use. 
Now all the possessions, all the articles to which we have 

referred, have one common attribute or characteristic---they are 
useful to the person who owns them; they satisfy some want, 
either of himself or of his family; their retention and possession 
gives him a. certain degree of satisfaction. This attribute the 
economist calls utility. 

Utility is the power which an article po8sesses o/satis/ying some 
human. want 0'1' desire. The desire may be for clothes or for food, 
for shelter or for mere pleasure; if it is capable of being satisfied 
by some commodity, then that commodity is said to possess 
utility. The article may give pleasure or it may prevent pain ; 
it may sa.tisfy hunger or thirst, or merely man's desire to have 
pleasing articles around him in. his home; it may make its 
possessor clean and neat or it may render him drunk and helpless. 
So long as it ministers to some desire of mind or body it 
possesses utility in the eco~c sense ~though the object of 
the desire may be pernicious in its effect ·on \he possessor or on 
others, or detrimental to the commurlity generally. The exces
sive use of certain drugs and alcohol will do a man much harm ; 
used in moderation, as for example, on the prescription of a 
doctor, they may be a source of considerable good. But thE! 
economist regards anything which satisfies man's wants as 
possessing utility. He is not so much concerned with the harm
ful or the beneficial use of drugs. In both cases they are wanted 

31 
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by men; they contribute to the satisfaction of !1esire and there
fore possess utility or value-in-U8e. 

Value-in-Exchange. 

There are, however, many things around a man in his home 
and garden which are of the greatest use to him, but which are 
not r~garded by him as his own possessions. The light and heat 
of the sun, fresh air and rainwater are free to all. They are 
possessed by no one in particular, but they have the gre~test 
utility. Without them human life would be impossible. Some 
further distinction is, therefore, necessary between these two 
classes of useful things, and the economist solves the difficulty 
by maintaining that although air and light, heat, water, and 
sunshine possess incalculable value-in-use or utility to man, 
they must nevertheless be distinguished from other objects and 
possessions, such as clothes and furniture, which have a value-in
exchange, as well as a value-in-use. The utility of air and sun
light is immense-but that utility cannot be measured because 
they cannot be exchanged. 

Value-in-exchange means ,the power which an article possesses 
of commanding in exchange for itself the labour or the product 
of the labour of others. Under modern conditions value-in
exchange is measured by money and is then called price. But 
value is not necessarily measured by money; one commodity 
may be measured in terms of other commodities. In a condition 
of barter this is what actually happens. A certain quantity of 
fruit is bartered for a certain number of loaves of bread; the 
fruit is then valued in terms of bread and the bread in terms of 
the fruit. Value is thus ascribed to a thing on account of the 
actual or possible exchange of that thing for some other thing 
or things. VaJue.is therefore a relative term; it expresses the 
relation between two classes of commodities at any particular 
place or time, but it is not fixed. The value of things may 
change considerably according to their situation or according to 
the time of the year. Ice, for example, is more valuable in warm 
than in cold countries; it has also more value in summer than in 
winter in all countries, except perhaps in those of perpetual snow. 
Since, however, value is a. relative term, there cannot be a. general 
rise in values. 

Clothes, books and furniture then are all " worth something " ; 
they are valuable or possess value. If a. man wants them he 
must buy them or make them. If he buys them he must pay 
for them, usually with money which he has received in return 
for his labour. Clothes, books and furniture are not free to 
everybody; they are possessions which everyone wants and 
which most people possess. But they can be obtained only by 
a giving of something in exchange. They cannot be obtained 
without some sacrifice, some effort of mind or of body, or without 
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some payment of money which is already possessed as a result of 
some prior sacrifice or effort. It is the necessity for such sacrifice 
or effort which gives things their value, and such value may 
be created in this way because effort is required to increase the 
supply of the goods, or because, as in the case of rare china or of 
old masters, they cannot be increased by any present exertion. 

The Attributes of Wealth. 
On the other hand, no man will give anything of value-in

exchange for something which is unlimited in quantity and 
already freely obtainable without effort. No man will pay 
money OJ' give labour in-order to possess a certain quantity of 
light or of air. Neither will he pay anything to walk along a. 
publio street nor to enter a publie shelter; such things are free 
to all; they are owned in oommon. For similar reasons value
in-exchange is not an attribute of sand at the seashore, although 
it may be if the sand is being used inland for building purposes; 
or of timber in a. Congo forest, although such timber may be 
valuable if it is transferred to a place where it .can be utilised in 
the construction of a house or of a waggon. . 

There is yet another distinction between the two classes of 
objects we have mentioned. To po~ss value-in-exchange an 
article must not only be limited in quantity; it must also be 
oapable of being trans/erred from one person to anothE!r. No man 
will give anything in exctiange fOf an object which he cannot own 
and possess himself. Transferability means the capacity of 
having ownership passed to -another, but this does not neces
sarily imply porlPbility from one to another. Land is transfer-

• able in this sense, but it certainly oannot be carried about and 
handed over to a. new owner I 

Air, as we have already stated, possesses incalculable value
in-use or utility, but it oannot be said to possess any value-in
exohange, not only because it is free to everybody, but also 
because it does not possess the quality of being transferable. 
~ We have -seen then that a. commodity in order to possess 

value must ~e useful, transferable, and limited in quantity. It is 
sometimes stated that a fourth condition must be fulfilled, that 
an article to be considered as wealth must be the result of labour 
or sacrifice. This condition is unacceptable, however, in that it 
unnecessarily narrows the definition of wealtli. The labour 
involved in producing a commodity is often negligible and not 
to be compared.with the resultant value; as, for example, the 
labour involved in picking up a nugget of gold or a. diamond, 
both of which are undoubtedly wealth. Again, the free gifts of 
nature, such as land, minerals, fishing rights and so on are rightly 
considered as wealth by their owners, although they have not 
involveq any labour or sacrifice. 

Weare now in a position to define Wealth as understood by 
the economist. JV ealth consists 0/ all those things which possess. 

c 
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value-in-exchange " in other words, wealth comprises all those 
articles, commodities or "goods" which are useful to man, which 
are limi~d in quantity, and which are transferable from one 
owner to another. The words commodities and goods are used 
here in their widest sense of any things which satisfy wants, directly 
or indirectly, and therefore include material objects, privileges 
and such non-material things as goodwill and personal repute. 

Various Forms of Wealth. 
The definition of wealth given by economists is of course an 

arbitrary one, but it is necessary clearly to define our terms 
when studying a science in whicha loose use of terms may hope
lessly confuse our conclusions. In seeking to determine whether 
an article can be correctly described as wealth we must therefore 
look for three attributes :-

1. UTILITY, i.e., the power to satisfy human desire, to 
afford pleasure or to prevent pain. 

2~ LIMITATION IN QUANTITY, or relative scarcity. 
3. TRANSFERABILITY, i.e., capacity of being transferred 

from one owner to another. This implies that the com
modity can be possessed, and that it can be appropriated. 
In other words, the commodity must be external to its owner, 
although not necessarily portable; cpo land or houses. 

The term wealth as we have defined it thus embraces not only 
concrete material objects such as tables and chairs, books, land 
and houses, but includes also such intangible or immaterial goods 
as the goodwill of a business, patents and copyrights, and claims 
upon personal service, all of which satisfy the three attributes 
which we have specified. 

Among the innumerable objects by which man is surrounded 
under modern conditions are many which it is difficult to classify. 
It is not always easy to be dogmatic and state definitely that a. 
certain commodity must or must not be regarded as wealth, 
particularly as the same commodity may be unmistakably 
regarded as wealth under some conditions, and yet, in others, 
fail to satisfy all the essentials. 

,Let us consider, for example, documents of title, such as share 
certificates; bills of lading,· and deeds relating to land and build
ings. None of these can be said to possess intrinsic value, but 
they undoubtedly satisfy the requirements of being useful, trans
ferable from one person to another and limited in quantity. At 
the same time, such things are really only evidence of the owner
ship of wealth; the deeds, which are merely evidence of the 
ownership of wealth, represent the house; share certificates 
evidence part ownership in the assets of a limited company. It 
seems better, therefore, to regard documents of title, receipts for 
payments and instruments of transfer as repr~tative wealth. 
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If we adopt this viewpoint, we are faced with difficulty in 
regard to money and the various media of exchange used by the 
modem community. Are we justified in regarding a gold sove
teign, a treasury note or a bill of exchange as wealth, or should 
we classify them with'share certificates, etc., as representative 
wealth 1 Many writers adopt the latter view. Money, they 
contend, is not wanted for its own sake; it is wanted because it 
represents purchasing power; the gold in a sovereign is certainly 
wealth when it is considered as so much bullion, but the sovereign 
itself is merely a medium of exchange. According to this view
point, 'the sovereign or treasury note which we accept for a day's 
work is merely a claim or title to so much food, clothing or shelter, 
or to any other things which satisfy our need. 

It soems more logical, however, to regard all forms of money 
and credit instruments as wealth. It is true that money is not 
ordinarily desired for its own sake, and that it is impossible to 
increase the wealth of the community or to force up the standard 
of living merely by increasing the quantity of money in circula
tion. But to deduce from this that money is not wealth leads to 
illogical positions. We should have to say that gold bullion is 
wealth but that a sovereign is not, and that diamonds, in which 
people may have invested their savings, would cease to be wealth 
if, during a period of uncertainty, they were used as a medium of 
exchange. Provided, therefore, that we do not lose sight of the 
peculiar characteristics and functions of money, it seems best to 
include it in the wealth category-.:1 

Let us now consider an unu'Thal item su<;h as the air in an 
underground railway station. This, unlike the air above ground, 
is limited in quantity, since it is artificially supplied and is 
transferred to the tube tunnels at considerable expense. It has 
a definite value in exchange, and is paid for by every traveller 
in the price which he pays for his ticket. The same is true of 
air in a diving-bell or in a submarine. 

Again, can we regard an in_surance policy as wealth 1 In
surance policies are certainly limited in quantity, and have 
great utility, but in regard to the third attribute, restrictions 
are usually imposed regarding their transferability from one 
person to another. In the first place, the policy is transferred 
from the insurance company to the insured person, but can it 
be transferred further 1 In many cases policies are transferable 
to the extent of the "surrender value " and to this extent they 
may be regarded at least as representative wealth. If, however. 
the policy is not transferable or if the rights to which it gives 
rise are not transferable. then it represents wealth only to the 
person insured. 

Difficulty again arises when we consider personal skill and 
ability. Is the skill of a. surgeon wealth' To some extent this 
skill (or physical predisposition to such skill) is innate in the 
possessor, but it may be improved by practice or by training. 
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The first-class surgeon has to undergo long and expensive training 
to acquire the skill which makes him famous. But the 8kill 
itself is not transferable, although it makes possible the transfer
ence of services of high value; hence we cannot regard the skill 
itself as economic wealth although by the surgeon it is so regarded, 
and he may in fact guard against its loss by insuring his hands 
or eyesight. Such skill is therefore best regarded and described 
as personal wealth. Similar reasoning may be applied to the 
skill of an engineer, the trained voice of a singer, the strength 
of a workman, and the nimble fingers of a lace-maker. Their 
loss would entail much haJ;dship to their owners; many people 
would give much wealth to be possessed of such qualities; but 
in themselves they are not economic wealth, although the 
services which they make possible are rightly regarded as wealth 
and may command appreciable values-in-exchange measured 
in terms of salaries, fees, commissions, or wages. 

Various Classes of Wealth. 
We may distinguish several classes of wealth, some of which 

are distinct, while others are inclusive or overlapping. We 
sometimes speak of national wealth, and here the term wealth 
is usually used rather vaguely to mean not only the wealth of 
the individual members of the nation but also such natural 
advantages of a country as climate, geographical position, 
natural resources, the characteristics of the inhabitants, and 
other immeasurable advantages which may comprehensively be 
described as the" national goodwill". Not all of these would 
come within the economic definition of wealth, because such 
things as good harbours, navigable rivers and climatic advan
tages are not usually transferable, but we must regard them 
as wealth in the broader sense. Sometimes the term 80cial or 
collective wealth is used to indicate what we have just described 
as national wealth, but it is preferable to restrict the term social 
wealth to what may be described as communal wealth, as opposed 
to individual or private wealth. Communal wealth consists of 
such things as roads, art galleries, public buildings, docks and 
harbours, which are owned municipally or nationally, and which 
are maintained in the common interest. Private wealth consists 
of the possessions of individuals or of groups of individuals 
such as trading companies, sports associations and charitable 
institutions. 

We must recognise also that much wcalth is negative wealth, 
that is, it implies a corresponding obligation, and we must be 
careful to allow for this in computing the wealth of the com
munity. For example, war loan stock is undoubtedly wealth 
to the individual owners, but there is at the same time a national 
debt which would offset this individual wealth in any estimation 
pf th~ wealth of the nation as a whole. 
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Other negative forms of wealth are patent rights, copyrights, 
the rights to bridge and canal tolls, etc. In all these cases there 
exist tho two aspects of wealth: a right on the side of the pos
sessors, and an obligation on the part of those who are called 
upon to pay tribute. The lapse or destruction of such rights 
would not therefore affect the sum total of national or social 
wealth, although it would result in a. diminution of private 
wealth. 

The foregoing paragraphs make it clear that economic wealth 
is largely a. question of conception: the mental attitude of man 
to an object chiefly determines whether it is wealth or not. 
Civilisation itself makes wealth of a thing which otherwise would 
have no value. Every step in progress and education brings a. 
higher conception of beauty and of art. So we may say that a 
beautiful picture or Shakespeare's plays may be of little value 
as wealth to a. savage tribe, but of almost illimitable value in an 
advanced community such as England or the United States. 

The Terms Good and Goods. 

Many economists use the terms "good" and "goods" in 
the same sense as the terms "utility" and "commodity" are 
used in the foregoing paragraph~. In many respects the term 
" goods" is a. useful one. We understand at once that a. man's 
goods are his material possessions; we also easily comprehend 
the implication of utility when we say that a. game does one 
good, or that a. walk is good. The adoption of the term in the 
sense of utility is, however, somewhat confusing; we have 
already shown that an artide of utility may satisfy a. harmful 
wallt--its use may oause "bad" or deleterious effects on the 
possessor or consumer. 

No such objection arises in regard to the use of the term 
" goods" in the sense of commodity-in the sense of all things 
which satisfy human wants. We then have many classes of 
goods corresponding to the classes of wealth already defined. 
Thus the words free goods are applied to utilities whic~ are free 
to all, e.g., air, sunshine and water. On the other hand, the 
term economio goods is applied to such utilities as have exchange 
value; i.e., economic goods are those which comprise wealth as 
we have defined it. Hence the term goods includes all things, 
material and non-material, which are classified as utilities, but 
not all goods are wcalth. 

Material goods are those which consist of material objects, 
e.g., food, clothes and shelter; or of the benefits which may 
accrue to man from such material goods, e.g., copyrights and 
rights to tolls or other levies. Non-material goods are subjective; 
they comprise a. man's capabilities and a.ttributes, and such 
intangible items as goodwill and business repute. 



38 ELEMENTS OF ECONOMICS 

Wealth and WeHare. 
Ruskin in his essay" Ad Valorem" (which all students of 

Economics should read) objects to the definition of wealth givcn 
by economists, and maintains: "There is no Wealth but Life. 
Life, including all its powers of love, of joy and of admiration. 
That country is the richest which nourishes the greatest number 
of noble and happy human beings". 

None will disagree with this definition of wealth in its fullest 
and truest sense. Such things as love, joy, admiration and 
health are of untold utility to man: no one can say what their 
worth is in any particular case. But they are not recognised 
by the economist as wealth because they are not mea8urahle. 
Economics as a science needs some standard of measurement, 
and the most convenient measure of the value of anything is 
what a person is prepared to give in exchange for it. 

It is for this reason that the' economist includes in the wealth 
category only "those things which possess exchange value"; 
the definition is adopted solely for clarity and precision in 
scientific study. When he says that an unlawfully used drug 
or a pernicious book is wealth and that air is not wealth, he 
must not be interpreted as saying that the drug or book is 
desirable and air undesirable; what he means is that people 
are prepared to give something in exchange for the drug or 
book, but that theY' are not prepared to pay for air, which is 
unlimited and common to all. 

The economist does not ignore the fact that many things 
which he includes as wealth may not be conducive to man's 
welfare or well-being, nor that many things which he does not 
regard as wealth in a scientific sense are nevertheless of untold 
benefit and utility to man. He confines his study to wealth 
because conceptions of welfare vary so widely, according to 
each person's ethical; political and resthetic outlook. 

Such conceptions are concerned, not with the relative 
scarcity of a commodity nor with the fact that the ownership 
of an article can or cannot be transferred, but with the benefit 
of the commodity to the consumer and with its power to ·con
tribute to his physical well-being. Thus, in any consideration 
of welfare we must distinguish between different kinds of wants, 

. and we cannot ignore the physical and moral effects of the way 
in which human needs are satisfied. 

Although conceptions of wealth and welfare diverge 80 
widely, we must remember that they are intimately related one 
to the other. While wealth is the immediate purpose of all 
economic activity, the ultimate object of such activity is welfare, 
though this end may be concealed in the complications of the 
present industrial. system. In earlier times man produced for 
his own immediate benefit; now he produces, not for his own 
consumption, but to obtain such wealth in the form of money 
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as will enable him to command the goods he requires to satisfy 
his needs. The ultimate object of his efforts is the welfare of 
himself and his family. Wealth.is but the means to that end. 
Wealth is the means of enjoyment and satisfaction of wants; 
welfare is actual enjoyment and the gratification of need. 

We must remember, too, that the total wealth produced by 
a community is the fundamental source of the welfare of its 
people. Not only does that total determine the general standard. 
of living in the community, but the manner in which it is dis
tributed among the various classes of people determines their 
relative standards of living. H wealth is very unequally dis
tributed some classes may live in poverty and wretchedness 
while others are wrapped in luxury and content. 

The way in which wealth is produced and the type of the 
product are also important in their influence on welfare. Un
healthy conditions of employment, long hours, monotonous, 
burdensome tasks, and the production of shoddy articles-all 
these are instances of the sacrifice of well-being to wealth
getting, and the development of productive efficiency at the 
expense of welfare. 

Happily, all modern governments recognise these vital 
influences of wealth on the well-being of the masses. Heavier 
taxation of the rich enables the State to increase the welfare of 
the poorer classes by caring for education and sanitation, and 
by providing parks, playing-fields, houses, libraries and museums, 
all of which add to the real income of the less fortunate members 
of S<;lciety. Moreover, by imposing certain minimum standards 
of wages and working conditions, by encouraging industries in 
whioh work is interesting and which tend to develop sturdy 
moral types (e.g., agriculture) and by fostering the growth of 
methods of control which give the workers scope for self
government (e.g., co-operative methods), the State attempts to 
relate productivity of wealth to productivity of welfare and 
thus to raise the general as well as the relative standards of 
living within the community. 

Before leaving this important question, we may observe 
that the economio welfare of any community is vitally influenced 
by the perfection and stability of its monetary system-money 
being the instrument adopted by man to facilitate the exchange 
of wealth. In return for his labour, the worker receives money 
which gives him command over the goods and services of others. 
Money is the agent whereby the individual achieves that welfare 
which is the only real satisfaction dcrived from the possession 
of wealth. Much trouble, discontent, injustice and even suffer
ing may thus result if the value of the monetary unit cannot 
be relied upon. As we shall see later, changes in the value of 
money always benefit some classes at the expense of others,· 
and in so far as they affect the distribution and production of 
wealth, they vitally influence the welfare of Society. 
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Wealth a Measure of Motive. 
The fact that wealth is the subject-matter of Economic Science 

gave rise at one time to the accusation that Economics was a. 
" dismal science" 1 ; . that it was concerned purely with selfish 
motives; and that the economist did not study man as he is, 
but that he substituted in the place of the normal, complex
motived· man an abstract conception of an impossible creature, 
who became known as the "economic man". But because wealth 
is the subject of study in Economics, it certainly does not follow 
that man strives for wealth purely for its own sake. Wealth is 
desired because of its power to purchase goods and to command 
services. Obviously, no reasonable person seeks wealth for it" 
own sake but only for the power which the possession of wealth 
confers upon its owner. Even the miser, who appears to deserve 
the scorn in which· he is held, hoards wealth beyond his needs 
because of some obscure satisfaction which he derives from its 
possession. 

With regard to the charge that Economics concerns itseH 
solely with one aspect of man, the reply is that for the purposes 
of scientific study we isolate one particular aspect of man from 
the remaining aspects. That is to say, we do not entirely dis
regard man as a creature of impulse, of fear, of love and hate; 
but we study more particularly man in his business of getting 
a living. The anatomist in dissecting a man's body is not 
concerned with the question whether the man when alive was 
a kind husband or whether he read Shakespeare or Mark Twain. 
Likewise the economist is not concerned very much with the 
fact that Mr. Jones seeks wealth in order to gratify his wife's 
expensive taste in gowns. But he is concerned with the fact 
that wealth is desired universally by men in order to obtain the 

i satisfaction of their desires-to obtain food, to buy clothing, or 
I to provide for old age. Wealth then is the su1Jject-maUer 0/ 
I Economics because it is the most convenient means 0/ measuring 
i the strength 0/ man's motives in his daily life. Admittedly, the 
acquisition of wealth is not the only motive which prompts 
man's actions, but it is the main motive and the one most easily 
measurable. In the study of Economics we do not entirely 
disregard other motives, but what we do is to make a particular 
study of the motives directed to the attainment of wealth. 

1 See p081, Chapter 35. 



THE CONSUMPTION OF WEALTH 

CHAPTER 4 

MAN'S WANTS AND THEIR SATISFACTION 

THE motor of all human activity is the infinite wants of man. 
These vary from tlfe most elemental needs that must be satisfied 
to preserve life, to the desire for the most sumptuary satis
faotions that men consider to be an addition to the fullness of 
living. OOMumption is the consummation of all this infinite 
range of desires, and the activity of man everywhere is directed 
to that e}ld. Production has already been described as com
prising all efforts of men directed to the satisfaction of their 
wants, and thus Consumption-the satisfaction of those wants
is intimately connected with all productive effort. Consumption 
supplies the motive to all economic activity, while Production is 
the creation of .the means of satisfying all man's needs. 

It must not be thought that a clear line of demarcation exists 
between these two great divisions, nor is it very important that 
such a clear distinction should be made. Economists at one 
time differentiated between final consUmption-the ultimate 
satisfaction aimed at, such as the eating of a meal,-and pro
ductive consumption or the consumption of one thing in the 
production of another, such as the utilisation of nails in making 
a chair. Such a distinction, however, is not of much importance, 
and Consumption can, therefore, be defined broadly as tke satis
faction 0/ human wants in whatever form they may arise. 

Consumption is sometimes described as the destruction of 
utili"ties;-but Bneli- a statement must only be accepted with some 
discrimination. In many 'cases Consumption does involve 
absolute destruction (so far as form and purpose are concerned), 
as in the case of the consumption of a cake of soap, but more 
often the extraction of satisfaction out of.a thing is diffused over 
a much longer time, as in the satisfaction of the desire for shelter, 
when a. house may supply satisfaction to successive generations 
of users. Consumption, therefore, connotes the yielding of 
satisfaction in the sense of meeting a human want, and the fact 
that satisfaction is yielded once and for all or over a. long period 
of time is not of great importance. What is important is the 
fact that a desire has made itself felt and human effort has been 
directed to its satisfaction. 
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It is human wants therefore that provide the initial impulse 
of all production. Consumption controls the direction of 
produ'?tive effort. But wants alone, although indicative of Do 
tendency, are not in themselves sufficient to initiate the pro
duction of a thing. A starving man needs bread, but if he cannot 
pay for it that particular want will go unsatisfied and bread 
will not be produced for such as he. On the other hand a rich 
man wants expensive cigars, and because he has the means to 
pay, cigars will be produced. In order to control the direction 
of productive effort, therefore, there must be the presence 0/ a 
want 8Upported by ability and willingnes8 to purchase, and this we 
call Demand. 

The Law of Diminishing Utility or Satiable Wants. 

A curious thing about utility, which we all recognise but which 
it is necessary to emphasise, is that the more we have of any
thing the less is the satisfaction or utility that we get from 
additional amounts of it. For example, although bread is a. 
necessary of life there is a limit to the amount desired. A man 
may consume three loaves a week and may not desire morc. 
His wants are completely satisfied so far as bread is concerned. 
An additional loaf per week would give him little additional 
utility or satisfaction, although the one loaf per week would be 
of immense utility compared with having no loaves at all. The 
utility of each unit decreases as desire is satisfied; the first loaf 
lias much greater utility than the second, the second than the 
third and so on. Utility is measured directly by intensity of 
desire. In fact, if loaves were free and were superabundant, and 
a; man had consumed all he required, then additional loaves 
might not only cease to have utility for him but might even have 
di8utility. To the sum of all the utilities derived from the con
sumption of all the bread the man considers it worth while to 
purchase, the term total utility is applied. 

In all departments of consumption this tendency is in opera
tion. The greater the quantity of anything which a. man possesses, 

. the less does he value any increase in his stock of that thing. 
This principle is called the Law 0/ Dimini8hing Utility, or 
the Law 0/ Satiable Wants, which is worded by Marshall l as 
follows :-

"The additional benefit which a person derives from Do 

given increase of his stock of a thing diminishes with every 
increase in the ·stock that he already has". 

1 PrindpleB oj Ecmwmic8, Book IIL In. i 
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In illustration of the law we may tabulate some imaginary 
figures as follows ;-

NI1JUIEB O. LoAn8 
Colf8UIIOD PO WEBK. 

1 
2 • 
3 
4 
5 

6 

I 
UlflT8 O. SATISrACTJOIi 

noM SUCCBSSIVB LoAVES. 

10 
8 
6 
4 
2 

o 

TOTAL UTILITY 
(Measured in Units 

of Satisfaction). 

10 
18 
24 
28 
30 

30 

We may assume that one loaf per week gives a consumer 10 
units of satisfaction. The addition to total utility obtained by 
purchasing a second loaf in one week is clearly less than the total 
utility of the first loaf; we may assess this additional satis
faction from the second loaf at 8 units. The consumption of the 
two loaves is attended by a total utility of 18 units of satisfaction, 
but with each extra loaf not only does the additional utility fall 
with each increase in the consumer's stock, but the rate of 
increase to total. utility falls also, until at the sixth loaf it ceases 
altogether. In other words, the consumer obtains no addition 
to utility if he buys a sixth loaf 'when he already has five; his 
wants are satisfied as far as bread is concerned when he buys 
five loaves. In technical words we may say that the wility of a 
commodity diminishes with every increase in the available stocle 
of it; and also, that total utility increases but at a diminishing rate, 
until eventually any further increments of the commodity may 
even have disutility, i.e., they are unwanted and a nuisance. 
This state of disutility is rarely reached because no one will give 
anything of value for additional supplies of a commodity unless 
he expects to derive some additional satisfaction from these 
added supplies. Of course, no man consciously arranges his 
loaves or his sugar supplies in order of utility; he only has an 
instinctive idea as to when his wants have been satisfied. But 
we can all recognise that there is a point at which our need for 
anything will be satisfied. 

Diagrammatic Illustration of the Law of Diminishing 
Utility. 

Many readers will more clearly appreciate the foregoing 
explanation by the aid of the diagram on the following page. 
Along 0 X are marked off equal divisions corresponding to each 
additional loaf per week consumed by our imaginary purchaser. 
Along 0 Y are marked units of satisfaction-the perpendicular 
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lines being assumed to indicate the degree of satisfaction derived 
from each additional loaf of bread. The parallelograms I, II, 
III, IV, V, etc. may be taken to represent the addition to total 
utility obtained from the consumption of each additional loaf 
per week. The first loaf results in 10 units of satisfaction, repre
sented by parallelogram I; the second adds 8 units, rl'pre
sented by parallelogram II, and so on. When :the man consumes 
~ve loaves per week his total satishction is measured as 30 units, 
I.e., the Sum of the units of satisfaction derived from eaeh inere
me~t of supply, of which only two are yielded by the fifth loaf. 
while the purchase of a sixth loaf brings no addition to total 

y 

12. 

= 8 
:g 
.!!l (, .!2 
-:;; 

I U) - II 0 4 
~ m c:: 
l:> Z. 

X 
0 Z. 3 4 

Number of Loaves. 

satisfaction, The sixth loaf is really on the border linc between 
satisfaction and disutility, bl1t if it is purchased much of it will 
possibly be wasted. Any additional supplies after this have 
disutility, represented by the parallelograms below the line 0 X, 
and such disutility increases with each increment of supply. 

There are, certain further considerations which we must 
notice. Firstly, we assume that the want is satisfied by the 
consumption of successive amounts instead of by one large 
amount. This assumption is made in order to illustrate the 
law more clearly. Secondly, we must notice that in the illus
tration given we assume a definite period of time within which 
the loaves are consumed, e.g., one hour, one day or one week. 
The reason is fairly clear, for if we take no account of the time 
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during which successive doses are consumed, the law might 
not be universally true. For example, if a man consumed the 
first loaf on one 4ay, but did not consume the second loaf until 
a week later, it is highly probable that the second loaf would 
have as much utility as the first. It follows also that we must 
assume a period of time suitable to the example considered. 
No one consumes suits of clothes for instance at the same rate 
as loaves of bread or pounda.,of butter. In just the same way 
the increments must be of suitable amounts in the example chosen. 
In the case of loaves we must consider the effect of loaves or of 
slices of bread. It would be of little use to select crumbs of 
bread as the unit, for one or even ten crumbs would. possess 
little utility to a human being. The curve which we have drawn 
on the diagram may, however, be regarded as indicative of the 
tendency of human wants in the case of bread or any other com
modity, whether we are considering large or small increments. 

Again, in exceptional cases, the additional utility of a second 
unit may be even greater than the first. A rich man may possess 
one of a pair of rare vases, and may know that the other is in 
existence. He would be prepared to pay more for the second 
vase than he paid for the first, in order to possess the pair. A 

. further point must also be noticed. The law is not so much 
applicable to individuals as to an average individual. The 
additional utility of any commodity, e.g., beer, may diminish 
more rapidly in the case of one ma.n than another. These con
siderations are mentioned, not because they are very important, 
but because the conception of Diminishing Utility is highly 
abstract and we must recognise the limitations of abstract laws 
in Economics. 

Marginal Utility. 
Since a man has to pay for loaves (and this payment 

involves. a sacrifice of the utility which money has for him) 
he never actually reaches the stage of disutility, because he 
naturally ceases to buy loaves at the point when the additilmaZ 
utility of the last loaf purchased just 1MzZances the utility of the money 
with which he purchases this loaf. At this point he is indifferent as 
to whether he has a little more or a little less, and the utility of 
bread at that point where he finds it just worth his while to buy 
is termed its marginal or final utility. We may illustrate this by 
referring again to the diagram given above. The addition to 
total utility obtained by the consumer from the consumption of a 
second loaf per week is represented by 8 units of satisfaction, and 
that from the third loaf by 6 units. Suppose we translate these 
units into a price for the sake of clarity and assume that each 
unit of satisfaction represents one penny. Then if the price of 
bread were IOd. per loaf, our imaginary individual would buy 
only one loaf per week. He would not buy a second loaf because 
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it would cost him more than the value-eightpence-of the 
additi?nal satisfaction he would derive therefrom. If, however, 
the pnce of bread were 8d. per loaf, he would buy two loaves, and 
for 'the outlay of Is. 4d. he would receive a total satisfaction 
which we have valued at Is. 6d. Similarly if tho price were 6d. 
be would buy three loaves, and so on. He will not buy four 
loaves when the price is 6d. because the utility to him of the 
fourth loaf is represented by 4d. only. When, in fact, he docs 
consume four loaves a week, each loaf has of course only the 
8ame satisfaction to him, but the addition to total 8atisfaction 
derived from consuming four loaves instead of three per week 
is only worth 4d. to him. 

From the above consideration we draw the very important 
conclusion that no one will pay more for a commodity than is 
represented by its marginal utility. The loaves are all identical 
and interchangeable; the last one bought is no better or worse 
than the first. So if the price of loaves is 4d. and the marginal 
utility of the fourth loaf is 4d., then four loaves will be bought 
at that price. We may say then that ma,!uinal utility i8 measured 
by price. The total utility of water is almost inestimable, but its 
marginal utility is low because it is present in almost unlimited 
quantities and can usually be obtained with little effort. For this 
reason the prices of water and of similar things are almost 
negligible in spite of their great utility. Marginal utility thus 
depends upon available supply relative to demand: it is a 
tu~tionot 8upply. 
- It becomes clear on a little consideration that different prices 
cannot be charged for the various increments of a commodity
the hypothetical purchaser of loaves cannot be charged lOd. 
for the first loaf bought in one week, 8d. for the next and so on. 
The price of all the loaves is the same, and that price is deter
mined by the price of the marginal unit. The price we will pay 
tor a little more is what we pay for all; it is 'wuLrginal utility 
therefore and not total utility that is measured by price. 

Naturally the desire' for bread varies with the consumer; 
one may be content with two loaves per week, while another 
may want five. Thus the marginal utility of bread may be 
different for different persons; it may be represented by six 
units of satisfaction in some cases, and by only five in others. 
In Economics, however, we are concerned with the demand 
of consumers in general, and the schedule and diagram we have 
given are intended to indicate a general tendency which is not, 
of course, necessarily true for any particular individual. 

The purchaser of the loaves of bread is taken as a type and 
he represents individuals in the mass. But although in making 
our purchases, we may not weigh very carefully (in the case of 
a fall in price) the additional satisfaction to be derived from the 
pUrchase of another loaf or of an extra pair of boots, nevertheless 
in practice most people, except the very rich, do consider such 
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matters, although it may be done unconsciously. This is par
ticularly noticeable in the case of a good housewife or in the case 
of an astute business man. In deciding whether to engage 
another clerk or to purchase another typewriter, an employer 
carefully balances in his mind the utility of the extra clerk or 
typewriter against the utility of the money which he must spend 
on the hire or purchase; i.e., the utility he would derive from 
spending this money on something else, such as another 'office 
desk or another telepho~ . 

The Marginal Utility of Money. 
Money is also subject to the above law of diminishing utility, 

but it is best to consider separately the law of the diminishing 
utility of income. Successive increments of money within a 
given time bring additional satisfaction but at a. diminishing 
rate. To a rich man a £1 note forms only one of many notes 
which he possesses. He can hand it to a beggar without hesi
tation and with little feeling of loss. To him the note has 
comparatively small utility; to the beggar it may mean tem
porary immunity from starvation-its utility is inestimable. But 
additional notes would give the beggar a constantly diminishing 
rate of satisfaction, although each increment would have for him 

. more utility than similar increments to a wealthy man. It will 
be seen later, in the chapter on taxation, that the theory and 
practice of modern taxation recognise that the marginal utility 
of money to the rich is less than the marginal utility of money 
to the poor. Thus to take £100 from a rich man would inflict 
less· hardship than would the appropriation of £100 from a 
poor man. 

The Law of Diminishing Demand. 
The above oonsideration has prepared the way for the enuncia

tion of what is termed the Law of Diminishing Demand, m.:
An increased quantity 01 8upply reduces the price we are willing 
to pay, since price measures marginal utility and marginal utility 
decreases with an increase of supply. Another way of stating 
this law is to say that the demand for anything, as evidenced 
by the price paid, decreases with an increase of supply. 

Thus if the supply for some reason or other increases, this 
increased supply reduces the price which the consumer will pay. 
The additional supply has less utility to him than earlier supplies; 
therefore he is n.t willing to pay so much for this extra. supply, 
and so the price of all the supply will fall. 

The Elasticity and Inelasticity of Demand. 
In general, the marginal utility of anything diminishes with 

an increase in its stock, and consequently, the demand price, 
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i.e., the price consumers will pay, falls as supply increases; and 
the demand falls with every increase in supply-price, i.e., the 
price at which goods are offered. As we have stated, however, 
the demand for some commodities falls more rapidly than the 
demand for others. It is obvious that an increase in the price 
of mouth organs would considerably diminish the number 
demanded; whereas the price of necessaries such as bread could 
be considerably raised without seriously checking the demand. 
Demand for any commodity is said to be " elastic", or sensitive, when 
a rise or fall in the price causes a marked falZ or rise in the amount 
demanded. On the other hand, demand is said to be .. inelastic", 
or unresponsive, when a rise or fall in price causes relatively little 
fall or rise in the amount demanded. 

There is no exact measure of elasticity, but some economists 
consider elasticity of demand to be unity when the amount 
demanded at a price multiplied by the price (that is the aggregate 
sum paid for what is sold) remains constant over a given range 
of prices. In other words, the elasticity of demand is unity 
when the total amount spent on a commodity does not vary 
,with changes in price. 

The elastici~_oLQ~lJ~.J!nd j~UlJ:l.tcLtQ_pe gr~(lt~L~~Il!1_~nityjf 
the total amounLspent..o.n..a c.oJll.lnQ.ditywithiI!. ~~v~np.erioa 
increase~s __ 'Yl;te:n ,the .priCI'l .. Qt th!il_.c..Q;;nmodity.J~ll~, or il the total . 
amount spent within the same period decreases when the price 
of the commodity is raised. Conversely, the elasticit?t of de_~and 
is said to be less ~l!._~~,~~h~ tot!!l amount spen on a com: 
modity within a gJ..!~n_'peno.d d~creases .!Vhen the F!i~eoL the 
commodity faIls.) or increases when the pnce rises. }; or example, 
if1000natsare sold in a given period when the price is 1 (ls. per 
hat (total amount spent = 16,000 shillings), and if 2000 are sold 
during an equal period of time when the price falls to lOs. (total 
amount spent =20,000 shillings), then the elasticity of demand 
for hats in this example is greater than unity. If, however, the 
price falls to 5s. and only 3000 hats are Bold (total amount spent 
=15,000 shillings), then the elasticity is less than unity. Or we 
may say that for this last reduction in price the demand is com
paratively inelastic. This example is an extreme one intention
ally exaggerated to explain the conception of elasticity of demand 
more clearly, but such variations would not usually arise in regard 
to the same commodity. 

In the following diagrams the interaction of price and demand 
is shown. In the first diagram, illustrating the elastic demand 
for motor cars, as the price of motor cars falls, demand is seen to 
increase more than proportionately to the fall in price. In the 
second diagram, illustrating the inelastic demand for bread, the 
demand increases when price falls, but the increase is relatively 
small compared with the fall in price. Prices are measured along 
o Y and quantities demanded along 0 X. 
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The important thing to notice is that a small chango in price 
in the case of motor cars has a marked effect on the demand, 
whereas in the case of loaves a fairly large chapge in the prico 
has a relatively small effect on demand. In the caso of motor 
cars the aggregate price paid increases as the prico falls and 
decreases as the price rises. The aggregate price paid for loaves 
decreases, however, as their price falls. 

Conditions under which Demand Varies; 

{it is not easy to decide, in every case, whether the demand 
for an article is elastic or not. In fact, the same article may be 
elastic in demand for a certain range of price and inelastic for 
other ranges; e.g., the demand for coffee between the prices of 
Is. 6d. and 3s. per lb. may be elastic, but inelastic between 5s. 
and lOs. per lb. In some cases, too, demand will increase for 0. 

short time when price falls but not for long, as may happen in 
the case of gramophones.\ 

The conception of eTasticity of demand. is, in fact, one which 
needs to be applied very carefully in practice: it should be 
applied only to the effects of relatively small changes in price 
during short periods of time. Unless this is done, the effect on 
demand of changes in price may be obscured by the effect of 
changes in "the habits and customs of consumers, or, in the case 
of sudden considerable changes in price, by the effect of the 
operations of dealers. Such dealers often buy on a rising market 
in anticipation of a further rise, while they frequently sell on a 
falling market in anticipation of a further fall. Such actions do 
not, however, indicate the fundamental conditions of demand, 
nor do they afford a true test of elasticity. Among the princi
pal general conditions determining elasticity are those which 
follow. 

1. The demand for luxuries is usually elastic while the demand 
for necessaries is usually inelastic.-This is so bccause certain 
things which are essential to life will be obtained at any price, 
whereas luxuries can more easily be dispensed with. 

This general rule is, however, subject to certain exceptions. 
For instance, in certain walks of life many things such as pianos 
are considered to be necessaries: they may be termed conven
tional necessaries. Some people would still buy them even if 
the price rose considerably. Then, again, in the case of objects 
of great value, such as diamonds, the demand is comparat; vely 
inelastic because their value is determined chiefly by their 
scarcity and the fact that they are regarded as marks of dis· 
tinction, as evidence of great w~alth or of social eminence. If 
the price of diamgp.ds fell considerably some peopIe might buy 
diamonds who would not previously have done so; but, on the 
other hand, the people who had previously bought diamonds 
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because of the social distinction which their possession conferred, 
would cease to buy them. When such articles become cheap and 
available to the many, they lose their former attractiveness to 
the more fortunate few, and the demand therefor tends to fall. 
The motive behind demand is thus of considerable importance in 
its effect on the elasticity or inelasticity of the demand. 

Again, even in the case of necessaries, the degree of inelas
ticity may vary considerably, chiefly according to the importance 
of the item in the average plan of expenditure. Such a small 
proportion of the average income is spent on salt or matches 
that an increase of fifteen per cent. in the price of such articles 
would make little difference to demand; but the same per
centage rise in the cost of clothes or meat would be not incon
siderable and would doubtless tend to greater economy and a 
falling off in demand. 

2. The demand is more elastic if the commodity has a great 
variety of U8es than if it has only one use, for if the price falls 
there are more consumers; e.g., cloth remnants. 

3. The demand is more elastic if it can be postponed.-For 
example, if the price of woollen clothes were doubled people 
would postpone their purchases and would continue, for a time 
at any rate, to wear their old clothes. This obviously could not 
be done in the case of commodities such as fresh vegetables. 
The demand for necessaries in constant use, e.g., bread, could 
not be postponed on account of a rise in price. In fact, a rise in 
the price of bread may even result in an increase in the demand 
therefor. So much of the income of the poor is spent on bread 
that an increase in its price leaves them less to spend on other 
simple foods, with the result that they tend to eat still more 
bread-always the relatively cheapest form of food. 

4. The demand is more elastic where there are substitutes.
If the price of tea rose to lOs. per lb. and the price of eoffee was 
unchanged, many people would buy coffee instead of making 
their usual purchases of tea. The increased demand for coffee 
would, of course, tend to raise its price,-indicating that the 
prices of two commodities regarded as satisfactory substitutes 
tend to move in sympathy. It should be observed, however, 
that although the demand for one of two substitutes may tend 
to be more elastio owing to the fact that the other is available, 
the total demand of the community for both may be fairly 
inelastio. 

5. When prices are very high. or very low, elasticity i8 small.
When the price is very high the article is bought by people who 
will buy at any price, so that a slight reduction hardly affects 
the number of consumers, e.g., pearls and diamonds. When 
prices are very low every one can buy who wishes to buy, and a 
further reduction in price makes hardly any difference in the 
amount demanded, e.g., soap and salt. 

6. Demand for a commodity may be elastic in respect of some 
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uses Of that commodity, but inelastic in respect of other uses.-A 
good example is coal, which serves the modern community in 
many ways,-as a source of heat and warmth in house and 
office, as a source of power in the factory and on the railway, 
and as a raw material for the production of coke and gas for 
heating and lighting purposes. The total demand of a com
munity for coal, i.e., the social demand for all purposes, would be 
comparatively inelastic at all prices; but if the price of coal 
rose considerably, the demand therefor for heating the drawing
rooms of middle-class houses would be far more elastic than the 
demand for coal for cooking purposes only. . 

The Law of Demand. 
The law of demand is frequently expressed in the statement 

that a rise in the price of a commodity or 8ervice i8 followed by a 
reduction in demand, and that a fall in price i8 followed by an 
increase in demand. While this statement is generally true, it 
is not axiomatic; various factors may modify its absolute 
operation. 

In the first place, as was shown in our consideration of the 
elasticity of demand, the demand for certain commodities, such 
as bread, varies but little with changes in price. 

Secondly~ changes in the demand for a service or commodity 
may take place quite independently of changes in price; as, for 
example, owing to changes in seasons, fashion, custom, habit 
or popularity. The development of the taxi has caused the 
demand for hansom cabs on the London streets to fall away 
almost entirely-a change totally unrelated to any change in 
the price of hiring hansom cabs. Woollen clothes are more in 
demand in winter than in summer, when cottons and silks are 
mainly worn.. Again, a rise in the price of a commodity may 
only retard, and a fall in price merely expedite, an increase in 
the demand for that commodity which is taking place inde
pendently of price. Thus, the increasing demand for motor 
cars is to some extent independent of their fall in price: what 
was once a rich man's luxury is becoming a "conventional 
necessity" for ordinary middle-class people. Similarly, a fall 
in the price of an article may only retard a fall in demand which 
is already taking place by reason of the diminished popularity 
of the commodity with the consumer. Thus, a decrease in the 
price of a certain make of foreign car may for a time arrest the 
decline in the British demand resulting from the introduction of 
a British-made light car of better appearance and moderate 
price. 

These examples illustrate the fact that demand may change, 
not because of a change in price, but because of a variation in 
the utility of. the commodity to the consumer: demand in such 
cases may be greater or less at the 8ame price because the com-
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modity or service is more or less popular than formerly with 
the consumer. 

Clearly, factors of this kind are of importance when we 
consider long-period changes in demand, and the statement of 
the law of demand which we have given above can be applied 
with comparative safety only to relatively small changes in 
price, during short periods of time, in the case of those com
modities and services the consumption of which is more or less 
standardised and the demand for which is not inelastic. Hence 
it is more accurate to express the law of demand generally in 
the statement that, at any given time, the demand for a com
modity or service at the prevailing price is greater than it would be 
at a higher price and less than it would be at a lower price. Such a 
statement eliminates the time element, and is almost universally 
true. 

Substitutes and Equi.Marginal Returns. 

We have already stated that the presence of good substitutes 
for a commodity tends to make the demand for that commodity 
more elastio. The truth of this hardly requires explanation, 
for no one will pay a high price for anything when something 
else at a lower price will serve his purpose equally well. The 
importanoe of suoh an apparent truism lies, however, in the fact 
that we are able to draw therefrom further important con
ch~ons. 

,We saw that when a housewife is buying bread she balances 
the additional utility she will. derive from the last loaf purchased 
against the price she must pay for it; she compares the utility 
of the money-price and the utility of the extra loaf. The utility 
of the money she pays for it is determined by the satisfaction 
she oould get from spending this money on other commodities. 
But there are many other demands to be satisfied besides the 
demand for bread, so when our housewife has bought, say, 
three loaves, she considers the desirability of buying butter, or 
eggs, or a pound of bacon, and in balancing the utility of another 
loaf against the utility of her money, she is really balancing the 
loaf against the other things she might buy-butter, eggs or bacon, 
a yard of ribbon or a doll for the babY.;j Of course, this is done 
only approximately. It has become so much a habit that it is 
done almost unconsciously, but nevertheless it is done; and it 
is done not merely by our imaginary housewife but by all con
sumers alike. This measurement of marginal utility in. terms of 
money is of great importance, for it fixes the price at which all 
the loaves are sold. Only one price can be charged at the same 
time for the same commodity and that price must approximate 
to the marginal demand price. Thus, it is not the total utility 
but the utility of things at the margin that matters so far as 
price is concerned. 
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The Law of Substitution, or Equi-Marginal Returns. 
We may now formulate the law that "Expenditure is so 

distributed that the marginal utility 0/ each commodity bought is 
the same". Another way of saying the same thing is that we 

.spend our money so as to obtain equi-marginal utility from the 
commodities bought; we seek to distribute and adjust our 
expenditure so that our outlay will yield us the maximum of 
satisfaction. 

Consciously or unconsciously, each of us is constantly watching 
to see whether we can gain by spending less in one direction 
and more in another. 

Sometimes a distinction is drawn between the substitution of 
one thing for another which serves the same purpose, for example, 
margarine for butter, coffee for tea; and the substitution of one 
thing for another which will not serve the same or exactly the 
same purpose, but which will give greater satisfaction for the 
price paid; for example, the !!ubstitution of another yard of 
ribbon in the place of another loaf. 

Sir S. J. Chapman regards both as examples of the gem,ric 
principle of substitution, but other economists refer to the first 
as the law or principle of substitution and to the second as the 
law of equi-marginal returns or economy of expenditure. Strictly, 

• both are in the same category, as is indicated in connection with 
business organisation, discussed in a later chapter. The employer 
is constantly on the watch for opportunity to substitute more 
profitable for less profitable items of expense. He endeavours to 
maximise efficiency by so distributing his expenditure as to 
obtain equi-marginal returns from each of the factors of pro
duction. If, therefore, he considers that the purchase of a new 
machine will enable him to dispense with ten employees and 
so save their wages, he will proba.bly do so, unless he is influenced 
by non-economic motives. He bala.nces the utility to him of 
the extra machine against the utility to him of the ten labourers, 
measuring the utility in both cases by the efficiency of the 
Tespective factor in proportion to its cost. Of course he may 
for similar reasons decide to scrap a machine and to employ 
more men, but the tendency, under modern conditions, is in 
the reverse direction. He may also substitute the factor capital 
for the factol: land, by adding another storey to his buildings 
instead of using an additional plot of land. Or, again, he may 
substitute capital in the form of a motor-van for capital in the 
form of a. horse and van. But whatever he does, he expects to 
obtaip. greater efficiency in proportion to expense than he could 
have obtained from any other combination of factors. The 
producer " buys" his factors of production just as the housewife 
buys food and clothing-both try to get the best value for their 
money. 
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Consumer's Surplus. 

The doctrine of consumer's surplus, sometimes incorrectly 
referred to as consumer's rent, is one which has from time to 
time been subject to considerable controversy, and in an ele
mentary treatise of this kind little more than a. brief reference 
can be made to a subject of such difficulty. 

In a few words it may be explained that in respect of most 
articles which he purchases, a consumer obtains a surplus of 
satisfaction by their use over and above the satisfaction which 
he could otherwise procure by some alternative use of the money 
paid. Assume that a man decides that he must have three 
pounds of meat per week, and would be willing to pay in all 
12s. for the three pounds rather than go without it altogether. 
If the three pounds can all be pUrchased for 6s., i.e., at 2s. per lb., 
the consumer is left with 6s. which he may apply for his enjoy
ment in other directions. This addition to a consumer's satis
faction which results from the comparatively low price of the 
commodities bought is regarded as a 8urplu8. 

More accurately and theoretically the conception is explained 
in reference to the theory of marginal utility already enunciated. 
As we have shown, the price a consumer pays for an article is 
determined by the marginal utility of that article; i.e., he pays 
for all units of the commodity the price he is willing to pay for 
the last addition to his stock, although he would be willing to 
pay a higher price for earlier units, such price decreasing 
successively as the utility to him of each successive increment 
diminishes. . . 

Let us revert to the example of the consumer of bread, 
and assume that loaves are offered to him in succession 
and that each one is bought withOtll the knowledge 0/ mo-re to 
come. We can then more clearly analyse his motives and 
actions. 

If there is only one loaf available, the consumer will probably 
be prepared to pay 3s. rather than go breadless, i.e., the total 
utility of that loaf is measured to him by 3s. He might even 
be prepared to pay a little more if the price demanded was 
higher, so that we can safely say that the loaf was worth at least 
3s. to him. It is unlikely, however, that his demand for bread 
is quite satisfied by one loaf, although the first urgent need is 
slightly blunted, so that if a second loaf is offered to him at the 
same price he will not buy. But if the second loaf is offered at, 
perhaps, Is. 8d. he will probably think it is worth at least Is. 8d. 
to him, although he does not feel disposed to pay another 3s. for 
an additional loaf. So also would the price have to be further 
diminished before the consumer would buy a. third loaf, because 
his need of bread diminishes with each loaf bought; i.e., the 
utility of bread to him diminishes with each successive increase 
of his stock. We can imagine a fourth loaf having to be priced 
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as low as lOd. before he could be induced to buy, and, while do 
fifth would probably be bought for 5d., the consumer would be 
unlikely to buy any more even if the price was lowered below 5d., 
as we may assume that at this point his need for bread has 
been satisfied. 

The position is·illustrated by the following table :-. . 

For the first loaf the consumer is willing to pay 36d. 
" second .. .. .. .. 20d. 
.. third.. .. .. .. 14d. 
" fourth.. " .. "IOd. 
" fifth.. .. .. .. 5d. 

Total 85d. (7s. ld.) ---
As the price paid for each loaf measures the marginal utility 

of that loaf to the consumer, we can say that the total utility 
of these five loaves to him is at least 7s. Id. It must be under
stood that the above example is strictly hypothetical, and would 
be difficult to find in practice, although we can well imagine 
such circumstances in a besieged town, where food was rationed 
in quantity. But the argument is clear, and illustrates the law 
of diminishing utility or of satiable wants: as the consumer's 
stock of any commodity increases, the utility of each successive 
increment decreases. 

Now if we imagine that the loaves of bread are available on 
the market in the normal way for purchase by a consumer, the 
price of all loaves bought by him will be measured by that of the 
marginal loaf. All the loaves are interchangeable in that each 
has an equal importance for his well-being. As instalments 
under the hypothetical conditions mentioned they have each a. 
differing and decreasing utility, but as an available stock they 
all have the same importance. The price at which the marginall 
loaf would be bought is the price at which any of the stock will 
be bought, so that price is the measure of the marginal utility 
of the supply. So, in the ordinary market, our consumer gets 
his five loaves at 5d. each; i.e., for 2s. Id. in all. Thus for 
2s. ld. he obtains that for which he would have been preparcd 
to pay much more rather than go without; he would have paid 
at least 7s. ld. for what he is actually called upon to pay 2s. ld. ; 
and so we can say that he gets a "OoTUJUmer'8 Surplu8" of at 
least 5s. on his purchases. 

(it is true to say that the price which a person will pay for a. 
thing can never exceed, and seldom comes up to, what he would 
be prepared to pay rather than go without it. The satisfaction 
obtained from the purchase generally exceeds that which he 
gives up in paying away the price, and this surplus of satisfaction 
derived from the purchase is what we call OOTUJUmer'8 SurplU8. 
We can define it briefly as the exCU8 0/ the price which the ~ 
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Bumer would be willing to paylor a commodity rather than go without 
it, over that which he actually dOe8 paw 

It is important to note that thiS excess is only the economic 
measure of this surplus of satisfaction, and tha~ it is necessarily 
a. rough a.nd ready one. But it should be clear that this Con
sumer's Surplus does exist, though it would be necessary to have 
actua.l successive supplies and a range of prices for one consumer, 
as in the example, before we could attempt to measure it, however 
roughly. 

Examples from Daily Life. 

Some critics have maintained that this conception is a hypo
thetical one which does not actually exist. But this surplus is 
concrete enough in fact. We can see it in transactions in the 
every-day world-what is hypothetical is the method of measur
ing it. 

The principle is well illustrated in the sale of books. Some 
people are so constituted that they must have the latest books 
by well-known authors immediately they are published. Pub
lishers recognise this fact, and when -a popular novelist brings 
out a new book they publish it originally at a price of 168. or even 
a guinea. A certain class of people will buy at this price, though 
it is well known that the cost of producing such a book is not 
in proportion to the price cha.rged, and although it may be 
anticipated fairly certainly that a further edition will be issued 
at a lower price. 

Of necessity the sale at this price will not be large, and the 
publisher may if he wishes take the alternate course of charging 
a·lower price in order to increase the sales. If we imagine him 
to publish the work a.t lOs. instead of at one guinea, the same 
people who would have bought at a guinea will still probably 
buy at lOs. In other words, they receive for lOs. that for which 
they are willing to pay at least 21s. rather than go without, 
i.e., they get a consumer's surplus of at least lIs. on their 
purchase. 

To proceed a step further we may assume that the publisher 
decides to aim at secUring a. large circulation, and publishes 
from the outset at the low price of 3s. 6d. Then those who 
would have pa.id as much as a guinea will get a considerable 
surplus of satisfaction, and to a less degrtle will those also who 
would pay up to lOs. if they could not otherwise obtain the 
volume. 

The purchase of coal for various purposes is a further good 
exa.mple. Coal is used in a. variety of ways: for manufacture, 
for cooking food, for making gas, and for heating the drawing
room and greenhouse. Clearly its application to purposes of 
manufacture and for cooking food is more important than its 
use for heating a drawing-room or 110 greenhouse. This is clearly 
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shown in times of scarcity, for high prices would be paid for 
manufacturing and cooking coal whereas the use of dcar coal 
in -the greenhouse or the drawing-room would be discontinucd 
by most people. But, as we have seen, all coal (subject, of 
course; to necessary allowances for transport and differences in 
quality) is sold at the 8ame price, so we may say that the con
sumer of manufacturing and cooking coal obtains a. surplus of 
satisfaction-the price he does pay in normal circumstances is 
not as high as he would be prepared to pay were he compellcd 
to do so. 

Another instance can be seen in the case of The Time8 
newspaper, which now sells at twopence per copy. All pay 
the same price:. those who can just afford the luxury, those 
who paid 3d. during the war and 6d. some years ago, and 
those, also, who would pay as much as one or two shillings 
rather than go without it. If, therefore, it may be assumed 
that the standard of the paper is unchanged, we can see that 
many people who now pay twopence only obtain a. surplus of 
satisfaction, and are enabled to apply in other directions any 
difference which exists between what they do pay and what they 
would pay. 

On the same basis, we may say that when a millionaire buys 
bread and potatoes and pays only the same price as is paid by 
his gardener or footman, he thereby obtains a. consumcr's 
s.Y!l!lus. Indeed, such a person may be said to obtain a. 
consumer's surplus in respect of practically everything he 
buys. 

Further, it is clear that there is a greater consumer's 
surplus in respect of some articles than in .respect of others, 
and particularly those very cheap items of everyday need 
which contribute so materially to our happiness and enjoy
ment, such as newspapers, matches, bus and tram fares and 
milk. 

We can then say with confidence that consumer's surplus is' 
a surplus of satisfaction which is often obtained in transactions : 
in real life, but that its actual measurement is a. matter of 
hypothesis and difficulty. Consciously or . unconsciously, its 
existence is recognised by statesmen in considering the effects 
of a new tax. ,",Since consumer's surplus represents the difference 
between the price paid and the price a. consumer will pay rather 
than go without a commodity, price can be raised to the full 
extent of this surplus. Hence taxes on commodities are more 
productive in the case of necessari~s, where the consumer's surplus 
is large, than in the case of luxuries, where the surplus is smaller. 
Moreover, a tax cannot profitably be increased beyond the 
point where the consumer's surplus disappears, for, if such. is 
the case, people will bny as little as possible of that commodity 
a~d probably turn to substitute~ 
./ 
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Diagrammatic Representation of Consumer's Surplus. 
The conception may be illustrated in the form of a diagram 

as below:-
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Number of Loaves. 

Along A B is measured the price paid for each stock of loaves, 
and along Be the respective number of loaves purchased. In 
the schedule given previouSly, when one loaf only is available, 
the consumer pays 36d. for it rather than go without it. The 
parallelogram B J D T then represents its total utility as well as 
total price to him. When he buys two loaves at Is. 8d. each 
the sum of the parallelograms B J D T and J K E U measures the 
total utility, and so on with the other quantities bought. But 
in a. normal market the price he pays is 5d. per loaf for five 
loaves; i.e., that is the measure of the marginal utility of bread 
to him, so that the price for which he actually gets his five loaves 1 
is represented by the shaded area. B N H O. The surplus satis
faction or consumer's surplus in respect of each loaf is repro-, 
sented by the difference between each successive parallelogram I 
and its shaded portion. This difference in respect of each loaf ~ 
decreases with each addition to the stock, until it finally dis
appears altogether. The total surplus in respect of all the 
purchases, when he buys all his loaves at the price 0 B, is repre
sented by the whole of the white area of the figure. 



THE PRODUCTION OF WEALTH 

CHAPTER 5 

THE NATURE AND AGENTS OF PRODUCTION 

(PROVISIONALLY we have defined Production as that branch of 
economic activity which is concerned with the efforts of man 
to satisfy the wants of himself and of his fellow-man, by changing 
the form and arrangement of matter.\ As in the case of many 
other terms used by the economist, "he exact meaning of the 
term production, as used in economic science, has been the subject 
of prolonged controversy; from the time of the Physiocrats 
considerable difficulty has been experienced in deciding as to 
what should or should not be defined as productive labour. The 
question is dealt with briefly at a later stage, but it is clear 
that we cannot determine whether labour is productive or not 
unless we understand exactly what is meant by the term 
production. 

By most economists production is stated to be the creation 
~iJities. Man, they say, cannot create matter, but he can 
so change or move it as to make it of greater sernce to him ; 
he can render matter of greater utility to him insofar as it will 
more completely satisfy his needs. It is said that the mincr 
adds a utility of place to coal when he removes it from the bowels 
of the earth and makes it more accessible at the pit mouth for 
transport to the consumer. Again, the carpenter adds a utility 
of form to the rough wood when he converts it into a tablc or 
cupboard. 

But this definition of production is scarcely as exact as we 
could wish. 

We have defined our scienc&-Economics--as that body of 
knowledge which considers the actions of man in relation to 
wealth; it is concerned with the production, consumption, 
exchange, and distribution of wealth, and the term wealth as 
used in this definition is to be understood in the strict economic 
sens~ to mean all things which have value-in-exchange. As we 
have seen, all articles of wealth have utility, but not all things 
possessing utility are economic wealth. . 

The economist makes a study only of those special forms of 
utility which possess exchange value, and just as he distinguishes 
wealth and welfare, so also must he distinguish, in all departments 
of his investigation, those utilities which give rise to economic 

GO 
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value from those which possess no value-in-exchange, although 
they may be of the greatest benefit to man. 

Production is therefore correctly described as the creation of 
utilities only when we understand utilities to mean things which 
have value-in-exchange. Professor Nicholson 1 suggests the use 
of the term economic utilitiea to enable us to " get rid of many 
vague and inconsistent ideas popularly associated with the term". 
He defines production " as the production of economic utilitiea ; 
those, namely, which in general are the result of labour, possess 
exchange value, and are appropriated". It does not seem neces
sary, however, to introduce any new term of this kind, when we 
have the term value already available. We have previously 
stated that man cannot create matter, but he can add value to 
matter by moving it or changing its form so that it will com
mand a higher price than before. Coal in the mine will not 
command a price from a consumer, but if it is raised to the 
surface and taken to his home it possesses value-in-exchange. 
It is certainly true to say that its utility is greatly increased, but 
the economist considers production only insofar as its results 
are economically measurable, and the result of moving the coal 
is at once measurable in the price which it now commands. 

We can quite conceive instances of intense effort which may 
be productive of great utility, but of nothing which can possess 
value-in-exchange. Thus the continuous effort of a keen1ennis 
pJayc_r may result in great utilities in the form of improved 
health and increased muscular strength, but rarcly would his 
skill be such as to command a price for his services. Only when 
his effort falls in the latter category does it come within the 
purview of economio science, as when he becomes a professional 
player whose efforts command a price. Production in the 
economio sense would not, in fact, be continued merely to provide 
utility; it is the desire to claim a proportion of created value 
which greases the wheels of all productive occupations. Those 
things are produced which are demanded by consumers; man 
gets to work in orde~o produce something which will command 
value-in-exchange. ,All his work may create utility, but he is 
producing in an economio sense only when the utility which he 
creates will possess value-in-exchangEZJ If we adopt this con
ception most of our difficulties will disappear. We can appreciate 
more fully how the whole structure of economic science is built 
upon the conception or attribute of value, and we can more 
readily explain such anomalies as that of the existence of a 
starving man side by side with the extravagantly wealthy. To 
provide a. starving man with a. meal would be an act of immense 
utility, but as the man can presumably give nothing of value in 
return, the meal will not be forthcoming (i.e., produced for his 
benefit) excep~ as a result 6f motives which, although in them
selves praiseworthy, yet cannot be described as economic. 

I ElemenU oJ PolitWl EWlWrrlY. Book I. D. i. 
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J Production is therefore best defined as the addition 01 mlue8. 
Such values may exist in the form of goods, as in the case 

of the butter produced by a farmer; or in the form of scrviccs, 
as, for example, the services of a labourer or of a doctor. The 
values may concern the same article at different stagcs of its 
existence, as, for example, the values respectively created when 
iron ore is converted into iron bars, when the iron bars are con
verted into steel, and, finally, when the steel is converted into 
screws or fine nails. In all cases there is an addition of value 
w~ch did not previously exist, and, in the case of the iron ore, 
there is a progressive change in the nature or form of the original 
material which may be regarded as the crystallised labour of the 
producer. 

Production is not, however, confined solely to the addition 
of value by changing the form of an article or material. Value 
may be added to an article in other ways, as by transporting it 
from a place where it is of little use, to another place where it 
can satisfy man's needs and will command a higher price; or by 
making. it available at a certain period of the year and thereby 
inc]"!)asinK !t~y&.lue because it is more in request and commands 
a higher price. The former is termed the creation or addition 
of plau,--value, and, as an example, we may consider the value 
added to bananas by their transport from the West Indies, where 
they are of low value, to the British market, where they retail 
for perhaps Ild. each. The services of those concerned in the 
collection, transport, sale and distribution of the fruit are as pro
ductive of value as are the activities of the actual cwtivator, 
and for such services each producer obtains his proportion of 
the difference between the original expenses of production and 
the selling price. Similarly, those concerned in the creation of 
time va,lu,_e_ are termed producers; as, for instance, the grain 
mercnant who stores up grain during the period of plenty and 
low prices, and sells it, at an enhanced price, during the .. seed
time", either for ordinary consumption or for use as seed. 

Production Consists of Many Stages. 
It is frequently stated that "production is not complete 

until the commodity is in the hands of the consumer ", but 
such an assertion is capable of being misinterpreted. Strictly, 
" production" and "consumer" are here only relative terms. 
It has been shown previously that production, as of screws, is 
capable of division into a number of independent stages, each 
of which has its own producer and consumer. The maker of 
iron bars consumes the product of the are miner; the screw 
maker the product of the maker of bars. Still further, we shall 
find that the screws are consumed by the carpenter. who is engaged 
in the production of cupboards or windows, and these in turn are 
consumed by the occupier of the premises wherein they are fixed. 
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Under modem conditions, lJroduction is a most elaborate 
and frequently prolonged process; it may extend over years 
and absorb the activities of a multitude of producers, each intent 
on perfecting his own process of the ultimate article, and aiming 
at satisfying the wants of the consumer immediately next to 
him. Miners, transport-workers, clerks, manufacturers, whole
salers, retailers, and carmen, all contribute their quota to present 
us with a finished article, the perfection of workmanship of which 
we may regard with wonder, but a full story of the production 
of which, did we but know it, would be still more worthy of our 
admiration and astonishment. 

Clearly, all those who are thus engaged as producers are 
also consumers of the products of others. Each worker has two 
interests: his narrow interest as a producer intent on satisfy
ing some want of Society, and his wider interest as a consumer 
of the varied products of other workers. As a producer, he 
aims at providing a commodity or service wanted by Society, 
and his object.,,'is achieved when that commodity or service is 
supplied in that form or pla.ce where it satisfies the consumer's 
need. 

The Division of Productive Occupations. 
We have hinted that the services of the farmer, miner, doctor, 

labourer and wholesaler, amongst others, are correctly regarded 
as productive. but a little reflectiOn will show that there are 
distinct differences between the nature of the work performed 
by each one of such producers. The farmer cultivates his 
soil. BOWS his Beeds and leaves lIluch of the production to nature, 
returning to the soil in the form of manure the goodness which 
is taken away by the growing plants. The miner finds his pro
duct ready to hand. awaiting its removal from nature. His is 
essentially an extractive industry; the product once removed 
cannot be restored. For present purposes, however. both mining 
and fa.rIllillg may be classified alike as extractive industries. 
Both are concerned in taking away from nature Bome of her 
resources. whether they exist as minerals or as properties of the 
Boil. Similarly, the manufacturer. who employs his Bkill in 
fashioning articles of value. belongs to a distinct section of 
production. and so do the doctor and lawyer. whose work is 
expended on no material object, but is nevertheless productive 
of services which directly satisfy the wants of consumers. 

Before attempting a detailed division of productive occupa
tions. we may distinguish two broad classes, as follows:-

1. INDUSTRIAL FuNCTIONS, which concern the growing. 
extracting and manufacturing of material goods ; 

2. COMMERCIAL FuNCTIONS, which concern the buying 
and selling of goods, advertising or bringing the goods to the 
notice of consumers. and the services of those who anticipate 
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market conditions and forecast the probable demand of the 
public. More shortly, we may say that the commercial 
functions are those which link up the industrial producer 
and the consumer of his products. 

For convenience, these broad classes are further divided as 
follows, and a further division is added to include the services of 
the doctor, lawyer, and teacher, which are neither commercial 
nor industrial, but assist the producers of both the principal 
groups to discharge their functions. 

1. INDUSTRIAL OCCUPATIONS. 

(a) Extractive Indusfries,-the extracting of raw materials 
from nature, from the earth, sea, air, etc., such as farming, 
rubber-growing, coal-mining, fishing, obtaining gases from 
the atmosphere and power from the wind. 

(b) Manufacturing Industries,-the making up of raw 
materials and semi-manufactured goods into finished com
modities. 

It should be noted that the term "finished" com
modity is only relative. The maker of screws regards his 
product as a final article; the screw to the joiner is almost 
a raw material, with which he builds up such utility 
articles as cupboards and tables. 

2. COMMERCIAL OCCUPATIONS. 

(a) Transport Industries,-including railways, shipping 
and road-transport, and the clerical, mental and manual 
occupations involved therein. 

(b) Distributive Industries,-the functions of those who 
arrange for the distribution of the goods amongst those who 
desire them as distinct from those who actually trallllport ; 
e.g., commercial travellers, commission agents and adver
tising agents. Other productive services may be included 
under this heading also, such as those of an accountant. 

(c) Banking and Insurance.-Services of this kind increase 
the efficiency of production and make possible the growth 
and the development of commerce and industry on an exten
sive scale. 
3. DmEcT SERVICES TO CONSUMERS AND PUBLIC SERVICES. 

Under the former are included the services of the doctor, 
teacher, lawyer, and domestic servant; under the latter, the 
work of civil servants, local government officials and 
policemen. 

The Agents of Production-Land, Labour, Capital, and 
Organisation or Enterprise. 

Man, alone and unassisted, has no power of producing material 
objects or of producing values; he can do so only by exerting 
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his effort, or labour, upon one. or more of the natural resources 
which exist around him. Nature herself can, of course, produce 
in great abundance, but whilst such production may satisfy 
man's requirements in an elementary state, it soon becomes neces
sary for him to apply at least some of his labour in accommo
dating natural supplies to his needs. At this stage production 
is simple in the extreme; nature is lavish in her endowments, 
and little exertion is required to harness and control her forces 
so that they may bring about those changes in materials and 
food products which man may desire. 

In all stages of production, nature's contribution is supreme. 
Without air, light and water, life itself is impossible. But apa.rt 
from this, man harnesses air, water and electricity to drive his 
machines; he entraps the light and warmth of the sun to meet 
his physical needs and make possible his industry; from the 
soil he draws forth its nutriment in the form of food and raw 
materials; nature's vast storehouse provides minerals for his 
furnaces and jewels to please his eye, while on the surface of 
land and sea.-even, indeed, in the air-nature provides space 
whereon and in which he may live and work, directing her forces 
to minister to his need and satisfy his pleasure. 

The Need for Capital. 
Labour and natural resources Me thus the two fundamental 

or primary agents of production, but with these alone man 
cannot· progress very far. The need for another factor makes 
itself felt at an early stage in human progress. The primeval 
fisherman, relying for his daily supplies upon the skill of his 
hands, discovers that with the aid of a rough net or sharpened 
stick he can greatly increase his catch within the same period 
of .time, and provide sufficient food to enable him to enjoy a larger 
de~e of leisure. 

I Time and labour are involved in obtaining and fashioning 
the orudest tools, but even whilst he is so engaged, man must 
eat and live. Hence, he must at first redouble his exertions to 

. increase his available supply of food, or lessen his consumption 
of food whilst he fashions his implements. We may say, there
fore, that such implements are the recompense for waiting, the 
result of abstention, the reward of saving. The better the tool, 
the greater the oare bestowed on it; the greater the effort needed 
to develop it, the more valuable does it become and the larger 
the reward it is expeoted to yield. As it is sometimes aptly stated, 
.. the longest way round is frequently the shortest way home". 
So does producing become more simple once the labour of making 
the tool is pastl 

The primitIve implements to which we have referred are, 
indeed, a form of wealth, and as they represent wealth t£..hicl!.. i~ 
util}sedto 'P!oduc~lurth.er: w.ea~th. the economist designates them 

E 
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as "capital", the third agent of production. Other implements 
or tools of the primitive man are similarly designated, and as 
civilisation develops and knowledge spreads, we find capital 
taking a vast variety of forms, from the simple cutting tool 
fashioned from hard flint to the floating dock wherein a mammoth 
liner is housed, repaired and renovated for a further period of 
productive usefulness. Man had indeed made a. tremendous step 
forward when he fashioned the rough harpoon from the growing 
stick, and the primitive hammer from the rough hewn stone. 

The ~ast Factor-Organisation or Enterprise. 
The last agent - organisation - appears when man begin.'1 

to organise his activities, and to specialise his capabilities as a 
part of a modem industrial community. rNow it becomes 
necessary to produce for a market; to forecast demand and to 
anticipate supply; to probe into the future and to profit from 
the experience of the past; to unite the labour of some, the 
capital of others and the resources of nature in a. harmonious, 
productive whole, working smoothly and certainly in the pro
duction of articles to satisfy human desire. All this involves 
the assumption of responsibility and risk of loss, the development 
of skill and the formation of plans for the future.} In modem 
industry the factor thus called into play is termeJ"'Organi8ation, 
Business Ability or Enterprise, and, as ·we shall see later, it tendH 
to the development of great efficiency in industry, and involves thc 
exercise of the greatest intelligence, forethought and courAge. 

The Suppliers of the Agents of Production and their 
Reward. 

The four factors of productipn-land, labour, capital and 
organisation-are provided respectively by the landowner, the 
labourer, the capitalist and the organiser or entrepreneur. Of 
these, the labourer and organiser actively co-operate in produc
tion, and receive their reward as a share of the ultimate product 
in the form of wages and "profita respectively. Their services. 
may be described as" active personal services ", in contrast with 
the" passive services" of the landowner and capitalist, who take 
no active part in productive work, but receive in the form of 
rent and interest their proportion of the product of industry in 
return for the use of their land and of their capital. 

In the following chapters, under the general heading of Pro
duction, detailed consideration will be given to the characteristics 
of each of the four agents mentioned. The manner in which their 
respective shares of the product of industry are determined will 
be considered under the heading" Distribution", of all sections 
of Economics probably the most difficult and controver"ial, 
inasmuch a..q it is concerned with the conflicting interests of the 
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various agents in endeavouring to satisfy their own conception 
of the value of their contribution in the making of the final 
product. 
, The relation of the various factors and the distribution of 
the product may be more clearly grasped by the aid of the follow
ing diagram: 

1 
Activo Personal Services Passive Jervioes 

1 1 

L&Lur Or~tion ~d Ca~ita.1 
1, ____ ---'1'-° ___ --;-____ 1 ____ -'1 

I 
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1 
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Are Capital and Organisation Forms of Labour? 
It is sometimes maintained that there are only two actual 

agents of production: land or nature, and man. Capital, it is 
maintained, is merely the joint product of man's labour and of 
nature's resources, whilst Organisation is simply a form of special
ised labour. There is something to be said for this contention, 
and consequently land and labour are frequently described as 
the primary agents of production in contradistinctio~ the 
secondary or evolved factors, capital and organisation. INever
theless, capital has existed since the earliest stages of man's 
development, and to-day is of such far-reaching importance that 
it must be classed as a separate factor. The same may be said 
of organisation, which, under modem conditions particularly, is 
also a factor of the utmost importance, for, as we shall see later, 
it is the branch of production which undertakes the co-ordina.
tion and harmonisation of the other factors engaged in productive 
effort. Without it those factors would be without aim or achieve
ment; their co-operation would be a hopeless medle~ 

Productive Capacity. 
The aim of production is the satisfaction of demand. lIen 

produce only because they desire to consume. The productive 
organisation represents society's attempt to satisfy its wants. 
How then can we judge whether society is successful in this 
endeavour' What is the extent of the productive capacity of 
the community! By some it is maintained that society never 
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produces to the full extent of its productive capability, while 
others stress the phenomenon of aver-production as the cause of 
many evils of the modern industrial system. 

The first of these contentions has the· greater semblance of 
truth. Before a community can be said to be producing to the 
limit of its productive capability, its economic resources, both 
human and material, must be employed to the highest pitch of 
efficiency and to the full extent of their ability, while tho 
processes of production must be conducted efficiently and 
without disturbance or interruption. But in no country are 
these conditions fulfilled. In all countries political and other 
causes render it impossible for the best results to be obtained 
from natural resources. It cannot be said. of any country that 
the technical equipment of its industry and commerce is in
capable of considerable improvement. Throughout the whole 
range of production out-of-date processes, machinery and methods 
of organisation continue in existence long after the most pro
gressive firms have adopted improvements, or after the possibility 
of such improvements has been demonstrated by progressive 
minds. Moreover, we find in every industrial community that 
there is an enormous annual wastage of industrial power 
through strikes and lock-outs, while even more serious is the 
loss involved through the lack of good-will and the absence 
of the spirit of hearty co-operation between employers and 
employees. 

On the other hand, there is little justification for the idea of 
general aver-production. Production, we have seen, results in 
the creation of wealth-a constant addition to the volume of 
goods available for consumption. Can we say that all the goods 
produced will be consumed ~ To admit that they will not, that 
is to acknowledge general over-production, involves the absurdity 
of supposing that society labours to produce what it cannot 
consume. It is to admit that each individual has as many goods 
and services as he requires; that children without boots, and 
people without homes or without the services of a doctor are not 
realities, that like Marie Antoinette, we would advise people who 
have not bread to eat cake. 

But in modern &Gciety no such conditions actually exist. 
Peopl~ have not achieved, and apparently never will achieve, 
full satisfaction of their desires. At no stage in society's progress 
is there a definite amount of the necessaries, comforts and luxuries 
of life which it is prepared to consume. Man's wants are un
limited, and since production is directed to the satisfaction of 
wants, there cannot be too great a production of wealth. 

Moreover, society is not Btatie; numbers increase and social 
standards vary considerably from one generation to another. 
Changing fashions, new discoveries, improved methods and 
better conditions of life and work bring a constant and apparently 
never-ending addition to the variety of goods and services desired 
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by human kind. Production, it is true, is conducted in anticipa
tion of demand, but productive capacity will never succeed in 
overtaking man's insatiable, ever-changing need. 

Equally incorrect is the conception of under-c0n8umption, the 
idea that a community is consuming less than it should consume, 
or that the wealth already produced is so far in excess of the 
needs of the community that until it is consumed the production 
of further wealth will be impeded. Under-consumption and 
over-production are thus in effect two aspects of the same thing. 
They both imply the absurdity that society has laboured to 
produce more than it desires, sooner or later, to consume. 

The fact is that both these terms are applied to conditions 
where partial over-production in certain branches of industry 
has resulted in the supply of certain goods exceeding 'the normal 
demand therefor. Large stocks of unsaleable goods are accumu
lated and such stocks are disposed of only very slowly; con
sequently, conditions of partial under-~mption prevail. 
Meanwhile, the result, strangely enough, is general under-pro
duction. The labour and capital which have been directed into 
those branches of industry producing the excessive supplies 
cannot without difficulty be transferred to other branches; the 
labour and capital remain where they are, half employed, waiting 
for the renewal of demand. The glut in the market for the 
products of such industries results in the producers having to 
dispose of their goods at minimUm prices at or even below the 
actual cost of production. Ultimately, slackness in these 
branches leads to depression in others and consequently there is 
a general diminution of production. 

Over-production is thus used to describe the conditions 
existing when the market price of a commodity is for a time 
below cost of production owing to the fact that more is 
being produced than is effectively demanded at a price high 
enough to cover cost of production. It may result from a faulty 
anticipation of demand such as may arise from bad organisation, 
or it may be due to excessive competition, or to climatic or other 
causes beyond human control. For example, the production of 
straw hats will, in a wet season, exceed the demand. The failure 
of the Australian wool supply to reach the English market will 
cause slackness in our woollen industries and over-production in 
industries catering for the needs of those engaged in woollen 
manufacture, as, for example. makers of woollen dyes and 
weaving machinery. 

The phenomenon of over-production. it is obvious. cannot 
be permanent. It is primarily due to lack of harmony in the 
economio system, and gradually disappears as the various parts 
of that system adjust themselves to the changing conditions of 
demand and supply. The effects. unfortunately. are cumulative. 
So closely interwoven are the many parts of the productive 
machine and so delicate the mechanism. that disturbance in any 



70 ELEMENTS OF ECONOMICS 

one part must inevitably be widespread and frequently disastrous. 
Since production is indirect, the producer of one class of goods 
is necessa.rily the consumer of another class of goods, 80 that 
alterna.te conditions of activity and depression a.re reflected 
along the whole chain of production. This problem will be 
discussed in grea.ter detail in our analysis of the causes of the 
rhythmic movement of industry known as the" trade cycle". 



CHAPTER 6 

LAND OR NATURAL RESOURCES 

IN a primitive state, man was able to satisfy his needs by 
profiting from the bounty of nature, the spontaneous producer of 
his food, clothing and shelter. Little effort was needed on his part 
to obtain the fruit, meat and fish which satisfied his natural desire 
for food, and to collect the branches and leaves which formed his 
first shelter and clothing. Later, as he passed from the hunting 
and fishing to the pastoral stage, nature provided him with land 
on which to pitch his tent and feed his flocks, water where
with to supply the needs of himself and of his animals,-indeed, 
the animal~ themselves which he tamed and made submissive 
to his will. At still later periods in man's evolution, nature 
provides the soil, seeds and producing agents which yield crops 
and fruits; wind and water-power which are harnessed tc 
supply motive force; metals which are utilised by man for the 
fashioning of tools, implements alld jewellery of endless form and 
design, and finally minerals, which furnish him with power, 
heat and light, warmth and comfort. 

All such items are described as natural resources in that they 
form part of Nature's bountiful goodness to the lord of creation, 
and include, in addition to those already referred to, such natural 
products as natural gases, electricity, sunlight and air, fish of 
all kinds, the forces of the tides, gravity and magnetism, the 
skins of animals, and the fibres which provide clothes and cloths 
of every description and hue. 

In economics, natural resources and forces are all epitomised 
in the term land, the first and primary factor of all production, 
and the source of all material objectsft-whether used in the raw 
state or eventually manufactured. r' By land is meant the 
material and the forces which Nature gives freely for man's aid, 
in land and water, in air and light and heatJ.l 

We .find that man develops little if he remains content to 
rely for his sustenance on the bounty thus at hand. His civilisa
tion and the improvement in his standard of living follow closely 
the degree in which he utilises these natural resources and 
develops them to meet his needs. In the primitive hunting stage 
he lives solely by taking such food as na.ture provides; in the 
pastoral stage he more or less methodically causes nature to yield 
him flocks and herds in the manner and kind of his desire; and 

1 Marshall, Priraciplu. lY. L i. 
n 
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in the agricultural stage he carefully controls the yil'lJ of crops 
and animals, assisting nature to produce by returning in the 
form of manure and tillage some of the goodness yielded from 
her store. Man's power increases and his outlook widens as he 
creates things of value to himself by putting natural products 
into useful form, and, as society progresses, so do the form and 
design of his creations assume an infinite variety and amazing 
complexity. 

So important are natural resources in their influence on 
production that they are frequently of paramount importance in 
determining the supply and amount of a nation's wealth. The 
nations which to-day stand in the front rank of the world's 
producers are those whose natural endowments are extensive and 
valuable. Britain herself is fortunately situated in this respect. 
Her supplies of coal, and of iron, her geographical position, her 
climatic environment, her natural harbours, navigable rivers and 
fertile soil gave her a long start' in industry, and enabled her 
to retain her supremacy for a considerable period. The United 
States to-day are developing leadership in the world's industries 
for similar reasons; their natural resources are unrivalled. 

Determinants of the Productivity of Land. 
Natural resourc~s are not, however, always of first-rate 

importance, and considerable variations occur in their produc
tivity and usefulness. Land, in particular, is capable of extreme 
differences both in fertility and in advantage of situation. At 
one extreme we may have such intensely fertile areas as the 
Red Basin of China, and on the other, such arid wastes as Green
land and the Sahara Desert. Among the factors which determine 
such differences in productivity may be mentioned: 

1. PHYSICAL AND CLlMATIO CONDITIONS, including the 
natural !ertility of land, its mineral wealth, its natural 
vegetation, its latitude and its climatic environment. Much 
of the soil of India is of the utmost fertility, its natural 
supplies of sunshine and heat are abundant; but the pro
ductivity of certain parts is negligible because of the absence 
of rain. This deficiency may, however, be remedied by the 
second factor-

2. HUMAN AoTlVITY, including the efforts of the farmer 
in improving the soil by cultivation and the rotation of crops; 
by the application of natural and artificial manures; by 
drainage and irrigation, either alone or with the assistance 
of the State; and the activities of the State in modifying 
climatic conditions, as by planting trees with the object of 
attracting rain. 

Not only does such activity increase the productivity of 
the soil, but it also counteracts the exhaustion of land already 
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under cultivation. The application of natural and artificial 
manures returns to the soil the properties which are absorbed 
by the plant, and this process takes place also through the 
decomposition of rocks and of vegetation, and by the 
natural formation of nitrates from the nitrogen of the air. 

3. GEOOBAJ.>mCAL SITUATION IN RELATION TO MA.BUTS. 
-The most fertile land may be of little productive value 
unless it can be made accessible to markets wherein the 
produce raised can be sold. Hence the productivity of many 
areas depends largely on the facilities of transport and 
communication. The prairie lands of Canada have always 
been of enormous potential capacity, but their resources 
could not profitably be turned to account until the advent 
of the railway and the steamboat. 

Extensive and Intensive Cultivation. 
The cultivation of land, usually called farming, may be of 

two types: (a) extensive, or (b) intensive. 
EXTENSIVE CuLTIVATION is found where there is ample land 

for everyone, particularly in new countries where all the land is 
not taken up and there is little necessity for conserving its 
resources. The object of all cultivation is to obtain the greatest 
net return, in the form of produce, for the least effort and ex
penditure. Agricultural effort is therefore spread over a large 
area. This is divided into plots which are cultivated in rotation, 
being allowed alternately to lie fallow and to recuperate their 
productive properties either naturally or from manures applied 
to them. In most cases the land may be tilled indefinitely 
without exhaustion and without the application of manure, 
provided that it is given its due proportion of rest. The old 
three-field system, widespread in this country until the end of 
the eighteenth century, was a form of extensiv.e cultivation; 
the land was divided into three sections, each of which was 
allowed to lie fallow in turn once every three years. 

In newly developed countries, such as Canada. and the United 
States, with enormous areas of undeveloped land of great natural 
fertility and of convenient situation, the early settlers cultivated 
on extensive principles, and used much of the land with prodi
gality and wastefulness. An area. of ground was cultivated until 
its growing properties were exhausted, whereupon it was left to 
become a dreary waste of rank vegetation and a fresh area was 
taken into cultivation. With the colonisation of the open spaces 
such methods had to be discontinued and the modem methods 
of manuring and of crop rotation became necessary. 

INTENSIVE CuLTIVATION implies a distinct limitation of the 
area of land in the hands of each cultivator. It is found in ita 
most pronounced form in countries such as Denmark and 
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Holland, where the available land is limited and consequently 
dear, the population comparatively large, and the other natural 
endowments comparatively scarce. It exists also in countries 
such as China and India, where the population is extremely 
dense and agriculture forms the chief basis of the existence of 
the inhabitants. Under these conditions every inch of ground 
has to be utilised, scientifically and carefully, to its maximum 
advantage. This necessity is frequently accentuated by tho 
limitation of the area of cultivable soil for one of various reasons, 
such as a dearth of wa~r supplies, inaccessibility or natural 
infertility of the land in other areas. 

In such cases the available land must be cropped continuously, 
and consequently, natural and artificial manuring, deeper 
ploughing, and a careful application of the principle of rotation 
of crops must be resorted to in order to stimulate and invigorate 
the soil and restore its properties. So pressing is the burden 
of population upon the land in modem times that science is 
constantly being called upon to assist the farmer in obtaining 
a larger and a better crop. Thus in most agricultural countries 
are to be found experimental laboratories and testing farms, 
engaged solely in endeavouring to improve present methods, 
and in. searching for new varieties of crops which can be grown 
more profitably. By the adoption of such methods it is remark
able to what degree man can continue to draw profitable crops 
from the same area, and the intensive cultivator devotes his 
whole energies and his organising ability to ensure that the aroo. 
under his control shall produce to its full~ extent and yet 
retain its fertility. Agricultural science teaches him that one 
crop grows much more satisfactorily if it.is seeded in ground 
which has previously borne a certain other crop, for the latter 
breaks up the soil and adds to it certain chemical productive 
properties. It shows him also how to arrange his crops in such 
order as to give him ample time and fair weather for harvest 
and subsequent tilling. It explains that, in some cases, more 
than one crop may be taken without harm from the same area in 
one year; that poor soil will be improved by drainage, by being 
mixed with other soil, or by utilising it for a period as pasturage 
for flocks and herds. 

Large- and Small-Scale Farming. 
As in other departments of production, we find the cultiva

tion of land carried on by the individual or small producer, and 
by the large organisation composed of an association of cultivators 
or of a number of employees and assistants working under one 
direction. The small tenant farmer, the small holder, and the 
small owner-farmer in England, the peasant proprietor in France 
and Belgium, the metayer in Southern Europe, and the ryot in 
India are all examples of the former type. Farming on a large 
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scale is characteristic of the new countries, where one man may 
control great areas, and conduct his farming operations on a. vast 
and efficiently organised scale. In the former case, the farmer 
himself, his wife and family, do most of the work; their imple
ments are simple and their capital small. Generally, the large
scale farmer has a large reserve of capital available; he employs 
his time solely in directive work, utilises the most modern 
machinery and implements, and makes his purchases and sales 
in large quantities. 

We should, therefore, expect that intensive and extensive 
cultivation would be the natural accompaniments respectively of 
small- and large-scale farming, but although this is generally 
true, it, is not necessarily so. Intensive cultivation may be 
conducted on a large scale by a capable organiser, and extensive 
methods may be employed by an individual farmer in a new 
country, who is fortunate enough to have at his disposal a con
siderable area of undeveloped land . 

....-Advantages and Disadvantages of Small-Scale Farming. 
The characteristics of large- and small-scale farming are 

essentially those of large- and small-scale production genecally, 
and they will therefore be considered in a later section. We 
may, however, usefully summarise as follows the advantages of 
farming on a small scale : . 

1. The crops receive greater care and attention, and are 
superintended personally by the experienced cultivator. 
The system is therefore by far the better when crops requiring 
minute attention 'are raised: e.g., fruit and vegetables in 
Northern France. . 

2. The tenant or owner takes a grea.ter interest in the 
work, whilst a. sense of responsibility and independence is 
fostered. 

3. The land gives a greater return per acre, and can 
accordingly support a. larger population. . 

. 4. There are fewer labour troubles and disputes when 
master and man are in personal contact. 

One of the greatest disadvantages of small-scale farming in 
the past was that the cultivator had no security against e~Q!iQ!! 
and had no claim to compensation for the results of his lal:iours 
or in respect of capital values which he had sunk in the soil. 
This disadvantage has been recognised as civilisation developed, 
and in most countries the law has intervened to give security to 
the cultivator, frequently, as in France and Belgium, dividing 
up the large estates of landowners into small free-holdings, 
managed by peasant proprietors and their families. The results 
of these arrangements ha.ve generally been favourable. As 
Arthur Young, a. shrewd observer and authority on agriculture 
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in the late eighteenth century, observed: "Give a man the 
secure possession of a bleak rock, and he will turn it into a garden; 
give him a nine years' lease of a garden, and he will convert it into 
a desert ".1 

It is probably true that the social and moral advantages of 
peasant proprietorship are greater than the economic benefits. 
Undoubtedly the work on small holdings is extremely hard and 
the return very low; so low, in fact, as to lead to a restriction of 
population, a result which is pronounced in the case of France. 

Systems of Land Tenure. 
Various systems of land tenure have been referred to in the 

foregoing paragraphs. For the convenience of the reader these 
may be summarised as follows :- . 

1. LANDLORD OWNER AND TENANT FARMER.-The latter 
pays a fixed annual rent and employs his own capital (or 
borrowed capital) in cultivation. The landlord receives the 
rent and makes any necessary permanent improvements, 
such as draining and hedging. This system exists largely 
in England and in the United States. 

2. PEASANT PROPRIETORS, as in Belgium and France. 
The peasant owns the land and cultivates it usually with the 
help of the members of his family. 

3. THE METAYER SYSTEM, as in Russia, Italy, Portugal 
and other continental countries. The landlord supplies the 
land and most of the. capital, and in return receives from 
the cultivating tenant a fixed proportion of the annual 
produce, e.g., one half. 

4. RYOT TENuRE, as in India and Burma. The" ryot " 
or native farmer owns the land, but pays a proportion of the 
produce to the State, thus recognising the rights of the State 
in the land and incidentally contributing towards the expenses 
of irrigation and development undertaken by the Government. 

5. COTTIER TENURE.-This is the old system under which 
a cottage and a small area of land were rented by sub-tenants 
from a farmer. Nowadays a "cottier" simply means a 
peasant farmer. 

6. SERF TENURE is now obsolete, but was general in 
Europe before the emancipation of the serfs in the nineteenth 
century. It involved the rendering by the tenant of a 
certain number of days' work on the land of his lord in 
return for the privilege of holding a small area of land for 
the personal use of himself and his family. 

A littl~ consideration will make it apparent that land which 
is cultivated and improved contains in itself the capitalised 
product of the past work of man, extending in many instances 

I Tralle1a in France, 1789--1790. 
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over hundreds of years. The results of such efforts may quite 
conceivably be far more valuable than the -actual inherent pro
perties of the soil, such as its situation, climate and original 
chemical and mechanical properties. But in practice no advan
tage is to be gained by distinguishing the original properties of 
land from those which it has acquired through the action of 
man, for such values as have been added to the land are so irre
trievably sunk as to form part of the land itself. They have 
ceased to function economically as capital, and accordingly their 
contribution to production is included in that of land generally. 

A Limit to Nature's Bounty. 
Since time immemorial it has been recognised that the fer

tility of land is lessened by every crop which is taken from its 
-surface. The growth of plants removes from the soil certain 
valuable constituents which can be returned only by the applica
tion of manures or by allowing the land to recuperate its properties 
during a period of rest. The early cultivator recognised these 
limits by moving his household from plot to plot. To-day the 
agriculturaIistknows instinctively that there is a limit to the 
amount of labour and capital which he can profitably apply in 
the cultivation of his fields; he realises that, sooner or later, no 
amount of hard work and manuring will appreciably increasE' 
the crop which he can obtain from a given area. At first the 
employment of labour on previously undeveloped ground natur
ally increases the resulting crop, but labourers and implements 
utilised on one field cannot be increased very far before the 
farmer rea.1ises that the value of the extra crop he obtains as a 
result of the work of each additional labourer does not cover 
his expenses. The farmer eventually experiences the operation 
of one of the most vital laws in economic science, one which 
permeates the whole productive organisation, and makes itself 
felt in every branch of industry-the Law of Diminishing Returns. 

The Law of Diminishin~ Returns. 
The Law of Diminishing Returns, as applied to land, is thus 

stated by Professor Marshall l :-

.. An inorease in the capital and labour applied in the 
oultivation of land causes IN GENERAL a less than propor
tionate inorease in the amount of produce raised, unless it 
happens to ooinoide with an improvement in the arts Of) 
agrioulture ". 

,In other words, it may be taken as being generally true, tha:t 
after a certain stage in cultivation has bee~ reached, the .soil 
fails to respond to the efforts of ~an,. and YIelds a propo~on
ately deoreasing return to new applioations of labour and capItal, 

1 Principlu. Book IV. m. i. 
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unless new methods of agriculture, new machines or new fertilisers 
are utilised to counteract the tendency of the soil to exhaust its 
properties. 

In illustration of the law, we may consider the case of an 
immigrant farmer in the prairie regions of Canada, who settles 
on an uncultivated tract of land, one hundred acres in area. 
Let us assume that he devotes himself to the cultivation of 
wheat, and that he is assisted in his efforts by ten labourers, 
each of whom is supplied with the tools and implements neces
sary for his toil. We may regard the ten labourers and their 
accompanying implements as ten units of production, i.e., ten 
units or "doses" of labour and capital utilised for productive 
purposes. 

In the first year much labour has to be expended to clear 
the land of growing trees and weeds, to cut ditches and to remove 
stones. The work is hard and possibly does not yield a very 
abundant harvest in the first year or in the next succeeding year. 
We may assume, however, that after four years' work the farmer 
and his assistants have raised the annual crop from 1,000 bushels 
in the first yE:,ar to 2,000 bushels in the fourth year. The careful 
cultivation of the soil has resulted in a gradually increasing crop 
until at last the employment of each of the ten units of capital 
and labour yields an average yearly return of 200 bushels of 
wheat. If the annual expenses of hiring each man and of the 
upkeep of his tools are equivalent in value to about 150 bushels 
of wheat, the farmer has reason to be satisfied. His surplus 
from the employment of each man is 50 bushels, or 500 bushels 
in all. 

But man is rarely satisfied, and one day, we may suppose, 
the farmer is visited by a more prosperous American cousin. 
We can well imagine the comparisons which are made, all to 
the advantage of the place" over the border ", and no doubt 
the farmer begins to feel that he is not getting rich quickly enough I 
He is advised that if he will but extend his labour force he will 
be more than compensated for the extra expense involved by 
the great addition to his total produce. The gradual increase 
in his crop during the early years disposes the farmer to accept 
the arguments of his friend. Accordingly, he employs two more 
labourers, and, after supplying them with the necessary tools, 
sends them forth into the fields. In order to clarify our argument, 
we may assume that beyond adding to the number of workers 
the farmer makes no change in his methods of cultivation. 

When at last the harvest is over, and its eagerly awaited 
returns are analysed, the farmer finds that his experiment has 
proved successful-the total yield amounts to 2,400 bushels. 
The additional crop of 400 bushels more than covers the hire 
of the two extra workmen; so, not unnaturally, he proceeds to 
increase his staff still further in the following year. Again two 
more labourers are recruited, and again the total crop is raised, 
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this time to 2,700 bushels. The increase is only just sufficient 
to cover the expenses of the extra labour, but the farmer is not 
deterred. He continues to increase his assistants in the hope 
that eventually not only the total return but also the increased 
return due to the extra labour will more than repay him. 

Nature, however, decrees otherwise. The total crop can be 
increased, it is true; but eventually the extra return is not 
sufficient to compensate the farmer for the additional labourers 
whom he hires. In fact, a stage may be reached when the total 
crop raised may be only just enough to pay the labour force and 
leave:nothing for the farmer. Nature has at last called a halt, and 
no amount of energy and application will make her continually 
increase the proportionate return of her bounty. 

In the following table are given imaginary figures of the 
production of the farmer, as a result of the application to the 
same piece of land of equal successive doses of labour and capital. 
It is important to remember that the methods of cultivation are 
assumed to be the same throughout; obviously the application 
of a new fertiliser or the use of a more efficient plough may easily 
add considerably to the crop obtained in two successive years 
by the same number of workers :-

Imaginary Return on a IOO·Acre Farm from the 
Application of Successive Doses of Capital and Labour. , 

II DOSES II 01' TOTAL No. 01' No. 01' INCREASE 
YEAR. PRODUCITIVB BUSBELS BUSBELS BUSBELS PEREXTBA 

UNITS. GROWN. PEB UNIT. PEBAcu. UNIT. 

1 10 1,000 100 10 .. 
2 10 1,500 150 15 .. 
3 10 1,850 185 18·5 .. 
4 10 2,000 200 20 .. 
5 12 2,400 200 24 200 
6 14 2,700 193 27 150 

MARGINAL DosH. 

7 16 2,900 181 29 100 
8 18 3,100 172 31 roo 
9 20 3,200 160 32 50 

.0 22 3,250 148 32·5 25 

During the first four years the development of the soil results 
in a continually expanding crop. This is a period of steadily 
increasing returns, and in the fourth year it may be assumed 
that the crop is as large as <lan be got out of the land by ten 
labourers employing the same methods of cultivation. The 
increased crop in succeeding years is to be attributed to the 
additional energy and capital applied in the cultivation of the 
farm. Every extra worker brings some increase to the crop: 
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his work is not altogether without reward, but the reward is in 
a constantly diminishing proportion. Not only does the return 
for the extra labour continually fall, but the average return 
for all the labourers falls also: The output per unit increases 
gradually as the land is opened up until, when twelve men are 
employed, the contribution of each to the final product is repre
sented by 200 bushels of grain. After that, however, the con
tribution per labourer steadily falls, until, by employing 22 
workmen, the farmer obtains a yield which does not cover the 
average cost of their hire-150 bushels per man. 

The final column shows the extra return in bushels which 
results from the use of the successive "doses JJ of capital and 
labour. The increase from 10 to 12 units brings in a reward 
per unit of 200 bushels, but this falls steadily until the addition 
of the two final units brings a reward of only 25 bushels each, 
far too little to pay for the retention of the two additional 
workers. The point at which the farmer employs 14 labourers 
is in fact the margin beyond which he will not go if he desires 
to make a profit from his exertions; and the increase from 12 
to 14 units is the marginal dose which marks the limit to profit
able expenditure. 

The Static Conception of the Law of Diminishing 
Returns. 

In the preceding paragraphs we have assumed the application 
to the same area of land of 8ucces8ive doses of capital and labour, 
but the meaning of the law of diminishing returns can be explained 
by considering the case of a farmer who is actually spending, 
say, £1,000 in the cultivation of his 100-acre farm. Obviously 
some very definite reason has induced him to increase his ex
penditure up to that amount, and some equally definite reason 
must prevent him from increasing his expenditure. The problem 
may be presented as follows: Would it pay him to increase his 
outlay, say, to £1,100? Would the extra £100 spent yield more 
or less than £100 extra in the way of produce 1 Obviously it 
would.;yield les8, otherwise any intelligent farmer would find the 
means of increasing his outlay. On the other hand, would the 
same produce be raised if £900 only were spent 1 Again, 
obviously not, otherwise no intelligent farmer would spend £1,000 
when £900 would do equally well. 

The £1,000 marks the limit of profitable expenditure. We 
may consider that this amount consists of equal " doses JJ of £50, 
each of which the farmer has weighed up carefully before deciding 
on its expenditure. He knows that if he spends up to, say, £500, 
each £50 will much more than repay him; but after that he 
?roceeds more carefully. Possibly in laying out from £500 to 
~750 he feels fairly sure that he is gaining a reasonably constant 
~eturn on each dose, but as he nears the £1,000 mark the problem 
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is more difficult of solution. He knows that his return still 
exceeds his outlay, but that it tends always to fall. When his 
expenditure has reached £950, a very small matter may influence 
his final decision to throw another £50 into the scale. But he 
will proceed no further ; he is wise enough to see tha.t if he adds 
an extra £50 the resulting additional produce may be worth £45 
only: the twentieth dose of £50 is the marginal dose, beyond 
which the return does not cover expenditure. 

Just as the return diminishes progressively towards the end, 
so at the beginning does the return to each dose increase rapidly: 
£50 spent on the land at the outset yields far more than would 
be obtained if nothing at all were spent. So also £100 spent is 
likely to yield more than twice as much as the first £50. The 
return increases as the land is opened up, but each successive 
£50 brings a lower rate of profit. 

This conception of diminishing return is termed static 1 

because it applies to .a given state of affairs as they may exist 
at any time on a farm. No farmer thinks of his total outlay 
in sections of £50 at a time; but he knows only too well when 
the time has arrived to keep his hand in his pocket. 

In the following diagram are illustrated imaginary returns 
from twenty simultaneous doses of capital, whether expended 
011 the provision of tools and manure or on manual labour :-

c 
, c ...... __ ........ 

-rl .. .. .............................. 11 ,. ....... ~ .. ...-..;.;.; ..... .. 

.g .................. ;;.:-:f"""~~ ....... --................ :-t:'~~ .... . 
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~ : lfr/. P'" 
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Equal Doses of Labour and Capital. 

The amounts of £50 are marked off along .A.B, and the imagined 
product from each £50 along A C. From A to M the return on 
the outlay is in constantly increasing proportion; eve~ extra. 
£50 spent brings a more than proportionate product to the farmer. 
From M to X the return is fairly constant; the farmer gets a. 
reasonable rate of profit from each "dose" of his expenditure ; 
but when X is reached the return begins to fall. Although the 

1 The term .. sf4tio " here refers to the conditions assumed to exist for the sake of 
o.nalyais. The operation of the la'W is isolated. and all complicating faotors, e.g., 
progress and invention. new met.hods of cultivation. etc .• are ignored for the time 
being. Aotually. oonditions in the everyday world are .. dynamio ", i.e., there is con· 
tinual growth and evolution in the way of progress. new ideas, and increased know. 
ledge, which do not eliminate the tendenoy to decreasing ret1ll'llll, but serve to post
pone the point at whioh it beoomes operative. In other words, .. sf4tio " is another 
war of quillifying the law by the limif4tion of .. other things being equal", i.e., con· 
ditlons o.nd knowledge of cultivation remaining the same. 

F 
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" doses" are still profitable, the margin of p~ofit tends to grow 
less, and at the £1,000 mark there is very little in it. Y marks 
the limit; the land is worked to its full extent and furtber outlay 
would prove unprofitable. 

Although the reasoning is theoretical it is not difficult to see 
that the conclusion is sound. Many a farmer has spent an 
extra £50 in one year in the hope of making a profit, only to find 
that, however hard he works, the land does not respond. 

H proof of the operation of the law were needed, we could 
obtain it easily by glancing around us and considering that a 
point of diminishing return in agriculture must exist, otherwise 
farmers everywhere would be constantly increasing the number of 
labourers on their farms and the amount expended by them in 
capital expenses. " H we could always double the produce of 
our land by doubling our expenditure on it, we could raise all 
the food of the country on a single acre of land by doubling 
often enough ".1 

The same conditions apply not only to the growing of whcat 
and maize, but also to the mining of coal and iron, to the cutting 
of timber and the grazing of sheep and cattle. The return may 
increase satisfactorily at first and make it well worth while to 
apply extra units or "doses" of capital and labour, but sooner or 
later man is compelled to march to the tune which Nature calls. 

The Extensive Application of the Law of Diminishing 
Returns. 

In the foregoing explanation we have assumed that . the 
farmer applies successive doses of labour and capital to the same 
area of land, with the object of obtaining an extra return for his 
expenditure. Up to a point his gross output of produce increases, 
but his profit per unit decreases gradually and finally disappearll 
altogether. Under such conditions he has employed his labour 
and capital in intensive cultivation, but we have seen that land 
is also cultivated extensively. In Canada, especially, a farmer 
would be more than likely to proceed in the latter way, and, in 
order to obtain as great a return as possible for the least expendi
ture, he would probably bring under cultivation successive areal! 
of land, applying to each of them amounts of labour and capital 
in proportion to the amounts applied in his original tract. If 
the successive areas which he takes over are equal in extent to 
the original tract, we may fairly assume that the amounts of 
capital and labour used in each will also be equal. 

We have shown previously that land varies considerably in 
productiveness, and it is not unlikely that the successive tracts 
in our example will vary in fertility, or at least in advantage of 
situation and accessibility. Even if they are as fertile as the 
original plot, they will not be as near to the homestead or usually 

I Clay. Econo;"ic8/or tk General Rea<kr. page 276. 
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so easily reached: obviously the settler with a wide range of 
choice for his original dwelling-place will have chosen the best 
available plot, and successive plots will not offer to him quite 
such distinct advantages. For all these reasons we may not 
unreasonably assume that each plot which is added to the first 
area yields a net product in decreasing proportion. The capital 
and labour are equal, the area of land is equal; but its lower 
fertility or less advantageous situation causes it to yield a lower 
net return, and this return decreases for each extra plot taken 
into cultivation. 

Finally, a stage is reached when the return from an extra 
area of land only just equals the cost of the labour and capital 
applied to its production, and we may fairly assume that the 
farmer will, not extend his sphere of activities further, but will 
probably decide to adopt intensive methods on the land under 
his control. The area which it just pays to bring into cultiva
tion is said to be on .. the margin of cultivation ", and is referred 
to as marginal land. 

Thus the Law of Diminishing Returns may apply to successive 
doses of labour and capital applied to the same area of land, or 
to equal doses of labour and capital applied to successive equal 
tracts of land. In one case, we find a." decreasing return accom
panying the increase of two factors of production-capital and 
labour-whilst the third, land, remains constant. In the other 
case, land is the variable factor I and the units ·of capital and 
labour applied to each area remain constant. But the influence 
of nature makes itself felt throughout, and man is compelled, in 
the end, to limit his activities. 

We have already stated that the law applies to all extractive 
industries. It makes itself felt eventually in all occupations 
which are concerned with the production of raw materials 
and foodstuffs. The collection of rubber yields a decreasing 
return as the collectors penetrate further into the forest and move 
further away from their bases and from lines of communication. 
Each further advance adds to the costs of production-transport, 
porterage, labour and materials. Coal becomes more expensive 
to work and raise to the surface with each extra yard in the 
depth of the pit and with each resort to smaller and poorer 
seams. Oil is almost always a profitable proposition, but its 
yield decreases with every move forward into the less productive 
and less accessible territory; every extra mile of pipe-line and 
railway adds its quota to the burden of overhead charges which 
each gallon of oil has to support. 

All around us the law is in operation in connection with 
buildings and building sites. Man always chooses the line of 
least resistance; houses spring up firSt of all in the best positions 
and shops in the most remunerative localities. Every move 
away from these involves a sacrifice of some profit, the suffering 
of a little more inconvenience. To obviate tbi:s. extra storeys 
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.are added to the buildings in the best positions; the one-roomed 

.cottage gives way to the two-storey house i the place of the latter 
is taken by a sumptuous building of a dozen floors. New York 
is not satisfied even with its mammoth skyscrapers of half a 
hundred storeys-with space enough to house the people of a 
small town. Nevertheless, each successive storey brings an 
added proportion of expense; the costs both of construction 
and upkeep increase continually and eventually impose a limit 
on profitable building in a skyward direction. 

It is necessary to emphasise, however, that in most of the 
cases quoted the operation of the law may be postponcd for a 
considerable period by improved method, by the application of 
scientific knowledge, by invention and research and by the 
opening up of new areas. But although the limit may be post
poned, it is only for a period, and man must eventually give way 
to nature's inexorable demands. 

The Law of Diminishing Returns Affects all Industry. 
Professor Cairnes has stated that if the Law or Principle of 

Diminishing Returns did not exist, "the science of political 
economy would be as completely revolutionised as if human 
nature itself were altered". The law is, in fact, applicable 
throughout the whole of industry, but it is so applicable chiefly 
because no industry is independent of natural resources in Borne 
form, because no productive process can be carried on without 
some assistance from nature's store. No human effort can add 
to the richness of the mine or shorten the period between seed 
time and harvest .. The immutable laws of nature must work 
their own course. In many cases man can speed up the growth 
of the plant; by careful attention and painstaking selection he 
can increase the yield of fruit from a tree or of meat from an 
animal i by the rotation of crops, scientific fertilising and the 
judicious mixing of soils he may increase the yield from hi!4 
land; and by giving attention to costing, using mechanical 
appliances, and co-operating with his fellow agriculturists he may 
lessen his expenses and increase his margin of profit. But whilc 
man by invention and organisation may thus combat nature's 
tendency to diminishing returns, the results do not compare 
with those which he obtains from the inanimate machine. 

For these reasons the law of diminishing returns is more 
evident in the purely extractive industries, where nature plays 
the chief part, than in advanced manufacturing processes, where 
man's inventive genius and abilities are paramount. The smaller 
the part played by raw material in production, the less the 
tendency to diminishing returns in the industry. We may con
sider, for example, the manufacture of pig-iron. Increased 
mining costs and increased expenses of transport from distant 
sources all add to the price of the iron ore. This would be con-
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stantly reflected in the enhanced selling price of pig-iron, but 
new processes of production and new methods of transport tend 
continually to counterbalance the increased costs of supplying 
the raw material, and to retard the operation of diminishing 
returns. On the other hand, the cost of producing a standardised 
product such as a fine steel nib is unaffected by quite appreciable 
changes in the cost of the raw material. Improved manufacturing 
processes cause such changes to have little effect on the final 
product-man's contribution is far superior to that of nature, 
and consequently diminishing returns are avoided and increa&ing 
retUTn8 are obtained. This tendency will be considered more 
fully in a later chapter, but we may conclude our analysis with 
the statement that in all branches of industry the law of diminishing 
returns tends to operate, but its operation is more evident and· 
pronounced in the extractive industries, or wherever the influence 
of nature is paramount. In manufacturing p'rocesBes the part 
which man plays is generally supreme, and by his increased 
knowledge. invention and skilful organisation, he aims con
tinually at combating this niggardliness of natural resources. 
Thus the economic structure of society at any period may be said 
to represent the organised attempt of mankind to overcome the 
tendency to diminishing returns and to substitute therefor a 
tendency to increasing returns. Failure in this attempt means 
the acceptance by society of one of two alternatives: it must 
either voluntarily restrict its own growth or be content with a 
lower standard of living. 



CHAPTER 7 

LABOUR-ITS SUPPLY AND EFFICIENCY 

HITHERTO we have considered in detail only those factors of 
production which are external to man, but the third factor
labour--cannot be considered apart from man himself. J..abour_ 
~he laboureL/!II'A iDse~able i consequently any discussion 
of the problems relating to IiDour must take into account also 
the multitude of factors-physical, mental and moral-which 
enter into the composition of the human being. It is this 
Uncertainty of the human element which makes the section 
of Economics dealing with labour and labour problems at once 
the most difficult and the most fascinating: it is probably true 
to say that it is also the most important. Certainly Economics 
as a science would have little concern with natural resources only: 
its problems are those which arise through the changing of those 
resources by the action of human labour, in order to satisfy 
immediate desires or provide capital for future use. The 
resources of nature, in themselves, are of little service to man; 
their position must be moved and their form changed before 
they can satisfy his ·wants. Hence, even in the most elementary 
forms of production some amount of labour must enter. How
ever lavish nature may be; however rich and extensive her 
resources; however favourable her skies and climatio conditions, 
man will profit but little unless he exerts himself to accommodate 
these things to his desires. Even the plucking of an orange or 
of a banana implies some effort, and as we pass from the prolifio 
bounty of the tropics to the less favoured places of the earth, it 
becomes more obviously true that ma.n shall live only by the 
work of his hands and by the sweat of his brow. 

What is Labour? 
( Labour connotes all human effort, 0/ body or 0/ mind, which 
is dir~cted to the production 0/ wealth. Alternatively, we may 
define labour as all mental or bodily effort which is undergone 
partly or wholly with a view to some good other than the plea
sure derived directly from the work. The second definition is 
that of J evons, and is followed by Marshall. 

Obviously, these definitions exclude exertion, either of body 
or of mind, which is undertaken merely for_~se~_ent_or..Jor 
pleasure; as, for example, an ordinary game ot tennis or of 
chess, a long railway journcy, or a half-mile swim against the 

86 
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tide. Some of these may involve a high degree of effort: as much 
probably as is necessitated by several hours' hard work in the 
making of a useful object. But no exertion is considered by the 
economist as labour unless it results in the creation of wealth in 
a form which may be utilised to satisfy some human want. 

The labour may be of two kinds: it may result in the crea~tion 
~La.materiato~commodity. such as the making of a. shoe or of 
a paIl' of scissors; or it may involve simply the !Elnd~xjnK oLI!! 
service by one person to another in return 1M a reward in money 
or in kind, such as the labour of a domestic servant, or of a doctor 
or lawyer. Economists at one time regarded only the former 
type of labour as productive. The performance of a service was 
considered by them to be unproductive, inasmuch as it did not 
result in the creation of any tangible commodity. Modern 
. economists do not recognise any such distinction, and regard 
the making of commodities and the rendering of services for 
reward as being equally productive. To them the labour of 
transport workers and of commercial agents, of the great army 
of black-coated workers, and of all those-organisers, inventors 
and managers-who supply the brain force of industry, is as 
vital to production as the work of the maker of tools or the 
grower of raw materials and food. This idea is in direct opposi
tion to that of the Physiocrats, who regarded as productive no 
labour except that of the agriculturalist. Production to them 
meant the creation of objects, and not of wealth in its many other 
equally necessary but less tangible forms. 

We have emphasised the . fact that before effort can be 
regarded as productive labour, it must be undertaken in expeclik 
ljon of a reward. This conception rules out numberless tasks 
which involve considerable effort, but which are undertaken 
solely for love of others or for family affection, such as the 
uursing of a sick relative or the teaching of a child by its parents. 
Such effort is not labour in the restricted sense in which we have 
defined it; there lies behind it no economic moti~.e, and it is 
not generally given in the expectation of a reward or in the hope 
that value will accrue to the worker concerned. 

We have stated that we prefer to say that production in 
economics means tho EroductiQ!l~~ather than of ut~ : 
for the same reason, it is preferable to recognise as labour in the 
economio sense all labour which is productive of value, whether 
that value be measured in goods or in the form of a monetary 
reward. Many economists include as labour all effort- which 
results in the creation of utility, but we have shown that utility 
is not necessarily value: many things have great utility but no 
value. Similarly, effort may result in a great addition or creation 
of utility. but it is not labour in an economio sense unless the 
resulting product has a definite value-in-exchange. 

Labour cannot create matter; but it can move and changer 
the form of matter so as to give it economic value. When 
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it discharges this function it is labour in the true economic 
sense. 

Thus the effort of an ordinary club player at tennis produces 
utility in the form of health, strength, enjoyment to the player 
and pleasure to the onlookers; but it is not economic labour. 
It may become so if the player develops into a professional and 
can command wealth in exchange for a display of his skill. 
Again, singing as a form of pleasure in the drawing-room is 
creative of utility and is not labour; but the singing of a street 
beggar or of a professional singer is productive of value, so that 
it is correctly regarded as labour. 

"In conclusion, it must be laid down with the greatest 
emphasis that labour, as an agent of production, must be held 
to include the very highest professional skill of all kinds, as 
well as the labour of unskilled workers and artisans; we must 
include, not only the labour of those engaged in business in tho 
ordinary sense of the term, but that of those employed in educa
tion, in· the fine arts, in literature, in science, in the administra
tion of justice, and in government in all its branches; and wo 
must include also, not only the labour that results in a permanent 
form, but also that which renders services that perish in the 
act ".1 

Sometimes labour may fail in its purposes; its intention may 
have been to create value, but the resulting work or product 
may have neither utility nor value. SucI! labour should be 
regar4~<!._a~_..@"p'ro.d~; in effect, 1tB efforts are wasted. 
This was the case with the labom applied in the early construc
tion of the Panama Canal; the labourers themselves were 
rewarded, but the work fell in and had to be done over aga.in. 

Again, much labour-power is wasted because it is misdirected. 
Workers are frequently employed on jobs for which they are 
quite unsuited. Inadequate supervision results in the encourage
ment of the idle and incompetent while the most efficient workers 
are not properly encouraged. In work involving several pro
cesses, the application of the wrong proportions of labour to the 
several processes may result in considerable loss of time. As we 
shall see later, it is the function of the organiser to eliminate 
such wastage and to secure the maximum efficiency of the labour 
force . 

. The Two Aspects of Labour. 
We' have stated that labour is inseparable from the human 

being, and that, consequently, the two must generally be con
sidered together. Nevertheless, it is sometimes necessary to 
distinguish the labourer from his labour, or the human effort of 
body and mind from its economic result. In the process of 
economic investigation not only have we to classify labourers 

1 Nicholson. Element8 0/ Political Economy, Book I. IL iv. 
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so as to determine what remuneration they should receive, but 
we must also classify labour itself as a function or commodity 
to which the law of value applies. Different classes of labourers 
command different rates of remuneration: the managing foreman 
is paid at a higher rate than the unskilled navvy; the work of 
the manager in controlling a business is a form of skilled labour. 
From the point of view of the production of goods it does not 
matter who performs the functions: the functions of the navvy, 
artisan, foreman and manager are all essential, and are grouped 
together as labour. On the other hand, when we come to con
sider how the product of industry is apportioned or distributed, 
we must differentiate between the clas8es 01 per80ns who have to 
receive payment: we are concerned rather with the grade of 
the workers than with the results of their efforts. 

The two aspects here referred to are sometimes described as 
~ubiecti1l£ and @iective.; the former is concerned with the worker's 
effort and the latter with the economio result. Some eoonomists 
regard the effort of labour as painful or distasteful to man, or 
as involving an element of disutility, and they urge this con
ception in support of the labourer's claim to a larger proportion 
of the product. Although something may be said for the con
tention, it must be recognised that labour carried on under 
healthful conditions is beneficial to man: some amount of labour 
or of exercise in its stead is essential to human well-being. 

Classifyin~ the Labourer. X 

From time to time economists have classified labourers in 
various ways, chiefly according to the functions of each class in' 
the productive machine. 

One of the best known classifications is that of J. S. Mill, as 
follows :-

\;.-(" 1. THE LIBERAL PROFESSIONS, recruited chiefly from the 
sons of the professional and leisured classes; e.g., lawyers 
and doctors. 

2. THE MORE HIGHLY SKllLED MANUAL EMPLOYMENTS, 
filled by the sons of skilled artisans or of the class of trades
men who rank with them; e.g., cutlers and watchmakers. 

3. THE LOWER CLASSES OF SKllLED EMPLOYMENTS, 
recruited chiefly from the sons of artisans in the same grade: 
e.g., wea.vers, bo~makers and cotton operatives. 

4. UNSKILLED LABOURERS, who, with occasional excep
tions, consist of father and son from generation to generation, 
e.g., the casual navvy and the farm labourer. 
Mill maintained that there is a distinct line of demarcation 

between each grade, and that movement from one class to 
another is so difficult as to result in a person tending to remain 
always in the same grade and to bring up his children in it also. 
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This tendency operates even though a better rate of remunera.
tion is obtainable in a higher grade; the sons of those employed 
in one grade tend to be brought up to the same class of work 

I as their fathers. Consequently, he argued, the rate of wages 
in each grade is regulated by the increase in its population, and 
not so much by the increase of population in the country generally. 
There is much general truth in these arguments, but under modern 
conditions class barriers are being broken down, and movement 

, becomes easier with every advance of society. The bricklayer'S 
son becomes a lawyer of repute; not very long ago the appoint
ment was announced of a miner as Lord High Commissioner of 
the Church Assembly of Scotland. 

In discussing Mill's- classification, Marshall l points out the 
present tendency for such hard-and-fast divisions to be removed; 
progress tends to reduce the amount of skill required in some 
occupations and to increase it in others. He therefore suggests 
as preferable two broad divisions, the" hard-handed industries" 
and the" soft-handed industries ", in each of which movement 
is easier than is movement from one to the other. These broad 
divisions may be further subdivided as follows ;-

1. HARD-HANDED INDUSTRIES-
(a) Automatic Manual Lahourers, e.g., the ordinary navvy 

and machine tender. 
(b) Responsible Manual LaiJourers, e.g., a foreman and 

machine operator. 

2. SOFT-HANDED INDUSTRIES-
(a) Automatic Brain Workers, e.g., book-keepers, typists 

and cashiers. 
(b) ResponsibleBrain Workers, e.g., managers, directors and 

superintendents. 

Classifying Labour. 
In classifying labour we are concerned chiefly with the result 

of human effort, both manual and mental. We may adopt the 
following social division of labour; 

1. DmECT LABOUR ON COMMODITIES, meaning work 
which is actually expended on the ultimate product; e.g., 
the labour of a cabinet-maker or of a printer, employed 
respectively on articles of furniture and on publications of 
all kinds. 

2. INDmEcT LABOUR ON COMMODITIES, signifying work 
which is essential to the production of an article, but which 
is not actually expended on the article. The work of the 
sailor who brings grain to Liverpool is not visible in the 
flour made from the grain; but the service is nevertheless 
vital to its production. The result of such labour on the final 

1 Principk8, IV. VI. viii. 
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product is indirect-it is not a.t once obvious; but the work 
of several classes of producers is involved before an article 
can be marketed. These functions may be enumerated as 
follows :-

(a) Producing 0/ Swaiatence, i.e., those efforts which 
are necessary in order that workers employed on com
modities and in other ways may be fed, clothed and 
housed. 

(b) Producing Materials necessary for various indus
tries and manufacturers; e.g., the work necessary to pro
vide sawn timber for the cabinet-maker, paper for the 
printer, and leather for the boot-maker. 

(c) Producing Appliances, including tools, implements, 
machinery, oil rags, office furniture, etc., all of which are 
necessary for production. 

(d) Producing Banking, Exchange and Transport Ser
vices, enabling commodities to be bought and sold, to 
pass from one stage of production to another and to flow 
from producer to consumer. In this group are included 
all members of the tra.ding community,-reta.ilers, whole
salers, merchants and brokers,-all of whom perform 
those commercial services by which the needs of society 
are made articulate. As production is carried on long in 
advance of consumption,. the functions of marketing and 
distributing agents become increasingly important to 
estimate the immediate need and future demands of 
society, to collect and concentrate supplies, to create new 
wants and to ensure that such wants are satisfied. 

(e) Producing Direct Services to Oonsumers, including 
the labour of all officials engaged in the machinery of 
state, and the services of doctors, lawyers and teachers. 

The Factors of Labour Power. 
Possibly the most important question which arises in relation 

to labour as a factor in production is that which concerns its 
rela.tive productiveness under differing conditions or in different 
social groups,-the question of what may be termed the labour 
power of the workers of various nationalities, or their effectiveness 
as productive agencies. It requires little reflection to convince 
us that the productivity of British labour is far greater, per 
capita, than that of Indian or native African labour, for example. 

We are prone to take for granted the statement, so frequently 
repeated, that the la.bour of the British or American workman 
is more productive than that of workmen of other nationalities; 
but the economist must seek to determine why this is so. An I 
analysis of the subject of labour power and productivity shows I 
that it is compounded of two factors: (a) The Efficiency p/ the I 
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i Individual Labourer; and (b) The Organisation ana Direction 0/ 
! the Lahour Force. 

The former is a purely personal matter: it concerns the 
labourer's ability and skill, and the conditions under which his 
work is done. The second factor is broader. It relates to the 
way in which the labour force engaged in anyone branch of pro
duction is organised and managed: the better the organisation 
and the more skilful the management, the larger the output 
both of the individual and of the labour force as a whole. As 
will be explained later, improved organisation itself results in 
the greater efficiency of the individual labourer; but under the 
first heading will be considered only those personal factors which 
influence. productiveness. 

The Efficiency of the Labourer. 
Most of us are familiar with the statement that the British 

workman is the best in the world; and few would dispute the 
statement that an English weaver, for example, can turn out a. 
larger quantity and a better quality of material than an Indian 
native weaver working for the same time, under similar conditions, 
and with the same materials. We know, too, that in the office, 
factory or workshop in which we are employed, there are notice
able differences between the working capacity and output of 
clerks and workmen similarly occupied. If asked for an explana
tion, we should probably reply that one works harder than the 
other; but there are many other reasons which may account 
for the differences to which we have referred. Can we say that 
the average worker of to-day works harder than his forefathers 
did a century ago ~ Obviously not; yet the average contribu
tion of a present-day worker to production is far more effective 
and brings a much greater net product than did the contribution 
of a labourer working one hundred years ago. Among the many 
diverse factors which affect the productiveness or efficiency of 
the worker, those dealt with below are of chief importance. 
v PECULIARITIES OF RACIAL STOCK AND BREEDING.-Britain 
an<CNorwayllaVe long been fameillor lui"courage "and skill of 
their sailors, Switzerland for her handicraft workers in metal 
and wood, Italy for her artists and sculptors. America. leads 
to-day as the home of scientific management and skilled adver
tising. Districts as well as countries become renowned for 
peculiar skill and artistry; Sheffield cutlers are as famous as are 

I
the sword-makers of Toledo or the lace-makers of Valenciennes. 
As between the nations, the infinite differences are traceable to 
racial characteristics: to differing degrees of general health and 
strength, to variations in the ability to sustain prolonged exer
tion, and to differences in intelligence and skill.. The average 
British workman is stronger and healthier than the Italian of the 
South; but the latter has generally greater artistic ability and 
a finer perception of beauty. 
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Great variations in productiveness exist also as between the) 
workers of different countries engaged in the same trade. This 
is well illustrated by the conclusions set forth in a 1908 report 
on Indian Factory La.bour.1 The Report showed that neither 
wages alone nor hours alone can form a basis for comparing . 
British and Indian labour cost. The Indian factory operative is 
comparatively uneducated and unskilled at his work, he is deficient 
in application and is fond of change, preferring to wander from 
mill to mill rather than to remain settled; he works leisurely 
throughout and takes intervals of rest. whenever he feels dis
inolined for further exertion; he is wasteful and careless in his 
methods, with the result that machinery is frequently damaged 
through want of cleanliness and proper care, and, furthermore, 
he has no desire to improve his output or to enhance his skill. 

As between crafts and districts, the differences in productive
ness are traceable rather to inherited skill and application, and 
to the upbringing of children in the Ii atmosphere" of the craft, 
which is carried on by father and son successively through many 
generations. Much of this ability is natural; some of it is 
acquired from example and familiarity with its object. Un
doubtedly family pride in a trll.@ is a.lso a strong inducement to 
efficiency. --The author recently interviewed a master clock
maker, whose business in London had been carried on by father 
a.nd son for 150 years. In almost dilapidated surroundings work 
of the most exquisite kind was being produced with infinite pride 
and application: unquestionably the family tradition was being 
well maintained. . 

GENERAL INTELLIGENCE;-This factor is frequently a raciru 
cha~cteristi<b The intelligence of the average European is 
keener and broader than that of the average African, while the 
American worker is probably second to none in this respect. 
The degree of intelligence is a vital influence in determining 
efficiency: one man may difIe:t completely even from his own 
brother in olearness of thought, speed of action, breadth of per
ception, accuracy of judgment and strength of memory. Whereas 
one worker cannot be entrusted to perform the simplest operation 
without supervision, another may be capable of personally carry
ing through the ~ost intricate process of production, or of con
trolling with success a machine of the greatest complexity and 
liability to damage. Such intelligence may be inherent orl 
acquired, but most frequently is due to natural gifts. It becomes 
more widespread and pronounced with the advancement and 
progressive civilisation of a community, and also as we pass 
from the purely extractive industries to those highly skilled and 
specialised oocupations in whioh the finest and most delicate 
scientifio instruments are made. 

CLIMATE AND PHYSICAL CONDITION~-Closely related to 
raoi8J. chara.cteristics and general intelligence are the climatic 

1 India" FackYry Labour Commi8.tiaA. 1908. (Cd. 4,292.) 
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-and physical conditions under which work is done. It may 
fairly be argued that these influences are included under the 
first heading, for racial peculiarities are largely the result of 
climate and physical conditions. Temperate weather and cold 
winters are conducive to hard work, which is also necessary where 
such conditions prevail because nature's resources of readily 
available food are not abundant. Conversely, tropical heat 
makes sustained labour wellnigh impossible, while its accom
panying abundance of natural food makes human effort almost 
unnecessary. Britain and Norway owe their hardy seamen to a 
rigorous climate and a well-indented seaboard. Italy owes her 
renowned northern agriculturalists to the natural fertility of the 
soil and the favourable climate of the Po valley. 

o GENERAL, TECHNICAL AND COMMERCIAL EDUCATION.-The 
effiCiency of the worker naturally increases with the extent of 
his knowledge, particularly of his own branch of industry or 
commerce. Technical and commercial knowledge enable the 
workman to perform his duties intelligently and with a. full 
appreciation of his contribution to the final product. General 
knowledge enlarges his conception of man and of matter, and 
adds to his general efficiency by broadening his outlook. The 
age of the successful business man-unable to write his name ha..~ 
given place to that of the business specialist and technical expert. 

MORAL QUALITIES AND SOCIAL CONDITIONS.-A worker's 
efficiency increases with his cheerfulness; hopefulness, honesty 
and sobriety, and these depend essentially on his sell-respect 
and on his social ambition. The free worker with a prospect 
of promotion has always an incentive to work harder and better: 
the slave has little inducement to do other than" please the 
eye" of his master; he requires constant supervision and is 
always inefficient. A factor of ever-increasing importance under 
modern conditions is the confident expectation of reward and the 
knowledge that it can be enjoyed in security when finally obtained. 
Discontent and dissatisfaction are most fruitful causes of bad 
workmanship and of that constant friction between employer 
and employed which reacts so seriously upon efficiency. 

QUALITY AND AMOUNT OF FOOD, CLoTHING AND SHELTER.
Good work cannot be expected of labourers who are badly fed, 
insufficiently clothed and poorly sheltered. The American 
workman is better fed and clothed than the workman of any 
other nation; this fact alone is sufficient to account for his 
eminent capacity and productivity. Generally speaking, efficiency 
increases with greater variety in food and other necessaries, but 
although the worker requires sufficient food to satisfy his needs, 
there is a limit beyond which extra food tends to reduce efficiency. 
The manual labourer requires more food than the sedentary 
worker, but in both cases an overabundant supply does quite as 
much harm as an insufficiency of that nourishment required to 
maintain health and strength. The adequate supply of such 
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necessaries is, of course, a factor of the greatest importance in 
developing such moral qualities as cheerfulness and hopefulness, 
already mentioned. No national problem is of greater imPOrt-· 
ance as affeoting the future than that whioh concerns the feeding, 
clothing a.nd housing of the labouring population; hence the 
present significance of the next factor, that of the real value of. 
the wage received. 

THE REAL REMUNERATION OF THE EMPLOYMENT.-This 
depends on the purchasing power of the wages earned, which 
varies with the general level of prices. AS a rule the worker 
benefits from each mcrease in his real wages, for he can afford 
a greater variety of food, clothing and amusement, all of which 
add to his efficiency as a productive unit. Changes in real wages 
may be due to actual increases or decreases of pay, or to move
ments in the purchasing power of the money received. If prices 
rise and wages remain the same, the wages buy less: workers 
then become discontented, and discontent brings inefficiency. 
(See also P08t, Chapter 18.) 

Necessarily a great deal depends on how wages are spent: 
this consideration comes under the heading of the moral qualities 
already discussed. The sober and industrious workman is more 
effioient and derives greater benefit from each addition to his 
wages than the worker who spends his earnings on drink or 
gambling. 
/. GENERAL WORKING CONDITION.s.-Long experience has proved 
beyond doubt that workmen are benefited immeasurably in 
general health and in productive capacity by the improved 
lighting, heating, ventilation and sanitation of factories and 
workshops. The confinement of human beings in badly venti
lated rooms inevitably causes a loss of vigour, mental and muscu
lar, whilst such conditions are without equal for the preservation 
and communication of the germs of disease and of ill-health, with 
their detrimental influence on production generally. Recent 
investigations, too, have proved that the productivity of labour 
is increased by the elimination of excessive noise in workshops, 
and even by ensuring that factories are painted in soothing, 
bright colours instead of in colours which are cold, cheerless and 
irritating. 

I' THE NUMBER OF HOURS WORKED.-SimiIar evil effects follow 
too great an increase in the number of hours during which the 
worker is employed. No man can permanently sustain long 
hours of hard work; some period of relaxation is essential if 
breakdown is to be avoided. Again and again it has been proved 
that a reduction of the hours worked, up to a point, results in 
an increase in efficiency, inasmuch as the labourer has greater 
opportunity for beneficial recreation and amusement. For this 
reason it is maintained that a short working day does not neces
sarily diminish output: the greater effioienoy due to the shorter 
working period reduces industrial jatigu&-Qne of the greatest 
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causes of diminished output--and more than counterbalances 
any dinrinution in production which might be expected to result 
from the working of shorter hours. Such increase of effi<Ik~ 
is, of course, more likely to be achieved in heavy manual work 
than in purely automatic work where the influence of machinery 
predominates. 

DISTRIBUTION OF THE WORKING TIME.-Apart from the 
question of the number of hours worked, recent psychological 
investigations have shown that the distribution (if the working 
time has a most important bearing upon the efficiency of the 
worker. This is particularly the case in monotonous occupa
tions, where it has been found that the judicious introdu~tion of 
"}!lst-pauses " leads to greater contentment among the worker; 

, and to a net increase in the productivity of labour.1 
: THE ORGANISATION OF LABOUR, involving the allocation to 

the labourer of the tasks for which he is best fitted, and the 
management and co-ordination of a group of labourers to the 
best advantage. This aspect will be considered in detail in the 
following chapter. 

The Advantages of Efficient Labour. 
Obviously an intelligent labourer is of greatest advantage to 

an employer because: (a) he takes a shorter time to learn his 
work or duties; (b) he can act with little or no supervision, 
and may be relied upon to perform his allotted task accord
ing to instructions and with discretion; (c) he is less wasteful of 
materials; (d) he can be entrusted with delicate machinery, and 
readily learns how to use and supervise it; (e) he applies his 
abilities and strength to the best advantage; (f) he is naturally 
watchful for improved processes and methods; (g) he is alive 
to the fact that his progress depends on his efficiency; and 
(h) there is an increase of output at less cost, the train I'd illtelli-
~~I!.t~~~~a.n 1~rovingchea'pe~t in th~ !9~g!lln. -

The Mobility and Immobility of Labour. 
By the mobility of labour is meant its ~ility _and_ willingneRs 

to movJ'- from one trade or occupation to another. Of all the 
agents of production, ~bour isPc:>~sibly. the most immobilc, 
inasmuch as the worker changes-Dis prace of employment, and 
particularly his kind of employment, only with difficulty. Labour 
is part of the labourer; and many personal factors tend to 
prevent a labourer from moving although it is in the best interests 
of the product--Iabour-which he has to sell, that he should move. 
Among such factors are patriotism, national and family ties, 
religiol,ls principles, apathy, ignorance,. affection for one locality 
and objection to another, or appreciation of life in the country 

1 Seethe Sixth Annual Report of the Industrial Fatigue Research Board. 192.5. 
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as opposed to dislike of life in the town. All these affect princi
pally the worker's geographical Mobility, or his movement from 
place to place. Factors such as faUliIy pride in a. craft, apathy 
and absence of ambition and fear of the future, may affect the 
Vertical Mobility of labour, i.e., its movement from one grade 
of occupation into a lower or a higher grade, either in the same 
or in a different industry. An example is the movement of a. 
joiner to become a. cabinet-maker, or of a miner to become a. 
colliery accountant. The other type of mobility, i.e., ,Horizontal 
M obililJb. from one grade in one trade to the same grade manotner,~ 
lsiiot so much affected by personal factors, and in certain occupa.
tions there is a widespread and continuous movement of this 
kind. Bricklayers and plasterers, for instance, will work on 
any building within reach of home and family, while mill hands 
or clerks move fairly easily from one firm to another. This' 
mobility is, of course, lessened if technical or trade knowledge 
is required in addition to the mere knowledge of duties. For 
example, it might appear that a cotton spinner could easily 
become a woollen spinner, but this is not the case in practice, 
as both are highly specialised occupations. On the other hand 
a watchmaker can, without great difficulty, become a. maker of 
scientifio instruments. 

By an increase of this horizontal mobility and of the geo-' 
graphical mobility of labour, its supply is better adjusted to i 
the demand for it j workers are thus employe~ in those areas 
and distriots where work is available, and unemployment is 
acoordingly minimised. Employment exchanges aim at accom
plishing this distribution by assi'!ting the movement of labour. 
When, however, labour cannot find employment and is incapable 
of vertical mobility, either in an upward or downward direction, 
there is a likelihood of extended unemployment 

Very pronounced cases of this kind were in evidence after the 
Great War. In the neighbourhood of the great munition factories 
many thousands of workers had become specialised in that form 
of production, and on the cessation of work were left out of 
employment for long periods. In such cases vertical mobility 
was difficult and often impossible j horizontal mobility was out 
of the question, and geographical mobility was attended in many 
cases by the difficulty and hardship of transferring homes and 
families, and of obtaining housing accommodation in new areas. 



CHAPTER 8 

THE ORGANISATION OF LABOUR 

~o~~nis.atioIl--. of labow.: is strictly a branch of the wider 
subject of tlie Or~rusatiol! of ~ndustry as a whole, to which we 
have referred as emg the wUrth factor in the production of 
wealth under modern conditions. Nevertheless, many special 
problems arise and have to be considered in connection with the 
organisation of labour, which in itself exercises a profound influ
ence on the efficiency of the individual labourer. We propose 
therefore to devote the present chapter to this important branch 
of our subject, and to consider herein the organisation of man's 
efforts for production, as they are affected by the Division of 
Labour, by the specialisation of processes and functions, and 
by the introduction and use of machinery. 

THE DIVISION OF LABOUR 
In the elemental or primitive stage, each man labours to 

satisfy his own desires; as we have already pointed out, there 
I is at first little in the way of the exchange of goods of one kind 

for those of another. Gradually, however, man discovers that 
such an exchange of his surpl~ commodities for the surplus 
commodities of other men enables him to vary his food and 
possessions and to obtain greater enjoyment out of life. 

A further stage is reached when an individual entirely gives 
up the endeavour to satisfy his personal wants for a certain 
commodity, and comes to rely on his neighbours for supplies of 
fish, for instance, or for fodder for his horses or oxen. In turn 
he must apply himself to the production of something required 
by his neighbours, which they will accept in exchange for the 
fish or fodder. He may possibly decide to produce meat or 
fruit, and in specialising in the production of such commodities 
he obtains better returns for his efforts both in quantity and 
quality. 

At a still later stage in evolution, we find the potter, black
smith, weaver, and other craftsmen devoting the whole of their 
time and effort to their own trade; relying on other craftsmen 

! for the hundred and one necessaries of their existence. At 
°lfirst, exchanges are made of goods for goods; a h'at for a pair of 
isandals, a pitcher for an iron fork. Later, forms of money 
intervene, and make exchanges more simple and mutual satis
faction much more easily obtainable. At first, too, only such 

98 
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things are produced as can be disposed of without difficulty; 
goods ar,e made only in small quantities, because it is not known 
with certainty that they can be exchanged. But later, the 
craftsman works in the knowledge that his goods will sell. He 
labours to-day in anticipation of the demand of the morrow, 
relying on a demand from his fellows just as he knows they 
rely upon him to buy. 

The arrangement to which we have referred is j!-.Jl elementary' 
~ED- of Division. at Labour, or of the specialisation of functions, 
each man producing what he can make best and what he can 
sell best. Industry is divided into. particular callings: such as, 
those of the weaver, bootmaker and smith. The next step is the 
co-operation of a number of similar craftsmen under the direction 
of a master-craftsman or "boss". The individual workers no 
longer labour for themselves ;-uley are paid a wage either in kind 
or in money, and the sale or exchange of the product is the concern 
of no one but the master. Such was the " dQmestiCl~' system 
of ,industf,l': which prevailed in this country before the Industrial 
Revolution at the end of the eighteenth century. Under these 
conditions, there is little need for organisation other than the 
supplying of the necessary material to the workers and the sale 
or exchange of the product. Each worker turns out a complete 1 

article from the raw material, receiving in return for his work a 
regular payment, and being relieved of the trouble of obtaining 
the material, and of finding a market for the product. 

But before long, yet another division is made. It is found 
that it is to the advantage of the master-craftsman (and eventu
ally of the workers) if each man concentrates on one process or 
stage of the production of the article. Instead of cloth being 
made entirely by one man from the raw wool, the spinning, 
weaving, and dyeing are done by separate workers, each of whom 
thus becomes specially skilled in his own branch. We have 
reached a. stage in the Division of Labour which is well termed 
t;9=oP!l.I!di!m; the division of each industry into complete pro-! 
cesses or stages, the production of the final product being made: 
possible by the co-operation of various workmen concentratingi 
on respective parts or processes. The work of the master-; 
craftsman is naturally increased under such circumstances; he \ 
must not only provide the materials and the sales Drganisation 
but must arrange also for the workmen at each sta~ to be 
kept fully employed. The weaver cannot profitably be kept 
waiting for yam, or the dyer for woven cloth. The efforts of 
all must be co-ordinated and arranged to the best advantage. 

As jn~ustry. d(l,vetoP§l.J-,!!O _ does t~!!pec~~!sa.~~n _~~nd ; 
complete processes are diVl(fed up into part-processes, and the 
worker applies himself to a. continually decreasing part of the 
whole production of the final article. 

Coal is now used to produce steam, which displaces water 
and wind as sources of power. Hand-power gives way rapidl:r . 
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to the machine, which is more speedy, accurate and capable 
, than man can ever be. The master-craftsman passes away. 
,The functions of labour and of management become quite dis
I tinct. No longer does the master know and understand every 
detail of the work; no longer has the worker anything to do 
with the final form and disposition of the product. The organisa
tion of industry becomes increasingly complex, and develops, as 
we shall see later, into an important and essentially separate 
branch of production. 

This specialisation is accompanied by another tendency, 
that of the localisation of particular industries and callings in 

i certain districts. At first, the spinning and weaving of wool, 
for example, may be carried on by the individual craftsman 
near the source of his raw material-in Yorkshire, around the 
moors and Pennines. When the factory of associated weavers 
springs up, it also remains near the raw material, the water 
power of the rivers, and later the power supplied by the coal
fields. Climatic, geographical and geological conditions frequently 
favour development and prevent the migration which might 
otherwise take place. As the industry divides, the various -
divisions remain close to one another: the spinning mill near 
the weaving sheds, and the dyeing houses at no great distance. 
It is advantageous for any new firm to settle in such surroundings, 
for all necessary resources are already available, adapted to the 

'requirements of the industry, and specialised labour, with the 
skill of generations behind it, is to be found in the locality. 

For the reason that labour thus becomes indigElnous to par
ticular areas, the localisation of industry is frequently described 
as the r.~rj,torig,L!2i.'lJf8iqn,qL La1JJffiI. 

Thus as society progresses, division of labour involves not 
only the division of processes and the specialisation of functions, 
but also the combination and organisation of various kinds of 

, workers, and of various processes in an industry. From its 
narrow meaning of the separation of employments or of crafts, it 
is extended to its widest sense of specialisation, localisation and 
co-operation in industry, with the 'necessary intervention of 
exchange'in all its forms, and the necessary specialisation of 

.1 capital under countless designations. With every extension of 
the division of labour the importance of capital becomes con
stantly more marked. Greater outlay is required for tools and 
machines, more labour becomes necessary for upkeep and repair 
work, while the functions of marketing and distributing demand 
separate organisations from those which are concerned in the 
making, mining or growing of the product. 

The Forms of Division of Labour Summarised. 
The foregoing survey should enable the reader to grasp more 

readily the following summary of the stages in the development 
of the Division of Labour. 
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1. THE DIVISION INTO CALLINGS, as where each crafts
man applies himself to a trade or craft, making a finished 
article from the raw material, and working independently 
as his own master. 

2. THE DIVISION INTO lNDUST~S.-This may be regarded 
as a further extension of (1), where the craftsman still turns 
out a finished article, but works in combination with other 
similar workers under a master, who provides materials 
and does the selling. The craft becomes more identified as 
an industry; the home product is displaced by a factory 
article, but one worker still does the whole job. 

Gradually the division into industries assumes the modern 
form shown on pages 63 and 64. 

3. THE DIVISION INTO COMl'LETE PROCESSES.-The pin is 
no longer made by one man; the wire is cut, the point made, 
the head is fashioned and attached, the whole is polished
all by different workers, each of whom is responsible fOI 
and efficient in his own special branch. The textile industry 
is divided into the separate but complete processes of spin
ning, weaving, dyeing, etc. No longer does one man perform 
the whole of the work involved in producing a pin or a coat. 

4. THE DIVISION INTO INCOMPLETE PROCESSES.-Each 
worker is now responsible for a. still smaller contribution to 
the final product: with tM introduction of machinery, his 
share continually decreases and becomes constantly more 
specialised and more efficient. The number of separate 
processes extends, and what were formerly processes in 
production become in themselves separate industries with 
their own numerous sub-divisions j e.g., spinning and 
weaving are specialised and form separate industries in the 
production of cotton and wool, each with a. multitude of 
forms, fashions, designs and processes; the woollen industry 
is divided into "woollen" and "worsted II sections, and 
so on. 

5. THE TERRITORIAL DIVISION OF LABOUR, OR THE 
LOOALISATION OF INDUSTRY.-We have seen that labour in 
some districts becomes specialised to certain industries 
which have become localised there on account of geographical, 
geological, climatio or political reasons. Frequently, this 
specialisation applies to different parts of the same district. 
Lancashire, the home of the cotton industry, is the famous 
example. For generations its inhabitants have grown up 
with the cotton mills j the whole environment has developed 
faotory hands of the highest skill and efficiency .. ~a.rious 
conditions have contributed to the further speCialisation 
of spinning in certain South Lancashire towns, such as 
Oldham and Bolton, and of weaving in the northern towns, 
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such as Blackburn and Burnley. The division is carried 
even further, and with every stage, labour has become more 
closely adapted to the demands made upon it. 

In the past, political causes have often led to this con-. 
centration of groups of skilled workers in cert.ain areas; as 
for example, the Flemish and Huguenot artisans who settled 
in East Anglia and Yorkshire. This matter will be referred 
to in a later chapter. 

I Simple and Complex Division of Labour. 
Division of labour is described as 8imple when two or more 

men, working in the same way, co-operate to perform a single 
task, too extensive, difficult or burdensome to be carried out 
effectively by one man alone; such as mowing or ploughing a 
field, lifting heavy goods, and hoisting sail on a ship. The 
division is described as complex when each man or group of men 
undertakes a specialised function which is contributory only to 
the final result; in other words, when several persons or groups 
unite to produce some result by each undertaking some con
tributory part; e.g., the complex division of the cotton industry 
already described, where one man spins and another weaves. 

The Use of Machinery. 
. The use of machinery has extended r'th every development 
in the arts and processes of production. In the early stages of 
industry the tools and appliances were of the most elementary 
kind, but always man sought for implements which would increase 
his output, relieve him of heavy work, and assist him to obtain 
finer and more accurate results. The utilisation of steam power 
resulted in an enormous advance; the harnessing of electric 
energy was no less importantj Inventive skill has placed at the 
disposal of the producer machines of the most amazing com
plexity and intricacy, of the greatest delicacy of touch, of enor
mous strength and power, and of an endless variety of design 
and usefulness. 

It is worthy of notice, however, that while the sub-division 
of labour and the specialisation of machinery is constantly in
creasing, many of the lines of division between different trades 
lare becoming narrower and less difficult to be passed, i.e., in 
\some cases there is an interconverh'bility 0/ indU8tries. In illus
. tration of this "Marshall cites the case of a watch factory in which 
most of the machines used differ very little in general character 
from those used in any other of the lighter metal trades. In the 
event of a diminished demand for the products of the watch
making industry, most. of the operatives would find machines 
in other metal trades very similar to those with which they were 
already familiar; hence a watch factory with those who work 
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in it could be converted into, say, a sewing-machine or gun
making factory without overwhelming loss. 

Each additional application of machinery has necessitated 
the further specialisation of the functions of labour; on the other 
hand, the extension of the. division. of labour has frequently 
necessitated and generally resulted in the creation of new types 
of machine capable of dealing with a particular process or of 
perfecting some part of the product. Thus the use of machinery' 
is sometimes an effect and at other times a cause of the division 
of labour, but it has some important general results on labour as, 
a. whole. We may consider these respectively under the advan
tages and disadvantages of the use of machinery in production, 
noting that some of the former constitute also the general ad
vantages of the division of labour (see page 107) as it is to-day 
conceived in its widest sense. 

The Advantages of the Use of Machinery. 
Generally, the use of improved tools and machinery eliminates 

much waste of energy, assures a more perfect and satisfactory 
product, and enables the labourer to employ his ability and 
strength to the best advantage. Machinery enables man to 
overcome such physical limitations as those of time, distance, 
and gravity j yet whilst they enable him to increase his inde
pendence of nature, they tend nevertheless to make him more 
reliant upon his fellows; and consequently bound to them more 
closely by ties of solidarity and mutual dependence. More 
particularly, the advantages of machinery are that:-

1. MAN's POWER AND COMMAND OVER NATURE ARE 
INOREA.SED.-No human effort can achieve the same results 
as the floating dock, the mammoth crane, or the steam 
hammer. The Suez Canal, like the Pyramids of old, could 
have been constructed by the manual toil of a. myriad men; 
but the time and methods involved would have been quite 
unsuited to modern conditions. 

2. MAN IS RELIEVED OJ' DRUDGERY AND MONOTONY.
)Iany processes of production are monotonous in the extreme, 
whilst others are of such a. heavy and objectionable nature as 
to shorten the lives of the workers engaged in them. Machinery 
does much to eliminate these features of industry, e.g., the 
planing machine has eliminated the wearying toil of smooth
ing boards with a hand plane j a prin~g mac~e now 
prints and folds our newspapers, the folding of which once 
constituted a most monotonous form of hand labour. 

3. THE CoNSTRUCTION AND CARE OJ' lliCHINERY DEVELOl'S 
ABILITY AND J'ACILITATES MOBILITY OJ' LABoUR.-It goes 
without • saying that the construction of a delicate machine 
and the handling of a fine instrument are in themselves 
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co.nducive to. keener perceptio.n and greater intelligence. 
The same is true in greater o.r less degree in regard to. all fo.rms 
o.f machinery: the agricultural labo.urer who. has beco.me 
accusto.med to. the co.ntro.I o.f a mo.to.r plo.ugh and perhaps a 
small o.il engine, is generally quicker-witted than he who. has 
to.iled always with fo.rk and spade, hand-plo.ugh and harro.w. 
Machinery makes man mechanically inclined; experience 
with o.ne type assists the . wo.rker to. grasp the co.ntro.I o.f 
ano.ther, and thus to. mo.ve mo.re easily fro.m trade to. trade 

: than Wo.uld o.therwise be the case. This increase in the 
mo.bility o.f labo.ur tends to. reduce unemplo.yment amo.ng 

I machine tenders o.f all grades. 
4. MACHINERY IS FASTER, MORE ACCURATE AND MORE 

REGULA.R.-It requires little imaginatio.n to. appreciate the 
disparity between the o.utput o.f a hand-printing press 
wo.rked in co.njunctio.n with manual fo.lders, and that o.f a 
present-day newspaper press, capable o.f printing, fo.lding 
and Co.unting 80,000 sixteen-page papers in o.ne ho.ur o.f 
running speed. The hand o.f man canno.t wo.rk as rapidly 
as a steam riveter, o.r even his eye fo.IIo.W its blo.ws, delivercd 
with amazing speed and wo.nderful precisio.n. Innumerable 
similar examples might be quo.ted. 

5. OUTPUT IS INCREASED AT A LOWER COST.-At o.ne time, 
nails were fashio.ned by hammer and hand fro.m sho.rt lengths 
o.f iro.n, and naturally, they were co.mparatively expensive. 
To.-day a simple machine feeds itself with wire fro.m a sPo.o.I, 
and delivers the nail complete with head and Po.int, ready 
fo.r immediate use, at an asto.nishing rate and with a minimum 
o.f tro.uble. One o.perato.r may quite easily co.ntro.I as many 
as twenty o.f such machines, turning o.ut nails o.f every variety 
and size. To.-day we regard as co.mmo.nplace the carrying 
of a to.n o.f go.o.ds at the cost o.f a penny a mile, o.r the printing 
of a large newspaper and its distributio.n for sale at one 
penny per Co.Py. There is also. a. great saving in o.utlay o.n 
to.o.ls: a. wo.rker requires fewer to.o.ls fo.r a specialised jo.b 
than if he do.es several different jo.bs. Machinery and to.o.ls, 
being in co.nstant use, give a better return o.n the capital 
they represent. 

6. STANDARDISED PRODUCTION IS MADE POSSIBLE.-Thc 
pro.ductio.n o.f the much maligned but remarkably efficient 
Fo.rd car at such a Io.W price is made Po.ssible so.lely by the 
use o.f machinery, which by its speed and accuracy enables 
the manufacturers to emplo.y mass-pro.ductio.n metho.ds, and 
to. turn o.ut vast quantities o.f parts, all o.f which are accurate 
to. a degree and easily interchangeable. A skilled wo.rker 
can, o.f co.urse, turn o.ut products o.f quite remarkable 
accuracy o.f measurement; but, generally speaking, no. two. 
parts made by hand. Wo.uld be sufficiently identical as to he 
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interchangeable at a moment's notice. The advantages of 
~uch standardisation are incalculable, an axle or wheel to 
fit any Ford car canbe obtained almost anywhere at a cheap 
and fixed price. Machinery also makes possible the sJ!J/IIil:!!!!4-
i8at~~ 01 J.nethQfJ, whereby one establishment may specialise 
in a. great variety of related products (e.g., pressed metal 
ware), which involve similar, if not identical processes. 

, ''The Disadvantages of the Use of Machinery. 
It is only to be expected that the tremendous change wrought 

in production by the introduction and the extension of machinery 
should be accompanied by objectionable features, and although 
these are more than offset by the advantages, they are sufficiently 
important to demand attention. In some cases, the introduction 
of machinery has caused so much hardship and dissatisfaction 
among workers as to have resulted in widespread revolts of the 
working class. Some classes have undoubtedly suffered severely,' 
but the life of the working class as a whole has been considerably 
brightened by the great increase in production and the vast 
variety of products which have followed the introduction ofi 
machinery, in which term we must of course include the rail
way and the steamship, as well as the printing press and the 
power-loom. Among the chief disadvantages are those dealt 
with below. 

MACHINERY CAUSES HARDSHIl' BY DISl'LACING LABOUR.
A motor plough, tended by two men, can do in one day the work 
previously done by ten men working with hand-ploughs. In 
English fields during the war, motor ploughs were used because 
of the dearth of man power: their advantages have heen 
recognised and their use is extending. Consequently, many 
agricultural labourers have been displaced and thrown out 01 
employment. The hardship is evident, for they a.re fitted neitheI 
by training nor inclination for other work, even if it were available, 
The story of progress has been the same for nearly two centuries: 
the loom has displaced the hand weaver, the steamship has 
ousted the sailing vessel, and the motor taxi has driven from oUI 
streets the horse-drawn cab. Can we wonder at such conditions 
when we learn that a single horse-power developed from about 
three pounds of coal costing less than one penny, can perform 
the work of twenty men ! 

In most cases, the labour displaced is absorbed elsewhere in 
the ever-growing maw of industry, but the process is not always 
easy a.nd at best is slow, the younger generation faring bettel 
than the older men, to whom change comes hard. This absorp. 
tion is made possible because, first, the production of new 
ma.chinery in itself finds work for more labourers, althougb 
probably not to such an extent a.s to absorb a.ll those displaced, 
because the invention and construction of every new ma.chine 
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makes more simple and easy the production of a new or improved 
type. Secondly, the use of machinery has resulted in the pro
duction of more goods, and of a greater variety of goods, at less 
cost. The cheapening of many articles leaves buyers more to 
spend on other things. Thus demand has constantly extended 
and markets have continually expanded, with a consequent 
necessity in the long run for the employment of extra labour in 
production. 

Machinery has made possible the vast extension in quick 
travel, the widespread use of books and newspapers, the utilisa.
tion of such time-saving devices as typewriters and sewing
_machines. All such articles require labour, and constantly 
increasing labour, for their production, sale and distribution. 

Apart from the question of employment, the worker benefits 
also as a consumer of articles, such as clothes and kitchen utensils, 
which are produced by machinery at much lower prices than were 
previously possible. 

HANDICRAFT WORKERS ARE REDUCED TO SEMI-SKILLED 
MACHINE TENDERs.-The machine-made watch and clock have 
almost displaced the pride-wrought productions of the skilled 
watch and clockmaker. Machine-made lace has long displaced 
the delightful handiwork of skilled and painstaking fingers. 
Only a few centres and a very few firms have made such a 
reputation for craftsmanship as to be able to compete with the 
modern product, which satisfies ninety-nine per cent. of those 

(
who come to buy. As a rule a craftsman cannot, therefore, 
afford to train his son to follow in his steps; the lad (and 
~lfrequentlY the father himself) is forced by the pressure of com
petition to enter the factory, where his energies are applied in 

!tending machines, and where his abilities are assessed, not 
i a.ccording to the beauty of the product, but rather according to 
the amount of work which he gets out of the machine, according 
to the care with which he feeds and oils it, and to the quickness 
jwith which he detects a warning note in its steady hum. 

The results are wider than this. The number of master
craftsmen is necessarily reduced, and there is a consequent loss 
of moral independence and of self-reliance. The machine tender 
is but one of many, capable of being replaced almost at a 
moment's notice; and his product carries with it no mark of 
the skill of a craftsman or of the painstaking labour of a man in 
love with his work. 
I MACHINE WORK IS NOT ALWAYS AS SUFERIOR AND ARTISTIC 
lAS HAND-WORK.-We all know that the quart milk-can made 
by the local tinsmith wears longer and is far superior to the 
a.verage machine-made product, purchasable at the bazaar. 
Speaking generally, the machine cannot give that care and 
attention which distinguishes personal work, and many people 
will still travel far in search of the hand-made article and pay a 
high price for it. It seems, however, that under modern con-
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ditions, the preference is fast losing ground; with an ever
increasing variety of objects on which to expend his money, 
man becomes more content with a reasonably-made machine 
product which fulfils its purpose and sells at a low price. Only 
to the more wealthy classes and to the artistically inclined do 
the hand-made articles nowadays appeal. 

There is, however, another aspect. Machinery to-day has 
reached an almost inconceivable state of delicacy of touch and 
perfection of execution; it is capable of minute work to a degree 
which man can never equal, whilst it can perform work on heavy 
articles quite beyond human power. Only in a very few 
branches of production can hand-work be said to excel; in such 
luxury trades as those of gem-setting, expensive lace-making, 
dress-designing and hand-painted work, which still require the 
individuality of the craftsman. In many of the cases in which 
the machine product is inferior, man is to blame rather than the 
instrument, which is employed to produce a cheap article on a 
vast scale. Machinery in such circumstances may be said to be 
abused rather than used; it is worked to its full capacity to 
supply any kind of article so long as it is an article of the kind 
desired. The lasting qualities and usefulness of the products 
are a secondary consideration. . For example, some machine
made toys will break with the least handling, or a cheap clock 
will go perhaps for a few weeks, and then stop for ever. 

Advantages of the Division of Labour. 
The division of labour is so closely related to tb.e employment 

of machinery in production, that its effects on industry have been 
necessarily referred to throughout the foregoing paragraphs. 
The general beneficial results of division of labour may be 
summarised a9 follows :-

A. ON PRODUCTION AS A WHOLE: 

v 1. The. Incre.a.se. 01 Output at Less Ooat per Unit, such cost 
implying expense. of production as well as the 8acrifice involved 
in human effort . 

./ 2. The. Extension 01 the U8e. 01 Machinery, with its atten
dant effects both in increasing production and in making it 
more economical. 

~ 3. The. Making 01 a Superior Product, in many cases. 
Each part is the work of a specialist. 

~ 4. The Extension in the. Demand lor and U8e 01 Oapital in 
all its forms, and 01 Organ~ing Ability and Invention in all 
its phases. 

5. The. Extension and Diversity 01 Occupaliona.-New 
inventions and new machines tend to provide additional 
employment. Unemployment is thus lessened and. the 
mobility of labour assisted. Women, children and partially 
disabled men can be employed on less onerous tasks, and 
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production as a. whole benefits because each man can be 
assigned the job for which he is best fitted. 

'/' 6. The Increase of Invention and Discovery of New JI aterials 
and New Proce8ses. 

/ 7. Time and Tools are Saved as there is no passing of 
labour from process to process, and the worker requires a 
few specialised tools and not a large number of difIerent tools 
and machines. 

B. ON THE LABOURER: 

1. The Increase in his Dexterity and SkiU, as he becomes 
more accustomed to the same task, usually limited in its range. 
Muscles, brain and eye are adapted to certain movements, 
and become almost automatic in their speed and precision. 

2. Time and Effort are Saved in Learning a Trade.
Apprenticeship is shortened, for as the task becomes sub
divided, its difficulty is lessened. It is much easier and 
more economical to learn one branch of a craft than to learn 
it in all its branches. 

3. Strain is Diminished by the use of machinery on 
burdensome tasks, although a fast-moving machine may 
tend to tire out the worker. 

4. Ability and Inventiveness are increased: the mechani
cally inclined worker is generally keener and more adaptable. 
There is also a continual demand for invention, organising 
ability and power to control others. Frequently it happens 
that the simpler a task becomes through sub-division, the 
more easy is it to invent a machine to perform it. 

5. Skill is Saved by the employment of the worker on 
specialised tasks, and by his being relieved of the less exacting 
and monotonous work by women and children, and partially 
disabled workers. The worker with peculiar qualities and 
aptitudes is employed on the task for which he is best 
suited. 

6. Ohange of Trade is Facilitated, i.e., the mobility of the 
labourer is increased in certain cases. 

7. Labour becomes Specialised in a Locality, and generally 
commands a higher price in consequence. 

S. Hours of Labour are Shortened, and the worker is thus 
allowed greater leisure for physical and mental recreation 
in pursuits and hobbies not connected with his work. Further
more, factory life implies association with many fellow
workers, and consequently, there is more social intercourse 
and each worker has greater opportunities for seH-expres
sion both within and outside the workshop. 

The Disadvantages of Division of Labour. 
Against the general advantages must be offset a number of 
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disadvantages, which concern the worker chieBy, although they 
ultimately affect production as a. whole. 

The disadva.ntages from the point of view of production as 
a. whole are in the first place, those, already enumerated, which 
accompany the extending use of machinery. Secondly, there 
a.re the moral and social evils which have resulted from abuses 
of -the factory system and from overcrowding in industrial 
neighbourhoods. Many of these evils have had to be remedied 
by special legislation, as, for example, the insanitary, demoralis
ing conditions in factories and workshops, and the employment 
of young children. 

From the point of view of the workers there are three 
important disadvantages. First may be mentioned the 1088 oj 
8kill and 8ense oj responsibility. The skilled artisan becomes 
simply a machine tender, and has no direct personal pride in the 
product. His responsibility is very limited, and cannot easily 
be fixed when a product passes through many other hands; in 
any case, he is usually accountable only to a minor official 
occupying a slightly higher position. The division of labour 
also tends to monotony. Before the Industrial Revolution strong 
personal ties existed between master and man, and work pro
vided to some extent a means of self-expression. Processes 
were varied, and the worker's product often reBected his own 
personality. Since the introduction of the machine-processes, 
however, conditions have changed. To a great extent the 
factory system, and especially the development of large-scale 
production, have dehumanised industry, while the processes of 
industry have become highly specialised, and, in many cases, 
highly standardised. Workers lose pride, pleasure and interest 
in the production day by day of an article of the same size and 
design, and it cannot be denied that many processes of modern 
industry tend to a narrowing of interest, an absence of vision, 
a blunting of intelligence and a loss of artistic sense. Moreover, 
the continuous performance of the same processes results in 
industrial fatigue, mind-wandering and day-dreaming, with 
consequent ill effects on the mentality of the worker and on the 
amount of his output. 

The third disadvantage to the worker is his los8 oj mobility. 
Specialisation is frequently one of the greatest obstacles to the 
free movement of labour. A workman who has been engaged 
for years in performing a single operation, may find, when fa.ced 
with the necessity of securing new employment, tha.t he is fitted 
for no other occupation; and in this respect the skilled worker 
is frequently worse off than the unskilled, whose market is much 
wider. Nevertheless, the tending of one machine, especially of 
the automatic variety, closely resembles the tending of another 
ma.chine; and there is little doubt that, when specialisation is 
carried to an advanced stage, mobility of labour is actually 
assisted rather than hindered. For example, an unemployed 
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watchmaker may find suitable employment in the scientific 
instrument trade, while a workman accustomed to the lathe or 
drilling-machine may find employment of similar character in 
one of a multitude of different workshops. The more mechanical 
the operation, the easier it is to transfer labour thereto, and 
with the increase in the use of machinery this influence of the 
simplification of processes may ultimately predominate .• At 
present, however, the factors making for immobility appear to 
be the more powerful. 

As was indicated in discussing the efficiency of labour in the 
previous chapter, numerous and varied attempts have been made 
to reduce these disadvantages by far-seeing and benevolent 

. employers. Shorter hours, leaving more time for leisure; rest 
pauses; welfare schemes involving the provision of rest rooms, 
reading-rooms, dining-rooms and playing fields; co-partnership 
arrangements and profit-sharing schemes--these are among the 
methods now being widely a.dopted to restore to the worker 
some measure of responsibility and to counteract the effects of 
routine and monotony. 

There are certain limits to the increa.sed division of labour, 
in just the same way as there are limits to the profitable applica.
tion of capital and labour to the cultivation of land. These will 
be considered in the chapter on the Organisation of Production. 



CHAPTER 9 

CAPITAL-ITS EVOLUTION AND CLASSIFICATION 

~ PRIMITIVE man, living on such foods as he was able to gather 
from nature, was possessed of very little which would to-day be 
regarded as capital. He lived from hand to mouth, setting little 
store aside for the future, and exerting himself only as might be 
required to satisfy his immediate desires for subsistence and 
shelter. The discovery that the provision of this subsistencE 
was facilitated by the use of simple tools and implements marked 
a great step forward: with a little sacrifice man could providE 
himself with articles w:6Icli madenrsl8.oour easier and morE 
productive. But we can imagine that the making of even thE 
simplest of these involved considerable effort which could not bE 
sacrificed without loss and the necessity for further effort t(J 
replace it. The simple tool was the reward of past labour: it 
was, in fact, .. crystallised" labour, and the better it was madE 
and the more intricate its form, the greater the effort required t(J 
produce or to replace it. 

As civilisation progresses, the primitive implements and thE 
elementary forms of clothing and shelter give place to more 
elaborate and much improved types. With. every extension in 
man's wants and with every changing caprice of the human 
mind, new productive implements are required and more involved 
methods become necessary .• Man labours not solely to satisf, 
his own needs but also to provide for those of his fellows. 
Production, at one time direct and self-centred, becomes con· 
tinua.lly more indirect and complex. The Industrial Revolution, 
marked by the application of steam to industrial purposes,_ was 
the beginning of the modem era, with its myriad producers, 
bent on satisfying the hundred and one desires of a world-wide 
market, and surrounded by the most intricate and expensive 
machinery, far-flung transport systems, elaborate buildings, and 
all tha.t is included in the mighty forces of wind and water. steam 
and electricity. 

In all such items we are able to recognise a common char
acteristio. The simplest instrument of agriculture. the vast 
transport system, the mighty liner-aIl are the result of past 
labour. and form part of that wealth 0/ individual.! and 0/ com
munitiea other tha~ which i8 used to assist in the production oj 
/urther wealth. The words in italics supply the generally accepted 
definition of capital. whether it exists in the form of food, clothing, 
shelter, tools. measuring instruments and machinery; or as 
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seed, raw materials and minerals drawn from nature for pro
ductive uses; or as transport instruments, such as roads, railways, 
canals and bridges; or as instruments of exchange and stock-in
trade. The forms of capital are endless; its uses and application 
in industry are without number. 

Some economists object to the definition of capital given 
above, and prefer to regard it as consisting of all kinds 01 wealth, 
other than land, which is expected to yield an income. But there 
is actually little difference in the two ideas; they are in fact two 
conceptions or two points of view of the same thing. Wealth is 
used in production only in so far as it will yield an increase or 
income to its owner; otherwise it might just as well be allowed 
to repose in a safe in secure idleness. There is. no point in 
hazarding capital in production unless some return can be 
anticipated, although it may actually not materialise. 

The confusion possibly arises because of the failure to recog
nise that the same amount of capital may be the subject of two 
distinct ideas. By the producer it is regarded as an agent 01 
production; by the capitalist;.owner it is essentially a. source of 
income. In both cases the basic idea 'is .the satisfaction of future 
needs: the satisfaction is obtained either by utilising the capital 
in production or by lending the capital for productive purposes. 
The attribute of capital as an agent of production may be 
described as its natural characteristic; its attribute as a source 
of income is its acquired characteristic. There is nothing con
flicting in the ideas, for in both cases the capital, by its use in' 
production, yields to its owner an addition to his existing wealth. 
If this were not so, the capitalist would not lend, and the producer 
would not conduct business on borrowed money. The character
istic of capital as a source of inco1l\e is partl!. responsible for the 
~cjl!-listilLan.<Lc-<>mmUllistic oPP<?l!itiQn. to the 'capitalist" system. 
It is recognised by such opponents that capital is essential to 
production under modern conditions; but it is maintained that 
it should be under State control and ownership and that the 
income which is created should accrue to the State. Socialists 
have no desire to destroy capital, as is frequently stated: they 
aim solely at effecting a. change in the ownership of capita.l in 
the essential means of production, e.g., in the coal industry 
and in banking. 

Capital and Money. 
The student sometimes experiences difficulty in obtaining 

a clear idea of the economic conception of capital because of 
the use of the term in reference to the "capital of a. limited 
company", or to the" capital" value of the national debt, and 
so on. From the point of view of the shareholder or stockholder 
such items are correctly described as capital, but in so far as the 
company and nation are concerned they are forms of debt, on 
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which interest and dividends are paid. National loans may be 
employed for the destruction of wealth, as for example, in war
fare; and individual wealth may be wasted by a spendthrift. 
Nevertheless, the sums so represented which are owned by sundry 
individuals are capital, and yield an addition to the wealth of 
their owners in the form of interest and dividends; and that 
portion of the national debt or of the capital of a company which 
is represented by buildings, office equipment, machinery and 
vehicles, is its real capital, its real instrument of production. 
Monetary values are, in fact, not necessarily the same as capital 
in the economic sense. Mo!!-ey ~ OI11y_ capital wheIl_ j.t is coI;l
!!Iumad productively, i.e., wlien it is spent ina-not merely hoarded. 
t100 in gold sovereigns in a stocking may be wealth, but it is 
not capital until it is spent for productive purposes, It does 
not become capital if it is spent on cigars and cigarettes, on luxuries 
or on pleasure; as suoh it is neither a source of income nor an 
agent for producing further wealth. All money is wealth, but 
not all money is capital. Again, all capital is wealth, but not 
~U ~(laltb,~c.l!o£ital, -- - - .-- ... 0· - - - • 

~ The Function of Capital. 
J. S. Milll stated that capital consists of "whatever things 

are destined to supply productive labour with its various pre
requisites". It enables production to be carried on, and producers 
to await the result of any work which occupies a period of time. 
As Professor Macgregor has said, "Futurity is the fundamental 
idea underlying capital". Capital-perfu.~ its functions only in 
being. cops~; its existence depends not on its preservation 
and retention, but on its being used up, whether rapidly or slowly 
over an extended period. 

The various forms of capital fulfil this function of assisting 
labour in different ways: the seed is consumed in giving birth 
to the crop; clothing and shelter are used up productively as 
they are used and worn out; food provides the worker with 
subsistence and strength; machinery helps him by relieving him 
of monotonous tasks and of heavy, fatiguing work, releasing him 

. for more responsible duties and lengthening the period of his 
utility as a producer; canals and railroads are consumed as 
they are used for transport and communication, whilst media of 
exchange perform their functions as they pass from hand to 
hand and assist the circulatio!l of that wealth_ which~1!.~~ 
sent. Brie-try, the functions of capital in a modern community 
may be said to consist of : 

. 1 . ..'IRE PRQVI$ION OJ' SUBSISTENCE, in the form of food, 
clothes and shelter, maintaining the la.bourers and producers 
while they await the results of the4' efforts. ~nder modern 
conditions productive processes are frequently mvolved a.nd 

I Principlu, :Book L IV. i. 
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long lasting, hence the provision of subsistence is an important 
factor. 

2. 'I~EPR0V!~!ON o~ .Arl'1#N'(JE~ essential to production, 
and nowadays necessary to enable production to be speedy, 
accurate and automatic; to relieve the worker of drudgery, 
fatigue and over-exertion; and to correlate the various 
productive agencies. 

3. _THEPROYISION OF MATERIALS.-At first of the most 
simple kind, the materfals of industry are to-day of the utmost 
variety and complexity, and include not only such raw 
products as are derived from nature but also semi-manu
factured and manufactured articles which are utilised as 
the raw materials in yet another stage of industry and 
manufacture. 

In the same way as capital itself may be regarded as a form 
of "crystallised" labour, so may those forms of capital which 
are grouped under the headings" appliances" and" materials " 
be regarded as "crystallised" subsi~te~_~; i.e., as representing 
in objective and matenal iOrm----ule food, shelter, and clothing 
consumed by producers during the creation of such appliances 
and materials. 

Forms of Capital. 
As capital exists in such remarkable variety and is utilised 

in so many different ways, it is usual to classify its various forms 
and to distinguish types of capital according to their functions in 
the productive organisation. The following are the principal 
divisions, none of which is entirely watertight and exclusive, 
and some of which overlap: 

..II. PRIVATE, SOCIAL AND NATIONAL CAl'rrAL.-Private or 
individual capital consists of such possessions as are owned 
or pa,rtly owned by an individual or private person, as dis
tinct from those things comprised in the term social, or public 
capital, which belongs to the community generally. Com
pare for example, the ownership of a freehold house, or of 
a piano within it, and the ownership of a public highroad, 
or of the Houses of Parliament. The term national capital 
is used to mean the total capital of the nation as a whole, 
i.e., the aggregate of the private capital of its nationals, to. 
gether with the total of the nation's social or public capital. 
v 2. MATERIAL AND ~RSONAL CAl'ITAL.-The former con
sists of objects which eXiSt- in-a concrete, tangible form, 
and are capable of being transferred from one person to 
another, such as a surgeon's instruments, his garden roller 
and motor car. The term Personal Oapital comprises an 
individual's ability, capacity or faculty-" all those energies, 
faculties, and habits which contribute to make a people 
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efficient". These cannot be transferred in themselves, but 
they can transfer benefits which are valuable to others. 
Examples are a surgeon's skill and a singer's voice. Although 
such skill usually represents considerable invested wealth, it' 
cannot be regarded as wealth in the economic sense, inasmuch 
as it does not comply with our definition (see ante, page 33). 
To the possessor, nevertheless, such personal capital is a 
source of income, and in the case of a lawyer, for example, his 
skill is actually productive. 

11"3. TRADE (OR PRODUCTION) AND CONSUMJ>TION CAl'ITAL. 
-Included in the former conception are commodities actually 
used in the production of other articles or commodities, such 
as tools, machinery and raw materials. Oonsumption capital 
includes all goods which satisfy wants directly by being 
consumed; e.g., food, clothes and houses. 
¥4. FIXED AND CmCULATING CAl'ITAL.-Oirculating capital 

fulfils the whole of its office by a single use in the production 
in which it is engaged, its value passing once and for all into 
the value of the final product; e.g., raw materials, seeds, 
fuel and money paid away in wages, all of which are used 
once only. Fixed capital, on the other hand, exists in a 
durable shape and brings in an income or return according 
to the length of time during which it is used; . it can fulfil 
its office in production more than once, and its utility is not 
exhausted hy a single use. Examples of' fixed capital are 
buildings, machinery, canal barges, railway trucks and office 
furniture. As circulating capital is used once only, its single 
use must result in a replacement of the original capital, and 
also in a creation of sufficient additional wealth to make its 
use profitable. The return to fixed capital is usually spread 
over a long period, but the value of the return must be 
sufficient to cover the original cost and also a fair rate of 
profit on the capital sunk or fixed. 
~ 5. SUNlt AND FLoATING CAl'ITAL, sometimes called 8pecial
ised and unspecialised capital. Capital is said to be BUnk or 
8pecialised when it has assumed a. form which makes it 
unsuitable for any other purpose, or when it cannot be 
changed or recovered; e.g., capital invested in tunnelling 
or in the drainage of land. Capital is said to be unspecialiBed, 
floating or free when it can be changed at will for employment 
in any branch of industry, and can at any time assume a. 
different form; e.g., money, stock-in-trade,JueIL~a..w_ma.~rial 
and book debts. 

J. S. Mill defined sunk capital as capital which is .. rendered 
permanently incapable of being applied to the maintenance 
and remuneration of labour ". Obviously capital will not be 
sunk unless the owner has reasonable security, a. fair hope 
of a. return on his investment, or unless business activity and 
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enterprise are such as to justify the sinking of capital for 
productive purposes. 

The proportion between sunk and floating capital is of 
importance to the economist; in fact some economists 
consider a bad adjustment of sunk to floating capital in 
production as an important cause of the recurrence of crises. 
Such a mal-adjustment may in fact seriously hamper a 
nation's productive capacity, for it is difficult and sometimes 
almost impossible to effect the necessary change. The 
specialisation of capital is frequently a cause of unemploy
ment, for in the event of inactivity in the trade in which it 
is utilised, such capital cannot easily be applied to other 
purposes; e.g. blast furnaces and floating docks. 

v 6. REMUNERATORY AND AUXlLIARY CAPITAL.-Remunera
tory or wage capital is that wealth which is applied to the 
payment of labour engaged in production. Auxiliary or 
instrumental capital comprises all .other forms of capital 
which assist labour in production; such as machinery, raw 
materials, tools, ships and railways. 

In any business or industry both remuneratory and 
auxiliary capital must co-operate, but the proportion of one 
to the other varies considerably, chiefly according to : 

(a) The Nature 0/ the Business.-In some businesses 
the labour force is extensive, in others it is not. Compare, 
for example, a coal mine and a stockbroker's office. 

(b) The Btate 0/ Invention.-As processes become more 
complex, so generally does the labour force increase. 
On the other hand, the constant invention and applica
tion of machinery for industrial purposes tends to lessen 
the need for labourers, and to increase the proportion 
spent on fixed and auxiliary capital. 

(c) The Relation between the Cost 0/ Capital and Labour. 
-In many businesses it is possible up to certain limits 
for an employer to utilise capital and labour in com
peting proportions in the same production, substituting 
one for the other as may be more profitable. The same 
process may be done by hand labour or by machine. If 
an employer decides to utilise chiefly hand labour, he 
pays more in wages. If he utilises machinery on a larger 
scale, he pays more interest on capital. This competition 
between two elements engaged in production is an 
instance of the ~iJ!le o[ substitution. 
7. REVENUE OR LuCRATIVE CAl'ITAL is so called because 

it yields a money income to its owner. 
" 8. LoANABLE CAl'ITAL exists in such forms as can be lent 

for productive uses. The best example is money or credit, 
and the most easily accessible form is that of a bank balance, 
which can be lent to others by its owner or by the holding bank. 
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How Capital is Produced and Accumulated. 
We have already seen that land and labour are the primary\ 

or natural agents of production. Capital is obtained only as the 
result of the co-operation of these factors; it is a produced agent 
or instrument of production, which under modern conditions is 
sufficiently important t~ be regarded as a separate factor. It 
must be so regarded because we know that the production of 
wealth is impossible without . the help of pre-existing wealth 
in some form or another, elementary or complex, simple or 
intricate. 

Under primitive conditions capital accrues as the direct result 
o~ ~b~t!nence or saving on the part of its owner. The' early 
Hsllerman wllo constructs a canoe or net, wherewith to increase 
his 'proouction of food, must reserve a portion of his catch in 
order to sustain himself during the process of making his canoe 
or net, or go short of food during that process. The primitive 
farmer harvests his crop and retains a portion of it as seed for 
future crops.. The product, in whatever form it finally appears, 
is tke r68Ult 01 past labour and 01 saving or " Plaiting" ; it represents 
a. surplull oJ-producti01l..Q1lel._CQ1I,8umptiQ'fl" obtained as a. result of 
setting aside something for the future. 

In modern times the saving of capital rarely takes the form 
of the retention of material objects such as seed and materials. 
The labourer of to-day is paid in money, and his savings are 

. most frequently accumulated in the form of a. deposit at a. Savings 
Bank or with a friendly society. The present-day workman 
rarely hoards up actual coin OJ: paper money; he is enlightened 
enough to realise that a. deposit account brings him interest and 
increases in amount with the passing of time. But no new 
principle is involved. Money merely represents goods which it 
will purchase. and the saving of money instead of its immediate 
spending is actually the putting away of the right to obtain goods 
in the future. 

Possibly the money or capital will be left almost indefinitely 
with the bank: it then becomes a. source of income to its owner, 
who lends it to the bank. In turn the bank lends such savings 
to other borrowers for use in production, so that the original 
savings of the workman come to be applied in the produc
tion of further wealth, and his capital fulfils the two functions 
previously noted of an agent of production and a. source of 
income. '. 

The term "waiting" used above is to be preferred to the 
older term "abstinence", because of the implication by the 
latter of a. painful or exhausting process. The saving of capital 
does not necessarily imply any personal discomfort or sacrifice, 
or a. deliberate sacrifice of present for future pleasures. 

Undoubtedly much capital is obtained as the result of delibe
ra.te saving and !:lome degree of effort, but in many cases the 



118 ELEMENTS OF ECONOMICS 

income of the individual is so large as to make it possible to 
satisfy every desire and yet leave a surplus to be saved for future 
needs. 

Frequently it is stated simply that capital is the result of 
past saving or abstinence, the element of past labour being 
omitted. Such a statement is, however, incomplete, and in 
some respects unreasonable. "It is inconceivable how any
thing whatever could be produced by a purely negative act; 
whether we call it abstinence or saving, in either case it is simply 
an abstention. Production is a positive act, not a negative 
one. . . . As Bagehot very pertinently enquires, how does a. 
herd of cattle represent any saving whatever' Has its posses
sion entailed any privations on the part of the owner' Quite 
the reverse, for thanks to the milk and meat he has been better 
fed, and thanks to the wool and leather he has been better 
clothed ".1 

It is, therefore, preferable to say that capital is the result of 
the saving of a surplus of production over consumption. This 
means either that the wealth produced has exceeded demands 
for immediate consumption, or that people have consumed less 
than was actually required to satisfy their wants, and that they 
have been sufficiently careful to lay aside the surplus as a. pro
vision for the future. "The fund from which saving can be 
made is the surplus of the produce of labour after supplying the 
necessaries of life to all concerned in the production. . . . More 
than this surplus cannot be saved under any circumstances ....• 
This surplus is the fund from which all additions are made to 
capital ".2 Thus the formation of capital is dependent on two 
factors: (a) The power to save, and (b) The will to save. 

The Power to Save. 
, T,he Power to Save implies a surplus of production over 
consumption, such as may accrue from increased production or 
more economical consumption. It therefore depends on the 
efficiency of the commerce and industry of a country. This in 
tum depends on many factors, including the natural resources, 
such as climate, mineral wealth, good harbours and transport 
facilities; on the geographical position relative to other nations ; 
on the efficiency of the banking and credit systems; on the 
profitable organisation of the factors of production-land, labour 
and capital; on the utilisation of machinery, inventions and 
new processes, and on the business and moral charaCteristics of 
the inhabitants. 

The Will to Save. 
The Will to Save is more of a personal matter, and depends 

chiefly on individual characteristics, particularly on the various 
1 Gide, Political Economy, pp. 112-113. I Mill, Priru:iplu, L XL i. 
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motives which create in man a desire to accumulate wealth. It 
is also profoundly influenced by the conditions within a country : 
saving is encouraged in a civilised community where law and 
order are maintained, and where a man can reasonably look 
forward to the future enjoyment of the results of his efforts. 
Security, or the possibility of preserving the wealth saved against 
fraud, theft and exaction, and the existence of means of safe
guarding wealth or of investing it safely, are thus essential factors. 
They depend largely on good government, on the maintenance of 
peace and tranquillity, on the existence of stable currency con
ditions, and on the prevalence of good credit both at home and 
abroad. There can be little desire to save if revolution, war or 
natural calamities such as floods and earthquakes make the 
future uncertain and the preservation of wealth hazardous, or 
if the effort of saving is rendered futile by heavy taxation or by 
inflation of the currency. On the other hand, saving is en
couraged by the existence of money as a store of value; by the 
development of savings banks and of deposit banks, and by the 
perfection of such mechanism as that of the Stock Exchange, 
whereby the investment of capital is made possible and 
facilitated. 

The Motives which Induce Men to Save. 
The Desire to Provide Jar One8elJ and one's Family.-This is 

commonly termed" Jaresight ", and is undoubtedly the strongest 
incentive to saving for future needs. 

Ambition to Command SoCial Esteem, PfMer and Influence.
The greater the esteem in which wealth is held and the greater 
the power it wields, the stronger is the ambition to accumulate 
capital. In the United States and Britain this motive is especially 
prominent. 

Ambition Jar Success in Business.-This is closely allied to 
the previous motive, and induces men to exert themselves to the 
utmost in order to excel and surpass their fellows and competitors. 
Ambition for success may be quite independent of any desire to 
possess wealth as such, and is therefore frequently influenced by 
the" tenaoity of the habit of work ". 
"I}'\' Desire to Postpone Con.sumption in arder to obtain Interest.
Aooumulation is stimulated if the rate of interest is high, and a 
high rate of interest in itself provides a fund for further saving. 
We should thus expect saving to be more pronounced in countries 
where the rate is high, but generally a prevailing low .rate of 
interest, as in England, indicates a high degree of secunty and 
ample means of investment which are in themselves sufficient. to 
keep up the rate of aocumulation. On the other hand, a high. 
rate-where it is not due to a scarcity of capital and an absence 
of thrift on the part of the inhabitants,-is frequently a sign of 
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insecurity, and its continued existence may tend· to restrict 
production and thus to check accumulation. 

Desire to Avoid Expense.--Some persons are so constituted, 
either from weakness or timidity, as to endeavour at all times 
to avoid expense and expenditure on luxuries. Others spend 
boldly and without too great consideration; they consequently 
accumulate less on the average than people in the former class. 

Britain and U.S.A. Instanced. 
In Britain and in the United States we find the best condi

tions for the growth of capital. Their natural resources; their 
numerous seaports, excellent climate and geographical situation; 
their good and stable government; their highly developed 
banking, monetary and credit systems, and their organised 
capital markets, which serve to bring the accumulators of capital 
into close touch with those who can make use of it, have resulted 
in eminent efficiency in industry and commerce. The power to 
save therefore exists in a marked degree. The will to save is 
equally pronounced. In both countries great importance is 
attached to social prestige and power; the possession of wealth 
and all that it brings is a most powerful factor in inducing 
men to work hard and to save for the future. The tenacity of 
the habit of work is also noticeable in both peoples. The standard 
of morality is high; there is a love of order and of peace, a desire 
to work in harmony and tranquillity, a strict enforcement of the 
law and of the rights of property. Everywhere one finds that 
moderation and consistency in the consumption of wealth which 
are essential in a people ambitious to provide for the future 
rather than to enjoy to the full the benefits of the present. All 
these have resulted in a remarkable accumulation of wealth in 
both countries, and with the accumulation of wealth goes hand 
in hand the advancement of all civilised arts and institutions. 

, Capital and Society Progress Together. 
In the foregoing paragraphs we have treated capital as a 

whole, and in discussing its growth and accumulation have not 
sought to differentiate between the various types. There are, 
however, considerable variations in the growth and rate of 
growth of capital in its several forms, variations which become 
greater and more accentuated with every advance of industrial 
science and art. The growing application of machinery to industry 
and ·the improvement in processes and methods have tended 
to the replacement of expensive labour by the less expensive 
machinery: fixed and auxiliary capital thus tend. continually 
to increase. Similarly, the accumulation and distribution of 
wealth in a progressive community tend to a. constant increase 
in the quantity and value of consumption capital: people who 



CAPITAL-ITS EVOLUTION AND CLASSIFICATION 121 

earn more spend more on houses, furniture, clothes and food. 
Again, increased industrial efficiency and improved organisation 
tend to reduce the proportion of circulating capital utilised by 
a business; less stocks have to be carried and money is turned 
over more quickly. Private and social capital increase together: 
the more wealthy the community and the more advanced its 
development, the greater the amount of wealth which is spent 
on such general utility undertakings as roads, harbours, public 
buildings and water supply schemes. 

Thus we may find that one kind of capital increases with 
progress, and that another decreases, out generally speaking, 
we can say that almost all forms of capital increase with the 
development of human society. 

Assurance and Saving. 
The accumulation of capital or saving is considerably 

encouraged by the growth of life and endowment assurance, 
which impose on the assured a kind of forced saving for future 
needs. The system of endowIl;tent assurance is a strong induce
ment to save because it enables the assured, while he is providing 
for himself and his family in the future, at the same time to 
protect his family or other dependants against loss of the wage
earner. Furthermore, the system of industrial life assurance, 
by enabling the poorest classes'in the community to pay pre
miums in small weekly sums, encourages saving in quarters 
where it would appear wellnigh impossible. 

As a result, numberless comparatively small sums, collected 
from all classes in the community, are gathered by the assurance 
companies into large centralised funds, which are remuneratively 
employed in investments on the Stock Exchange, in loans and 
in other profitable ways. Such capital is thus made available 
for industrial and commercial purposes, with advantage to the 
community as a whole. The skilled investment of funds results 
in a relatively high and regular return which enables the com
panies to strengthen their financial position by the establishment 
of healthy reserves. As a rule, periodical distributions are made 
to the policy holders, whose savings are correspondingly increased 
by no real effort on their part, while the establishment of strong 
positions permits the companies to lower their rates of premium 
and make the method of saving by assurance still more attractive. 

These facts are beooming recognised to a constantly in
creasing degree. Progressive companies are always anxious to 
extend not only their existing business but also the scope of 
their different schemes. Assurance or insurance is thus a force 
of ever-increasing importanoe in its effect on the accumulation 
of capital in the modern community. 



CHAPTER 10 

THE ORGANISATION OF PRODUCTION 

IN a previous chapter it has been pointed out that the two 
primary agents of production-Land and Labour-could not 
advance far before a third factor-Capital-became necessary. 
But just as land and man's efforts alone could do little without 
such forms of capital as implements and sustenance, so does the 
need for the fourth factor-Organisation-become increasingly 
more apparent as production moves away from the elementary 
type and as civilisation advances. Even the peasant proprietor, 
himself controlling all three factors of production, must exercise 
some degree of organising ability if he is to get the best results. 
The best sections of his land must be developed to their full 
extent by capital and labour; but only to such an extent as to 
make the applications worth while. Possibly he must decide to 
apply a greater proportion of . capital and more labour to the 
poorer land in order .to increase its productiveness. Then the 
work in the fields has to be done in appropriate order; seeding 
must precede reaping and harvesting; each labourer must be 
provided with the necessary amount of capital in the form of 
tools, an4. to each must be allotted a fair proportion of the work 
so that his labour will not overlap that of others. 

Thus, even under elementary conditions, some degree of 
organisation or superintendence is necessary. But the necessity 
is emphasised when the various factors are owned by different 
persons, or are situated in different places. Then an agency is 
required which will bring them together and co-ordinate their 
fuitctions, supply the various factors in the right proportion and 
at the right time, and see that each factor is remunerated fairly 
for its contribution to production. Generally speaking, the 
agents of production can achieve nothing unless they are in 
effective co-operation; {their strength lies in their union under 
one management, which will assume the lead in production, 
endeavour to utilise each of the three factors so as to achieve 
the best results and obtain the highest return, and undertake any 
necessary risks which may accrue as a result of the association", 

Such are the fimctions discharged in production by the fourth 
factor, Organisation, Enterprise, or Business Management. The 
person who supplies the factor is variously described as the 
Organiser, Entrepreneur,l Venturer, Oaptain 0/ Industry, or 

1 From the French, enlreprendre=to undertake. 
122 
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Business Manager, but in all cases his contribution to production 
is the assumption of (a) Organisation of the three other factors ; 
and (b) Risk 0/ Loss on the enterprise. To him flow land, labour 
and capital for employment; from him proceed the rewards 
which these .agents respectively receive, called (as we shall see 
later) rent, wages, and interest. His own reward takes the form 
of profits, and increases or decreases according to the degree of 
success which attends his efforts. 

The Entrepreneur in Modern Industry. 
It is clear that the functions of the entrepreneur under modem 

conditions are of the first importance, and fully justify the claim 
that his functions should be regarded as a fourth factor in pro
duction. It falls to him to correlaj;e..i1!.(;}_5ariQus .factors, tOS!l-t 
them..in ~Q.tion, t~et thfLDl tQJV.Ql'k harmonioJlSly tQ. _the best_ 
agvantage, and to remunerate them satisfactorily. At the same 
time he must endeavour to make a reasonable margin for himself; 
he cannot be expected to apply his energies and abilities for 
notbing· 

'Upon the entrepreneur devolves the necessity of planning the 
whole of the business and of building it up from its foundations. 
He must assume responsibility for the nature, quality and 
quantity of the product; for the purchase of the raw mate
rial and for the sale of the finished article; for the discipline, 
control and payment of the great body of labourers under his 
direction, and for the general care of the whole property of the 
organisatio~ 

In co-orilinating and directing the several factors of pro
duction he utilises the land for building purposes; turns the 
monetary capital placed at his disposal into buildings and 
maohinery, tools and raw materials; and organises the labour 
force to obtain the best results. The provision of appliances 
necessitates the utilisation of the most up-to-date types, the 
supervision of their repair and replacement, and the ensuring 
that all machinery is adequately employed. The direction of 
the labour force involves the employment of the right proportion 
of skilled and unskilled workmen, the correct and equitable 
allocation of duties, the encouragement of energy, skill and 
industry, and the elimination of waste labour-power. When the 
product is complete, arrangements must be made for its market
ing and sale. This necessitates the institution of advertisement 
campaigns, the employment of sales managers and travellers, the 
fulfilment of orders and the despatch of goods to the purchasers. 
The extension or reduction of the business to meet fluctuations 
in demand and changes of fashion forms part of this work, and 
requires special gifts of foresight, jud."lYlllent, intelligent anticipa
tion of the future, and a wide knowledge of markets aJ;l.d of 
market conditions. 
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Finally, the entrepreneur undertakes the distribution of 
reward and remuneration to each of the factors of production: 
rent to the landlord, interest to the capitalist, wages to the great 
body of labourers, and profits (if any) to himself. In this direc
tion he has to face many difficult problems, which call into play 
his moral qualities of leadership, courage and ability to inspire 
confidence. 

The co-ordination of such a vast variety of interests and their 
exploitation in such a manner as to achieve results which permit 
of a product and remuneration satisfactory to all, is necessarily 
a task of magnitude and intricacy, within the capacity of the 
very few. Only one man in a thousand has the ability, spirit 
and power to direct an army of men through a maze of diffi
culties, anyone of which might well deter a less ablo man, but 
which serve only to arouse the faculties of the master mind. 
One of the world's greatest entrepreneurs was the late Mr Carnegie. 
It is said that the great United States Steel Corporation was 
formed to remove him from the industry before he had absorbed 
it all. But when once he was removed no one else could be 
found capable of controlling the vast organisation which he had 
built up from an insignificant beginning. 

"When, however, the hand-loom gives way to the power
loom; when the giant factory absorbs a thousand petty shops; 
when many persons, of all degrees of skill and strength, are joined 
in labour, all contributing to a result which perhaps not one of 
them comprehends perfectly or at all; when machinery is intro
duced which deals with the gauzy fabric more delicately than 
the human hand, and crushes stone and iron with more than the 
force of lightning; when costly materials require to be brought 
from the four quarters of the globe, and the products are dis
tributed by the agencies of commerce through every land; when 
fashion enters, demanding incessant changes in form or sub
stance to meet the caprices of the market, the master becomes a 
necessity of the situation ".1 

Such -services must necessarily command a considerable 
remuneration. Those men who can rightly claim to be regarded 
as Captains of Industry in the highest sense of the term are rare 
indeed, and only when their activity is ended by death is it 
realised what a stupendous power they wield and what mighty 
forces they control. 

By some writers the functions of the entrepreneur are regarded 
only as a special form of labour, and his share of the product of 
industry is regarded only as a special form of wages, termed 
"wages of management". If, however, our analysis is correct, 
organising abilities are clearly of too specialised a character to be 
considered as labour, whilst, as will be explained hereafter, their 
reward in the form of profits is determined quite differently from 
wages. 

1 F. A. Walker, A B,te! Political Ewnomll. p. 60. 
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The Assumption of Risk. 
A feature of modem industry is that most production is 

instituted long before the product is marketed. The organiser 
lays his plans and sets to work months, or even yearS, before 
he is in a position to satisfy the anticipated demand. The more 
complex the arrangements the greater the danger that they may 
be completely upset by an unforeseen contingency; the greater 
the risk of loss through such uncontrollable factors as the failure 
of the human element, the breakdown of expensive plant, the 
exhaustion or failure of supplies of essential material, the change 
of fashion, or a hundred and one other contingencies. But if 
every man were deterred by such considerations, many great 
'enterprises would be still unstarted. It is the function of the 
entrepreneur to stake his reputation and fortune, to "back II 
his luck and judgment, and to undertake the ri8k. The greater 
the risk which must be run, the larger the expectation of reward. 
It is too often forgotten by those who disapprove of the present 
distribution of wealth that the vast resources in the hands of 
the captains of industry have been fairly won by men who have 
boldly stepped where others have feared to tread. 

The Delegation of the Entrepreneur's Functions. 
Even in respect of the assumption of risk, however, con

ditions are constantly changing: To-day it is by no means 
always necessary for an organiser to assume. all the risk; the 
skilled entrepreneur· can attract to himself not only the assist
ance of hundreds of his fellows. but also as much capital as he 
requires from numerous sources. Investors are constantly on 
the look-out for an outlet for their savings; so the greater the 
prospect of reward and the better known the powers of the entre
preneur, the more easily is the requisite capital forthcoming. 
The incessant flow of company prospectuses in a period of trade 
activity is sufficient to indicate how easy it is for capital to be 
attracted by the possessor of enterprise, capacity and ability. 

To some extent the development of the joint stock company 
has made the separation of the entrepreneur function more 
difficult than was possible fifty years ago, when the "master" 
was a distinctive, well-recognised type. Great industrial leaders 
such as FOl"d, Leverhulme and Carnegie are easily distinguished, 
and no one would deny the right of many smaller producers to 
be classed as entrepreneurs. But what of the salaried directors 
and managers of modem concerns' To the extent that such 
persons are themselves holders of capital, they combine the 
functions of risk-bearing with those of management. Where, 
however, the bulk of a company's capital is publicly subscribed, 
the ordinary shareholders. are the ,true .. venturers", or risk 
bearers, and the mantle of the entrepreneur may fall to a high
salaried manager or director. In such circumstances, the high 
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reward paid for exceptional organising and directional ability 
is in the nature of a scarcity rent. 

Again, in modern industry much of the risk which was at one 
time assumed by the manufacturing entrepreneur is shouldered 
by the merchant who, himself a true" venturer," does not under
take actual production. He acts as a market specialist, employ
ing his abilities in studying design and fashion, the .state of trade 
and the probable source of demand for a given product or group 
of products. When he has decided on the nature and design of 
the product which he proposes to market, he may arrange for 
its production by manufacturers in this country or abroad, 
supplying them with the benefit of his experience and abilities, 
and possibly also with a large proportion of the necessary capital. 
The merchant acts as an intermediary between the producers 
of the commodity and the retail and wholesale agencies by which 
it is distributed to consumers. He initiates the production of 
goods to meet his estimate of the demand, and he stands to lose 
if his anticipations are incorrect and the market turns against 
him. The merchant class is thus largely responsible for the 
direction of productive eHort. 

Protection against many of the risks inherent in modern 
production may be secured in other ways. Both merchant and 
manufacturer may avail themselves of the wonderful organisa
tion of the produce markets in order to eliminate risks attaching 
to the purchase of raw materials, while they may resort to insur
ance in order to safeguard themselves against loss from fire, 
theft, accident and other contingencies.· These matters are 
explained in Chapter 12. 

Thus the entrepreneur in modern industry may not contribute 
either natural resources, labour or capital to production. Con
ditions have changed considerably since the master provided the 
raw materials, buildings and tools, and worked also side by side 
with his men, obtaining as his reward a share of the product com
pounded of rent for his land and buildings, interest on his capital, 
wages for the labour of his hands, and profits for his organising 
ability and powers. Only in one great modern industry, that of 
agriculture, do we find the ownership of the various factors except 
labour retained in one pair of hands. Generally, the various 
factors are contributed by many persons, and are assembled from 
countless sources under one management. Raw materials are 
gathered from the ends of the earth; workers are recruited from 
every type of employment and from many districts, while most 
of the capital used in production is supplied by numerous 
investors from every grade of society, who take no part in the 
management of the business. In certain cases the workers 
employed are not assembled under one roof, but work in 
their own homes on tasks which are allotted to them by the 
master; as, for example, in the cutlery trades of Sheffield and 
the ready-made clothing trades of London. 
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In all except the smallest businesses the strictly technical 
and managerial functions of the master are also deputed to 
subordinate officials. Different branches or departments are 
fOntrolled by departmentd managers and technical experts, 
subject to the supreme direction of the entrepreneur, who may 
be variously described as chairman, managing director, general 
manager or superintendent .. 

But although these assistants may manage or control their 
respective sections, and although the capitalist may carry much 
of the monetary risk of the business, yet the organiser stands 
behind them all. The initiation of the enterprise rests with him, 
and by its failure he stands to lose most-reputation, employ
ment and perhaps capital. That modem society recognises the 
value and necessity of the entrepreneur is indicated by its pay
ment to him of a reward which may be far in excess of the return 
made to other factors of production. 

The Dangers of the Entrepreneur System. 
rThe tendency for industrial control to be centralised in the 

hands of comparatively few individuals is accompanied in some 
respects by an increasing liability of industry generally to damage 
and hardship. The ruin of one great entrepreneur spells disaster 
for numberless persons, and spreads far beyond the circle of his 
actual employees. The danger is accentuated with every advance 
of society, for the commercial organisation becomes increasingly 
sensitive, and business success is continually more dependent on 
innumerable factors which are beyond the control of man. 
Specialised productive agencies, organised markets and intricate 
financial machinery become ever more subject to dislocation. 
The more complex the machine the greater the difficulty of its 
control and repaiJ;'. We have stated, too, that the degree of 
organising ability varies considerably; those at the head of 
great businesses vary from the man of rare gifts to the organiser 
of quite average ability. So long as all is well the differences 
are not marked; but when danger threatens the weaker char
acteristics make themselves evident. Recklessness on the one 
hand or over-cautiousness on the other-both bring their disastrous 
consequences, with widespread adverse effects on the industria1 
machine. 

There are other more obvious dangers which may be men
tioned; such as the hardship which follows the activities of the 
unscrupulous entrepreneur, including the one who obtains 
capital for a worthless enterprise and the master responsible for 
the social abuses of sweated labour, unhealthy factories, and 
other evils of large-scale production. There is also the menace 
to social life which arises when one man or a small number of 
men obtain monopolistio control of certain branches of industry 
or of products which are necessary for human existence. Such 
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control may amount almost to a dictatorship, conceivably to 
a power which even the State itseH dare not opposd 

Nevertheless, the advantages of the present system more 
than counterbalance the defects which necessarily mark its 
evolution, but which tend to decrease with every forward step. 
We have already shown that specialised labour and capital can 
with little difficulty accommodate themselves, if necessary, to 
kindred functions. Further, the elaborate sources of informa
tion which are available to the entrepreneur and the unrivalled 
resources at his command enable him to minimise risks very 
considerably, and approximate production closely to anticipated 
demand. 

The Aims of the Entrepreneur-Cost of Production. 
The entrepreneur does not institute production merely for 

the joy of achievement. Like all producers, his aim is the 
production of wealth; he endeavours to obtain the greatest 
net yield at the lowest possible cost. By cost is here implied the 
expenses of production; the price which the entrepreneur must 
pay in the form of rent, wages and interest for the hire of the 
three necessary agents-land, labour and capital. Economists 
usually refer to such expenses as the costs 01 production, but more 
strictly this term should be used in its real or social sense of the 
sum of the efforts, space and time, or of the sum of the efforts, 
abstinences and risks, required to produce a commodity. Real 
cost 01 production is strictly a question of sacrifice. In order 
that anything may be produced, labour must sacrifice effort; 
the capitalist must sacrifice control of his capital, and the land
lord must give up the tenancy of his land. But such sacrifice 
cannot well be measured except in monetary values, and 
consequently relative sacrifice/i can be estimated only ~hen 
considered as expenses, i.e., in the prices which must be paid 
before such sacrifices will be made. 

In analysing his results, the entrepreneur must evaluate all 
items which contribute to his total costs of production. Con
sequently, he must make due allowance for such expenses whether 
the factors are supplied by outside sources or by himseH. U 
he supplies any of the capital, he must make an appropriate 
allowance [or interest thereon. Similarly, if he provides land 
or utilises his own factory, he must duly take a reasonable rent 
into account before striking a balance to determine his net 
return. U his calculations have been accurate and his judgment 
correct; if outside factors have been favourable and the state 
of trade has enabled him to sell his wares at a. profitable price, 
then the values which he receives for his goods should more than 
compensate him for the values which he has paid out in the form 
of rent, wages and interest. The difference will, in fact, represent 
his profit, and, generally speaking, the greater his ability and 
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the keener his judgment, the higher will be his reward from the 
enterprise. 

Obviously, then, the entrepreneur aims at employing land, 
labour and capital in such proportions and under such conditions 
as to ensure their maximum efficiency; He endeavours to 
obtain the greatest possible reward for each £100 of capital or 
for each extra. lahourer that he employs. As long as he finds 
that additional doses of capital and labour give him a greater 
than proportionate return, he will continue to apply them, and 
this in fact does happen in manufacturing industries. The 
factors of production can be increased to very considerable 
proportions without any falling off in the return which they 
yield. On the other hand, the employer will ruthlessly cut 
down his expenses on anyone factor if he finds that its exten
sion is not warranted by the ultimate yield. He airruJ at a 
maximum yield by the utilisation of each factor up to its marginal 
utility or marginal productivity. 

If the price of one factor-as measured by rent, wages or 
interest-increases, the demand of the entrepreneur tends to 
decrease, and the converse is equally true. He employs less of 
that factor or endeavours to substitute it by another. He has 
no special partiality for land, labour or capital; he is concerned 
only with utilising them to the best advantage, and, frequently, 
he finds that a. better yield is obtainable by the substitution of 
one factor for another. An extra £250 laid out on machinery 
will possibly give him a better return than the employment of 
ten labourers. So he alters the proportion of capital and labour 
which he employs, until each iJ.ctor is utilised to its point of 
maximum efficiency. The laws of utility and indifference are 
therefore just as operative in production as in any other branch 
of Economics, and enter to determine the quantity of the factors 
of production employed or purchased by an entrepreneur just as 
they determine how much of a. man's income shall be spent on 
bread or on boots and shoes. . 

The Law of Increasing Returns. 
The foregoing consideration of the aims of the entrepreneur 

will enable us to approach the remaining branches of the Laws 
of Returns, to which reference was made in an earlier chapter. 
The entrepreneur, as we have seen, aims at obtaining a maximum 
return from the agents of production under his control. He will 
continue to increase the scale of his operations so long as he 
obtains a. more than proportionate return from additional applica
tions of capital and labour. This tends to occur in manufacturing 
industries, as a result 6f the operation of the Law oj Increasing 
Returns, which may be stated as follows: the expansion oj an 
industry, in which there i8 110 dearth oj the necusary agents oj pr0-
duction, tends to be accompanied by a more than proportionate 

1 
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increase in the returns. Just as the law of diminishing returns 
applies primarily to extractive industries, such as mining and 
agriculture, so does the law of increasing returns apply princi pally to 
manufacturing and constructive industries. .. While the part which 
nature plays in production shows a tendency to diminishing rl.'turn, 
the part which man plays shows a tendency to increasing return ".1 

Like the law of diminishing returns, the law of increasing 
returns has two aspects, the static and the dynamic. In the 
static sense methods of production are assumed to be unchanged, 
and the law operates when an increase in the scale of production, 
with existing machinery and appliances, results in a fall in the 
average cost per unit of output. In such circumstances the fall 
in costs takes place mainly as a result of administrative and 
commercial economies-i.e., overhead charges are distributed 
over a larger output: production is more economical at one level 
than at another. 

In the dynamic sense the law operates in consequence of 
changes in methods of production due to the introduction of new 
machinery, improved processes and better' organisation. In 
such circumstances the average cost per unit of output may be 
reduced although no change is made in the scale of production, 
or an increased output may be obtained at a lower average cost 
without any addition to capital and labour charges. 

No hard and fast line can be drawn between those industries 
which are subject to the law of diminishing returns, and those 
which are subject to the law of increasing returns. In the long 
run, a stage is reached in every industry at which diminishing 
returns tend to operate, for all production depends to a greater 
or less degree on natural resources. 

In manufacturing industries, however, the economies of large 
scale production, the increased application of science, the exten
sion of the division of labour and the use of machinery, and the 
constant flow of inventions tend continually to push further away 
the point of diminishing return, and to promote the operation of 
the law of increasing returns. 

For these reasons the large organisation is much more usual in 
manufacturing industries than in extractive occupations; we 
have but to look around us to realise the prevalence in agriculture 
of the small producer. The smaller concerns in manufacturing 
industries tend constantly to be squeezed out of existence by the 
larger and more powerful organisations, whereas in agriculture 
the small farmer and large landowner cultivate the ground side 
by side and sell their products in the same market. The largl!r 
producer gets little, if any, advantage in agriculture, and this 
accounts for the fact that no cultivated area anywhere represents 
the investment of anything like the capital which may be employed 
in a vast industrial organisation such as that of Lever Brothers 
at Port Sunlight. 

I lIIarshall, Principlu, IV. DII. ii 
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But although the point of diminishing return becomes operative 
at a much later stage in manufacturing than in extractive in
dustries-so late in fact as to make the law of increasing returns 
of practically general application in manufactures--there is 
nevertheless a point at which the entrepreneur has to stop, 
when it becomes unprofita~le to spend more on buildings and 
machinery, labour and land. It is obvious that the division of 
processes must eventually reach its limit. Then, as it has been 
proved again and again in actual practice, it pays the employer 
better to start a totally independent plant, and to increase it, 
alongside its predecessor, to the point of maximum efficiency. 
Thus instead of one plant of vast size, so cumbrous and over
organised as to be on the point of yielding diminishing returns, 
we have a number of individual units keyed up to the highest 
pitch of productive efficiency. 

The entrepreneur will seek to co-ordinate the activities of 
each of these units in such a way as to secure constantly increas
ing efficiency. The average cost of production will be con
tinually decreased by careful attention to administrative and 
commercial economies. Thus there will be unification of the pur
chase of raw materials, of advertising, of distributing the products 
and of r,esearch and experiment. New methods and processes 
discovered in one plant will be applied in others, and in several 
other ways each section of the organisation will benefit from the 
centralisation of control. 

The Law of Constant Returns. 
It has been stated in an earlier chapter that the influence of 

the law of diminishing returns makes itself felt in every industry. 
In the extractive industries the law operates directly; in manu
facturing industries its influence is felt, and has constantly to 
be combated by man's ingenuity, because every such industry 
is dependent in some degree on the raw materials and minerals 
provided by the extractive industries. In agriculture the part 
which nature plays preponderates over the part which man 
plays; in manufacture man's influence is sufficiently marked to 
delay the halt which nature eventually calls. In reviewing these 
conditions it is not surprising to find that in some industries the 
two opposing tendencies operate to balance or neutralise each 
other; man's organisation and inventiveness are just able to 
keep pace with the lessening yield of nature's bounty. Here 
we have what are described as constant rdurn8, the result of the 
operation of the Law 0/ Oonstant Return8. Increases in capital 
and labour result in a constant increase in output; or, in other 
words, the output is always proportionate to the capital and 
energy required for its production. . 

This law of constant returns is of very limited application, 
and industries in which it operates are very rare. We have 
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previously noticed, however, that a stage of constant returns 
is frequently reached in agriculture, when the application of 
new machinery, of new manures and of better labour tends for 
a period to counteract nature's "niggardliness" in yielding 
her bounty. 

The Law of Varying Returns. 
The laws of increasing, diminishing and constant returns are 

sometimes considered to be merely branches or aspects of the same 
law-the Law of Varying Returns, or the Law of Productivity 
of Industrial Effort. This law states that productivity, or the 
return to the effort of the factors of production, varies according 
to the efficiency of each of the factors considered individually 
and also according to the way in which the factors are combined 
and organised in production. 

The Localisation of Industries. 
The localisation of industries is the tendency of industries 

to be carried on and developed in those districts which are most 
suited to them and most likely to make them profitable. Most 
of us are familiar with the association of Staffordshire with the 
pottery industry, of Lancashire with the cotton industry, of 
Macclesfield with the manufacture of silk, and of Yorkshire with 
the making of woollens-all outstanding examples of the growth 
and development of industries in particular districts. It is the 
business of the economist to determine and to classify the reasons 
for this localisation, and the matter is suitably considered in the 
present chapter, inasmuch as the situation of an industry is 
necessltriIy an element in its organisation, and also because it 
devolves upon the entrepreneur under modern conditions to fix 
the site of the factory. He must consider the relative advan
tages of such diverse factors as climate; geographical and 
physical situation; nearness to sources of labour, raw materials 
and fuel; proximity of ports, markets, railways and canals; 
the cost of the site and the available space for extensions. 
Account of these and of many other factors has to be taken 
before a site will be finally determined; but, generally speaking, 
entrepreneurs engaged in the same industry will be influenced 
by similar considerations, and will tend to gravitate to the same 
areas, just as in earlier times craftsmen following the same trade 
drifted into particular localities and left their mark for posterity 
in such well-known names as Bread Street and Ironmonger Lane. 
The localisation of industry is, in fact, the extension to the whole 
country and to the world at large of the principle of the division 
of labour. Each district tends to devote itself to the production 
of that commodity or commodities in which it has the greatest 
relative advantages. The maximising of the efficiency of all 
the productive units is at the bottom of it all. Lancashire makes 
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cotton goods, not b.ecause she could not make boots or hats 
equally well, but because her advantages are such that she can 
tum out cotton goods of better quality and of greater quantity 
per worker than any other locality. It pays Lancashire to con
centrate on cotton production just as it pays a bootmaker to make 
boots only, and not try to make hats, gloves and bicycles as well. 

Causes of the Localisation of Industries. 
The reasons which have determined the birth of industries 

in certain districts are naturally as numerous and diverse as 
the industries themselves, but the localisation of the great 
industries of to-day is generally attributable to one or two marked 
influences, such as nearness to raw materials or to sources of 
power. Freqvently, several very important factors have been 
at work, and in such cases the hold of the district upon the 
industry is considerably strengthened. Among the principal 
causes of the localisation of industry are those discussed below. 

NEARNESS TO MATERIALS.-This is one of the most important 
and one of the oldest reasons. The extractive industries, such 
as mining, quarrying, lumbering and fishing, are necessarily 
localised in the neighbourhood of their supplies. Industries 
utilising bulky materials, such as coal and iron, dev~lop near the 
sources of supply so as to avoid transport costs. Metallic in
industries spring up around the mines or as near as possible to 
fuel supplies. Iron-smelting in Britain was carried on originally 
near the forests, whence wood and charcoal were obtained as 
fuel. Now this industry is lQ('alised chiefly on the coalfields. 
Staffordshire clay first gave rise to her potteries -; her extensive 
coal areas caused the industry to persIst when the finer materials 
gave out. Wool from local sheep first started Yorkshire's woollen 
industries j cheap coal maintained and materially assisted their 
development. 

NEARNESS TO POWER.-.-As the mills and factories of former 
days were set up on the banks of swift-flowing rivers, so are the 
hydro-electrio works of to-day similarly attracted. And while 
the vast electric generating stations now being established in 
this and other countries tend on the' one hand to attract to their 
neighbourhood industries which formerly prospered only in close 
proximity to water-power or to coal supplies, they tend on the 
other hand to reduce in importance the factor of nearness to 
power. Coal has already been referred to: it may be regarded 
both as a raw material and as a. source of power. 

PHYSICAL AND CLlMATIO CONDITIONS.-Physical conditions 
naturally determine the distribution of raw materials and of 
sources of power, but under this heading may be grouped such 
attractions as advantageous situation relative to ports, rivers 
and other areas j natural facilities for transport j and climatic 
environment specially suited to a. particular industry. The 
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industries centralised in London owe much to its position relative 
to Europe and England. Lancashire's damp climate is specially 
suited to cotton spinning, enabling finer' yarns to be spun there 
than in other localities. 

NEARNESS TO MARKETS.-In earlier times industries tended 
to congregate around the royal court or around the seat of fashion. 
The existence of a market was in itself sufficient for the birth and 
growth of such industries as catered for personal tastes and 
requirements. To-day industries are similarly attracted to the 
neighbourhood of large towns. The multifarious industries of 
London are famous both for their infinite variety and remarkable 
success. 

Again, industries producing perishable commoditie~.g., 
milk, or bulky commodities which will not bear the cost of trans
port, e.g., bricks and bread, are generally found in close proxi
mity to their markets and are in consequence comparatively 
widely distributed. Industries and services conducted by local 
authorities are also essentially localised, while all professional 
occupations, such as those of the doctor, lawyer, actor and 
accountant, are necessarily carried on in immediate proximity 
to. the market. 

LOCALISED LABOUR.-In past times political and religious 
causes have resulted in the settlement in certain districts of 
groups of skilled artisans from other districts or countries. These 
artisans have continued and developed their home pursuits, and 
a localised industry has resulted which tends to persist in face of 
lessening advantages: it is said to be blessed with the .. momen

. tum of an early start". Numerous examples are to be found in 
British history, particularly: the establishment of the silk industry 
at Coventry and Macclesfield by Huguenot silk weavers, who 
took sanctuary in Britain upon the Revocation of the Edict of 
Nantes in 1685. . 

Further, the centralisation of an industry in one area results 
in the development of a fund of specialised labour, in itself a 
powerful attraction for future industries, and sufficiently important 
in some cases to overcome deficiencies of materials. Thus textile 
industries have been developed in the neighbourhood of great 
engineering centres, solely because of the local supply of the labour 
of women and children. 

The Persistence of Localisation. 
The last paragraph brings home.to Us the fact that the local

isation of industry in itself is one of the strongest factors inducing 
further localisation: we cannot imagine a cotton mill being set 
up anywhere else in England other than in Lancashire, or a 
woollen factory in any district other than Yorkshire. Among 
the reasons for this are, firstly, the fact which we have already 
indicated, that labour and capital in the diBtrict become 8pecialiBed 
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in the industry. Local skill in particular trades becomes a 
matter of family pride and tradition; the best cutlers in Britain 
are obtainable around Sheffield, the most skilled silk weavers 
around Macclesfield, and the handiest potters in the famed Black 
Country. Capital also becomes specially adapted to industry. 
Railway sidings and canal wharves are equipped with gear which 
is specially made for handling the particular type of raw material 
and finished product, such as derricks for lifting cotton bales, 
huge cranes for handling engineering products and suction plant 
for unloading grain and oil. 

Secondly, subsidiary indU8triu 0/ alllcinds develop in the locality, 
bent on supplying the necessary implements and machinery 
utilised by the main industry. In Lancashire are to be found 
some of the greatest and most skilled cotton machine engineers 
in the world. Not only does this mean that the factories can 
obtain the most up-to-date machinery close at hand, but that they 
can rely on first-class assistance for repairs at a moment's notice. 

The cotton industry of Lancashire includes not only spinning 
and weaving and the manufacture of mill maohinery, but also 
such ancillary industries as dyeing, oalico printing, schreinering 
and other" finishing" trades. Thousands of people are also em
ployed in the marketing and warehousing sections of the industry. 

Thirdly, we note the speciali8ation 0/ means 0/ transport and 
communication, both for the aoquisition of materials and for 
marketing the product. An outstanding instance is the Man
chester Ship Canal, built to enable the cotton ships from the 
United States and other countries to proceed right inland to the 
heart of the cotton manufacturing area, there to discharge their 
cargoes of raw material and load up with finished products for 
carriage overseas. This adaptation of the means of communica
tion is strictly only a form of the specialisation of capital, which 
is, however, manifested ~ore clearly in the specialised facilities 
for the loading and unloading of particular products. 

A fourth faotor of importance is the establishment oj technicaZ 
journals and oj technical institutes-in many cases financially 
supported by the industry-the primary function of which is to 
discuss and give publicity to the technical problems of the in
dustry, to initiate and foster investigation and research concerning 
those problems, and to direct the thought of the neighbourhood 
to factors which intimately concern its progress and prosperity. 

Finally, may be mentioned the influence of indU8trial inertia, 
which results in an industry tending to remain in a district 
although the original reasons for the localisation have disappeared, 
or because ther have become unimportant under modem con
ditions when • transport systems eliminate space". Then we 
have a species of industrial immobility, due largely to the local 
specialisation of labour and capital, and to the established 
reputation which the district bears. Thus we may find that an 
industry refuses to move after raw material which is now no 
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longer obtainable locally, but remains in its locality and draws 
its requirements from far distant sources. A well-known example 
is that of the Staffordshire potteries. Their local supplies of 
clay have been long since exhausted, and the raw material is 
now brought by rail, by sea and canal from many sources at 
home and abroad. 

This persistence is sometimes promoted by local and national 
protection. The restrictions on trade imposed by the gilds and 
corporations in earlier days, and by the government itself in 
modern times, have caused an industry to persist in a locality 
or in a country long after its initial advantages have disappeared, 
and when, but for such protection, it would be moved elsewhere. 
Not only this, but such protection has sometimes led to the 
actual establishment of an industry in a district even though local 
conditions were not as advantageous as in other places. Never
theless such artificial stimuli do not long maintain their hold 
in the face of economic forces. 

The Benefits and Disadvantages of the Localisation of 
Industries. 

Certain advantages and disadvantages naturally attend the 
concentration of industries in particular localities. These are in 
many cases similar to the benefits and disadvantages, already 
given, which arise from the extension of the principle of division 
of labour. We may note, however, the advantages of (a) a 
very high degree of localised skill in the particular industry; 
(b) the development and invention of highly specialised machinery; 
and (c) the promotion and growth of subsidiary trades. Against 
these may be set the disadvantages of (a) the dependence of 
a district on one great industry, slackness in which causes wide
spread unemployment and hardship, and the migration of which 
to more suitable surroundings may result in great distress; 
(b) the development of certain classes only of skill and labour, 
with a consequent narrowing of outlets for a growing population. 
This defect is mitigated by the growth of subsidiary industries 
and also by the birth of industries which are specially adapted 
to absorb labour of dille.rent classes; as, for example, the 
establishment in great engineering centres of textile industries 
employing women and children. 

The Decentralisation of Industries. 
In recent years strong forces have come into being which 

tend on the one hand to check the tendency towards centralisa.
tion and,on the other, to encourage the converse process, the 
decentralisation of industry. Industries which once sought the 
town are now going farther afield into the country. In England 
this movement has assumed such importance that a report of 
the Ministry of Labour has directed attention to the" tendency 
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for industrial development to move from the North towards the 
Midlands and the South". The industrial activity which forsook 
the valleys of Southern England for the coalfields of the North 
may yet be seen again in its former home. 

Three important forces are at work in this connection. The 
first of these we have already mentioned-the growing use of 
electricity, that mysterious energy which can be so cheaply and 
easily carried over long distances that it enables industries to 
shake off the shackles which have hitherto bound them to the 
coalfields and betake themselves to the "wide open spaces". 
In the past, those countries with the best coal, as regards quantity 
and quality, have acquired industrial eminence, while the im
portant industries within these countries have had to move to 
the coalfields in search of power and raw material. The sources 
of electricity, coal, water and oil, however, are widely distributed, 
and while the generating plant may be centralised in proximity 
to power, the energy itself may be distributed over a considerable 
area. Its use will thus permit greater industrial development in 
countries which possess little or no coal but adequate water 
power, while at the same time it will enable factories to flourish 
in clean, wholesome surroundings. 

Improvement in transport we have already noticed as one 
of the factors favouring the localisation of industry. Strangely 
enough, this factor tends also to exercise the reverse effect. 
Reduced transport charges or quicker transit, or both, tend to 
lower the disadvantage 'Of inland towns as compared with coastal 
towns, and of industries far from raw materials or markets as 
compared with industries working in closer proximity. Hence 
the tendency of inland industries to migrate to coastal districts 
is arrested, while the manufacture of bulky commodities in inland 
towns is encouraged, e.g., the manufacture of furniture, doors, 
eto., in the forests of Canada and Soandinavia. 

Deoentralisation is also encouraged by the constant increase 
in urban rents. The use of electricity and improvements in 
transport strengthen the tendenoy of industry to forsake the areas 
of high building and rateable values for country districts where 
greater room to expand may be obtained at lower cost. Urban 
sites thus tend to be left for warehouses and show-rooms which 
must be accessible to clients, and which must be sufficiently 
attraotive to withstand criticism both from chance visitors and 
oustomers. 

The greatest diffioulty in the way of decentralisation is clearly 
that of obtaining an adequate supply of suitable labour. Nowa
days, when unemployment is so prevalent, it is not difficult to 
attract an adequate labour force outside the towns, but it is 
patent that the task of securing labour skill in a certain branch 
of industry will always be a deterrent to the movement of concerns 
engaged in that industry from the towns and neighbourhoods in 
whioh such labour is to be found. . 



CHAPl'ER 11 

MODERN INDUSTRIAL ORGANISATION 

WE are now in a position to appreciate the leading character
istics and the many different forms of the productive organisation 
in a modern industrial community. 

Attention has already been drawn to the importance of the 
increasing specialisation of functions, involved in the division of 
labour and in the departmentalisation of production in all its 
forms. In illustration, we may refer to the making of watches. 
Not only are different workers employed on different parts of the 
same watch, but the various types of watches are produced by 
independent groups of workers: some specialise on first-class 
lever watches, others on cheap luminous varieties, others on 
wristlet watches of endless kind, and so on. 

The second feature of importance is the intervention of the 
entrepreneur, necessary to co-ordinate the numerous factors, and 
to utilise them to a high state of efficiency and productivity. 
The entrepreneur determines the plan and policy of the business, 
and undertakes the responsible operations necessary to set it in 
motion. His functions are distinct from those of labour on the 
one hand, and from those of the capitalist on the other, 
although in certain circumstances he may contribute to both of 
these functions. 

The third characteristic, following as a. natural corollary 
from the specialisation of functions, is the locali8ation of 
industries, which, as we have. seen, implies the birth and 
development of industries in such districts as offer the greatest 
relative advantages. 

Fourthly, we have the concentration oj. industry, which involves 
the utilisation in one organisation of capital and labour in large 
quantities, with the object of maximising their efficiency and 
obtaining the full advantages of increasing returns. Concen
tration results in the establishment of enormous industrial 
organisations under a supreme direction, and the great economies 
in labour, space and time which such agencies can achieve, enable 
them to overcome the competition of smaller establishments, 
sometimes to such an extent as to obtain a. monopolistic control 
of the market. This tendency of present-day industry to con
centrate the maximum of productive power in one place, is 
sometimes described as the Law of Concentration. 

Closely allied to the concentration of industry is its tendency 
138 
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to integration, which means the co-operation and co-ordination 
under one management of all the processes involved in the 
production of an article from the raw material to the final stage. 
The firm of Lever Brothers, Ltd., is a well-known example. This 
great organisation controls the extractive industries which furnish 
its supplies of oils and fats, much of the transport system 
which brings the raw materials to the manufacturing centres 
and takes away the products, and the manufacturing pro
cesses of all kinds, including those which yield products and 
by-products. 

The utilisation and development of by-products is one of 
the marked characteristics of integration, which probably reaches 
its highest pitch in the food-packing industries of Chicago, 
wherein it is said, not an inch of a carcass is wasted, every 
part being utilised. " From the horns and hoofs are made various 
grades of glues, buttons, and hairpins, and they are made the 
basis for the manufacture of cyanide and chrome. The albumin 
in the blood is used to make an insoluble printers' ink. It 
is also used by tanners to finish leather, and by sugar-refiners 
to make possible the inviting whiteness of their product. Dried 
blood, bones, tankage, and the ground waste of hoof and hom 
scraps make a. fertiliser rich in nitrogen which, when combined 
with acid phosphate, becomes the source by which otherwise 
infertile soil is made to bring forth the necessaries and luxuries 
of our tables. The wool from the packing-house sheep is made 
into fabrics to clothe us, but hefore it is given to the textile 
worker, the oil is extracted, making the non-shrinking basis of 
wool soap and also the essence of various soothing skin lotions 
and toilet preparations designed to beautify the users. H 
we are sick, our jaded appetite may be tempted to accept 
gelatine extracted from the bones of calves; if convales
cent, our system may be induced to increase in strength by 
absorbing • Soluble Beef', the predigested and concentrated 
substance of meat. The intestines of the animals are the 
casings for sausage which is made from meat otherwise unsaleable. 
The gun we carryon a hunting trip is hardened with bone carbon, 
the handle of the knife which we use to dress our game is from 
the packing house. H camp fare disagrees with our stomach, 
we can vary our diet with beef extract, and allay the pains 
of indigestion with pepsin and pancreatin. The baby starts out 
in life using a bone-capped nursing-bottle and teething ring. H 
in later years nature proves niggardly in her gift of hair, the 
switch on the end of the beef's tail will be offered to supply the 
deficiency. Collar buttons, pipe stems, and dice, brewers' 
isinglass, and brushes, soap and glycerine, washing powder. 
and sand paper are all products sent forth from the various 
departments of these great concerns. So minutely has the by
product feature been carried out that the glands of 100,000 
sheep are carefully preserved and treated to produce one 
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pound of suprarenalin, a substance whose astringent qualities 
have proven invaluable in delicate surgical operations." 1 

Finally, reference must be made to the principle 0/ 8tandard
isation, resulting in the production on an enormous scale of 
interchangeable parts, with a consequent great saving of cost 
to the manufacturers, and great economy to the consumer both 
in original price and in subsequent expenditure on repairs. 
Instances of standardisation are the adoption of a standard gauge 
for railway lines with its enormous saving of rolling stock, time, 
labour and expense; and the production of the famous Ford car, 
with its low initial cost and its famed cheapness in respect of 
spare parts and renewals. 

Since the war particularly, there has been a great drive 
towards standardisation and mass-production, especially in the 
engineering industry. The development has been a mixed 
blessing. On the one hand it has made possible the production 
of vast quantities of machine-made goods at a low price; on 
the other hand it has helped to make work monotonous and 
uninteresting and to destroy artistic skill and pride. To some 
extent, too, quantity of product has been secured at the expcnse 
of quality. . 

Conditions which Determine the Form of Organisation. 
The foregoing characteristics exist in very different degrees in 

various communities. Only in one or two of the older countries, 
such as Britain and Germany, are they very definitely marked. 
We cannot expect to find such highly developed industrial 
organisations in new countries, such as Australia and Canada, 
as we do in Britain and Germany; we know that specialisation 
and organisation are unlikely to become efficient in tropical 
and semi-tropical countries, where the climatic conditions do 
not favour hard work, and where the population is indolent and 
satisfied with nature's bountiful provision. Many other reaSons 
account for differences in the productive organisation, the chief 
of which are summarised in the following paragraphs. 

THE NATURAL RESOURCES AND ADVANTAGEs.-Productive 
organisation is more likely to reach a high state of efficiency in 
a temperate country endowed with rich mineral resources and 
natural climatic advantages, than in a tropical or arctic region 
equally endowed so far as minerals are concerned. Similarly, one 
country with excellent harbour facilities has a better chance in 
the industrial struggle than another equally endowed, but with a 
difficult and straight seaboard. 

THE NUMBER AND NATURE OF THE PEoPLE.-However rich 
the resources, they can neither be developed nor consumed unless 

1 J. C. Duncan, Principles oJlnduatrial Management, page 67. 
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a sufficiently numerous population exists. The more numerous 
the people, the wider is the market, and consequently the more 
intricate and extensive the productive organisation. In this 
respect, we may compare the highly developed state of Britain 
and the developing state of Australia and Canada. Again, as we 
have already stated above, natural resources avail little to an 
indolent and satisfied people, but they will be developed to the 
fullest extent by a hard-working and ambitious community. 

THE NA.TURE OF THE INDUSTRIES.-This is allied with the 
first factor, for industries depend largely upon natural resources, 
and iudustrial organisation is likely to be greater in a country 
with great mineral deposits than in a country with vast areas of 
fertile land and of valuable forests. The nature of the industry 
itself is, however, an important factor. The extractive industries 
do not lend themselves to such specialisation of functions as do 
manufacturing industries and transport occupations. One of the 
chief reasons for this is that in an extractive industry, such as 
farming, no amount of organisation and specialisation will enable 
man to outpace nature. The processes of agriculture follow each 
other in series; those of manufacture may very frequently be 
performed at the same time. 

THE CHARACTER OF THE GOVERNMENT.-In the most advanced 
communities, the State assists production by providing means of 
transport and communication, constructing harbours and docks, 
maintaining efficient legislative and judicial machinery, and by 
disseminating information concerning home and foreign markets 
and sources of raw material. In less favoured countries, no such 
stimulus exists for development, and frequently governmental 
interference acts in quite a contrary direction by restricting enter
prise and liD:riting organisation. Even in the most advanced 
states, the government may intervene to prohibit too great an 
integration of businesses; as, for example, in the United States, 
where the vast trusts have had to be declared illegal. 

GENERAL CONDITIONS, such as those of security and safety 
from invasion, freedom from war and catastrophe, aU of which 
promote the growth of capital and the extension of enterprise, 
and make possible and profitable the specialisation and organisa,.. 
tion of industry on a large scale. 

Conditions which Determine the Size of a Business. 
The foregoing are the general conditions within a community 

which determine the extension of its productive organisations. 
But no two similar undertakings in the same area can be relied 
upon to develop at the same rate or to reach eventually the same 
size. The human element is possibly the greatest cause of the 
differences, but there am- numerous other factors which may 
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intervene to prevent one firm winning its way to such an enviable 
position as that of its neighbour. As a general rule a. business 
tends to grow continually, because with each advance, prod'Uc
tion becomes more economical and all the advantages of large
scale enterprise are obtained. 

It must be remembered, however, that this tendency does 
not operate over the whole field of industry, and that the small 
producer still holds his own in a definite, though more limited, 
sphere. A most cursory examination of the structure of different 
industries reveals the fact that in some the individual units are 
small, while in others the general tendency is towards large-scale 
enterprise, and one is led to inquire why, apart from any con
sideration of the general abilities of the entrepreneur and the 
amount of capital available, such differences in the size of the 
typical business unit should exist. Why, for example, should 
the average tailoring business be smaller than the average 
insurance business ~ Why should the typical business unit in 
agriculture be smaller than that in a manufacturing industry 1 
How do we explain the existence side by side in the same industry 
of small and large concerns, both apparently successful 1 To the 
second question the obvious reply is that the average business 
will be smaller in extractive industries, in which the law of 
decreasing returns operates at an early stage, than in the con
structive industries, which stand to gain most from the economies 
of large-scale production. It is not, however, quite so easy to 
dispose of the other queries. 

In some respects large-scale enterprises are an inevitable 
result of present-day tendencies in industry and commerce; 
from another point of view they are correctly regarded as the 
cause of its vast development and remarkable efficiency. But 
although the concentration and integration of businesses are 
attended by great benefits, the advantages are by no means all 
on the side of the large organisation. 

The principal characteristic of modern industry is the division 
of labour and the specialisation of functions; but, as Adam 
Smith pointed out many years ago, "the division of labour is 
limited by the extent of the market". Specialisation and large
scale organisation do not pay unless the producer is assured of 
a wide market and a steady demand. If demand is uncertain 
or fluctuating, dependent on the seasons, fashion or caprice, 
then the small producer gets his chance. His organisation is 
more easily adapted to changes and more fitted to supply exactly 
what each customer may require. . In such circumstances it is 
both difficult and unwise to extend beyond certain safety 
limits. 

Frequently, too, the demand for a certain product may be 
so limited as to make impossible its production on a. large scale. 
An industry which caters for individual taste makes only a few 
articles of a given design; the speciality in itself is a reason for 



MODERN INDUSTBlAL ORGANISA.TION 143 

enhanced value, so that standardised production is obviously 
impossible. For similar reasons the making of mechanical dies 
or patterns for large concerns may be left in the hands of small 
firms who specialise in such products. Thus we may say that 
the productive unit tends to be smaller at the end of the chain 
of production, where the individuality of the product or of the 
consumer has to be carefully considered. A multitude of small 
shops may supply society with its dresses and gowns, although 
the materials therefor are manufactured by a dozen large 
establishments. 

In respect of some products, such as bricks, bread, gravel 
and sand, on which transport costs are relatively heavy, the 
market is restricted in a geographical sense. The producing 
establishments are widely distributed, and their size is limited 
by the extent of the local market, or at l~ast by the range 
within which the products can be profitably transported to 
consumers. 

A second important factor affecting the size of a business is 
the nature of the product· or 8ermce. The technical nature of 
industries such as shipbuilding and railways makes it inevitable 
that the business unit be much larger and the plant controlled 
much more extensive than is the case, for example, with engin
eering repair shops or job printing works. Some industries are 
incapable of great division owing to technical difficulties; their 
products cannot be standardised in whole or in part. First
class razors cannot be made wholly by machinery; they are 
the product of a skilled craftsman whose abilities in that direc
tion are greater than those of any machine. 

In various directions the sma.ll-scale producer is enabled to 
hold his own by the very existence of large-scale production, 
with its standardisation of products and its localisation of 
industrial processes. In most large industrial centres we find 
small men who specialise either in supplying a large organisation 
with a part of its semi-manufactured material, or in the 
further development of the product of a large-scale industry. 
In Birmingham, for example, are to be found sma.ll motor-cycle 
producers, whose work consists solely in the assembling of 
machines from various parts made by large concerns employing 
mass production methods. 

The entrepreneur system itself is a further reason for the 
existence and success of the sma.ll concern. It is axiomatic that 
large capitalistio undertakings experience great difficulty in 
obtaining first-class organisers to fill new posts in their establish
ments or to succeed to others which have been vacated. One 
reason for this is the high degree of ability which is required; 
but another is that the entrepreneur often prefers to control a 
sma.ll organisation of his own rather than accept a salaried post 
at the head of an undertaking owned by others. 

In other directions also ~ circumstances which tend to the 
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retention of the small organiser. He is assisted on all sides 
through the dissemination of scientific and technical knowledge 
by business and technical publications, by Government depart
ments, by Chambers of Commerce, and by specialist information 
bureaux. Thus is the advantage of the large-scale entrepreneur 
considerably lessened, and in this way is the small man enabled 
to keep pace with modem requirements and present-day methods 
of production. . 

Hence we find in many branches of activity small establish
ments competing successfully with larger organisations in the 
same line, and apparently working at least as efficiently. The 
smaller establishment may offset its technical disadvantages by 
greater administrative efficiency, or it may survive by reason of 
some specific advantage which it enjoys, as, for example, a 
geographical advap.tage in relation to a particular market or in 
proximity to supplies of essential raw materials. 

Nevertheless, the tendency in manufacturing and transport 
industries generally is to eliminate the small producer; even the 
retail shopkeeper is finding it increasingly difficult to maintain 
his foothold in the face of the competition of large departmental 
stores and of multiple shops. In the following summary are 
given the advantages of the two types of productive organisation. 

The Advantages of Production on a Large Scale. 
The advantages of production on a large scale may be classi

fied as External and Internal Economies. External economies 
are those which arise from the Localisation of Industries, and 
are at the disposal of all firms in the same industry. They are 
dealt with in the previous chapter. 

Internal Economies are economies in the administrative, techni
cal and commercial organisation of a business, and are peculiar to 
individual firms. The most important are summarised below. 

1. The Economies and Benefits of Division of LabQUr.
These have already been dealt with in Chapter 8. 

2. The Economies 0/ Buying and Selling in Large Quantities. 
-Generally speaking, the greater the quantity of goods 
purchased, the more advantageous are the terms to the 
buyer; the larger the quantity of goods sold, the lower the 
selling expenses per unit which must be paid by the seller 
out of his gross profits. Advertising costs, transport expenses, 
insurance premiums, and all kinds of overhead charges are 
more easily borne when they are distributed over a large 
number of units. 

3. The Economies 0/ Material and the UtiliBation 0/ By
products.-The larger the concern the less the waste of 
material, is a statement which is almost universally true. 
Not only is waste of the raw r,paterial of a large organisation 
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carefully checked, but attempts are made to use every part 
of that raw materia.l and every by-product which results 
from the manufacture. Organisation has reached a remark
able pitch of efficiency in the meat packing industries of the 
Middle West of the U.S.A., wherein it is said that of the 
live animals which enter the vast slaughter-houses, scarcely 
a hair is thrown away (see ante, page 139). 

4. Speciali8ed Machinery and Skill can be Oommanded.
Only the great business of to-day can afford to adopt the 
huge and highly efficient machines which contribute so 
essentially to productiveness. Mammoth steam-hammers and 
overhead cranes, electric and hydraulic riveting machines, 
floating docks and similar devices can be employed only 
by firms of enormous resources and output. The great 
assembly belts of the Ford Motor Works, on which the 
cars travel round from process to process, would be useless 
and cumbrous in a small organisation. Such machinery 
necessarily attracts highly specialised skill, and in obtaining 
such skill, the large organisation can afford to outbid its 
smaller rivals. 

5. The Larger Ooncern i8 not 80 affected by Market Fluctua
tions.-Although a large organisation cannot easily accom
modate itself to changes in demand and to fluctuations in the 
market, it is nevertheless in a fletter position than its smaller 
competitors to adjust its capacity and organisation; it has 
greater facilities for varying its products, and can afford to 
lay in stocks of materials which make it independent of 
changes in supply. Apart from these advantages, the large 
organisation generally has at its disposal men of the widest 
experience and judgment, whose abilities and facilities enable 
them to form a better appreciation of market conditions than 
is possible to the small concern. The careful estimation of 
the future of the market and an appreciation of probable 
future developments in the industry tend to a con~inuity 
of production and an absence of periods of inactivity due to 
over-production and the faulty anticipation of demand . 
.. The head of a large business ·can reserve all his strength 
for the broadest and most fundamental problems of his trade 
• . . he need not trouble himself much a.bout details. He 
can keep his mind fresh and clear for thinking out the most 
difficult and vital problems of his business i for studying the 
broader movements of the markets, the yet undeveloped 
results of current events at home and abroad i and for 
contriving how to improve the organisation of the intema.l 
and external relations of his business ".1 

6. Greater Expen8e can be incurred on Publicity and 
Selling Organisation.-The advertising appropriations of large 

1 Marshall. EtxnMnlliu o/IrulVIIII'y, P. 159. 
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organisations reach almost stupendous figures, while their 
sales are promoted by numerous travellers and sales agencies 
in every part of the world. Small-scale enterprise does not 
provide a sufficient mar¢n to justify such expenditure, 
nor is there usually sufficient capital at its disposal to 
make possible such outlay. 

7. Greater Expense can be incurred on Experiment and 
Research.-It is well known that such firms as Lever Bros., 
Ltd., spend large sums on technical experiments and labora.
tory research. Thus they are enabled to improve their 
processes, utilise new raw materials, and take every advantage 
of scientific progress in so far as it affects their own organisa.
tion. L!trge enterprises are extending such methods in other 
directions. Scientific management, as it is called, aims at 
determining the best methods of doing certain jobs and of 
producing certain results; it carefully analyses the move
ments of the worker in relation to the raw material and the 
tools at his disposal, and also takes into account such matters 
as the psychology of the employees. In America particularly, 
large concerns are obtaining excellent results from their out
lay on such investigations. 

8. The Benefits and Advantages 0/ Increasing ReturTUl.
Up to a certain point, the greater the scope for man's abilities 
and enterprise, and the wider the application of machinery, 
the greater the returns obtained from successive applications 
of capital and labour. 

The Advantages of Production on a Small Scale. 
Most of the advantages of large-scale organisation are 

attributable to man's increased command over nature and time 
through the utilisation of machinery in production. On the 
other hand, the advantages of small-scale production are traceable 
to the· greater personal element which exists in the business. 
Small-scale enterprises obtain greater importance as the necessity 
increases for considering the individual consumer and catering 
for his personal tastes and desires. So long as individual tastes 
differ and so long as persons remain anxious to have things 
different from those of other people, so long will there be a demand 
for the products and services of the small organiser. The chief 
advantages of the small scale enterprise are :-

1. GREATER PERSONAL SUPERVISION AND INTEREST IN 
THE BUSINEss.-The reputation and success of the small 
organiser are closely bound up with that of his product. 
He works long and late to maintain his originality and 
individuality, and by personal supervision of his business 
and interest in his work-people he contributes to ita success. 
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There is no shirking of duty and scamping of work when 
the employer is constantly on the watch, busily superintending 
his men and his machines. Apart from the moral effects of 
such personal supervision, it is attended also by a consider
able saving of expense on management and supervision. 

2. GREATER ATTENTION TO DETAIL.-This follows natur
ally from the personal supervision of the employer. Fre
quently his product sells because it possesses a finer finish 
and a more individual appearance than the standardised 
product of a large organisation. The attention to detail in 
itself is sufficient to attract a large body of consumers, and 
apart from such advantages, it frequently results in greater 
economies of production and in less waste of effort and of 
raw material. 

3. PERSONAL CONTA.CT BETWEEN EMPLOYER AND EM
PLOYED, AND FEWER LABOUR TROUBLEs.-In a vast organisa
tion the principal is merely a name to the workpeople. He 
is merely an unseen force whose word is law. In a small 
concern the .. boss" is available to sympathise and to 
encourage, to adjust differences, to consider grievances, to 
praise energy and ability. The presence and spirit of the 
master are sadly missed in industry to-day; consequently, 
disputes tend to increase and production to suffer from 
constant interruption by strikes and lockouts. 

The Limits to Expansion of a Business. 

In most types of industrial enterprise the advantages appear 
to be on the side of the larger concern. But even if it can be 
assumed that the conditions are all in favour of expansion, there 
are obviously limits beyond which further growth is uneconomical. 

This limit to the growth of a concern arises chiefly from the 
difficulty of efficient management; ultimately expansion is 
limited by the impossibility of one man controlling too great a 
machine: it becomes at last cumbersome and unwieldy; its 
efficiency decreases as the personal supervision of its many parts 
by the entrepreneur reaches a minimum; expenses tend con
tinually to increase and economies disappear when the master is 
more often absent than present. Eventually, the average cost 
of production per unit of the product approximates to the price 
received on its sale, and at such a stage expansion must cease 
or production be carried on at a. loss. This position 0/ equilibrium 
marks the point at which concentration and integration are no 
longer profitable, and at which we find a. tendency to develop 
independent productive organisations under associated entre
preneurs, each of whom is responsible for his own unit to a. 
supreme board of control. 
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THE TYPES OF MODERN INDUSTRIAL ORGANISATION 

In the constructive and manufacturing industries the tend
ency is for the small or individual producer to disappear; he 
is forced out of business by the competition of the large organisa
tion. On the other hand, the small producer can adcquately 
hold his own in agriculture and other extractive industries where 
the law of diminishing returns tends to operate and the nature 
of the industry itself does not permit of great specialisation and 
organisation of functions. Thus we have under modem con
ditions quite elementary types of producing agencies side by side 
with enormous organisations of vast power and great resources. 
In a previous chapter we have described the various types of 
organisation engaged in agriculture. The following classification 
relates principally to the manufacturing and constructive side of 
industry, and indicates the evolution of the productive unit in 
manufacture. 

The Individual Producer. 
Under this heading is included the purely personal business, 

in which an individual produces independently with the aid of 
his own land, labour and capital; or when we have one man 
directing and bearing the risk of a business in which he owns or 
hires the capital and land, and employs such labour as he requires. 
The best example is that of the peasant proprietor or tenant of 
land, who cultivates his holding for his own personal support 
and gain. 

The advantage of individual enterprise is the greater personal 
interest in the business, and a corresponding care for efficiency 
and economy. The law of the survival of the fittest tends also 
to the elimination of the weaker and less capable producer, with 
beneficial effects generally. The private business is necessarily 
limited in extent and is best suited to a local market where demand 
is regular and competition is not excessive. On the other hand, 
it has great advantages over the company in businesses where 
taste and fashion are paramount, when the whims of customers 
are a first consideration, and where quick decision and intuitive 
individual judgment are absolutely necessary. These factors 
explain the survival of the private business in fashionable shopping 
centres. 

The Partnership. 
This arrangement is the simplest and oldest method of 

extending a business and at the same time relieving the producer 
of some of the burden. It is the natural method of meeting 
competition and of keeping pace with progress and development. 
It is the normal means whereby an employer takes advantage 
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of the skill and energy of a capable employee, retaining him. in 
the business rather than allowing him. to go elsewhere. The 
usual arrangement is for land, capital and labour to be contributed 
in agreed proportions, and for the management and profits of 
the undertaking to be shared in agreed ways. Variations occur 
when one partner provides all or most of the capital and others 
contribute labour, with or without some of the capital. 

A partnership in which the principals work in harmony is 
extremely virile, mobile, elastic and efficient. It provides for 
the introduction of new blood and for a union of interest and 
responsibility. It is less cumbrous than the larger types of 
organisation, and can adapt itself more easily to difIerent varieties 
of production and of demand. The centralised control of the 
partnership makes it at once more enterprising and more adapted 
to businesses in which risk has to be taken but wherein large 
profits are not unlikely. 

The rights and liabilities of partners are strictly regulated 
by law, and the requirement that ordinary partners are liable 
to the full extent .of their private fortune is a distinct safeguard 
and a deterrent to speculative risks. In some respects the absence 
of limited liability is a disadvantage; it tends to restrict enter
prise and is one of the reasons for the growth of the joint-stock 
company. Another disadvantage of the partnership is the 
absence of continuity; it comes to an end on the death, bank
ruptcy, retirement or lunacy of .one partner; its functions must 
lapse and its liabilities be discharged unless they are taken over 
by a. new firm. 

Joint-Stock Enterprise. 
The joint-stock company is by far the most important form 

of modem productive organisation and tends continually to 
increase in importance, particularly in the manufacturing, mining 
and transport industries. It is almost unknown in agricultural 
occupations. The principle of joint-stock enterprise is that the 
capital of the undertaking shall be contributed in large or small 
amounts by numbers of shareholders or members, who bear 
much of the risk of the business but commit its management to 
an elected board of directors, whose functions are delegated to 
paid managers and organisers. It is really an extension of the 
partnershlp system, with the necessary limitation in the number 
of those who manage the concern. The vast capitals required 
for the great enterprises of to-day obviously imply the 
association of numbers of producers, but all cannot take part. 
in the direction. 

In the early stages of joint-stock enterprise the liability 01 
members was unlimited; i.e., they were jointly and severally 
liable, like partners, to the full extent of their individual pro
perties. The limitation of this liability by various Acts of 
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Parliament during the latter half of the last century marked a. 
great step forward. This limitation and the fact that shares 
in such companies are quickly and freely transferable, owing to 
the wonderful mechanism of the stock exchanges, enable rich 
and poor alike to contribute to the general fund of such concerns, 
and thus take part in production without experiencing its troubles 
and responsibilities, and with a limited risk of loss. 

Such arrangements have been made necessary by the never 
satisfied demands of industry for capital. They enable investors 
in every class of society to employ their wealth in production, 
no matter how small or great that wealth may be, or how scattered 
and remote the whereabouts of its owners. The joint-stock 
principle is the means by which the entrepreneur who requires 
capital is brought into touch with the capitalist anxious to utilise 
his wealth to the best advantage. Themail is most frequently 
the only connecting link between the two: one way it takes 
representative capital in the form of a cheque; the other way 
it carries interest and profits in the shape of interest warrants 
and dividend warrants. 

Joint-stock enterprise is actually the organisation of the 
supply of capital in industry: an organisation which has de
veloped constantly in efficiency and utility, until to-day there 
are 100,000 joint-stock companies in this country, controlling 
quite a large proportion of its productive undertakings. 

THE ADVANTAGES OF JOINT-STOCK ORGANISATION. - In 
addition to the general advantages of large-scale production, 
such as have been mentioned above, the following advantages of 
joint-stock organisation may be noted:-

1. Larger capital can be controlled under one manage
ment than could otherwise be possible, and the extension of 
capital is an easy matter to the successful concern. Small 
amounts of capital in the hands of individual investors a.re 
useless for large-scale enterprise, but the joint-stock company 
permits the association of such capital under one control. 

2. The risk of loss is spread over a large number of 
investors and throughout many grades of society. Hardship 
on a few investors or on one class is thus minimised. From 
the point of view of the large capitalist, also, the joint-stock 
system is an advantage, inasmuch as he is enabled to dis-

j tribute his capital over many organisations and in various 
types of holdings, and thus to spread his risk of loss. 

3. The limitation of liability and the transferability of 
shares induces investment: the "small" man gets an 
opportunity of taking part in production and of benefiting 
from progress, whilst at the same time he can get his capital 
back whenever he wants it. 

4. The abilities of the capable entrepreneur would be 



MODERN INDUSTBlAL OBGA.NISATION 151 

lost to the community if he could not obtain such capital as 
was necessary to give them scope. 

5. Large capital makes possible the growth in the size of 
the business, the utilisation of machinery, expert knowledge 
and business ability, and the specialisation of functions, all 
of which increase production and enhance its efficiency, 
making possible the perfomiance of large and continuous work. 

6. The separation of capitalist and entrepreneur is attended 
by great advantages; the former"is not necessarily capable, 
whilst the latter is hampered if his own resources are limited. 

7. The limited company is a legal entity with perpetual 
succession; i.e., it is continu0U8, and may outlive many 
generations of private producers. 

8. The organisation is specially suitable for enterprises in 
which a long period must elapse before profits can be made. 
Such businesses would scarcely attract an individual pro

. ducer, but are subscribed to by the investor who is willing 
to wait some time in the expectation of a high reward. 

9. The publicity and legal control of joint-stock arrange
ments are beneficial, particularly in the cases of banking 
and publio utility services. Policy has to be justified 
and explained in a public organisation, the actions and 
reports of which are frequently subjected to searching 
criticism. 

10. The expense of advertising per unit of output is less 
than in the case of a small firm. Publicity is also obtained 
merely from the size of the firm. 

THE DISADVANTAGES OF JOINT-STOCK ENTERPRISE are 
largely those which concern all large-scale production. One 
or two defects are, however, peculiar to this type of organisa
tion. In the first place may be mentioned its liability to get 
into incapable hands, chiefly because of the facility with 
which its arrangements to obtain capital may be exploited 
by unscrupulous promoters. "Long firm" frauds and the 
victimising of unsuspecting investors by glowing prospectuses 
are notorious, although the legal machinery tends to limit \ 
such operations. Apart from these factors, it is frequently 
difficult to appraise the qualifications of directors and managers 
whose names appear on prospectuses: the investor is largely 
in the dark; paper qualifications do not by any means signify 
practical ability or honesty. 

Secondly, there is less individual initiative and responsibility. 
The salaried manager is subject to the control of the directors, so 
that his enterprise may be limited and his judgment restricted. 
The individual producer acts quickly and alone j the joint-stock 
company moves ponderously and only after the agreement of 
diverse interests. It is always liable to. be hampered by divided 
counsels and an absence of unanimity. 
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The absence of responsibility of the capitalist for work done 
with his wealth is frequently a source of evil. Those who supply 
funds for productive purposes are often unaware of the sweating, 
of the unsatisfactory conditions, and of the exploitation of women, 
children and natives which may arise through the utilisation of 
their capital. Apart from such n;tatters the investors have prac
tically no control over the use to which their savings are put: it 
may be wasted or applied unproductively, but there is little or 
no remedy. "Absentee capitalism OJ or the" depersonalisation 
of capital" is thus productive of many evils. 

Finally, it must be noted that the joint-stock company, with 
its necessity for providing profits for a large body of shareholders 
and for satisfying different interests, is not as well suited as the 
private firm or partnership to pioneer enterprises or to other 
highly speculative businesses, such as those which minister to 
quickly changing fashion and to widely fluctuating demand. 
It is best adapted to take over a successful business with markets 
already developed; for a business wherein the work is largely 
of a routine nature and demands no great forethought, enter
prise and marketing skill; and for those, such as the cotton 
industry, wherein many of the risks are borne by specialised 
dealers in "futures", etc. In short, the joint-stock enterprise 
is best suited to those organisations wherein the powers and 
duties of management and control can be entrusted to paid 
organisers and superintendents. 

Monopolistic Organisations. 
" 

Monopoly is defined as the sole power to deal in anything, 
or the possession of a licence to trade exclusively in a certain 
commodity. The Government in this country has the monopoly 
of the postal services: no one else can legally undertake to 
accept letters for transmission and delivery. In most of the 
smaller towns one ~as company has the sole right to make and 
supply gas to the locality. The former is an example of mono
polistic control which results largely from the vast power of an 
organisation: none but the Post Office could deliver a letter 
from Aberdeen to Plymouth at a cost of three halfpence. The 
monopoly of a gas company is due to the nature of the service 
rendered: it would not do to have half a Gozen companies digging 
up the roads and generally inconveniencing the public. 

Monopolistic organisations of these and similar kinds are a 
marked feature of modem industrial conditions. Such organisa
tions may exist in a great variety of forms: they may cover only 
a small village or extend to the length and breadth of the com
munity; they may be permanent or temporary; the result of 
carefully arranged and sometimes exacting agreement, or merely 
of informal arrangements between a group of producers or dealers 
to observe a certain price list, or to conform with certain con-
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ditions of sale. The one common factor is the attempt to restrict 
or to eliminate competition. 

The Classification of Monopolies. 
Various methods of classifying monopolies have been adopted, 

but the follOwing classification by Professor S. J. Chapman may be 
recommended for its simplicity ;-

1. NATURAL MONOPOLIES, which arise because of limited 
supplies of raw material; e.g., Britain's monopoly of first
class anthracite and South Africa's almost complete monopoly 
of diamonds. 

2. SOCIAL MONOPOLIES, which are due to the peculiar 
properties of some businesses, making it socially impossible 
or uneconomical for more than one concern to undertake a 
certain business or provide a certain service within a given 
area. Examples are gas, water and electric light companies; 
canals and railways; docks and harbours. The obvious 
disadvantages of having more than one gas company in a 
small town, or more than one railway company operating 
between two small neighbouring places, result in monopolies 
of this kind being undertaken or rigidly controlled by local 
authorities or by the State. 

3. LEGAL MONOPOLIES, 'OR GENERAL WELFARE :MONO
POLIES, are those which are conferred or protected by law, 
such as patents, trade-marks and copyright, which convey 
to specifio persons the sole rights to use certain marks or 
to sell certain articles. Legal protection promotes the 
production of commodities which contribute to the general 
welfare. The same object underlies monopolies granted by 
the State in order to regulate consumption, e.g., of liquor, 
or to provide revenue, as in the case of a fiscal monopoly 
granted to permit the import of specified products. 

4. VOLUNTARY MONOPOLIES, which arise chiefly from 
combinations between producers with the object of eliminating 
competition, as, for example, the trust and kartel considered 
below; or those which result from the absorption or elimina.
tion of weaker producers by more powerful organisations. 
The latter type is, of course, voluntary on one side only: the 
absorbed or eliminated producers are not generally desirous 
of going out of business. 

Vertical and Horizontal Combinations. 
A vertical oombination is one which links up all the stages of 

production from the raw material to the finished product. These 
are rarely monopolies, but sometimes, as in the case of the well-
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known firm of Lever Brothers, Ltd., they hold a. monopolistic 
position. Other examples of vertical combinations in England 
are Dorman Long, an engineering firm which also controls coal 
and iron supplies, and Bovril, Ltd., which owns vast cattle 
ranches in Argentina and Australia and markets its finished 
products as well. 

A horizontal combination is an amalgamation or association 
of firms engaged in the same stage of production. The usual 
object of horizontal combinations is to check cut-throat com
petition or to force up prices. Examples of these in England are 
the Fine Cotton Spinners' Association, the Imperial Tobacco 
Company, and the Bradford Dyers' Association. 

The Trust and the Kartel. 
For present purposes the most important type is that of the 

voluntary monopoly, which results from the voluntary combina
tion between several producers hitherto competing one against 
the other. The continuous progress of modern industry made 
even the joint-stock company inadequate, and just as individual 
producers were forced by competition to associate into partner
ship and later into joint-stock organisations, so have limited 
companies themselves been compelled by similar causes to 
combine or amalgamate. Such associations are found in several 
forms and under different names, of which the TrWJt and Kartel 
are the most representative and important. 

Both are the result of competition. As joint-stock enterprise 
developed, sf.? were the benefits of large-scale production realised 
and so was output increased to vast dimensions. The necessity 
for retaining and extending markets led to the constant cutting 
of prices, with the consequent elimination of the weaker concerns 
who either disappeared from the field or were absorbed by the 
stronger enterprises. The concentration of production in the 
hands of a few great concerns with vast resources naturally 
resulted in a destructive competition for raw materials and for 
markets. Only by some form of unification of interests could 
eventual ruin be avoided. Safety was found in the formation 
of great monopolistic associations. The process has been most 
marked in America and in Germany, although it is rapidly ex
tending in our own country. In America and Britain these 
combinations are known as t1'U8t8"; in Germany they are 
described as "kartela". 

A TRUST is formed as a result mainly of horizontal combina
tion, when a number of firms in the same business amalgamate 
and transfer their individual interest to a. board of trustees, 
which controls the policy of the whole organisation. In some 
cases, however, a. trust controls various stages of productionJnd 
thus represents both horizontal and vertical combination. 'The 
term is now frequently used to mean any giant firm or com-
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bination of firms in which the whole or the greater part of the 
capital employed is under the direction of an individual or a 
board of director!:.l 

THE KARTEL 18 a less binding association of the horizontal 
type; Mt is a combination or federation of several firms in the 
same business with the object of adopting a common policy 
regarding the output of commodities or the prices charged there
for; it aims at apportioning either the marketing area or the 
whole output among the constituent members, which divide 
profits or losses on an agreed basiy 

The trust is generally the more stable of the two forms; in 
it the individuality of the combining firms is merged, although 
by the retention of trade-marks, and even of the original names 
of the combining firms, a pretence of individuality and even of 
competition is kept up. In the kartel, on the other hand, the 
constituent members retain their own organisation and control, 
and are bound only by agreement to limit their output or their 
sales area, or to sell at fixed prices determined by a central sales 
agency. In certain cases where a kartel is formed for a specific 
temporary purpose, it ceases to function when the object for 
which it was formed has been accomplished. Amalgamations 
and combinations between the constituent firms are, however, 
the almost inevitable result of kartel organisation. 

The development of the two distinct types of combination is 
due largely to the difference in the common law of America and 
Germany. The kartel is, in effect, an agreement to restrict 
trade, which is illegal in America, but legal in Germany. Thus, 
whilst in the latter country the members can legally compel 
their associates to keep faith, an amalgamation of more binding 
and permanent effect is necessary in the United States. 

Although the origin of the trust and of the kartel is largely 
traceable to the results of cut-throat competition, the desire to 
obtain monopolistic control of production and of the market by 
regulating output and discriminating prices is also a determining 
factor, more particularly in the case of the trust. The formation 
of a trust is also considerably influenced by the aim of obtaining 
as great an advantage as possible from large-scale organisation. 
The Standard Oil Company, the first and most famous of the 
trusts, aimed at eliminating competition among American oil 
firms, and also at controlling the output and the market price of 
the product. The famous example of the kartel is the great 
Westphalian Coal Syndicate, which controls a large part of the 
German ooal industry, regulating the output of each mine and 
fixing the price at which the product sells in various areas. 

THE ADV A.N'TAGES OF TRUSTS are largely those of large-scale 
enterprise, but include also :-

I. Economy 0/ Management, both of production and 
distribution, owing to the concentration of the control of a 
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number of individual concerns in a. few hands. The samo 
selling organisation deals with the products of the whole 
business. 

2. Skilled .Management; the best organising abilities can 
be chosen and applied to all the constituent firms. Any 
specially efficient features of each are applied to all. 

3. Regularity in Supply and in Working.-Several plants 
working for the same object can achieve greater regularity 
of supply, inasmuch as the breakdown or inactivity of one 
can be balanced by increased production of the others. The 
wider the organisation the greater the facilities for ensuring 
a steady flow of materials and of orders for the products: 
hence, regularity of work is the result. 

4. Economy in Marketing and in Buying.-The area to 
be supplied is divided up so that each district is supplied by 
the nearest branch of the organisation. This results in 
greater satisfaction to the consumer and great economy in 
freights and expenses to the producers. 

5. Inventions, Proce8se8 and Trade-mark8 of constituent 
members can be. utilised by all and applied for the general 
benefit. The best processes only are adopted throughout 
the undertaking, and thus its output is beneficially affected. 

As compared with the kartel, the trust is usually of greater 
permanence and exercises a more rigid control over its members. 
A kartellapses when its object is achieved; frequently it breaks 
up before this point is reached, because one or more of the 
members refuse to continue the agreement and bring about 
the dissolution of the combination. On the other hand, the' 
kartel has three distinct advantages over the trust. In the first 
place, since the kartel is a combination which exists purely on 
the marketing side, manufacturers retain their freedom on the 
side of production. Secondly, a kartel is not exposed to the 
danger-inherent in the trust-of over-capitalisation. Finally, 
it is a more flexible type of organisation. The big disadvantage 
of the kartel system is that it may perpetuate inefficiency through 
grouping together efficient and inefficient units. It may also 
tend to stereotype an industry and hinder the development of( 
more productive methods. 

THE DISADVANTAGES OF TRUSTS AND KARTELS: 

1. Monopolistic Control 0/ Supply and Price8.-The whole 
or a great portion of the supply of a. commodity may be in 
the hands of a large combine, which may manipulate prices 
for its own ends to the disadvantage of the consumer. This 
policy may not, however, be of lasting benefit to the concern. 
The elimination of competition may result in indolence and 
conservatism, a loss of enthusiasm and of capacity, and an 
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absence of desire to keep pace with changing demand and 
improved methods. Such factors may operate to the dis
advantage of the trust and pave the way for the incursion of 
new and more enterprising entrepreneurs. 

2. Un/air Metluxls.-In America particularly the methods 
adopted by trusts to obtain control of prices and eliminate 
competitors have in past times aroused widespread hostility 
and indignation. Discrimination of prices and freights, 
secret agreements and " tying clauses" with such objects in 
view have frequently resulted in the preferential treatment of 
consumers in one area to the detriment of those in another. 

3. The Displacement oj" Oapital and Labour.-The con
centration of resources which sometimes follows the organisa
tion of a trust, or its policy of restricting output to force 
up prices, has not infrequently resulted in the closing down 
of the less efficient or less favourably situated units with a 
consequent displacement of labour and of capital in the form 
of buildings, machinery and plant. Hardship may thus result, 
although in the long run the elimination of the less efficient 
organisations is a benefit to production generally. 

4. Speculation and Over-Oapitalisation are disadvantages 
which apply specially to trusts, and frequently result from 
too wide an extension of the trust organisation. Considerable 
watering of capital may take place, as when a combine with 
a capital of £20,000,000 is formed to take over a number of 
firms sold to the promoter<! for £10,000,000, the difference 
being the promoters' profit. Producers enlarge their opera
tions beyond the limits of reasonable return, and are unable to 
reduce their commitments sufficiently without considerable 
loss and frequently ruin. At first the extended organisation 
and the capabilities of the entrepreneurs result in great 
economies and. enhanced profits. But although the trust 
is too recent an organisation to enable an accurate judgment 
to be made, it is probable that danger lies in too great an 
extension of the combine, and in the fact that the successors 
of the original promoters may not be as capable as their 
predecessors. 

5. Evil Social EDecta.-Monopolistic combinations may 
benefit the consumer by providing him with a well-made 
product at a low price, but results such as those in (4) may 
occasion widespread distress, particularly to small investors 
and to the workers in the various branches of the organisation. 
Apart from these considerations are the social evils of immoral 
and illegal practices sometimes adopted, and the killing of 
enterprise on the part of the small producer who is unable 
to withstand the competition of the large concerns. 
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~ Rings, Pools and Combines. 

Closely akin to the trust and kartel in arrangement and' 
object are organisations of various types known as Rings, Pools 
and Combines. A Ring or Corner is a combination of capitalists 
or dealers with the object of regulating supplies of a commodity 
placed on the ~arKet so as to increase its ·price. A Pool is a 
combination of producers with the object of eliritinating com
petition by an agreement to divide the market, total output or 
earnings on an arranged basis. The formation of a pool was 
held in the United States to be in restraint of trade and therefore 
illegal, so the law was evaded by the formation of the trust, in 
which, as has been stated, the general control is placed in the 
hands of a number of trustees. The term Comhine may be 
applied to any of the forms of organisation which have been 
mentioned, for any arrangement or agreement for the general 
benefit is correctly described as a combine. Accordingly the 
term applies as much to combinations of labour as to those, 
already discussed, which relate particularly to capital. 

Co-operative Enterprise. 

Co-operation is the reply of the worker to the entrepreneur 
system of industry. In its origin it was based largely on the idea 
that the services of the entrepreneur in production are not essen
tial; that even if the services are necessary the reward is dis
proportionate, as they are only a highly specialised form of 
labour. For these reasons co-operative enterprise is frequently 
distinguished from capitalistic enterprise; but although the 
distinction is useful it is not strictly correct, inasmuch as co
operative enterprise may be conducted on borrowed capital. 
Co-operation has been tried in many forms in various countries, 
but in all cases the basic principle is that the workers themselves 
control the several factors of production and direct the business 
throligh elected members of their body or through paid managers, 
and, in return for shouldering all the risks and paying interest 
on capital and all expep.ses1 share among themselves any surplus 
which may accrue. 

Co-operation is of two principal types: 

PRODUCTIVE CO-OPERATION, in which the workers unite, 
as producers, for purely productive purposes; and 

DISTRIBUTIVE CO-OPERATION, in which the workers 
unite, as consumers, to purchase their requirements of com
modities, receiving their shares of the profits in proportion to 
their purchases. 
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Co-operaUon among Producers. 
. Productive co-operation has a long record of unsuccess. Its 

failure is attributable to the cause to which it owes its being-the 
elimination of the entrepreneur. The workers have aimed at 
placing the management in the hands of one of their number, 
who is paid a fixed salary, and at dividing among themselves the 
profits of. industry. Unfortunately, too little importance has 
been attached to the functions discharged by the entrepreneur. 
Labour has sought to show that the profits accruing to the 
organiser are not necessary. A co-operative society official 
stated recently that" The main object of the co-operative society 
is to prevent any profit from arising at all ". A cynic remarks, 
"Well, why aren't they happy about it 1" This epitomises the 
results of productive co-operation. The absence of a guiding 
spirit, of an effective organiser and capable business manager
a man who has obtained his command by sheer ability-has left 
co-operative producers with losses instead of profits, and in spite 
of their tenets, they have not been pleased. Their managers are 
rarely of high order; the workers are unwilling to pay the high 
rates of remuneration necessary to attract men of great ability, 
so that few co-operative managers combine those outstanding 
qualities so necessary nowadays to bridge the wide gap between 
consumer and producer. They are also greatly handicapped by 
petty jealousy which arises from the necessity of controlling 
men of the same class as themselves, who are generally owners 
of the concern. Discipline and efficiency are difficult to attain 
in such circumstances (see post, Chapter 22). 

Co-operation among Consumers. 
In distinct contrast to the failure which has generally charac

terised productive co-operation, is the well-known success of 
Distributive Co-opera.tion, or Co-operation in Consumption. The 
primary object is the supply to the members of necessary goods, 
which are purchased by them in association and retailed to 
members of the society or association. Any profits made, after 
paying interest on capital and all expenses, are divided amongst 
the members in proportion to their "purchases. Such an associa.
tion is obviously at a. great advantage compared with a competing 
organisa.tion. Its customers are already available and its market 
developed without the expenses of advel;tising and of .. pushing .. 
commodities; the members are largely of the same class, are 
more easily satisfied and are not so insistent upon proper atten
tion as they might be in regard to businesses in which they have 
no interest. There are also savings in the handling and packing 
of the goods: the consumer whose· profits depend on economies 
is by no means exacting as a purchaser. For these and similar 
reasons distributive co-operation has proved a great success as 8. 
general rule; so successful, in fact, that its activities have 
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extended back to the productive side, and manufacturing organisa
tions have been developed to supply the distributive societics 
with necessary articles for sale. 

British co-operative societies have organised themse.1ves in 
this way; the independent branch societies with retail shops in 
a large number of localities obtain their supplies from the Co
operative Wholesale Society, which buys in large quantities and 
manufactures much of its requirements. The relationship of 
the local organisation to the central body is much the same as 
that of the individual member to the local society, the profits 
of the central body being distributed among the local societics in 
proportion to the total purchases of each local society from the 
wholesale organisation. 

It is instructive and interesting to note that the manufacturing 
organisations of the Wholesale Society are conducted not on 
" co-operative" but on "capitalist" lines; i.e., the employees, 
as such, take no part in the management and obtain no share of 
the profits, whilst they are controlled by first-class organisers 
who are adequately remunerated. . 

The movement is extending in this and in other countries, 
particularly in agriculture, where it is successfully applied for 
the purchase .in association of grain and manures, agricultural 
implements and general utensils. 

On the· Continent especially the co-operative idea has been 
extensively developed. In Denmark the small peasant farmers 
are associated in societies for the purchase of expensive machinery 
and appliances, the cost of which would be beyond the reach of the 
individual. Milk, for example, is forwarded to certain centres 
where expensive plant is installed for its conversion into butter, 
each member of the society receiving credit for an amount of 
the output in proportion to his contribution of milk, and sharing 
any profit or loss which may result from the associa~d effort. 
The members are also assisted by the purchase in association of 
manures and implements, and by extended facilities for the 
marketing of other produce. In Germany the co-operative 
system is applied for the provision of capital for agricultural 
purposes, the members contributing capital in small sums to 
agricultural credit banks from which loans may be obtained by 
those who require capital for improvements, implements and 
extensions. Similar applications of the same principle are to be 
found in other countries, notably in Ireland, India and in our 
Australasian colonies. 

Co-operative societies are extending their functions in other 
ways, as by providing educational and social advantages for their 
members, and by establishing allied banking and insurance 
organisations on co-operative lines. Such developments must 
have important economic effects, which will be increasingly 
emphasised in the future with the growing association of the 
co-operative organisation and the trade union movement. 
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Municipal. and State Enterprise. 

Closely allied in principle to co-operative enterprise are those 
economio organisations controlled by the central government 
and local authorities. T~f)State Post Office is merely an 
organisation conducted by the State for the benefit of its citizens 
-the consumers of the services rendered. Municipal enterprises 
of various types-gas and w~ter companies, swimming baths 
and amusement parks, conditionIDg establishments such as those 
which exist at Bradford for wool-testing purposes, municipal 
banks such as that of the Birmingham Corporation-all are 
conducted by, the authorities as representatives of the consumers, 
wno benefit upI'ofits accrue and must bear-aiiy losses which may 
arise. They are, in effect, co-operative enterprises conducted 
by associations of consumers for the supply of necessary services 
or commodities. 

With notable exoeptions municipal and State enterprises 
have not usually achieved outstanding success. The reasons 
are not far to seek. State and local officials with fixed salaries 
and secure posts haveJittleinceptive to extraordinary effort. 
POliticaT favouritism and family iiUluence sometim~s place such 
enterprises in incapable hands. The capital at stake is obtained 
from· general funds collected as rates and taxes, and is not cared 
foTto the same extent as is the cap'ita! of a joint-stock company. 
Ratepayers are not. so insistent upon their rights and benefits 
as are shareholders in commercial enterprises, whilst State and 
mlihiclpal-concerns suffer from frequent. changes in the manage
ment -aridirotntliedistnoution of that management among too 
many :rerBOriS~· It can scarceJybe doubted that even those 
enterprlSeS whioh have achieved success would prove still more 
successful if it were possible to run them as private organisations. 

COMPETITION AND COMBINATION 

The present chapter would scarcely be complete without at 
least a. brief reference to the opposed tendencies of competition 
and combination which are such marked features of modem 
industria! organisation. In every branch of econonllcs the 
competitive instinct is recognised as one of the basic characteristics 
of man in society. He competes with his fellow-men at every 
stage of his existence; there is a constant rivalry for means of 
subsistence, for the possession of wealth in all its forms, for 
occupation and for employment. Buyers compete with other 
buyers for goods and services; sellers outbid one another in an 
endeavour to obtain custom. The competition for labour, raw 
materials and capital exists between one concern and another, 
between localities, and between nation and nation. The econo
mist considers tha.t as a. rule this persistent characteristic may be 
relied upon to obtain for man a. due share of the world's goods, 

L 
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and to lead him to that locality and occupation which will most 
amply repay such energy and ability as he has to offer. 

But, as we have seen in our consideration of monopolies, 
competition itself leads eventually to combination, to an associa
tion of those engaged in similar businesses. This is due largely 
to the recognition of a common interest, whether of a certain 
class of producers or of a geographical group of producers. There 
arises an appreciation that competition has very marked limits 
beyond which)t tends only to defeat its own ends, and to involve 
in ruin those who pursue it too far. Then, again, producers of 
one class discover that they can obtain a common benefit by 
associating for some specific purpose, such as the advertisement 
of their common product, or the search for information con
cerning their particular trade. At the time of writing, rubber 
manufacturers in Britain have for some time been making collcc
tive efforts to advertise the advantages of rubber articles to the 
general consumer. Motor-car manufacturers in this country have 
quite recently endeavoured to bring pressure upon the govern
ment to retain import duties which are claimed to bperate to the 
advantage of the industry as a whole. Consumers associate with 
one another to oppose increases in the price of manufactured 
goods; retailers combine to prevent underselling and the incur
sion of the wholesaler into the province of the retailer. Labourers 
combine to form trade unions with the object of protecting 
their common interests and of obtaining some advantage in their 
conflicts with the stronger forces of employer and capitalist. 
On the other hand, employers have found it necessary to unite 
in order to combat the continually increasing forces of labour, 
and to decide on a common policy regarding the payment of 
wages, strikes and lockouts. 

Thus the two tendencies of competition and combination are 
. found side by side through all the ranks of industry. Producers 

and consumers who may engage in the keenest competition 
with other producers and consumers, nevertheless find it to their 
advantage to unite for some common object. But it is not 
difficult to under§j;and that competition itself is at the root of 
all combination. r Man is forced by competition into conflict 
with his neighbour; but eventually the stress of competition 
and the sense of common interest are themselves inducement" to 
the association and co-operation of one man with another. Com
bination is in effect the result of the efforts of one group to 
obtain a greater advantage in its competition with another 
group. Combination is an attempt to lessen competition, but 
in some respects it increases competition.,j Traders associate to 
obtain some common advantage which the individual members 
could not afford, such as the benefits of Chambers of Commerce, 
and Trade Journals. But competition in other respects, as in 
regard to internal management, is made keener than ever. 
Again, there is no competition like that between two large com-
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binations in the same industry. The tobacco war for the English 
market some years ago was a. good instance of this, and more 
recently we have witnessed a. conflict, apparently not yet ended, 
between the two great oil combines, the Standard Oil Company 
and the Shell Group. 

Competition thus adopts a. variety of disguises. Modern 
society is described as "competitive" mainly because it relies 
very considerably on the force of these various forms of competi
tion to preserve the balance between producer and consumer. 
Competition to buy keeps up prices and so protects the interests 
of the producer; competition to sell forces down prices and thus 
safeguards the interests of the consumer. But, as we have 
indicated, competition is by no means a perfect regulator, while 
its aim and effect in any given circumstances are not capable of 
exact estimation. 



THE EXCHANGE OF WEALTH 

CHAPTER 12 

MARKETS AND THE SAFETY-VALVES 
OF COMMERCE 

How Markets arose. 
IN the early stages of industrial evolution to which we have 

referred in a previous chapter, there existed no necessity for 
the exchange of products. The family group was self-sufficing; 
its products were intended only to satisfy its own immediate 
wants, and there was at first little question of exchanging com
modities with other family groups. But the development of 
the gild system marked a change in this respect, and with the 
separation of employments and the specialisation of crafts the 
need arose for some organisation whereby products could be 
exchanged and sold for the goods of other producers. This 
organisation was found in the market place, a central spot or 
building in 8: town where commodities could be exposed for sale, 
and where buyers and sellers could meet on certain days for the 
purchase and sale of goods. 

Thus the term market referred originally to a place or locality 
where buyers and sellers congregated. Its functions at first 
were purely local, and regulations were made and enforced to 
preserve this characteristic by the exclusion of merchants from 
other localities. Frequently the early markets provided a means 
for the exchange of every variety of product and of service, 
but the market, like other productive organisations, had to 
specialise its, functions in order to keep pace with industrial 
and commercial progress. So in a great city could be found as 
many markets as there were important branches of trade; in 
London, for example, this localisation is evidenced to-day in the 
separate institutions known as the Stock Exchange, the Com 
Exchange and the Coal Exchange. 

In Economics, however, the term market has a much wider 
significance. It refers, not to a place where commodities are 
bought and sold, but is used to indicate a commodity or commodities 
and the buyers and sellers thereof who are in direct competition 
with one another. In this definition there is no restriction of 
locality; the extent of the market is determined only by the 
region within which there are buyers and gellers of the commodity 
around, which the market centres. The market may be local 
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or it may cover the whole world. Examples of the former are 
the local produce markets or horse fairs to be found throughout 
England: the traders are usually farmers, dealers and shop
keepers from the surrounding districts. The market in wheat 
is world-wide, and the buyers and sellers belong to every nation 
and to every grade of society. 

We note, however, that whilst the meaning of the term 
market is thus extended, it is also specialised or restricted in 
two ways: (a) as regards the commodity dealt in; and (b) as 
regards the buyers and sellers. Thus there may be a market 
'for every 'commodity, and the market for that commodity is 
quite distinct from the markets for other articles. From an 
economio standpoint the tea, wheat, butter and horse markets 
are quite independent of one another, and they also may be 
further subdivided to cover various grades of the same commodity, 
or to cover the same commodity at different times, inasmuch 
as the buyers and sellers who constitute one market must be in 
dired competition. The retail market in a commodity such as 
tea is quite distinct from the wholesale market in the same com
modity. Retail grocers compete directly in one market to 
purchase tea from the wholesalers; but this market is quite 
distinct from that wherein the wholesalers themselves compete 
to buy supplies from the actual producers. 

The Evolution of Markets. 
The evolution of markets may be regarded from two points 

of view: (1) the geographical, and (2) the functional. 
THE GEOGRAPIDCAL EVOLUTION refers to the growth' of the 

market for certain commodities in so far as it relates to the 
region inhabited by the buyers and sellers in the market. It 
mar be divided into four stages corresponding to .the growth 
of mdustry: (a) the family market, within the bounds of the 
family only; (b) the local market, in the town or village; (c) the 
national market, covering the whole nation, and (d) the world 
market, extending to the ends of the earth. 

The last three geographical divisions exist to-day in respect 
of certain markets. The local market (see also below) covers 
the neighbourhood of a village or town, within the radius of a. 
few miles. Hitherto the market for fresh milk has been fairly 
restricted, but present day transport facilities permit it to be 
considerably enlarged. At one time also the market in fresh 
fruit, cut flowers and vegetables was necessarily localised, but 
fast transport services have extended the market in such com
modities to the whole nation in the case of smaller countries. 
such as Britain, France and Denmark. The cost of transport 
is naturally an important consideration; consequently the area. 
of the market tends to be lessened as the prices of suc;:h com
modities fall-when cut flowers and fruit are in season, their 
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low prices will not bear heavy transport costs. In the smaller 
countries most commodities have a national market; in the 
larger states, such as Russia and U.S.A., transport costs may 
tend to limit the area covered, but such costs are nowadays 
kept so low that the market, even in perishable commodities, 
is ever increasing; in many cases it is already world wide, as, 
for example, the markets in butter and meat. 

In spite of this modern tendency, the questions of portability 
and cost of transport remain of considerable importance in 
determining the extent of the market. Hence we find that 
heavy and bulky commodities of comparatively low value have 
a limited market; e.g., gravel, common bricks, sand, and road
making materials. On the other hand, universal markets 
exist in the case of those commodities, such as precious stones 
and precious metals, stocks and shares, which are transportable 
at comparatively low costs and are in wide demand. 

Wide markets exist also in respect of necessaries (except 
those which are too perishable) and in the case of articles which 
can be easily graded and described. Costs of transport and 
distance matter little in the former case, for man must have 
commodities which are essential to his existence, whatever the 
expense. In regard to the latter class, we find very wide markets 
in commodities such as wheat and raw cotton, which are in 
universal demand, and can be purchased and sold by sample or 
by mere description. This possibility of sale without in
spection of the bulk makes sale and purchase a convenient and 
simple matter, and enables a larger number of prospective buyers 
to be approached in a given time than would otherwise be 
possible. 

THE FUNCTIONAL DEVELOPMENT relates to the type of 
business transacted, and here again four stages may be differ
entiated :-

(a) The General Market, concerned with the purchase 
and sale of a great variety of wares and produce, and 
attended by buyers and sellers from the immediate neigh
bourhood. Prices are fixed by bargaining, on a rough 
estimation of the demand for and the supply of each com
modity, but at the same time only one price will obtain for 
exactly the same article. Such markets have already been 
mentioned: they are widespread in England and in other 
countries at the present time. 

(b) The Speciali8~ Market.-Even in the local or mixed 
markets there is some tendency to specialisation: the local 
horse fairs and cattle auctions are entirely distinct, and are 
frequently held on different days of the week. But as 
industry and trade develop, and commerce extends, so does 
the need arise for inc~ased specialisation and greater differ
entiation. The market in raw cotton is a vast organisation 
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in itself, entirely separated from the markets in yam, in 
thread, and in the countless varieties of cotton piece goods. 

(e) Marketing by Sample.-As the range of goods increases, 
and the varieties of each type of product tend continually to 
increase, so does it become more difficult to display all the 
stock which is to be the subject of a sale. The system of 
selling by sample enables a larger number of buyers and 
sellers to come together, and gives them a greater variety 
from which to select. The sample is much more easily 
handled than the bulk, and permits the bulk to be disposed of 
in a distant market without its actual transference there or 
its inspection by the purcha!ers. A little consideration will 
serve to make clear the enormous gain in time, energy and . 
money which thus accrues. Naturally, not all commodities 
can be sold in this way, but the method is particularly 
applicable to raw materials, such as tin plate, pig-iron, grain 
and timber. Samples of these may be fairly representative 
of the whole, and can be conveniently classified according 
to quality and date of crop, etc. Manufactured goods are, 
of course, eminently suitable for sale by this method, where 
they are of a uniform nature. 

(d) Marketing by GrOOe.-In effect this is a development 
of sale by sample, and applies more especially to such raw 
materials as can be conveniently classified according to 
quality. The efficient produce markets of to-day have made 
possible the grading of the raw materials dealt in according 
to fixed standards. Thus the quality of a given commodity 
is immediately recognisable by a purchaser on being informed 
that it is of a certain grade. An inspection of samples is 
unnecessary, for each grade corresponds to a definite standard 
of quality of .the raw material, and, as the grading is fre
quently done by an independent authority, the buyer is 
assured of the quality of his purchase. I~ the cotton markets, 
particularly, these methods have reached a. high degree of 
perfection, and have made ;r?ossible the development of 
dealings in "futures" and ' options" on a large scale 
(see post, page 178). Crops and cargoes of the raw product 
change hands a number of times on the simple assurance 
that on delivery they will conform to a certain grade of 
quality . 

. The Law of Indifference or the Law of Markets. 

There are probably no markets in which it can be said that 
'perfect competition exists. But if we assume such conditions to 
exist in any market, then it follows that no buyer will pay more 
for any given article than any other buyer is required to pay. 
So long as the buyer gets what he req$es he is indifferent as to 
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who supplies it, and if the price asked by one seller is lower than 
that of others, then all buyers will purchase from that seller. 
Similarly no seller will dispose of an article at a lower price than 
that obtained by any other seller for the same article; if one 
seller obtains a certain price all other sellers will tend to hold 
out for at least the same price. 

These facts mean that in the 8ame open market, at the 8ame 
time, there, can be only one price for the 8ame commodity. By the 
same commodity we mean, of course, a commodity of exactly 
similar quality, grade and description, anyone portion of which 
may be used or held indifferently in place of an equal portion. 
This tendency or principle is described by Jevons as the Law of 
Indifference. It tends to operate in all marketS: but obviously 
it is not exactly operative in any market. In the' first place, 
perfect competition exists nowhere, and, secondly, the existence 
of competition itself presupposes certain temporary variations 
in price as between one dealer and another, although the 
tendency is to fix one price only for one commodity. 

Necessary Conditions for a Perfect Market. 
We have already stated that the perfect market would be 

one in which the law of indifference was allowed free play, so that 
only one price could rule for one commodity at the same time. 
But in very few markets are the following necessary conditions 
existent to the requisite degree :-

1. EASY COMMUNICATION AND EFFECTIVE TRANSPORT.
All buyers and sellers in the same market must be in easy 
and speedy communication with one another, so that they 
may be in a position immediately to effect transactions, to 
publish and advise changes in prices and in market conditions, 
and to obtain information from one another as to the present 
and future course of events. The transport systems must 
be such as to permit of the speedy, safe and economical 
transfer of goods from one point to another as may be desired. 
Difficult, tardy or expensive transport arrangements tend to 
make marketing uncertain and inefficient. 

2. FREE COMPETITION.-This assumes that both buyers 
and sellers will act solely in their own interests, and that 
there is an absence of rings and combination whereby sellers 
or buyers associate in order to control prices. Free com
petition is essential if that criterion of a perfect market is to 
exist-the existence of one price only at anyone time for a 
given commodity. It is also necessary if cl08e prices are to 
be quoted and if the rate of profit is to be kept to a minimum, 
as, for example, is the case in dealing on the Stock Exchange, 
where 1 per cent. coDU¢ssion is payable on ~ .£100 
of gilt-edged stock. -
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,3. WIDE EXTENT.-Some of the essentials of a wide 
market have already been indicated. They may be summar
ised as follows ;-

(a) Exten8ive Demand and Supply, i.e., many buyers 
and sellers. The market in wheat is necessarily wider 
than that in furs, because the latter are of little use 
in warm countries while wheat is almost universally 
demanded. On the other hand, the winter market in furs 
is much wider than the summer market; the market 
in this case is limited by the duration of demand. A 
very wide market may conceivably exist for a time in 
a commodity the use of which is dictated by fashion; 
when fashion changes the market collapses. 

(b) Suitability lor Grading, Sampling and Exact 
Ducription, so that the bulk can be sold by letter or 
cable across half the world, without possible misunder
standing or doubt. Cotton and wheat can be so sold; 
cattle are obviously not purchasable without inspection. 

(c) Portability 0/ the Commodity.-Bulky articles of 
low value, e.g., bricks and sand, have a limited market; 
the cost of transport over wide areas is prohibitive. 
This does not apply to gold and diamonds, silk and 
shares. 

(d) Durability 0/ the Commodity.-A very wide market 
cannot exist in perishable and fragile articles because they 
cannot be transported over the long distances implied in 
the existence of a wide market. Compare, for example, 
the market in frozen meat with that in fresh meat. The 
market for the former is now very wide; that for the 
latter is still local. Further, the market in perishable 
commodities is necessarily limited as to time. In the 
case of cut flowers, for instance, only day-to-day prices 
can be fixed. 

(e) Supply 0/ the Commodity.-Only a very restricted 
market can exist in antiques, curiosities and works of 
art, the supply of which is limited. 

The markets in the non-perishable necessaries of life are 
generally world-wide. In the case of other commodities, the 
wider the market the nearer the approach to perfection. A wide 
market implies amongst other things the capacity to carry 
through large transactions at a moment's notice, and, if necessary, 
in return for a small margin. Fluctuations in prices are thus 
kept to a minimum. 

-The Market for Invested Capital. 
The nearest approaches to perfect markets are those for 

invested capital, the stock exchanges in various centres, and 
particularly those of London, Paris, New York and Amsterdam. 
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The commodity dealt in-Capital-is evidenced by various clastics 
of shares and debentures, all of which can be accurately described 
and suitably graded: the ordinary shares of a particular company 
may be regarded as being all of one quality or grade, and any 
one such share is as good as another. Paper securities can, of 
course, be transported long distances without difficulty and with
out much risk of loss. Further, buyers and sellers within each 
exchange, and also buyers and sellers on different exchanges, 
are in constant communication one with another, being closely 
linked by telephone, telegraph and cable. The methods of quoting 
shares, of making bargains and of settling transactions are 
absolutely fixed and widely known, its prices are rapidly circulated, 
extensively quoted and easily understood, while the high moral 
standard which exists throughout the market is far more efficient 
than the strictest legal control in preventing fraud and minimising 
risks. These factors make the stock markets the best organised 
and the nearest to perfection of all markets. Particularly does 
a wide and efficient market exist in such stocks and shares as have 
an international attractiveness; e.g., the stock in certain American 
railways, government issues and Suez Canal shares. Equally 
efficient but not so wide is the market in connection with the 
stocks of trades and industries of international repute. 

Similar considerations apply to the markets in the precious 
metals, in commercial bills of exchange and in foreign currencies. 
The markets in the important raw materials, such as wheat, 
cotton and wool, are also organised to a high degree, the methods 
adopted for dealing being based on. those of the stock markets. 

The Organisation of the London Stock Exchange. 
So important is the London Stock Exchange as an example 

of a highly efficient market and as a pattern on which is based the 
structure of other markets, that a brief account of its organisa
tion will not be out of place. 

The London Stock Market consists of a. voluntary association 
of the proprietors of the Exchange building, who meet there to 
deal in shares among thexnselves under the rules laid down by 
the Committee for General Purposes and by the Management. 
The latter is entrusted to nine elected members, three of whom 
retire every five years, and it appoints the officials of the Exchange 
other than the secretary. 

The Committee for General Purposes consists of thirty 
members elected annually by the others. Among other duties 
it (a) appoints the secretary; (b) admits members or authorised 
clerks of members; (c) gives authority for arbitrage business to 
be transacted; (d) suspends or censures members j (e) re-admits 
defaulters j U) notifies the public of suspensions of members. 
Members may be suspended if they violate or fail to comply with 
the rules, or if they are guilty of dishonourable conduct. 
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Members must refer all disputes among themselves to the 
Committee for arbitration, and are prohibited from taking action 
against any other member or members over such disputes unless 
the prior consent of the Committee is obtained. The system of 
arbitration is attended by several advantages and disadvantages. 
On the one hand, it permits disputes to be settled promptly and 
economically; it is not governed by precedent, so judgment to 
suit each case may be given strictly according to the notions of 
a body of business men, and, finally, the right of the Committee 
to expel or suspend a member promotes a better moral code than 
any legal enforcement. On the other hand, disadvantages result 
because identical and recurring issues may be decided in quite 
different ways;, time is needlessly lost because the results of 
previous findings are not recorded for future guidance in similar 
cases, and a member's legal rights may be waived in favour of 
a. submission to arbitration, the issue of which is uncertain. It 
cannot be doubted, however, that the system has worked with 
remarkable success and has maintained an exceedingly high 
standard of business morality. 

Membership of the Lon~on Stock Exchange. 
Membership of the Exchange is strictly regulated and entry 

is difficult. Members may be either brokers or jobbers. 
STOOKBROKERS are middlemen fLcting between the jobbers and 

the publio for a. commission, and' are liable as agents for their 
clients. Orders from the publie are given to brokers and not 
direct to jobbers. It is a. preach of the rules of the Stock Exchange 
for a jobber to approach the publio directly for orders. On the 
other hand, brokers are not supposed to deal in stocks for large 
amounts for their own profit. They rely for their profits on the 
commissions which they receive from the public, and do not 
usually carry stocks on their own account. 

JOBBERS make their profits by speculation in stocks and 'from 
the "jobbers' tum," the difference between the buying and 
selling prices they quote to the brokers for stocks. Dealers who 
buy stocks on account .. for the rise " are called bulls; they buy 
in the hope of selling to another person before the end of the 
account or settlement (see below). Dealers who sell in the hope 
of buying later on at a lower price are called bears : their object 
is to force down prices, whereas bulls operate to force up prices. 

Ordinary investors of the" man in the street" type frequently 
complain that they can find no justification either for the existence 
of the jobber or for the superlative profits which he is supposed 
to make. The jobber nevertheless performs an economic function 
of first importance; his business is to make a market in any stock 
or share in which he is aocustomed to deal by being willing at all 
times to quote prices either for buying or selling. No reliable 
jobber can refuse to deal: he must be re'ady to buy at a reasonable 
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market price stock which he does not want, and be ready to sell 
other stock which he may not possess. It is this function of the 
jobber which makes the London Stock Exchange the freest stoek 
market in the world. 

Only members of these two distinct classes are admitted to 
the Exchange, but outside brokers transact business through 
the members. Some of these outside firms are legitimate houses 
represented by managers who have been members of the Stock 
Exchange, but who have come out because they prefer to be free 
from the arbitrary rule of the Committee, and are free to adver
tise, which members are prohibited from doing. Other outside 
brokers are frequently nothing more than .. bucket shops". 
engaged not in the legitimate purchase or sale of shares, but in 
carrying on a betting business with the speculative public by 
paying or receiving differences in the prices of shares that have 
never in fact been bought or sold. 

Method of Dealing. 
A broker who has an order to execute asks a jobber for a. 

price. The jobber quotes two prices, one for buying and the other 
for selling. If the quotation is satisfactory, the broker closes at 
the price for the transaction, and the jobber is bound to abide 
by his quotation even though he may suffer loss before settlement 
is effected. The broker forwards to his client a signed Ilnd 
stamped "Contract Note", specifying all charges for commission, 
stamps and transfer fees, in addition to the price of the stock 
ap.d other particulars. If the bargain is for cash, money must 
be paid over at once and the securities transferred, but generally 
transactions are " for account" or for the " Settlement". 

The Settlement. 
This name is applied to certain specified dates on which trans

actions must be completed by delivery of securities and pay
ment of cash. It lasts four days, as follows :-

CONTANGO DAY is the first day, when it is decided whether the 
bargain shall be completed, or held over till the next settlement 
in cases where it is not desired to pay over the money or to deliver 
the securities. Contango is the name applied to the interest for 
the period of postponement which must be paid by a. buyer who 
cannot hand over the necessary money. Backwardation is an 
allowance which has to be made by a seller who for any reason 
cannot deliver the security he has sold. 

TICKET DAYS are the second and third days of the Settlement, 
when "tickets" for the stock are delivered by the seller to the 
buyer, and the names of the actual buyer and seller arc deter
mined so that certificates and transfers may be made out in the 
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proper names. The first ticket day is set apart for mining 
contangoes, while the second ticket day is applied to general 
business. 

SETTLING DAY is the last day when payments are finally made, 
either for completing the transactions or for carrying over the 
bargain to the next settlement. 

The Economic Function of the Stock Exchange. 
The Stock Exchange performs an essential economic function 

by providing a market for capital which is already invested. It 
facilitates the transfer and rearrangement of that capital, and 
is the means whereby capital represented by stocks and shares 
may be graded, and realised easily and cheaply. It makes 
possible international dealings in securities, and renders stocks 
and shares acceptable as cover for loans. The rigid rules to which 
the market is subject, and the high standard of commercial 
morality which prevails, create' confidence and bring great 
numbers of people into business relationship. Consequently, the 
trend of business on the stock markets has important reper
cussive effects throughout the community. While, therefore, the 

. Stock Exchange is not itself the market for new capital, the advan
tages which it offers, particularly that of ready realisability, are 
vitally important in stimulating and encouraging the flow of new 
capital for industrial and other purposes. 

An important function of the stock markets is that they 
facilitate the sale and purchase of securities at their "true" 
values. The" true" value of a, Recurity necessarily depends on 
the degree of risk behind the security, on its dividend-eaming 
capacity, and on its future possibilities. On the Stock Exchange 
the influence of expert, well-informed dea.lers is constantly at 
work, forcing downwards or upwards the values of securities 
according to the most up-to-date relevant information. Hence 
originates the saying-which contains a good deal of truth-that 
.. the true value of a. security is what it will fetch"; in other 
words, that dealers on the stock markets are so well-informed as 
to risks, future prospects, and all the other relevant factors, that 
at any given time the current Stock Exchange quotation of a 
security is a. fair measure of its real or true value. 

Such a statement is not wholly true, however. It assumes 
that dealings on the Stock Exchange are always carried out on a 
rationa.l basis: unfortunately, that is not the case. Speculation 
and gambling playa considerable part in fixing the market price 
of stocks and shares. Sometimes attempts are made to "rig" 
the market; false rumours are spread either to induce hesitating 
purchasers to buy or to cause nervous holders to sell. At other 
times, security prices are forced up or down beyond "true '.' 
va.lues through big buying or selling operations which sometimes 
have sinister aims. Again, there is almost an inherent tendency 
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for movements on the Stock Exchange, either upwards or down
wards, to be " over done", at any rate during short periods. The 
large, knowledgeable operator always has a large following of 
blind disciples. The public comes in to buy on a rising market, 
and to sell on a falling market, with the result that prices of 
securities frequently rise and fall to levels which bear little 
relation to true values. Very frequently, uninformed investors 
are left to " hold the baby," i.e., they have to take up stocks and 
shares purchased at fancy prices which bear no reference to the 
intrinsic worth of the holdings. 

But such divergencies are temporary. Sooner or later, as 
the real situation becomes clear, the inevitable adjustment takes 
place, and in the long run, stocks tend to be purchased and sold 
at prices approximating to the market estimate of their true 
worth. As to what this is in any particular instance is difficul~ 
to define. It may be stated, however, that the principal factor 
in the value of a security is its net yield in the way of interest to 
the investor. At any particular time, market operators and the 
investing public have a fairly accurate idea as to the different 
yields which should be obtained from various classes of invest
ments. On first-class trustee, or gilt-edged, securities, such as 
British Government Stocks, an average of, say, 5 per cent. per 
annum may be expected, and the prices of the various types of 
such stocks will tend to that level at which the yield in all cases 
is approximately the same. Thus, if a war loan stock can be 
purchased at 100 to yield 5 per cent., the price of Consols, yielding 
2! per cent. only, will be in the neighbourhood of 50. Similarly 
the price of any newcomer into this group will approximate to 
that figure which will give the average expected yield for the 
group. 

Yields of other classes of securities will be judged by com
parison with the yield obtainable on the first-class group, the yield 
increasing according to the degree of risk involved. Thus, 
investors generally may expect on good industrial ordinary shares 
a yield of from I! to 2 per cent. more than is obtainable by 
investment in the gilt-edged group. Again, on speculative invest
ments, such as those in mining and oil shares, a yield of anything 
from 10 per cent. upwards may be expected. The yield on the 
first-class group may be regarded as pure interest, and the addi
tional "insurance against risk" increases as we pass from the 
better class of industrial securities to the more speculative sections. 

In each class there is an average yield which investors generally 
expect from that class, and in the long run the prices of existing 
securities, and of new securities entering the class, tend to that 
'level where the average expected yield for the particular class 
will be obtainable by the investor. Suppose, for example, that 
investors generally expect to receive 10 per cent. per annum on 
money invested in oil shares. The price of the £1 ordinary shares 
in a concern paying 10 per cent. will tend to be at par, i.e., 20s. 
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per share. Other things being equal, the price of the £1 ordinary 
shares of a similar class of company paying 15 per cent. will tend 
to be about 30s., giving a net worth of 10 per cent. on the money 
invested, as in the case of.the first company. 

In considering the net worth on any type of security due 
regard must, of course, be paid to the possibility of future capital 
distributions in the form of bonus shares or direct distribution of 
reserves, etc. Clearly, the value of ordinary shares in a concern 
with vast accumulated reserves cannot be judged solely from the 
yield per cent. represented by its annual dividends. Due 
allowance must be made in the valuation of such shares for the 
possibility that part at least of such reserves may be distributed 
to shareholders. Such facts are rarely, if ever, overlooked by the 
quick-witted, well-informed dealers on the Stock Exchange, and 
we find that, as a general rule, the possibility of bonus declarations, 
capital repayments, etc., is reflected in the prices of the securities 
concerned. 

For example, the yield of the ordinary shares of the Imperial 
Tobacco Company at current prices is frequently lower than the 
yield, on other industrial securities of a similar type because that 
company has an almost unequalled record for the distribution 
of bonuses to shareholders. A proportion of the market price 
of these shares represents a payment made by the purchaser in 
anticipation of bonus distributions, but when due allowance has 
been made for such factors in this and similar instances, the price 
of the shares tends to that level which will return to an investor 
the average expected yield on that type of security. So we may 
conclude that in the long run Stock Exchange prices represent the 
true value of securities, and that true value is determined primarily 
by the average yield which the investing public expects from the 
type of security concerned. 

The Market for New Capital. 

In this country, particularly, the market whose function it is 
tOlrovide capital for new enterprises is very little organised, 
an the financing of industry is left almost entirely to private 
enterprise, assisted by one or two recently formed investment 
houses. In Germany and America, however, the banking insti
tutions provide much of the machinery which regulates the flow 
of fresh capital into industrial organisations. Many of these 
institutions possess extensive holdings in industrial enterprises, 
but in this country such a system is not adopted, although, here 
as abroad, the banks render great service to commerce in the 
provision of short-term credit (as opposed to the permanent financ
ing of industry) by granting loans against various forms of 
security, by discounting and accepting bills of exchange and by 
issuing letters of credit. 
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Speculation. 
Speculation is a term of wide significance and of a. varicty 

of meanings. Primarily it refers to that class of business enter
prise which is undertaken in the expectation of a rise or fall in 
prices. The essential is the purchase (or sale) of a commodity 
at one time, with the object of making a profit by its sale (or 
purchase) at another time, usually in the same market. 

Speculative business may include any or some of the 
following :-

1. LEGITIMATE ENTERPRISE, undertaken by a man con
versant with the business, with the object of making profits 
by producing in anticipation of a carefully estimated demand. 
The element of risk is limited and may be reduced to a 
minimum by the highly-skilled entrepreneur. 

2. SPECULATION PROPER, which involves the investment of 
money in an enterprise, the risks and details of which cannot 
be known to any man. Dealers on the produce exchanges 
legitimately speculate on the probability of a rise or fall in 
the prices of commodities. If crops are good they sell their 
stocks or rights to supplies in anticipation of a future fall in 
prices; if crops are poor, they buy as much as possible in 
anticipation of a future scarcity and high prices. The dealer 
has expert technical and general information at his disposal, 
and he speculates according to his own judgment of the 
future course of events. He makes it his business to fore
cast demand and to estimate future supplies, and in thia 
respect he performs a legitimate and useful function. But 
so many factors may intervene to upset his calculations that 
his business is essentially speculative: whilst his profits may 
be very great, his losses may reduce him to ruin. 

3. GAMBLING OR ILLEGITIMATE SPECULATION, signifYing 
in the main operations undertaken blindly and ignorantly by 
speculators with the idea of reaping rich rewards in the shape 
of profits. It also includes deliberate manipulation of the 
market, e.g., comers, which are operated by highly skilled 
but unscrupulous operators. The risk of loss is considerable; 
frequently the whole of the invested capital may disappear. 
But the evil lies chiefly in the fact that such operators 
actually risk little, inasmuch as they operate largely on 
borrowed capital or without capital at all. Thus on the 
stock markets, bull and bear operators may endeavour to 
manipulate prices with the object of influencing public demand 
for stocks. When prices have sufficiently risen, or have been 
sufficiently depressed, such operators" unload" their holdings 
at the high prices or buy in as much as possible at the low 
figures. This form of operation is harmful to the community 
genera.lly inasmuch as private investors are frequently vic-
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timiaed and violent fluctuations in prices are engineered. Legiti
mate speculation tends to smooth out fluctuations in price: 
gambling serves only to accentuate these price fluctuations. 

The Economic Justification of Speculation. 
A characteristic of modern industrial organisation is that 

production has to be initiated long in advance of demand. Before 
a woollen coat can be marketed, numerous producers have to be 
engaged for many months in obtaining the raw material and 
transporting it to the manufacturing centres, in spinning and 
weaving the cloth, and finally in actually making up the garment. 
At every stage the producers run some risk that their efforts 
will prove fruitless and that their products will not find a market. 
Industry itself is thus a speculation; producers must work 
continually on estimates of probable demand, and on the correct
ness of these estimates depends the results of their enterprise
whether they will make profits or incur a loss. 

The risks of loss are much greater in some industries than in 
others, and particularly in those industries which utilise large 
quantities of raw material, such as cotton, wool and wheat. 
The quantity and quality of crops are always uncertain factors 
beyond the control of man, while there is an absence of regu
larity and continuity in the supply of raw produce which is 
harvested at periodical intervals. In distinct contrast to the 
irregularity of supply is the steadiness of demand: cotton, wool 
and wheat are required everywhere and at all times for industrial 
purposes. Fluctuation in prices would tend therefore to extreme 
limits in such departments of production unless other forces were 
at work tending to minimise the movements. 

These forces make their influence felt on the highly organised 
produce markets in this and other countries. The buyers and 
sellers consist of expert middlemen, who make a living by fore
casting price movements and market demands, and by buying 
and selling for profit. They do not actually touch the raw 
material, but act as intermediaries between producers on the 
one hand and manufacturers on the other. They arrange for 
expert technical and general information concerning crops in 
various countries, and make a detailed study of all conditions 
affecting the demand for the commodity in which they are inter
ested. They consider changes in fashion, political conditions, the 
prospects of peace and war, and any other matters which may 
influence their market. Their mode of operating is determined 
by their estimation of the future course of events: if they 
anticipate a fall in prices, they proceed to sell out as much as 
possible; on the other hand, if in their judgment a rise may be 
expected, they buy in supplies for future sale. Present sales 
tend to send down prices now, and therefore to reduce the 
.. steepness JJ of the anticil'ated fall. SimiIarlr, present :pur-

~ 
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chases tend to raise prices immediately, and thus obviate too 
rapid an appreciation in the near future. 

If the judgment of the speculator is correct, his operations 
tend to steady prices and to prevent violent fluctuations. In 
this respect he renders a valuable economic service, and the com
munity benefits as a whole. Violent fluctuations in prices are 
generally harmful, for although they may provide the few with 
great opportunities, they bring loss and possible ruin to the many. 
And what is even more important, they create that atmosphere 
of uncertainty which is the greatest obstacle to sound and pro
gressive trading. 

On the other hand, the operations of the unskilled dealer, 
or of the pure gambler who operates in ignorance and without 
care, are socially harmful, inasmuch as they accentuate changes 
in prices and may originate violent fluctuations. But the fact 
that a dealer is likely to lose considerably if his judgment proves 
wrong is in itself a deterrent, and results eventually in the 
elimination of the unskilful operator, with beneficial effects on 
the efficiency of the market as a whole. 

Thus speculators eannot succeed unless they are thoroughly 
conversant with production and also with consumption. Their 
specialised information is therefore of great assistance to pro
ducers. It makes possible a steadiness of production and of 
employment, and tends to co-ordinate the supply of goods and 
the demand for them. Such organised markets in various 
countries permit also of a more economic distribution of necessary 
commodities between the various nations. Scarcity in one place 
is scarcely possible if generous supplies are available elsewhere. 
For the professional speculator not only buys when prices are 
relatively low and sells when prices are relatively high, but he 
also buys where prices are relatively low in order to sell where 
prices are relatively high, thus tending to eliminate differences in 
price as between one place and another. Speculation is a struggle 
of intelligence against chance, and in so far as the speculator 
minimises the uncertainty which must exist in regard to the 
prices and supplies of necessary commodities, he performs a 
valuable service to his fellow men. 

Dealings in Futures. 
Speculation is centred chiefly on the stock markets and in the 

produce-exchanges in this and other countries. Separate pro
duce exchanges exist in respect of each important raw material, 
and here is made available the most accurate information it is 
possible to obtain concerning prices, supplies, demand and the 
manyintluences which may affect the market. The organisation 
is exceedingly specialised and highly technical. The arrange
ments are such that by various systems of dealing, the chief of 
which is that of futures, producers are enabled to relieve them-
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selves of much of the risk of market fluctuations. Such risks 
are not only tran8ferred; to some extent they are eliminated by 
the off-setting of risks in one direction by risks in another. This 
is effected by hedging contracts, arrangements under which any 
losses or gains made in one direction are counterbalanced by 
gains or losses which automatically arise in another. Such 
transactions are not gambling but are in the nature of insurance. 
The manufacturer who purchases raw materials covers himself 
so that he neither loses nor gains by a change in prices. By 
being thus absolved from the risks of fluctuating prices, he can 
concentrate on his main work. The risks fall on the shoulders of 
dealers who specialise in the forecasting of demand and supply, 
and who, by their expert information, are able to smooth out 
price fluctuations. 

The dealers do not touch the raw material, but transact 
business with "vouchers" which promise delivery of certain 
specified qualities and quantities of the raw material at .a fixed 
future date. The vouchers are bought and sold by the, operators, 
according to their anticipation and estimate of the probable 
course of market conditions. They have no intention of 
making or of accepting tielivery; but delivery must, of 
course, be made and accepted by the ultimate contracting 
parties. 

The produce exchanges are modelled on the basis of the stock 
markets, and transactions thereon are settled by the mechanism 
of clearing houses. The work of the dealers is essentially specu
lative; their function is to make a profit out of their estimation 
of the future, and in so far as tht'y act only on expert judgment 
their services are of great utility to producer and consumer alike. 
On the other hand, the extreme sensitiveness of the markets and 
the extensive character of the operations make possible the 
harmful results of artificial price movements and of monopolistic 
control of the market in a particular commodity. 

Insurance. 
Closely allied WlTh speculation is insUrance, the principle 

whereby the risks,incidental,to all business are distributed over 
the members of the community at large. Dealings in futures 
are really a form of insurance against· the uncertainty of future 
supplies of necessary commodities. Between the first and last 
dealers who hold any particular future voucher there are frequently 
large numbers of operators, each of whom has bought at one 
price and sold at another. The differences between first and 
last prices are thus distributed in minute amounts over many 
persons, and if loss eventually ensues the proportion borne by 
each dealer is very .small. So with insurance. Many people 
insure against fire, but very few buildings are actually burnt 
. down; the companies are thus' ena~led to pay the amount of 
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losses insured without difficulty out of the many premiums 
received. The actual losses are thus borne in small amounts 
by the numerous insurers throughout the community who keep 
on paying premiums but never suffer losses, and actuanal science, 
based. on the accurate records of past years, makes possible the 
careful estimation of probable losses and the ascertainment of 
the amounts which should be set aside each year to provide 
against the contingencies insured. 

It is probably true to say that without insurance, business 
could scarcely have reached its present enormous proportions. 
The risks attendant on most enterprises in present-day com
munities are too incalculable to be borne entirely by the entre
preneur; he cannot be expected to shoulder the whole responsi
bility for fire and accident, floods and burglary, sickness and 
injury of his workmen, and for losses of goods in transit on sea 
and on land. The risks of initiating production and in antici
pating demand are in themselves a sufficient burden for the 
employer, and the security which insurance offers in other 
directions enables him to plan and organise with some degree 
of security against unforeseen contingencies. His facul ties and 
energies are thus unhampered by lfncertainty and unwillingness 
to undertake further risk, whilst the community at large benefits 
from his greater freedom of movement. 

The range of risks covered by insurance policies tends con
tinually to increase. Among the fairly recent types which are 
of particular economic importance are the following :-

WORKMEN'S COMPENSATION INSURANCE. This enables an 
employer to safeguard himself in respect of all accidents which 
may befall workmen engaged under his direction .. 

Loss OF PROFITS INSURANCE enables business men to protect 
themselves against loss from the cessation of business on the 
destruction or damage to business premises by fire, flood or 
other catastrophe. 

FIDELITY GUARANTEE INSURANCE provides a means of pro
tection against loss through embezzlement, etc., on the part of 
employees. 

MARINE INSURANCE affords protection against 1088 or damage 
to shipping or cargo as a result of accident or peril on the high 
seas. 

UNEMPLOYMENT AND HEALTH INSURANCE. Although these 
schemes are subject to many objections and have not yet reached 
full maturity, they are nevertheless of inestimable benefit in so far 
as they raise the general standard of the population, both morally 
and intellectually. They tend to prevent a man from sinking 
so low as to become a burden to society. In this country the 
State schemes of unemployment and health insurance provide the 
workman with some means of subsistence in the event of his 
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unemployment or sickness, and in the Budget of 1926 plans 
were made for a wide extension of our social insurance system. 
The economic justification of social insurance legislation, as, 
indeed, of all forms of insurance, is that it helps to remove in
security: the workers' insecurity in modem industry..:...through 
unemployment, sickness, accidents, old age-is recognised as 
being undesirable from a strictly economic as well as a humani
tarian point of view. It destroys initiative and independence, 
and, in the case of unemployment, creates an attitude of opposi
tion to the introduction of new and better methods. The develop
ment of the device of social insurance is removing these disadvan
tages. Assuming that it is not carried too far, its effect must 
be to energise rather than enervate the industrial population. 



CHAPTER 13 

SUPPLY AND DEMAND; THE DETERMINATION 
OF PRICE AND VALUE 

IN an ~arlier chapter we have shown how the price which a 
consumer is wi.lIi.ilg to pay for a commodity is determined by tho 
marginal utility to him of the last unit purchased. Again, in 
the chapter on markets, it was explained how the market price 
of a commodity is determined by the competition between the 
buyers and sellers of that commodity. It is now necessary to 
analyse in greater detail the basis on which commodities and 
services are exchanged. 

Originally exchange consisted in the transfer of one commodity 
in exchange for another. This system, known as barter, still 
persists in some primitive communities, but in all highly-organised 
communities its inconveniences have given rise to the intervention 
of a third commodity-money-in terms of which the value of all 
other commodities can be easily expressed and instantly deter
mined. Value so expressed in terms of money is called price; 
price therefore is one aspect of value-it is value in termlJ of the 
particular thing chosen as money. Our present object is to 
investigate how the prices of commodities are determined in the 
modern price-system. 

The Law of Indifference which we have already enunciated 
states that in one market at anyone time there can be only 
one price for the same commodity. That price must be one 
at which the quantity of goods offered is equal to the quantity 
of the same goods demanded. Fluctuation there may be, but 
this price is ultimately that at which the competitive buying and 
selling elements tend to agree, and the one which satisfies the 
greatest number of buyers and sellers. This price is in fact 
determined by the competing forces of demand and of supply; 
it marks the position of equilibrium which must arise between 
the demand for goods and their supply when consumers and 
producers are brought together. It is the function of the 
department of economic activity kno~ as Exchange to achieve 
this equilibrium, to co-ordinate demand and supply, and to 
link up Consumption and Production. It goes even further, 
inasmuch as it determines the price which the producer ulti
mately receives for his product, and therefore provides the 
return which it is the function of Distributive activities to allocate 
a.mong the various factors contributing to the production of a 

182 
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commodity. Every producer is a consumer also. He works in 
order to provide himself, by the sale of his products, with the 
power to purchase the products of others. By Exchange he is 
enabled to claim the reward for his effort in the form of a price 
for his products. This price. as we have stated, is expressed in 
money-which has been well described as an order for commodities 
drawn on the community generally. 

Demand and Supply. 
The only tangible measure of a man's desire for anything is 

the price he is willing to pay for it. Thus we say that demaniJ 
for goods is desire for those goods backed by purchasing ability 
and willingness to use it. This effective desire is measured in 
terms of money by price. 

The supply of goods at any moment is the quantity offered 
for sale on the market at that particular moment. It is to be 
distinguished from the Btock of any commodity, for supply is 
only that portion of the stock which is offered for sale. In the 
case of perishable articles stock and supply tend to approximate, 
for such articles cannot be kept back from the market except 
for a comparatively short period. On the other hand, the supply 
of commodities of a lasting nature, such as the metals and 
precious stones, is usually but a small proportion of the total 
amount available. 

The terms elasticity and' inelastiCity already applied to 
demand (see ante, page 47) are applied also to supply in the 
same way. The supply of an article is said to be elaBtic when 
it tends to change freely with movements in the price of that 
article, and to be inelaBtic when changes in price have little effect 
on the amount offered. Elasticity of supply clearly involves 
the existence of a stock, or of a potential supply in the form of 
the means of increasing the production of the article concerned 
within a short period. Conversely, inelasticity of supply involves 
the absence of a stock, or its withholding from the market, and 
also the inability of producers to increase output within a short 
period. 

The Laws of Supply and Demand • 
. Price, as we have seen, is determined by the relative 'forces 

of supply and demand-the competition between buyers and 
sellers of a. commodity or service. Buyers wish to purchase at 
the lowest price, while sellers seek to obtain the highest price. 
The result is that if one seller offers an article at a. lowe:.: price 
than that at which other sellers offer an identical article, all 
buyers will purchase from him so far as his supply will allow. 
When his supply is exhausted the supply price may rise, but 
most probably other sellers would also reduce their prices in 
order to sell their goods. Therefore, at any given time and 
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place supply price tends, under competition, to be the same fo~ 
.J!.l!Jl'upplies of the saIIle commodity. In the same way aggregate 
demand price, that is, "the price offered by individuals in 
the mass, tends to equality in consequence of competition be
tween buyers and buyers in the same market at the same time. 
Thus with free competition between buyers and buyers and sellers 
and sellers there can only be 0tr IiIrice in a given-E!ace at a Biven 
time for the same article_an tnis~rice will be tnatat which 

··J!ema~ J>!,ig~Q.ip~ides with sumpnce. -In--genemr,-aemand 
Erice will fall as tIie" amourit-oifere<i""increases relative to the 
demand; and supply price will rise as the amount demanded 
increases relative to the supply. Alternatively, we may say 
that, in accordance with the Law of Demand, rising prices tend 
to reduce demand, while falling prices tend to increase it; and, 
in accordance with the Law of Supply, rising prices tend to 
increase supply while falling prices tend to reduce it. This may 
be represented in the following diagram ;-

X .... 
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.... 

.. 
·c 
0- ... 
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Quantity Supplied or Demanded. 

S=Supply curve showing the tendency of rising prices to increase sopply and 
falling prices to reduce it. 

D=Demand ourve showing the tendency of rising prices to reduce demand and 
falling prices to increase it. 

[The, reverse of the above does not follow: an increase in sopply or a decrease in 
demand will oause lIrice to fall and a decrease in supply or an mcrease in demand 
will cause 'price to nse.] 

p= POlOt of equilibrium showing the determination of price at the intereection of 
the supply and demand curves. 

At. any moment the price will be that which buyers will pay 
for a certain quantity of the commodity and which sellers will 
accept for the same quantity, Any price above or below means 
a disparittietween the demand and the supply; i.e., there is 
no eqID:Iilmum. This may perhaps sound unnecessarily confusing, 
but it becomes cleaI' when we consider a hypothetical example. 
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Let us assume that buyers in the aggregate are willing to purchase 
1,000 motor cars at a price of £500 each, or 2,000 when the price 
is £300, but that if the price is £700 they will buy 600 only. 
Sellers on the other hand will supply, say, 500 cars when the 
price is £300, 1,000 when the price is £500, and 1,800 when the 
price is £700. The point at which demand price and supply 
price coincide is therefore £500, at which 1,000 cars are demanded 
and 1,000 are supplied. This price is said to be the '1/W,Tket price. 

DEMAND. PRICE. SUPPLY. 
£ 

350 1,000 4,000 
400 900 3,000 
500 800 2,300 
600 700 1,800 
800 600 1,400' 

1,000 500 1,000 

1,500 400 700 
2,000 300 500 
3,000 200 200 

In this explanation we must assume the existence of ~ 
com~titiQ;Ilon.the part of J?oth. !>uyers and ~eI1er8:--~r
lectIy free competition caB scarceJy-"be-siiiUoo eilst in the case 
of most commodities. Monopolies in whole or in part, on the 
side either of demand or of supply, may result in a price which 
is lower or higher respectively than would be the price under 
perfectly free competition. 

The influence of monopolies on price will be considered more 
fully in a later chapter, but for the present we may assume that 
competition is sufficiently general to enable the forces of supply 
and demand to interact Jreely. A monopoly does not prevent 
the operation of these laws, it merely controls either supply or 
demand, and subject to this limitation the laws still operate, viz., 
a rise in price will increase supply and decrc:ase demand and a fall 
in price will increase demand and decrease supply. 

Market Price. 
The market price is the price ruling in the market at any 

moment, and represents an equilibrium point between demand 
and supply. This price may of course vary from day to day 
according to changes in demand and supply. At one time demand 
may be low because of the absence or inactivity of purchasers ; 
at another time supply may be considerably in excess of demand 
by reason of the arrival of plentiful supplies from elsewhere. 
Under such conditions the market price will fall by reason of 
the competition of sellers. Conversely, it will rise if demand is 
in excess of supply at any particular time. Some commodities 
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such as fish soon perish; if they are not quickly sold their utility 
rapidly falls. So that if the demand is small and the supply is 
large at any given moment, the market price will be low; and 
conversely, if demand is large and supply small, the price will 
be high. . 

Goods the utility of which does not so quickly disappear 
will not vary so greatly in price, but even so there may be 

.appreciable seasonal price variations, and this supplies the reason 
why retail shops hold summer and winter sales. If they have a 
larger stock of straw hats and tennis racquets than they require 
owing to the fickleness of an English summer, then the July sales 
bring sweeping reductions in hats and racquets. Business firms 
cannot afford to keep their capital locked up in goods which sell 
but slowly; they must buy goods for the next season, and to 
do this they need ready capital. So they sell their goods, quite 
genuinely in many cases, at considerably below cost price. 
Speaking generally, however pltxiatiop jn t.h&-- prices -of .dura.ble 
a,!J,d __ nQ:Jl,-~.Im~o!lal.go.Qd.s __ w!ll be found" to be less .violent.-tha.n 
that int~e p:rjce!loLperishable a.n.djieasonal goods.J 

Normal Price. 
Although the market price of any commodity may thus vary 

considerably, we can nevertheless discern a fairly constant price 
in the case of most articles if we consider a sufficiently long 
period. The market price of butter, for example, may vary 
considerably from day to day or from week to week, but an 
analysis of such variation over a long period will disclose a more 
or less constant price above and below which the market price 
tends to fluctuate. This mean price over a long period is called 
the Normal or Long-period Price, in contradistinction to the 
Market Price, which is the price prevailing at any moment and 
is sometimes called the Short-perifJd or Sub-J.l!YfmalY..zi!;e. lAs a 
general rule the Normal Price of goods whTc7i are reproducibl~ wiU 
tend, under free competitive conditions, to equal the marginal cost of 
production). If the market price of a commodity remains above 
its cost of production, then new producers will be attracted 
to the industry and old producers will be impelled to increase 
their volume of production. This will increase supply and so 
cause market price to fall again. If the market price falls below 
cost of production, then the position will be reversed: production 
will decrease; some manufacturers will cease to produce and 
others will work short time. These conditions will bring about 
a reduction of. supply and so cause price to rise again. 

[Thus if a commodity is readily reproducible, its price cannot, 
under free competition, remain for long much above or much 
below the eost of production. The more readily an article can 
be produced or the more easily its production can be diminished, 
then the more quickly will its market price react upon producti0'!J 
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If, however, a long period of time must elapse before an increased 
demand is able to react upon supply, then for t~J!lw~-'?f .tUlle 
market Erice mal be considerab!yabove""'tIiCcost. .of.l?r9d!lct~9n. 
--nus we-may 'c'oricTuae tlii£, as a general rule, p!1ce rsjle~r

mined fo!.~sh~ I.>.e~ods..1:>y _!-he !1II1:0unt. ~bich. JJ, COIlSume~ is 
wmtfigto give relative to the supplies available, and 'measures 
th«!lnarginarutm~1 of those suppUes:tQ.the consumjl[ ... In the 
l~t~.hQlYe~eL...!!~4$l~}ree £<?~peti~io~ pJjc~ is det{(mlin.ed. h_ 
cost of productIOn, and market pnce tends to fluctuate around the 
normaT piice~wTircIi~]QPe~iinine£l: . . -
-Over a short period, the influe'nce of demand is the more 
important, and the C08t 0/ reproduction has a greater influence 
than the cost of production. For example, a house that cost 
£1,600 to build in 1920 may now cost only £1,000. If therefore 
an exactly similar house can now be built for £1,000, no one will 
pay more than £1,000 for such a house built in 1920, irrespective 
of the fact that it may originally have cost £1,600. 

The effect of cost of production on market price varies as 
the supply of the commodity is adjusted to the demand easily 
or with difficulty. As a matter of fact, there is hardly a single 
commodity the supply of which is perfectly responsive to the 
demand. The supply of some things, however, can be very 
quickly increased, as, for example, the supply of such articles 
as machine tools, the market price of which approximates closely 
to the cost of production. 

Goods the Supply of which Cannot be Increased. 
In the case of those things the stock of which is fixed, such 

as a painting by Rembrandt or a Grecian sculpture, the influence 
of demand on price is all-important both for short and long 
periods. The supply is fixed and is not subject to any great 
adjustment. Its influence is therefore practically negligible. 
Rare postage stamps also depend for their value on their scarcity 
and the fact that they cannot be reproduced. Their supply is 
extremely limited and their stock is permanently fixed, Demand, 
nowever, is not fixed; it may vary considerably from time to 
time. 
. When people say, therefore, that the price of non-reproducible 

goods is fixed by demand alone they are explaining in not very 
acourate language the fact that demand is the variable element 
while supply is oomparatively fixed, so that changes in pT'\~e are 
caused almost entirely by changes in demand. 

Goods the Production of which Requires Time. 
Midway between those things the supply of which readily 

reaots to demand and those the supply of which cannot be 
increased, no matter how much demand increases, are those 
oommodities the supply of which cannot be said to respond 
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immediately to an increased demand although their supply can 
eventually be increased. An example of this class is cowhide, 
the supply of which cannot be increased for an appreciably long 
time. If there was a sudden substantial increase in the demand 
for cowhide for upholstery, its price would immediately rise, for 
any great extension of supply could not be arranged for some 
time. Of course, if the price of the leather was high enough to 
justify the possible sacrifice of the meat or its sale at a low price, 
more cattle could be slaughtered, but the further supply of cattle, 
on which the supply of cowhide eventually de~nds, could not 
be materially increased for a number of years. rIf the increaso 
in demand persisted the price of cowhide would remain hi"h until 
supply could be increased to satisfy the increase in demand. 
For a certain length of time then, the price of cowhide would 
resemble the price of things permanently fixed in quantity, such 
as a picture by Rembrandt or a rare postage stamp, and would 
vary as demand varied.:! 

Another excellent example of this class of things is provided 
by the case of wireless sets and spare parts. Early in 1922 the 
possibilities of broadcasting were unknown, to the general public 
at least. But as soon as the pleasures of wireless became known, 
a. boom set in, and the demand for receiving sets sent their price 
soaring. The supply was temporarily fixed in quantity, but the 
demand had increased enormously. The price which a seller 
himself had paid for the constituent parts did not matter in the 
least: the essential fact was that additional supplies of such 
parts were unobtainable for a time and their price was deter
mined, not by the cost of production, but by demand, i.e., their 
marginal utility to the consumer. Eventually, however, the 
supply of crystals and other parts of wireless sets increased to 
such an extent that the demand was more than satisfied, and 
competition amongst producers brought the price down rapidly, 
so that in some cases it was below the cost of production. Since 
this period the demand for wireless sets has somewhat abated, 
though it is still much above what it was before the broadcasting 
boom, and producers have adjusted their supplies to demand. 
Thus we may see that so long as free competition exists amongst 
producers, so long \vill the price of wireless sets tend to be deter
mined by their cost of production. 

Products Requiring a Large Fixed Capital. 
Frequently the inability of the supply of a commodity to 

adjust itself to the demand is due to the fact that a large fixed 
capital is necessary for its production, so that increased supplies 
cannot be obtained until the necessary additional capital has 
been diverted to the industry and the requisite appliances put 
into full working order. Examples are cotton yam and woollen 
cloth. 
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In such cases the effect of an increased demand would be to 
send up market price, but supply could not be increased in 
proportion for some time. In the first place, no one will sink 
capital in the building of spinning or weaving mills unless he is 
reasonably assured that the demand will be maintained. Pos
sibly, therefore, the price might remain high for a considerable 
time. rExisting mills would, of course, endeavour to produce 
to greater capacity, but this might not be enough to satisfy the 
increased demand, and for a time, at least, the market price 
would remain above the cost of production. 

If the demand continued more mills would be built, the 
supply of yarn would be increased and its price would fall. Con
versel~ where the amount of fixed capital is large, the market 
price might remain for a time actually below the cost of pro
duction, because the mills would continue to run at a slight 
loss rather than close down altogether, with a consequent risk 
of much difficulty in restarting when conditions proved more 
favourabl~ 

Perishable or Seasonal Goods. 
[There are many perishable or seasonal commodities, the 

supply of which can quickly be increased to meet an increased 
demand, but the supply of which cannot easily be reduced if 
the demand falls, because producers cannot hope to gain by 
withholding supplies in anticipation of a future rise in prices. I 
For example, straw hats cannot easily be held over from the ena 
of one season until the next summer for, not only do they represent 
locked-up capital and take up considerable storage accommoda
tion, but their pristine freshness of appearance tends to disappear 
and their style to become unfashionable. The price of straw 
hats at the end of the season may therefore fall below cost of 
production. To compensate for this the price at the time when 
sales are easy must be sufficient to make good the loss to the 
producer at other periods, and in fact we find that the average 
Jllice of straw hats over a period of, say, three years, corresponds 
closely to their cost of production. 

Similar conditions prevail in regard to the· prices of fish and 
fruit. The prices of such perishable commodities frequently 
vary considerably during the same week or· even on the same 
day. An average price can, however, be discerned which is 
just sufficient to reward the producer, otherwise his activities 
must and would cease. 

Analysis of the Cost of Production. 
In the preceding paragraphs reference has constantly been 

made to cost of production, and it is desirable at this stage to 
pause slightly in order to explain and to analyse the meaning of 
the term. The distinction between cost of production and 
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expense of production has been drawn earlier in this book (s('o 
ante, page 128); the former connotes the real effort and sacrifice 
involved in production, and is accordingly sometimes refern'd 
to as the real cost oj production, while the latter is the measure
ment of this effort in terms of money. As a. general rule tho 
term "cost of production" is used by economists to mean 
expense of production, and although it would appear desirable 
always to use the more precise term "expense of production .. 
when monetary expense is meant, the usual practice is adopted 
in this chapter to avoid confusing the student who may be 
acquainted with other works on the subject. 

Costs or Expenses of Production comprise all those charg('s 
which have to..lJe incurred by a producer before his product can 
be marketed. I They are usually divisible into two broad groups: 
(1) Prime Costs; and (2) Supplementary Costs. The former are 
those charges which vary directly as the output, and include 
such items as wages, raw materials, fuel, lighting and power. 
Such costs can be said to be represented directly in the commodity 
produced, and every increase in the quantity of the articles 
turned out generally involves a corresponding increase in prime cost. 

On the other hand, supplementary costs are those establish
ment charges incurred in connection with fixed capital which 
do not vary appreciably with changes in output. Examples are 
the rent of a factory, the rates paid thereon and on surrounding 
land, interest on debentures, management salaries, depreciation 
of machinery and premises, and insurance against fire. These 
expenses will vary little whether the factory is working full time 
or not, and, generally speaking, they continue to be incurred 
whether goods are being turned out or not. On the other hand, 
it may be said that prime costs stop when the factory stops. 
Obviously it is not possible to determine accurately what pro
portion of such charges must be added to the prime expenses of 
production of each single article, in order to determine its total 
cost of production. The selling price of every article must, 
nevertheless, be determined after making due allowance for a 
proportion of such expenses, and accordingly it is usual to add 
a certain percentage, known as onwst, to the prime expenses of 
production of all goods, in order't<MOrm a. basis for determining 
their selling prices. 

Obviously, the price received by a producer must remunerate 
him in the long run for his total cost, i.e., in respect of his prime 
and supplementary costs, but in the following cases the pricc
received may be insufficient to cover all expensesj-

1. WHEN TRADE- IS DEPRESsED.-When business is at a 
standstill and consumers are few, market prices may fall below 
the manufacturer's total cost of production. The employer 
may then adopt one of several courses. He may, of course, 
cease to produce altogether, close down his factory, discharge 
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his workmen and sell his buildings and machinery for what 
they will bring. But such.a course is unlikely. It is rarely 
that market price remains for long below cost of production, 
and, in any case, where machinery and buildings are special
ised for a particular purpose (as is the case with cotton
spinning mills) their sale at a time of depression would realise 
it. sum much below their replacement cost. If the producer 
docs not sell the plant and buildings he must meet certain 
establishment charges whether he continues to produce or 
not. It may be to his advantage, therefore, to continue 
producing as long as the market prict~ covers the prime cost. 
He will at least cover the running expenses of production, 
with perhaps a little left over to pay part of the supplementary 
costs. This is in fact the course ,most manufacturers follow 
in periods of depression. 

It is clear, however, that producers cannot indefinitely 
continue to sell at a price below cost of production, and if 
price does not for a long time cover total costs then some 
manufacturers will go out of business, the supply will fall 
and the price will rise again. 

2. WHEN FIXED CAPITAL IS SPEClALISED.--Some indus
tries require a considerable outlay on plant, machinery and 
buildings before production can commence. The capital then 
becomes specialised and only with difficulty can it be con
verted to other uses. Sometilnes it so happens that capital 
is sunk in an enterprise which after a time offers no hope 
whatsoever of yielding an adequate return. There is a 
misdirection of productive effort which may be due to error 
on the part of the employer or to a change in business con
ditions. Under such circumstances the manufacturer may 
be content to carry on, rather than incur the heavy loss of 
selling his fixed capital, so long as he can just cover his total 
costs. Sometimes such So business may be continued for So 

time if prime cost only is covered, rather than be closed 
down at a complete loss in respect of much of the investment 
in fixed capital. 

3: WHEN PRODUCTS ARE DUMPED ABROAD.-It some
times happens that So large organisation which is supplying 
a home market cannot produce to the full extent necessary 
to enable it to reap all the advantages of increasing returns 
in large scale production, because such· production would so 
increase supplies as to send down prices. Accordingly 
output is increased, but the excess is " dumped" on foreign 
markets at a price just sufficient to c·over prime cost, 
or even below prime cost. The manufacturer can thus 
maintain his price on the home market, although he has 
produced (in greater quantity) at less cost per unit; by such 
careful manipulation his profits may be greatly increased. 
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4. IN THE FACE OF FOREIGN COMPETITION.-The dumping 
of cheap goods referred to a~ove may compel a. producer in 
the country where the goods are dumped to sell below his 
prime costs if he is to sell at all. Similar conditions may 
result from the normal import of goods, or the extraordinary 
import of commodities in payment of war indemnities or of 
reparations, as has recently happened in the case of Germany, 
which has unloaded vast quantities of cheap goods in this 
and in other countries. If such conditions are temporary, 
the home producer may endeavour to keep going by selling 
below total costs in the hope of eventually coming into his 
own, but he cannot do so indefinitely, and in the face of such 
permanent competition, he may eventually be driven from the 
market altogether unless he can adopt cheaper methods of 
production or manufacture other articles not subject to such 
competition. 

What are Marginal Costs of Production? 
Just as on the side of consumption, marginal utility is the 

utility of the unit it is just worth the consumer's while to buy. 
so, on the side of production, marginal cost is the cost of that part 
of the supply which it is just worth the producer's while to put 
on the market. 

The term "marginal cost" is used in two different senses. 
Sometimes it is applied to the average cost per unit oJ output oJ the 
marginal firm, i.e., the firm which, in colloquial terms, is just 
"keeping its head above water". In the business world there are 
great differences in efficiency between firms supplying the same 
market; some are highly efficient and ~osperous, while others 
can only just manage to pay their way. I The latter are described 
as "marginal firms ": they produce at the highest cost per unit. 
The price obtained by such a firm for its products just enables 
it to continue producing without loss; its selling price just covers 
ex~nses of productiol!:J 

I In its second sense, marginal cost is applied to mean the cost 
oJ production per unit oJ the marginal output oJ an "average" or 
"mature" firm in any industry. An average firm is one managed 
with average ability and having reasonable access to the usual 
economies of productionJ H such a firm is producing a. com· 
modity which is subject 10 diminishing returns, the cost of pro· 
duction of the last unit just worth while producing will be the 
marginal cost of productionJ For example, a farmer will apply 
capital and labour to a plot of land in such amounts that the 
marginal dose will yield a return which will just balance its cost. 

In the case of an industry in which increasing returns operate 
the meaning of marginal cost in this second sense is not so clear. 
H the manufacturer operating under increasing returns is turning 
out 1000 boots per week, it would appear that his cost per unit 
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would be constantly reduced with every increase in his output. 
It is found, however, that, in the case of an industry subject to 
increasing returns, there is an " optimum" point of production; 
i.e., a point at which any further increase in output or in the size 
of the firm is not justified by the additional return obtained. {The 
marginal cost is that at which expansion ceases and may be taken 
as the average cost of production per unit of the representative firm 
in the industry conceme<!:j (See page 317.) 

In the long run, the supply price of a commodity must be 
such as will cover the marginal cost, i.e., the cost per unit of the 
marginal output of the average or representative firm producing 
that commodity. "The supply price of a commodity for any 
given output of an industry is the complete cost of production 
per unit of output of the mature firm which is marginal for such 
an output of the industry ".1 

But again the supply price must just cover the unit cost of 
production of the marginal firm, i.e., that which is producing 
under the least favourable conditions, for, if price falls for a. 
considerable period, and cost of production does not fall in pro
portion, . this marginal firm will be producing at a loss and will 
accordingly be forced out of production by stress of competition. 
Its place is taken by a more efficient firm, and marginal cost falls. 
This is constantly happening in practice; the marginal firms are 
those the liquidation or bankruptcy of which is announced in the 
London Gazette, or rather thes6' were the marginal firms. On 
their disappearance some other firms become the marginal firms. 

Thus we see that the marginal cost of production of the 
average firm, and the cost of production of the marginal firm, 
tend to equality, for under free competition, the marginal supply 
price of all sellers in the same market must be equal. There
fore whichever of the two conceptions of marginal cost is adopted, 
the ultimate effect on price will be the same. 

The Infiuence of the Laws of Returns on Price. 
In the long run, as we have shown, price is determined by 

marginal cost of production. This will vary with changes in 
supply according to whether the commodity is produced under 
increasing, constant or diminishing returns. 

1. IF THE COMMODITY IS SUBJECT TO INCREASING 
RETURNS, extra. supplies can be obtained at a less than 
proportionate cost of production. Therefore if demand 
increases supplies will be forthcoming at less cost, and 
price in the long run will tend to fall. If price does not 
fall, producers will be attracted by the prospect of making 
extra. profits and increased supplies will eventually lower 
price. Conversely, if demand falls .the smaller supply will 
cost more per unit than was previously the case, and accord-

I ChapmlUlo Ovtli_ 0/ PolilK41 E_V. P. 163. 
N 
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ingly price in the tong run will tend to ri8e. Prices therefore 
vary in~rsely as the amount supplied. 

2. IF THE COMMODITY IS SUBJECT TO CONSTANT RETURNS, 
changes in supply, caused by a variation in demand, will not 
affect price, because all units are obtained at a constant cost, 
whether production is high or low. 

3. IF THE COMMODITY IS SUBJECT TO DmINISHINO 
RETURNS, extra supplies can be obtained only at a greater 
than proportionate cost per unit, hence if demand increases, 
price in the long run will rise. Conversely, if demand falls 
off, the smaller supply can be obtained at a less than 
proportionate cost per unit and price will accordingly 
tend to lall. Prices therefore vary dir~tly as the amount 
supplied. 

Summary of Conclusions: The Marginal Utility Theory 
of Value. 

The conclusions which we have already reached may now 
be briefly summarised. We have seen that perfectly free 
competition rarely exists. Neither supply nor demand is always 
controllable. Subject to modifications and to any conscious 
control of demand and/or supply, we may state that a rise in 
price will cause an increase in supply and a decrease in demand, 
and conversely, that a fall in price will increase demand and 
decrease supply. 

Value at any time is determined by the interaction of demand 
and supply. Demand is governed by the marginal utility of the 
commodity to consumers in the aggregate. Consumers spend 
their money so as to obtain equi-marginal utility from all their 
purchases. Price therefore measures the marginal utility of the 
amount available. If supply increases, marginal utility and hence 
price fall; if supply falls, marginal utility and price rise. Marginal 
utility is low if the supply is very large or unrestricted. Increas
ing supplies of various commodities affect their prices in different 
ways. The marginal utility of some commodities falls more 
rapidly than that of others with an increased supply; that is, the 
demand for some things is more elastic than the demand for others. 

("The demand for most things is readily responsive to price 
changes; the supply of most things is not usually so responsive. 
At any moment the supply is fixed, and demand as governed by 
marginal utility exercises the greater influence on price. But 
in the long run supply can be varied to meet the demands of 
consumers. If price rises, supply will be increased; if price 
falls, supply will be restricted. In the long run and under free 
competition, these forces will bring about a price approximating 
to cost of production. The cost of production varies with different 
firms, but the price in the long run must cover the cost of produc-
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ing under the least favourable conditions; it must cover the 
marginal cost. Producers aim at producing up to the marginal 
cost of production. They endeavour to obtain equi-marginal 
productivity or returns from each of the factors they bring 
together, in accordance with the principle of substitution. A 
price above marginal cost will attract new supplies, a price below 
it will cause supply to diminish. Thu.!,.lW.t.rgjnal cost of pro
duction in t~~Jong run '.!~t~rn;Unes normal price.o.r....as J. S. Mill 
sta:fe8,""t1le natuia£vaTue, to whiCh the market value, after every 
vAl'iation, always tends to return ".1 The influence of cost of 
production on price depends on the ease or difficulty with which 
supply can be adjusted to demand. This influence is strong if 
supply can be adjusted quickly and easily, and price in such 
circumstances approximates closely to cost of production. It is 
less marked and takes longer to operate in the case of commodities 
which require a large fixed capital and lengthy elaborate pro
cesses for their production. In the case of perishable articles, 
supply may be easily increased, but it cannot be reduced by 
withholding stocks if demand falls. Demand in such circum
stances is the main determinant of price. 

The Marginal Utility Theory of Value is therefore that the 
price of anything at any moment is determined by demand relative 
to supply, i.e., by the marginal utility of the amount available 
to the consumer. In the case of reproducible goods, and under 
free competition, normal price, (jl'value in the long run, approxi
mates to marginal cost of production, and prices are always 
tending to equilibrium at that point where marginal utility as 
measured in money is equal to marginal expenses of productio~ 

Diagram Illustrating the Determination of Value. 
y 

:c 

s. 
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Quantities. 

I Principlu. Book Ill. VI. i. 
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Along 0 X are measured quantities of any commodity 
demanded or supplied at a given price. Along 0 Y are measured 
prices, i.e., values in terms of money. The demand curve D D 
measures the price which a consumer will give for successive 
increasing quantities of a commodity. Obviously this curve 
falls with the addition of each increment, and is in fact analogous 
to the marginal utility curve given previously in Chapter 4. 
The supply curves, 8 8, 81 81, and 82 82, measure the prices at 
which producers will sell in the long run, and, in accordance 
with the influence of the laws of returns on cost of produ.ction 
(see ante, pp. 129-31), the curves will fall, remain level, or rise 
according to whether the commodity is produced under increas
ing, constant or diminishing returns. 8 8 represents the supply 
price for various quantities produced under increasing returns : 
~t falls slightly as costs fall per unit. 81 81 represents the supply 
price for various quantities produced under diminishing returns : 
it rises as costs per unit increase with expanding output. 8a 8a 
represents the supply price for commodities produced under 
constant returns, and is accordingly level throughout. The 
point of intersection of the curve will be that at which marginal 
utility and marginal expenses of production tend to balance, and 
this point will determine the normal value of the commodity. 

It should be noted that the conditions represented by this 
diagram are largely hypothetical ~ the curves are" long-period" 
curves; if demand increases suddenly price will naturally be 
forced upwards, whether the commodity is produced under 
increasing, constant or diminishing returns. But in the long 
run the position of equilibrium will be that at which the curves 
intersect. 



CHAPTER 14 

OTHER THEORIES OF VALUE: JOINT AND 
COMPOSITE DEMAND AND SUPPLY 

THE Marginal Utility Theory of Value is accepted at the 
present day as the most accurate and scientific explanation of 
the determination of normal or long-period value, but several 
other important theories which have been expounded from time 
to time still hold an influence in certain quarters. 

The other important theories of value-the Labour Theory 
and the 008t 0/ Production Theory-approach the problem entirely 
from the side of supply, and endeavour to show that, in the long 
run, the value of an article is determined by the efforts required 
to place it on the market. 

The Labour Theory of Value. 
The best known of the other theories of value is the Laflour 

Theory of Value associated chiefly with the teachings of Karl 
Marx, and expounded also by Adam Smith and Ricardo. Marx 
held that labour was the sole source of value, and therefore that 
the reward of labour should be the total product of industry. 
This theory of value represents an independent approach to the 
question of value; it is, in fact, an attempt to find an absolute 
measure of the value of commodities and thus differs from the 
orthodox or marginal utility theory, which seeks to explain the 
value of one thing in terms of other things, i.e., it seeks to show 
that the value of a. commodity is measured by what the consumer 
will pay for it. 

Stated briefly the labour theory of value is that, in the long 
run, the value of anything is determined by the amount of labour 
embodied in it. Ricardo speaks of labour as "the foundation 
of all value, and the relative quantity of labour" (i.e., applied 
to produce commodities) "as almost exclusively determining the 
relative value of commodities~·. The exponents of this theory 
are in agreement with other economists that the market value 
of a. thing depends on demand and supply, but they maintain 
that the normal value of anything is determined by the amount 
of labour expended in its production. Karl Marx defined com
modities as congelations of labour, and regarded value as being 
really" crystallised labour". The theory has plausibility. To 
those who point to the part played by capital in the production 
of a commodity the Marxian exponents of this theory reply that 

1lI7 
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capital itself is only crystallised labour. They maintain that in 
the first place capital itself was merely a form of stored-up labour, 
and argue that this stored-up labour, represented by capital 
goods in the form of tools, machinery, etc., when used in con
junction with labour produced further capital. Although capital 
eventually became a distinct factor, they continue, this capital 
really belonged to the labourers by whom it was produced. In 
their view the present owners of capital possess it only because 
they or their predecessors have withheld from the labourer 
part of the product of his labour. Ricardo and Adam Smith 
were prepared to allow capital a greater influence in production 

. than the Marxian school, but their idea of the theory was similar 
in essence to that of Marx. 

The theory stated in this form is a plausible one, but its 
plausibility is superficial only. The first difficulty concerns 
the meaning of the term labour. Is it intended to cover only 
manual labour, or would it include also the services of the entre
preneur 1 Is the important productive factor of organisation to 
be counted as labour, and, if so, by what standard is it to be 
compared with the labour of an engineman or packer 1 How 
is the labour of a portrait painter, whose week's work may be 
worth £200, to be compared with the week's labour of a brick
layer 1 By what standard shall the different qualitiea of labour 
be estimated and compared 1 Apart from these difficulties, 
would the labour of a man who makes an unwanted article, for 
instance, a castle in the middle of a desert, be counted as labour 
in the same way as labour spent in making an article in very 
great demand 1 

The exponents of the theory were fully alive to these difficulties 
and made a number of attempts to define more clearly the basis 
on which depended their 'conception of value. But the various 
explanations have served only to increase the difficulties. Marx, 
for example, endeavoured to express the value of goods in terms 
of "socially necessary labour ", but what does he mean by this ? 
Who is to determine what labour is socially necessary labour 1 
And again, the kind of labour socially necessary at one period 
may not be so at another. The invention of machinery has 
caused the unemployment of many hand workers. Are they 
still to pursue their hand labour or is their labour not now 
socially necessary 1 Suppose again that much labour has been 
spent on some work which is eventually abandoned, as was the 
case with the first attempts at cutting a canal through the 
Panama isthmus. Would the value of the unfinished and useless 
canal be represented by the amount of labour expended on it ! 

In other ways also the Labour Theory of Value fails to provide 
a correct explanation of value, but it is not possible to do more 
than summarise its defects, as follow :-

1. It doea nat Clearly Define the Meaning 0/ Labour.-How 
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is mental labour to be compared with manual labour 1 How 
are various qualities of labour to be measured fOl"comparative 
purposes t How can qualitative differences be reduced to 
quantitative differences 1 

2. It ignores the Pom'bility 01 Misdirected LalJour, such as 
that involved in the construction of the Slough motor depot, 
constructed at great expense during the War and afterwards 
sold for a fraction of its cost. 

3. It does not explain how the Value 01 Things may olten 
Ohange alter they are Made; as a result, for instance, of 
changes in fashion. 

4. It does not explain Scarcity Value, such as that of famous 
pictures and statues. 

Although it seems reasonable that the labourer's reward 
should not depend on changes in fashion, yet it is extremely 
difficult to see the practicability of the suggestion that the value 
of anything should be expressed in terms of labour. The statue 
of Hermes by Praxiteles is of tremendous value at the present 
time. But if Praxiteles were alive to-day would a statue sculp
tured by him be valued at perhaps 300 days' labour, and so be 
equal in value to 30 tables each costing 10 days' labour 1 

Thus we are forced to the conclusion that, although the labour 
theory of value may appeal to our sense of fairness, inasmuch 
as it seems just that the value of anything should approximate 
to the sacrifice and effort involved in its production, yet labour 
cannot be regarded as the sole factor which determines value, 
although it must be recognised as a very important one. The 
theory supplies us with no sta.ndard of measurement, no means 
of comparing the values of different things. Only by bringing 
an article into the market and endea~ouring to exchange it for 
other articles can we obtain an estimate of its value, and as we have 
seen, that value is in the end what the consumer is willing to pay. 

The Cost of Production Theory of Value. 
Like the labour theory, the Cost of Production Theory is an 

attempt to explain value from the side of suPpJy_ alon~. Unlike 
the labour theory, however, It makes specific allowance for the 
services of capital, land and organisation in the production of 
commodities, and is thus stated by Mill!: "The cost of produc~ 
tion, together with the ordinary profit, may. therefore. be called the 
necessary price or value, of all things made by labour and capital ". 

In our consideration of normal price we saw that, under free 
competitive conditions, if the price of anything rises above its 
cost of production more producers are attracted because greater 
profits are made. supply accordingly increases and price falls. 
Conversely. if price falls below cost of production. supply is reduced 
and price rises again. The theory is based on the observances of 

1 PrillCiplu. Book m. m. L 
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this relation, and on the face of it, has more to recommend it 
than the labour theory. But much of its deficiency as an 
explanation of value is due to the fact that it assumes the 
existence of free competition to be a normal condition, whereas 
it is well known that free competition is largely a hypothetical 
conception, and that many influences may intervene to prevent 
its operation. The theory allows for the necessity and value in 
production of agents other than labour, but it does not explain 
how the values of these other agents are to be determined. In 
this respect the same objection applies as in the case of the labour 
theory: we cannot have an absolute explanation of value unless 
we have an absolute measure of the value of all the factors which 
we have seen are necessary to production-land, labour, capital 
and organisation. Suppostl, for example, that we regard the 
costs of production intended by this theory to be real cost8, i.e., as 
costs measured in terms of effort and sacrifice--so many units 
of capital, so many units of labour, so many units of land and 
so many units of organisation. On what basis are we to correlate 
the units of these several factors 1 It does not help us much 
to say that the value of a table is represented by 5 units of labour 
plus 8 units of capital plu8 3 units of land plus 2 units of organisa
tion, unless we have some common denominator in terms of 
which the various units may be expressed. If such costs are 
to be evaluated, then the theory assumes that the value of a 
commodity is determined by the sum of the values of the efforts 
required to produce it. Thus will one value be said to determine 
another, and this, in turn, must be determined by still other 
values. Therefore as an independent attempt to explain the 
absolute value of any thing in terms of real cost, this theory is 
not very helpful, as it merely reasons in a circle and does not 
arrive at a basic standard of comparison. 

There are several other objections to be met, as follow :-
1. It does not allow lor MiBdirected Capital and Labour. 

How does cost of production influence the value of an aero
plane which refuses to fly, or of a. patented article which is 
superseded in utility by another article before arrangements 
are complete for placing it on the market, or of a specially 
produced article which the consumer will not accept! 

2. It does not Allow lor Change8 in Yalue alter a Thing 
iB Produced; e.g., the value of straw hats will fall consider
ably after midsummer, particularly if the summer has been 
wet. How is the value of goods at bargain sales determined, 
or of goods which are dumped in one country by producers 
in another! 

3. It does not Explain Scarcity Yalue-the value of things 
which cannot be reproduced, such e.g pictures by Turner 
and early editions of Shakespeare's plays. Value in such 
cases has no relation to cost or expense of production. 
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4. The Expense 0/ Productio-n in some Oases cannot be 
Determined, as, for example, in the case of by-products, or 
of articles which are produced together. How does cost of 
production help us to compare the value of a leg of mutton 
and the value of a shoulder of mutton 1 Or what is the value 
of mutton compared with that of wool 1 

Clearly we cannot estimate the separate cost of produc
tion of any of these articles. Or again, what is the cost of 
running and making available an excursion train 1 Is it 
the total or prime cost 1 The railway lines and stations 
have to be kept in repair whether excursion trains are run on 
Bank Holidays or not. Is the value of a special excursion 
merely its marginal cost, i.e., so fixed as just to cover the 
additional expenses incurred in running it 1 

Thus it becomes obvious that in many cases we simply cannot 
calculate cost of production. The producer solves the difficulty 
by charging as much as he can for his goods or services. As a 
general rule he estimates carefully what consumers will give 
and fixes his prices according to his estimate, altering it subse
quently if demand is much below or much in excess of his 
anticipations. He gets the highest price possible, and is concerned 
with his cost of production only in so far as he determines not 
to sell below this cost if he can possibly avoid it. It is true that 
under free competition and in ,the long run this price will in 
most cases approximate to the marginal cost of production, 
because producers will enter or leave the industry until equilibrium 
is achieved, but frequently price remains permanently much above 
or much below the cost of production, and the theory does not 
explain how value is determined in such circumstances. 

Why the Marginal Utility 'theory is Accepted. 
The foregoing examination of the labour and the cost of 

production theories of value does not prove these theories to be 
worthless. It shows, however, that they possess serious defects; 
neither is what it claims to be-a complete explanation of normal 
value. When machinery played but a small part in production 
the labour theory was a fairly exact explanation of normal value. 
The worth of a man's products was then chiefly determined by 
the number of hours or days it took to make them. The cost of 
production theory was rea.lly an attempt to adapt the labour 
theory to modern conditions by making an a.llowance for the 
important part played by capital in a.ll industry. But in spite 
of their defects these theories are of considerable use to us. The 
labour theory emphasises the absurdity of the exaggerated value 
which we attach to such rare objects as diamonds, which may be 
picked up from the ground, compared with the value we place on 
such vital necessaries as bread and clothing, the production of 
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which involves considerable labour. Again, the cost of produc
tion theory demonstrates that the value of reproducible goods 
tends under free competition and in the long run to equal their 
cost of production. 

The marginal utility theory is superior to the other theories 
in that it provides us with an adequate explanation of the value 
of a thing both at a given moment and in the long run. It shows 
that there is no absolute or fixed value of anything, because value 
is an expression of one thing in terms of another, and varies as 
supply and demand vary. The marginal utility theory offers the 
only satisfactory explanation of the value of rare, soiled, incom
plete or damaged articles, the price of which has no reference to 
cost of production, and of such things as water and sunshine, 
which although of inestimable value-in-use, possess little or no 
value-in-exchange. The marginal utility of all such articles to the 
consumer determines the price, if any, that he will give for them. 

JOINT AND COMPOSITE DEMAND AND SUPPLY 

Joint Demand. 

1Tw0 or more commodities are said to be jointly demanded 
when the demand for each is derived' from the ultimate demand 

. for the final commodity into the production of which they ente!J 
As the utility of raw materials and of the means of production 
arises from the direct demand for those products which they help 
to produce, the demand for the raw materials and the means of 
production is indirect and is derived from the ultimate demand. 
The demand for a certain kind of clay, that for straw, and for 
the services of a brickworks are all derived from the demand for 
bricks, which are the ultimate product and the result of the co
ordination of the channels of usefulness of the raw materials and 
the means of production. . 

If for any reason there is an increase in the demand for the 
ultimate product with a consequent rise in its price, then such 
changed conditions will be reflected in the demand for the con
stituent products and consequently also in their price. In the 
case given, if the clay, stIJ!.w, and brickworks possessed no other 
utility than in the-manufacture of OriC'ks, and if their supply 
were equally limited or equally extensible, then the price of each 
constituent would rise in proportion. Such an assumption, 
however, in the case of a product derived from commodities 
jointly demanded, is unwarranted, as the conditions of supply 
of each constituent are likely to differ widely. It is conceivable 
that the supply of clay cannot easily be increased owing to its 
natural limitation, while the increased demand for straw will 
be adequately met by the diversion of straw from other purposes 
(such as its use as fodder). The producer of straw will naturally 
prefer to sell his straw to the brickmaker, as the price paid owing 
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to the increase in demand for bricks will be higher than the price 
current for straw for other purposes. Again, the supply of brick
works will be more or less adjustable to the increased demand 
for bricks, either by the erection of new ovens or by the conver-
sion of lime kilns. . 

It is clear, therefore, that such inequality in the possibilities 
of increased supply of the constituent products is the ca.use of 
unequal changes in their price. That constituent will increase 
most in price which is most difficult to obtain in greater quantities, 
and it will therefore absorb a greater proportio~f the increased 
price of the ultimate product. Conversely, (there will be no 
change in the cost of a constituent the supply of which can be 
easily increased without extra expense, but the increase in the 
price of the ultimate product will be shared by the other con
stituents, the supply of which is not so easily adjusted to the 
increased demand.' 

It must be u1'iaerstood that the conditions of joint demand 
have not a permanent effect on value as changes in economic 
needs tend in time to bring about their own adjustment. The 
increased demand for bricks would in the long run bring forth 
the requisite supply so that price would again be reduced. If 
the supply could not be sufficiently increased to bring down the 
price of bricks, then consumers of bricks, acting in accordance with 
the principle of substitution, would tend to use stone, concrete, 
or some other material for their needs, so that the demand for 
bricks would again be lessened and price reduced. 

Joint Supply and Joint Cost. 
Joint products are two or more commodities the production of 

which is joined in a. common source of supply, and which are 
therefore said to have a joint BUpply. Examples of such are 
exceedingly common: beef and hides have a common origin in 
the carcase of cattle, cotton fibre and cotton seed are derived 
from the cotton plant, the manufacture of coal gas necessarily 
entails the production of coke and certain other tar by-products. 
The I!roduction of by-products always means that the conditions 
of jomt supply are present, so that the commonness of such 
conditions in production and industry causes the determination 
of value under such conditions to be of considerable importance 
in a comprehensive theory of value. 

Two important points must be borne in mind in considering 
the effects of the conditions of joint supply on cost. The first is 
that the various commodities derived from the common origin 
are produced in a certain fixed proportion one to the other; 
the quantity of beef obtained from a. carca.se is necessarily limited, 
as also is the supply of hides therefrom. Ai a. result beef and 
hides are produced in a proportion which can not be varied. 
(The possibility <?f small changes in the proportion of meat to 
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hides caused by the breeding of better meat-carrying cattle need 
not here be considered, as the result of such is felt only within 
comparatively small limits.) The second point that must be 
remembered is that although the joint products are produced in 
an unvariable proportion, the separate demands for the products 
are not so connected, and the proportion between the demands 
for each is liable to unlimited changes from alterations in their 
conditions of demand. 

The.j:esult of these peculiar conditions governing joint supply 
is thatlthe total of the '[YI"ices obtained for the individual joint pro
ducts must be sufficient to cover their joint expenses 0/ '[YI"oductio~ 
But the relative prices of the respective products are more 
difficult of estimation. If the demand for beef is increased for 
any reason (such as a scarcity of mutton owing to prevalence of 
disease among sheep) then more beef will be available for the 
market, as stock breeders will increase the supply (given the 
necessary time) in order to share in the increased price of bp{'f. 
As a corollary more hides will be available, but the increas;-Tn 
demand for beef causes no change in the demand for hides. 
Consequently the increased supply of hides will necessitate a 
lowering of their price in order to get rid of the stock. ("The. 
increase in the price of beef therefore must be sufficient to com
pensate for the fall in the price of hides, and it must also (if 
necessary) be sufficient to cover the increase in the joint expenses 
of production of beef and hides caused by the increased produc
tion owing to the intensified demand for beeU 

Speaking generally, it can therefore be said that the pro
ducers of joint products will attempt to sell them at a total price 
sufficient to yield a profit on both. If difficulty is experienced 
in disposing of the increased stock of one joint product, A, caused 
by the increase in demand for the other product, B, then the 
price of A will have to be lowered in order to increase the demand 
for it, and this decrease in price must be at least compensated 
for in the increased price of product B. It is clear, therefore, 
that since the- joint products are produced in a certain proportion 
their respective prices must be such as will bring about their 
consumption in a similar proportion, so long as the total price 
obtained covers the total cost of production. 

Composite Demand and Composite Supply. 
Most raw materials can be used in the production of entirely 

different final products. Barley can be used in the making of 
. bread or of beer; rubber has an enormous number of uses-
for tyres, shoes, pipe-stems, fountain-pens, tennis balls, and for 
road-paving; similarly most things have two or more possible 
uses to which they can be diverted. In such cases the demand 
for the commodity is said to be composite, and the corresponding 
derived demands are competitive demanils relatively to one another. 
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For example, if the demand for barley for malting purposes is 
increased (owing perhaps to the repeal of Prohibition laws in a. 
certain country), then the supply of barley will tend to gravitate 
towards malting purposes, and its use as a food will be corre
spondingly decreased. But although such different uses compete 
for the supply of a commodity, it must be remembered that 
from another point of view they co-operate one with the other. 
The co-operation exists as the competing demands for the com
modity are compounded into the total demand for it for a.ll 
purposes, and such total or aggregate demand must be so corre
lated as to absorb the total supply. 

Analogous to the conditions of composite demand are those 
of cornpo8ite 8upply. In accordance with the principle of sub
stitution (see ante, page 53) a. demand for a. certain commodity 
or service may be satisfied by the substitution of another com
modity or service which substantially serves the same purpose. 
If the price of butter is high owing to a shortage of supply, then 
many will use margarine for the purposes for which they formerly 
used butter, and in the same way a manufacturer may substitute 
machinery for the labour of a certain number of men. These 
various ways of accomplishing a. certain end or of satisfying a. 
certain demand can be said to be competitive supplies relatively 
to each other, but as in the case of composite demand they also 
co-operate in the sense that they are compounded into the total 
supply that satisfies the existing'demand. 

Dla~rammatic Illustration of Joint Demand and Supply 
and Composite Demand and Supply. 

JOINT DEMAND OOMPOSITE DEMAND 
Hope Malt Steel 

V A 
Ale Maobinery Bridge. 

Cattle Beef Mutton 

A V 
Meat Hidea Meat 

JOINT Sl7l'l'LY OOMPOSITE Sl7l'l'LY 

Joint Demand: Hope and malt are in joint demand for making ale and beer. 
Joint Supply: Meat and bidea (among other things) are obtained from cattle. 
Composite Demand: Steel is in demand for the making of machinery, bridge&. 

and a great number of other objeota. 
Composite Supply: The demand of the population for mea' is satisfied by the 

supply of beef. muttou. and many other varietiea. 
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Multiple Products. 
A case which is becoming more and more important in modern 

industry is that of multiple products. To-day, many producers 
are engaged in :producing, not a single commodity the cost of 
which can be readily ascertained, but a wide range of products. 
An engineer may turn out several kinds of machines and perform 
general re:pair work. In such a· case it is practically impossible 
to ascertain the total cost of every particular job; hence the 
prices charged are what the market will bear, subject to the 
:proviso that in the long run the total revenue derived by charging 
such prices must be sufficient to yield a normal rate of profit. 
Such conditions are typical of most retail selling. 



CHAPTER 15 

MONOPOLIES AND MONOPOLY PRICES 

THE theory of value which we have discussed in preceding 
chapters applies to. conditions where free competition may be 
assumed, where there is no natural or artificial interference 
with supply or demand, and price is fixed by the unhindered 
adjustment of economic forces. But, as w~ have seen, perfectly 
free competition is rarely found in the modem industrial 
organisation, and it frequently happens that either supply or 
demand is subject to natural or artificial restriction. In such 
cases a partial or complete monopoly is said to exist, and power 
is placed in the hands of an individual or group of individuals 
to exercise an artificial control of demand or of supply. There 
is no general agreement amongst economists as to the exact 
meaning of the term monopoly. Broadly, the term is used to 
cover any effective price control, whether of supply or demand, 
of services or of goods; narrowly, it is used to mean a com
bination of manufacturers or merchants to control the supply 
price of commodities or services. 

There is, of course, an element of monopoly existent wherever 
free competition is restricted to any extent whatsoever, but for 
our present purposes, the meaning of monopoly will be confined 
to the effective control 0/ eke whole or tke qreata- portion 0/ tlie 
8'Upply 0/ II commodity or senJice. 

Absolute Monopoly is Rare. 
Absolute monopoly, however, is as rare as perfectly free 

competition, and only in very exceptional circumstances can 
examples be found of a complete regulation of the demand for 
or of the supply of any commodity. Furthermore, monopolies of 
demand are even more exc~ptional than complete monopolies 
of supply. The term monopoly is, in fact, generally used to con
note monopoly of supply, and, unless it is otherwise indicated, it 
will be used in this sense in the following paragraphs. 

Possibly the nearest approach to absolute monopoly occurs 
in the case of the so-called legal and social monopolies (see 
page 153 ante), such as patented and copyright articles, gas, 
water and electricity supplies and the postal services. Even in 
these cases, however, substit~tes may exist to some extent, 
while such monopolies are usually restricted to certain well
defined areas. For example, gas or oil may be used for lighting 

2IJl 
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and heating purposes in place of electricity, and there are few 
patented articles which have not some fairly satisfactory sub
stitute. Natural monopolies, also, are usually restricted in 
their operation to a particular area, although we have an almost 
perfect example of a complete natural monopoly in the case of 
Chile nitrate, which is so much in demand as a fertiliser that 
the limited supply creates a monopoly sufficiently stron~ to 
control world prices in nitrates. Another example of a monopoly 
controlling over 50 per cent. of the supply is the South African 
diamond combine, which controls over 60 per cent. of the world's 
supply of diamonds. Again, most of the world's supply of coffee 
comes from Brazil, but the Brazil coffee growers are able to control 
prices only to a very limited extent because coffee can be and is 
grown elsewhere (as, for instance, in Nigeria), so that any con
siderable rise in the price of this commodity would obviously 
'stimulate its production elsewhere. 

Monopolies of Services. 
A monopoly may exist not only in the supply of commodities 

but· also in the supply of services. In fact, some of the most 
powerful monopolies are of the latter kind, as, for example, the 
monopolistic control of medical services by the British Medical 
Association. The practice of medicine and surgery is legally 
restricted to registered practitioners who have passed certain 
tests of technical knowledge and have satisfied certain prescribed 
conditions, and to this extent the medical services of this country 
may be said to be in the hands of a. monopoly-fortunately, one 
which recognises the traditions of the profession and its obligations 
to the community as well as to its own members. 

In the same way a. strong trade union may be regarded as 
'a monopoly of a certain class of labour. Trade unions are 
associations of wage-earners for the purpose of maintaining and 
improving wages, the standard of living and conditions of work. 
In so far then as trade unions limit the numbers of entrants to 
the trade and oppose the use by employers of non-union labour, 
and in so far also as they insist on standard rates of wages, they 
exercise monopoly power and thus exert the same effect on 
the price of labour as does a. powerful combination on the price 
of its material products. The power of trade unions, however, 
varies considerably. It is often thought that the miners' union 
in this country is a very strong combination, so far as wages 
and prices of coal are concerned, but a. little consideration shows 
this view to be largely erroneous-at least in the very important 
direction of the power of this union to raise wages, viz., the 
price of mining labour. The restriction on its powers in this 
respect is due to the fact that wages are the largest element in 
the price of coal, and any rise in wages would so force up the 
price of coal as to stimulate its import from abroad. The control 
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of ,wages by trade unions generally is thus very much limited, 
80 that they are, in effect, only partial monopolies. 

Classification of Monopolies. 
We may therefore divide monopolies of producers into two 

broad classes: (a) combinations of sellers of services, and 
(b) combinations of sellers of goods, both of which may vary 
in strength from the loosest form of trade association formed to 
protect the interests of its members, to the .. complete merger" 
as we see it exemplified in the huge oil and steel trusts of America, 
and in the great thread and tobacco combines in Britain. 

The characteristics of the Trust are dealt with in Chapter II, 
ante, to which reference should be made at this point, but between 
this form of complete merger and the loosest trade associations 
exist many kinds of loose combinations, varying in power as well 
as in size. 

The following classification of combinations is that suggested 
by Mr H. W. l\1acrosty,1 and is based on the degree of control 
which is exercised by the various types :-

1. ASSOCIATIONS FOR THE REGULATION OF THE CONDITIONS 
011' S.ALE.-The principal objects of such associations are usually 
to obtain uniformity in such matters as terms of delivery, rates 
of discount, length of credit and charges for transport. These 
associations are to be found in nearly every trade in the country 
and they may be either local or national in scope. 

2. PRICE ASSOCIATIONS.-These are formed to control the 
selling price of the product of the firms or individuals in agreement. 
The price need not be definitely fixed, but a minimum price 
may be agreed upon. Agreements of this kind are not legally 
enforceable, and may consequently be broken at any time by 
any of the members of the association, particularly in periods of 
slack trade. Such associations, therefore, are by no means per
manent or very effective. Examples of this type are the various 
Shipping Conferences, viz., the combinations of shipowners 
associated with a particular ,sea route, such as the China Con
ference and the South African Conference. (See post, page 228.) 

3. ASSOCIATIONS FOR THE REDUCTION OF OUTl'UT.-Com
bination frequently arises from the fact that the aggregate output 
of all the firms in a particular industry is too l&rge for the m&rket 
to absorb, and, unless the output is reduced, serious loss may 
result to manufacturers from the excess of supply over demand. 
Associations are frequently formed, therefore, in order to reduce 
output as a whole. For example, it was found just after the 
Great War that the output of rubber in Malara had increased 
to such a.n extent that supply was in excess 0 demand a.nd so 

1 See Aahle;y'. Brili.tAlad...mu. p. 196. 

o 
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prices fell considerably. Consequently, rubber planters in the 
Federated Malay States and the Straits Settlements combined tQ 
restrict output, and although Dutch planters in the Far East 
have so far refused to enter the association, thus preventing its 
efforts to stabilise the price of raw rubber from being fully 
effective, sufficient ~uccess has been achieved by the restriction 
to justify the continuance of the association, while a. scheme 
for the formation of a central rubber selling agency has frequently 
been discussed. 

4. ASSOCIATIONS FOR THE DIVISION OF TERRITOBy.-These 
are somewhat similar in their objects to the class just mentioned, 
and take the form of agreements between the constituent firms 
of the association to restrict sales operations in each case to a. 
particular territOl:Y. The best-known example of this kind of 
association is the agreement between the Imperial Tobacco 
Company and the American Tobacco Trust to restrict the 
operations of each to certain specified territories. 

5. AsSOCIATIONS FOB THE REGULATION OF OUTPUT.-In these 
cases the output of each of the constituent firms is usually based 
on its average share of the total output over a. certain period 
of years. If this quota is exceeded by a. firm a. fine is paid by it 
to the association. Sometimes part of this fine is paid by the 
association to those firms who have not reached their quota. 

6. SALES AsSOCIATIONs.-These Mr Macrosty describes as 
the "highest organisation of terminable associations ". In this 
class is the Teared, which has been described in a. previous chapter. 
Its principal characteristic is that the constituent firms retain 
their individuality as well as control over their internal and 
external management, but that the selling functions of the 
whole organisation are undertaken completely by a. central 
sales agency. This selling agency is usually a. separate legal 
entity with a small capital held exclusively and in certain agreed 
proportions by the constituent firms. Its functions are to dispose 
of the product, to allocate the total output among the various 
firms, and also to fix prices. The kartel is by no means as common 
in England as in Germany, but the best example in this country 
is the Central Selling Agency, Ltd., of Glasgow, which markets 
the products of J. & P. Coats (the best example of the trust in 
Great Britain), of Listers (silk thread), and of the English Sewing 
Cotton Co., Ltd. 

The above classification given by !-Ir Macrosty concerns 
itseH mainly with the objects for which combinations are formed, 
i.e., the causes of combination in industry. In all these cases, 
however, the ultimate object is the control of price, either to 
increase profit, or to create a profit where otherwise there would 
be a. loss. For another classification according to the lorm of 
combination rather than its purpose, the reader is referred back 
to Chapter ll. 
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Employers' Associations. 
... There is also another form of association of producers which 

frequently exercises monopoly power, namely, the association 
of employers in one or more industries. In some respects such 
associations may be regarded as employers' trade unions, and 
are to be distinguished from those combinations of producers 
which are dealt with above, for, as a general rule, the main object 
of these associations is not to make a conscious attempt to 
obtain a monopoly of the supply of goods or services, but to 
exercise supervision over the interests of employers generally, 
either in a particular trade, district or country. To some extent, 
however, a strong employers' association in an industry controls 
the demand price for labour in that industry (i.e., it is a buyer'8 
monopoly, as is indicated hereafter), and we must not ignore 
the monopoly power which such associations possess, although 
they are not usually regarded as monopolies. Furthermore, a 
consideration of the constitution and objects of such loose com
binations is necessary as they frequently develop into associations 
for the purpose of controlling output and price. (See below, 
"Combinations in England ", etc.). Combinations of this latter 
description may be partial or total monopolies, but the majority 
of employers' associations are formed to provide employers 
with a united front in bargaining with powerful trade unions, 
and so, like trade unions, they exercise monopoly power. 

Combinations in England, Germany and America. 
The forms of combination, as we have seen, vary considerably, 

and instances of almost every type, ranging from the loose tacit 
"honourable understandings II or "gentlemen's agreements II 
to the trust or complete merger, are to be found in all those 
oountries in which the oombination movement has attained a 
oonsiderable development. It remains true, however, that 
certain definite features characterise the movement as it has 
developed in different countries, particularly in the case of 
the three great industrial nations of England, Germany and 
America, and consequently a brief survey of the experience of 
these oountries is not without interest. 

ENQLAND.-In this oountry all terminable associations for 
the regulation of prices and other oonditions of production, being 
in restraint of trade, are repugnant to the law. Henee, such 
agreements are not binding but are operative only as long as the 
parties wish to observe them; any penalties which may have been 
fixed in oase of bre&oh are not enforceable, and on the other 
hand, any party who has paid such a penalty cannot sue for 
its return. The effect of this legal position has been to prevent 
the development in this country of a closely-knit kartel movement 
similar to that which has taken place in Germany. Innumerable 
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associations have been formed and have prospered during periods 
of good trade, but when depression has set in, they have been 
dissolved. 

The most prevalent type of combination in Britain is the 
association, a loose form which in some cases is purely an 
agreement among producers for the fixing of prices and of output. 
Arrangements of this kind prevail in almost every industry in 
this country, even in those in which a close form of association 
would be difficult. Since the War many of these loose associations 
have grown stronger, and it is possible that they may develop 
eventually into kartels. The development of large-scale amal
gamations in this country was checked by the non-success of 
the first two-the Salt Union and the United Alkali Company 
-but towards the close of last century the success of J. & P. 
Coats and the big developments which had taken place in America 
gave a fillip to the movement, which has now attained considerable 
proportions. In some cases, the amalgamations take the form 
of combinations large enough to dominate a whole industry; 
in other cases, large individual firms have become strong enough 
to exercise a considerable control over the market. 

Permanent consolidations of both the "horizontal" and 
" vertical" types are common in the coal, iron and steel, and 
shipbuilding industries, well-known examples of wide-reaching 
vertical and horizontal combinations on a large scale being 
Armstrong, Whitworth & Co., and Vickers, Sons & Maxim. 

Permanent consolidations of the horizontal type are of great 
importance in numerous branches of industry. In the spinning 
branches of the textile industries fine cotton spinning is dominated 
by the Fine Cotton Spinners' Association; sewing thread by 
J. & P. Coats, Ltd., and the English Sewing Cotton Co., Ltd., 
working in close association. Similarly, the dyeing and printing 
branches of the cotton and woollen industries are dominated 
by a small number of powerful consolidations-bleaching, by 
the Bleachers' Association; dyeing, by the Bradford Dyers' 
Association, the British Cotton and Wool Dyers' Association 
and other minor combinations, and calico printing, by the Calico 
Printers' Association. 

The British heavy chemical trade also is one vast consolidation 
-Imperial Chemicals, Ltd.-formed by the amalgamation of 
the United Alkali Company, Ltd., Brunner, Mond & Co., Ltd., 
the British Dyestuffs Corporation and Levinsteins. Similarly, the 
control of output and prices in the tobacco, wallpaper, cement, 
and numerous other trades is concentrated in relatively few 
hands. 

In a number of instances, too, both individual firms and 
combinations of British manufacturers have become parties to 
international agreements, the best-known example being that 
effected in 1902 between the Imperial Tobacco Company and the 
American Tobacco Trust. By this agreement the American 
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combination abandoned its attack on the English market, while 
the English Tobacco Company agreed, on the other hand, not 
to sell or manufacture tobacco in the United States or its 
dependencies, or in Cuba. A company, known as the British
American Tobacco Company, was then formed to exploit the 
tobacco business of the world outside of Great Britain and 
America.. 
. In this country, as we have stated, the best example of a 
kartel is the Central Selling Agency, Ltd., of Glasgow, which, in 
addition to marketing the products of the firms in the Coats' 
combine, . sells also certain allied but non-competing products, 
such as Lister's silk thread. 

GERMANY.-In Germany the industrial combination is fully 
recognised by the law, the view being held that unduly low 
prices, as well as unduly high prices, should not exist in any 
branch of industry, as they are injurious not only to the individual· 
firm but also to the community as a whole. The right to inflict 
and recover penalties for breach of contract entered into between 
members of any form of combination was legally recognised 
in 1902. The combination movement began in the early 
seventies of last century, and has generally taken the form of 
syndicates or agreements for a term of years to fix prices, to 
fix output (pools), or to take over the selling organisation 
(kartels). . 

The great development and activity of the kartels aroused 
considerable hostility and suspicion, but a. public inquiry held 
in 1902-3 did not lead to any legislative measures. Three years 
later, in 1905-6, an official inquiry disclosed the existence of nearly 
four hundred combinations of different kinds, chiefly in the 
coal, iron and steel, textile, brick and glass industries. The 
most notable of all the kartels is the Rhenish-Westphalian Coal 
Syndicate, founded in 1893 as a. sales association, and renewed 
in 1898 and 1905. In 1909 the Syndicate controlled an output 
of about eighty million tons, covering the whole of the Ruhr 
district, except fifty mines, the output of which was almost 
negligible. The syndicate has had to face many difficulties 
but its position was strengthened when the sale of the output 
of the State mines was entrusted to it in 1912. 

AMERIcA..-The combination movement in America. is char
acterised by huge amalgamations, the trust originating in 1882 
with the Standard Oil Co., and being continued in the Whisky 
Trust and Sugar Trust of 1887. During this early period, unfair 
methods of competition were used against competitors in those 
districts in which the trusts had no monopoly, prices being 
artificially raised elsewhere, and by a.lliances with the railwa.ys 
the trusts obtained special rates or rebates which were denied 
to their competitors. This railway discrimination was declared 
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illegal in 1887, and the trusts were dissolved under the Sherman 
Act in 1891-2. This legislation was unsuccessful, however. 
The Whisky and Sugar Trusts were re-organised, and in 1899 the 
Standard Oil Company, which since 1891 has been held together 
only by a harmony of interests, took advantage of the laws of 
New Jersey to form a great merger. 

From time to .time public uneasiness at the development of 
the combination movement has led to public investigations, 
but, as we shall see later (see post, pages 231-2) legislative action 
has not been successful in preventing the United States from 
becoming "the home of trusts". The most striking amalgama
tion took place in 1901, when the United States Steel Corporation 
was formed, controlling more than one-half of the steel-making 
capacity of the country. 

Conscious Monopoly and Natural Growth. 
A distinction is sometimes drawn between (a) those com

binations which are the result of a conscious attempt to obtain 
monopolistic advantages, and (b) those which are "natural 
growths ", i.e., which have resulted from the absorption of 
weaker :firms by the most efficient :firm or :firms. 

It is a remarkable fact that the latter type of combination is 
much the more successful. The:firm of Messrs J. & P. Coats, 
a natural growth, was at one time making huge profits, although 
selling at a price which did not allow of any profit being made 
by competitors selling at the same price. Again, the Ford 
Motor Company, another natural growth, has been much more 
successful than General Motors Limited, which is an amalgama
tion of existing :firms and was not a natural growth. Perhaps 
the most important reason for the failure of deliberately mono
polistic combinations lies in the over-capitalisation which is 
so frequent in such cases. As in the case of the United States 
Steel Trust, the promoters purchase the combining :firms at the 
lowest possible price, and sell out to the new company at a price 
which measures the capitalisation 01 expected profitB and not 
the price paid for the concerns. The difference, of course, 
represents the promoters' profit, and the process is termed 
" watering" the capital. The over-capitalisation may be 
attributable also in some cases to the excessive prices which 
sometimes have to be paid to :firms in order to induce them to 
enter the trust. (See also ante, page 157.) 

Conditions Favourable to Combination. 
We have already noticed that in the so-called "social" 

industries monopoly is inevitable on technical grounds, and that 
in other cases the fundamental economic cause of combination 
has been the desire to avoid cut-throat competition. There 
are, however, certain subsidiary conditions which have in many 
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cases favoured the tendency towards combination. The more 
important of these may be stated to be :-

1. Tariffs and other fiscal devices have given certain 
industries a measure of local protection, thus securing them 
from foreign competition. In both America and Germany 
a protective policy has favoured combination. In this 
country, on the other hand, the adoption of Free Trade 
principles, combined with the fact that England manufactures 
largely for export and the world market, necessitating 
adaptability and resource, has tended to preserve individual 
initiative. 

2. Where there are few firms in an industry and a large 
amount of capital is required in order to set up in the industry, 
combination is made easier of attainment and the combine 
is less likely to be attacked by new competitors. 

3. Where conditions of natural scarcity exist, control 
tends to concentrate in a few hands. Monopolies quickly 
arose in Germany in the case of potash, in America. in the 
case of anthracite and oil, and in England in the case of 
salt. 

4. Where the product ca.n be readily standardised, com
bination is facilitated. The truth of this statement is borne 
out by the fact that in Germany and America, where the 
extractive and preliminary processes of industry occupy 
a pre-eminent position, the' combination movement advanced 
more rapidly than in England, mainly engaged in those 
finishing processes which offer more opportunity for in
dividuality and less scope for mass production. 

5. Wherever an industry is strongly localised there is a 
tendency towards concentration. 

6. Any conditions which promote co-operation among 
previous competitors facilitate combination. It is well 
recognised that the necessity for common action among 
competing firms during the period of the late war greatly 
favoured the growth of price-rings and agreements. 

Cases in which Combination ,is Unlikely. 
Marsha.ll 1 suggests that the,re are three classes of producers 

who are not tempted to restrictive combination: (a) those who 
produce for their own consumption; (b) those who produce 
things for sale in a. large open market in such sma.ll quantities 
that current prices will not be afIected by anything which they 
may do or abstain from doing; and (c) the owners of absolute 
monopolies. Producers in each of these classes have their own 
special difficulties and problems. but none of them has to take 
any special steps to defend his market from the encroachment 
and attack of competitors. 

1 I tid"""., Gild Trade, m. L 2. 
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THE THEORY OF l\IO~OPOLY PRICE 

The general result of the various combinations which we have 
discussed above is to control the supply of a commodity or 
service, either in whole or in part, and to prevent price being 
determined solely by the free competitive forces of supply and 
of demand. Under modem conditions the tendency is for such 
control to be constantly extended, particularly as industry 
becomes more complex: and greater capital is required. Thus 
we find combinations of capital in the joint-stock company, in 
the trust and kartel, in the ring and combine, and in the 
employers' association; combinations of labour in the trade 
union, and of consumers in the retail co-operative society. All 
of these organisations are based on the idea of gaining greater 
advantage by the exercise of monopolistic power. 

But the possession of monopoly does not necessarily imply 
an attempt to exact as high a price as possible for a commodity 
or service. In the first place, the industrial combinations usually 
aim at increased profits by better co-ordinated and more efficient 
production. This they achieve by (1) large-scale organisation 
and the concentration of the best equipped plants, which are 
worked regularly at high pressure; (2) eliminating wasteful 
competition in advertising and salesmanship; and (3) standard
ising the product or service and thus increasing the general 
productivity of their organisation. Secondly, although the 
monopolist will, in theory at any rate, endeavour to control 
supply so as to obtain the greatest net return, this does not 
necessarily mean (as we shall see below) that he must charge as 
high a price as he can possibly obtain. Thirdly, the charging 
of a very high price would in most cases encourage the entry 
of new producers or stimulate the invention and consumption 
of substitutes, while it may lead to State interference with the 
monopoly. 

It follows, therefore, that the control of prices even in the 
case of a very powerful monopoly is considerably limited. A 
monopolist may, of course, charge whatever price he pleases, 
but as a general rule too high a price will ultimately work to his 
disadvantage. The question therefore arises: At what price 
is the monopolist to sell in order to obtain the greatest net revenue, 
under all the conditions (includIDg those of demand) which he 
knows to exist 1 

In the first place we know that monopoly price, like any other 
price, is determined by the relation of supply to demand, and that 
demand for a monopoly product, like the demand for any other 
product, is fixed by the marginal utility of the commodity to the 
consumer. Furthermore, it is clear that in the long run the 
value of a monopoly product, like that of any other product, 
must at least cover its marginal expense of production. But 
at this point a difference exists: whereM under free com-
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petition normal price tends to equal marginal expense of pro
duction, the monopolist need only regard this expense as a 
minimum belo~w~C~.JIl~. price 0Chis I'-roduct must not fall. 
By reducmg supply lie may Torce price considerably aboye the 
minimum, although as a rule demand would then decrease and 
his turnover would be reduced. On the other hand, by in
creasing supply he may bring down the price until it is scarcely 
more than would be obtained under free competition. Alterna
tively, he may fix a definite price for the product, and leave 
the quantity of supply to be determined by the marginal utility 
of the commodity to consumers. He may thus fix the quantity 
supplied, or he may fix the price he desires to obtain, but he 
cannot fix both, and whichever method is adopted, the supply' 
lends ulti"lf!!!l!Uo be adiu8..t~_!'t tJiat zm'nt u'hich win bruig- in thi 
lilrge.sl ?Itt ret.'efluT"""Tlie &lID of the monopolist is to make the 
ma.rgm--oet'WOOiiJiis total receipts and his total expenses of 
production as great as possible. "The prima facie interest of 
the owner of a monopoly is clearly to adjust the supply to the 
demand, not in such a way that the price at which he can sell 
his commodity sha.ll just cover its expenses of production, but 
in such a way as to afford him the greatest possible total net 
revenue ',:.!.-. 

In determining this point of maximum net reyenue, a number 
of important factors must be taken into consideration by the 
monopolist. In the first plaCE\ he must carefully e...ti mate the 
demand for the product. If the product is a necessary tor which 
~b~I!l1t~!Jonilable> demand will be inela8ti~, and changes 
m price will not greatly afl'~t the amount demanded by con
sumers. Thus price may be raised considerably aboye expense 
of production and an appreciable monopoly revenue may be 
obtained. In such circumstances, howeyer, it will not be 
to the monopolist's advantage to charge too high a price, for 
not only would he thereby encourage competitors, but he would 
also run the risk of State interference with his business. In few 
communities would a monopoliSt controlling supplies of a neces
sary commodity be permitted for long to exploit the com
munity for his own benefit. Wherever such cases exist. there 
are usua.lly good grounds for State control, as monopolies in 
respect of necessaries are conducive to speculation and OYer

capita1isa.tion, while they are antagonistic to the vital interests 
of consumers, and are generally detrimental to social and 
economic life. 

On the other hand, if the product is a luxury or if substitutes 
are anilable, demand will usua.lly be tlastic, and changes in 
price may appreciably affect the quantity taken by the public. 
In such a case the monopolist will need to ~ with caution, 
and by a careful study of market conditions endeavour to adjust 
supply 80 that he obtains the maximum net revenue. Altema-

a llarshall. PrUtciJllu. \" • XIV. %. 
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tively, as has been stated, he may fix the price, and leave supply 
to be adjusted by the marginal utility of the commodity to 
purchasers. 

Secondly, the monopolist must carefully e.yJi!!!:gJ~i1Jye~ 
of production for different quantities of his product. If he 
produces under conditions of increasing return (or decreasing 
cost), expense of production per unit will fall as output increases: 
thus it may pay him to reduce his price, with the~bject of 
obtaining a greater net revenue on a larger turnover., In other 
words, he may find that a smaller profit per unit with a. con
siderable demand may yield a greater total profit than a. large 
profit per unit with a limited demand.t On the other hand, if 
the product is obtained under conditiOns of diminishing return 
(or increasing cost), it may pay the monopolist to limit his output 
and obtain a large profit per unit on a comparatively restricted 
sale. Even in the case of the monopoly of a commodity pro-

'lduced under diminishing returns, if the demand is elastic a larger 
,:putput might conceivably be more profitable than a small one. 
Again, if the product is obtained under conditions of constant 
return, the expens,e~f production will not influence the supply 
offered by the monopOIlst except to fix the--Iniriimum expense 
belQw which he will not sell. 

Thus we may conclude that neither selling at the highest 
price nor selling the greatest possible quantity of goods will 
necessarily yield the largest monopoly revenue. The formcr 
may so reduce demand as to check profits, or it may encourage 
competition and the invention of substitutes or give rise to 
Government interference. An attempt to sell too great a 
quantity may lead to the production of part of the supply at 
such high costs as to negative the likely gain, or, again, supply 
may exceed demand, and so bring down the price below the 
minimum expense of production. The latter point is illustrated 
by the fact that when very large catches of fish are landed, it 
sometimes pays the trawler owners (who may be said to possess 
a local monopoly) to destroy some portion of the supply in order 
to force up price. It was also illustrated in the one-time almost 
complete Dutch monopoly of the trade of the Spice Islands: 
in years when the crop was plentiful part of the harvest was 
destroyed in order to maintain prices and monopoly revenue. 
A more modern example has already been mentioned, viz., the 
res~riction imposed by the Rubber Growers' Association on the 
annual output of British-owned East Indian rubber companies, 
in an endeavour to diminish supply and so maintain the price 
of the raw material. A similar policy has also been pursued to 
a limited extent by Brazilian coffee-growers. 

Generally speaking, the monopolist who produces under 
increasing returns finds it to his advantage to supply a. large 
quantity at a. low price. Thus he protects his own interests, 
not only by ensuring a large revenue but also by securing 
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favourable public opinion, and by minimising the likelihood of 
competition and of State interference. 

Finally, we may note that the exercise of monopolistic power 
is controlled in many ways other than those which we have 
indicated. Apart from the ~~jm~d bl . .l~~(LDpiDion 
and the fear of competition, 18 the fact that m some cases a 
coml>in&tion--of cODslurieni may arrange to limit demand for the 
product and so restriCt mon~J;t:g$. --Fa.rthemore, "it is not 
po88lble for a Toc&Jautli0trr: or governmen~:!"hl.~h __ has mono
po~c~con~Lo! a comm __ ·t.I.()DC~~-:ro exe!£ise its power 
to-- tlili:Jwr.~ In such cases, not only would public 
opuuon be averse to the making of monopoly gains by a public 
body, but it would also be contrary to the principles of State 
activity that such conditions should prevail. The question of 
the publio control of monopolies is discussed at the end of this 
chapter. 

Necessary Conditions of a Monopoly of Supply. 
We are now in a position to review the conditions which must 

be fulfilled before a seller's monopoly can be established and 
maintained. In the first place, the monopolist must be able to 
control the supply of the commodity which is actually available 
for consumers, or he must be able to fix the price. As has been 
shown, the monopolist cannot fix both supply and price, but 
must determine one of these and leave the adjustment to the 
forces of demand. Secondly, the success of a monopoly implies 
ability to adjust supply and price to changes in demand without 
difficulty or delay, otherwise the monopolist may be involved in 
loss both of his profits and of his monopolistic control. For 
example, if demand falls and supply is not restricted, price may 
fall below expenses of production, and thus wipe out both the 
monopoly revenue and the normal profits of the producer. 
Thirdly, some control of substitutes is necessary if a monopoly 
is to continue, or, alternatively. a product which is as good as 
any available substitute must be supplied at a reasonable com
petitive price. 

tIt follows, therefore, that a monopoly of supply cannot prove. 
successful if the product is capable of substitution, or if demand 
is subject to considerable variation and supply cannot easily be 
adjusted to the fluctuatio~ 

Practical Examples. 
A consideration of concrete examples may help to make 

clear our consideration of the fixation of monopoly price. Mr 
Henry Ford may be considered to have a partial monopoly of a 
certain type of light car. His exercise of monopoly power is 
restricted. however. by the possible competition of substitutes 
(i.e., other light and cheap cars) and so his power to mise prices 
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is definitely limited. It is obvious, however, that the sales of 
Ford cars would still be large even if the price were raised, say 
by one-third. The cars, however, are sold at a very low price 
for two reasons: (1) the commodity is produced under in
creasing returns; (2) the demand for light cars of this type is 
highly elastic. Thus, in practice, Mr Ford finds it most profita.ble 
(apart from any :Q1oral considerations which may influence 
him) not to exercise the limited amount of monopoly power 
which he may be assumed to possess. The case of diamonds, 
however, is quite different. The demand for diamonds, although 
they are luxuries, is after a certain point highly inelastic. The 
supply of diamonds is obtained almost exclusively from South 
Africa, and the entire output of the South African mines is 
marketed by the London Diamond Syndicate (a kartel selling 
agency). The only danger of competition other than that which 
already exists lies in the discovery of new mines, which at 
present appears highly improbable. Thus the London Diamond 
Syndicate is in a particularly strong position for the exercise 
of monopoly power, and the supply of diamonds released each 
year is deliberately limited to an amount which will yield the 
greatest monopoly advantage. There is no fear, in this case, 
of Government interference with prices, because diamonds are 
not a fundamental necessity of existence. They are prized because 
of ·their scarcity and the social distinction which their possession 
confers, this, in turn, resulting largely from their scarcity. Thus 
the cause of the high price of diamonds would tend to disappear 
if the supply were greatly increased. 

Tabular Illustration of the Determination of Monopoly 
Price. 

For purposes of illustration we may consider the imaginary 
figures given in the following table. These may be assumed to 
relate to a product which is manufactured under conditions of 
increasing returns and in respect of which the demand is elastic ; 
i.e., expense per unit falls as output increases and demand price 
falls as supply increases. 

~--

I 

I I Expense Total 
:Monopoly Revenue 

Demand .(or Total I (I.e .• total 
Output. -J:er Expense of Sale) P~ce Receipts. I receipts leu 

nit. Production. per Umt. I total expenses); 

£ £ 
I 

£ s. B. 

2000 16 1600 IS 1800 200 
3000 15 2250 17·5 2625 375 
4000 14 2S00 16 3200 400 

5000 13·5 3375 15 3750 375 
6000 13 3900 'U 4200 300 
7000 12·5 4375 13 I 4550 175 

I I 
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The supply will be fixed at that point where monopoly revenue 
greatest, i.e., where there is the greatest margin between 

total receipts and total expenses of production. This point is 
obtained when output is 4,000 units, and monopoly revenue is 
£400. After this point, increased supplies give a lower aggregate 
return. 

Other tables can be constructed on a similar basis to illustrate 
the fixing of monopoly price under conditions of constant and 
diminishing returns. 

Diagrammatic Illustration of the Determination of 
Monopoly Price. 

The theory of monopoly prices lends itself particularly well 
to illustration by means of diagrams, and it is thought that 
most readers will more fully appreciate the foregoing explana
tions after perusing the following paragraphs. For the purpose 
of these illustrations it is assumed that the monopolist has 
complete control of supply and that he is guided by self-interest 
alone, that no substitutes are available and that the fear of 
Governmental interference is absent. These assumptions are 
highly abstract, but the determination of monopoly price 
in practice tends, within limits, to follow the theory fairly 
closely. 

1. CONSTANT RETURNs.-For the sake of clarity, we may 
assume, in the first place, that the product is obtained under 
constant returns. The demand and supply curves would then 
appear as follow :-

X 

D 

s, 

D. 

O~----~--------~-------------------------y 
Quantities. 

Quantities of the product are measured along OY, and price 
per unit along OX. DDJ is the demand curve, which falls as the 
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quantity supplied increases. SSl is the supply curve, which is 
constant for all quantities of output. 

The monopolist, so far as he is able, will fix the price at a 
point which will yield the maximum aggregate net profit, i.e., he 
will so manipulate supply in relation to demand (i.e., the point B) 
as to make the shaded area ABCS as large as possible. 

2. INCREASING RETURNS. 

x 

.; E ,""L.L.L.<LL-,,"-,:'<"'<"'<~'-L" 
.!:! 
Il: H """""m-"""""""""",k~~~"1 
c~~~~~~~~~~ 

o~----------&-----~-------±------------------y 
Quantities. 

In this case, DDl is the demand curve which falls with each 
increase in the quantity supplied, while SSl is the supply curve 
under increasing returns and falls gradually as the output increases. 

Under conditions of free competition, the price of the product 
will be P A, which just covers expense of production including 
a normal profit. The object of the monopolist is, however, to 
control supply so as to obtain as great a monopoly revenue as 
possible over and above this normal profit: otherwise, of course, 
he would be in no better position than any other producer. 

We may suppose, therefore, that supply is restricted to 00, 
and that consumers will then pay QG per unit. The unit cost 
of production is, however, only LG, so that the monopoly profit 
is represented by the shaded rectangle QLCH (i.e., the difference, 
LQ, between price and expense of production per unit, multiplied 
by the total output in units). For a. still smaller output OK, 
the demand price is RK, the unit cost of production is MK a.nd 
the monopoly profit is represented by the shaded rectangle 
RMEF. Thus the larger the rectangle, the larger the monopoly 
revenue. It is, therefore, to the monopolist's advantage when 
this. rectangle is as large as possible, for then he receives his 
greatest surplus profit. 
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3. DIMINISHING RETURNS. 

x 
D 

s D. 

o J Q A Y 

Quantities. 

In this diagram, the curve DDI again represents the fall in 
demand with every increase in supply, while SSI represents the 
rise in expense of production as the output increases. Under 
free competition, price will be fixed at the point P, where the 
curves intersect, and at this. point price will approximate to 
expense of production including norma.! profits. 

When, however, the supply is limited by the monopolist to 
OG, the demand price is QG, the cost of production is LG and 
the monopoly revenue is QLCE. When the supply is OJ, the 
demand price is TJ, the cost of production is NJ and the 
monopoly revenue is TNBH. Here, again, the object of the 
monopolist is to make the surplus represented by the shaded 
rectangle as great as possible. 

It is clear from the diagram that under conditions of dimjnjsh
ing return a much greater monopoly revenue may be obtained 
by restricting output and selling at an increased price. 

In the sa.me way as the monopolist of a. certain commodity 
is able to raise price by restricting supply, so can a. strong trade 
union raise wages by restricting the supply of labour. This it 
is able to do by restricting entry into the trade by means of 
insistence upon apprenticeship, opposition to dilution, and the 
fixing of minimum wage rates. The power of a. trade union, 
however, to force up wage rates is usua.lly very limited. New 
inventions which revolutionise industria.l processes make ap
prenticeship almost impossible in many trades, and, if a. union 
demands a. higher wage than the indUstry can stand, unemploy
ment will certainly result and non-union labour will be employed. 

Thus, the effect of monopoly on price is almost exactly the 
. same theoretica.lly in all cases, whether we are considering the 
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effective control of the supply of labour by trades unions, of 
commodities by an oil or tobacco trust, or whether the limita
tion is one imposed by nature, as in the case of nitrates and 
camphor, or by artificial agreement, as in the case of the Rubber 
Growers' Association, or whether, again, it is partly natural 
and partly artificial, as in the case of diamonds. The theoretical 
study of the effect on price of anyone of these helps us to 
understand the influence on price of others. 

Monopoly not necessarily Detrimental to Consumers. 
It is clear from the explanation in the foregoing paragraphs 

that the existence of a monopoly is not necessarily detrimental 
to the interests of consumers. As we have seen, monopoly 
price is not necessarily the highest price, and it may, in fact, be 
lower than would be a competitive price for the same article. 
This may ~esult because of the greater efficiency and economy 
of the large organisation, and because its expenses of production 
under increasing returns may enable it to sell at a lower price 
than would be possible if a number of small competing firms 
were supplying the market. Again, monopoly prices tend to 
be fixed at reasonable and steady levels in order to maintain a. 
favourable public opinion and obviate State interference, whereas 
competitive priees are not subject to similar restraints and 
may fluctuate considerably from time to time. Furthermore, 
where a monopolistic organisation controls the retail prices 
charged for its products, it sometimes exercises a desirable effect 
by eliminating the unduly wide gap between wholesale and retail 
prices which under competition frequently exists. 

Finally, the far-sighted monopolist knows that it will be 
ultimately to his advantage to please his customers both in regard 
to the product and to its price. His interest lies in extending 
sales and in making known his product to as large a circle of 
consumers as is possible. Thus, in the hope of eventual gain, 
he may reduce prices and improve his product even at the cost 
of immediate net revenue, and his inducement to do so is 
particularly strong if, as is most frequently the case, the product 
is obtained under conditions of increasing returns. 

Price Discrimination. 
It has been assumed throughout the foregoing discussion 

that only one price is charged by the monopolist for supplies of 
his product to all purchasers. But a. characteristic feature of 
monopolistic policy is the frequency with which different prices 
are charged in respect of different supplies of the same commodity 
or service. Such price discriminatio1!8 may be in respect of 
different persons, different trades, or different areas in the same 
community. 
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Per8cmaZ discriminations are necessa.rily -difficult to impose, 
and may arouse such opposition as ultimately to endanger the 
monopolist's position. Nevertheless, such discriminations do 
actually exist, and on economic grounds little objection can be 
made to the monopolist's charging" different prices to different 
consumers according to the supposed intensity of their desires, 
or simply according to their ostensible wealth awJ the supposed 
marginal utility of their money" (Nicholson). ,The monopolist 
may sell little of his product in a poor district or to the poorer 
classes generally unless he reduces the price below that which 
he is able to obtain in a fashionable quarter or from the wealthier 
classes generally. He may also find it to his advantage to reduce 
his usual charge to people who have access to substitutes or who 
have little real need for the commodity which he offers.l Thus 
we find examples of such discriminations in the d.flferential 
charges made by medical men and dentists to persons of different 
social position and of varying incomes, and a~o in the differential 
prices charged by publishers for the same novel. In this last 
case, however, the commodity is not quite identical in each case. 

Instances of trade and local discriminations are even moro 
common . ..]:hey involve the favouring of one trade at the expense 
of others, ror the selling of a product in one district or country 
on more favourable terms than are charged in other areas. Such 
differential charges may be made in order to favour more 
powerful customers, or in order to destroy competition in a 
particular area, or in order to maintain sales in a district where 
strong competition exis~ In the United States particularly, 
these methods have been carried to extremes, and State inter
ferenoe has been necessitated in an attempt to prevent the 
exploitation of the publio. In that country great monopolistio 
organisations have adopted the policy of selling at low prices in 
some distriots in order to capture markets and ultimately force 
competitors either to give up producing or to combine with the 
stronger organisation and so give it a. greate~'degree of mono
polistio power. This power is .then. applied to control price in 
various ways; for example, bt Jll~4ns of. the boycott, i.e., refusing 
to supply certain goods to the retailer until he agrees to oomply 
with presoribed oonditions; the tying agreement, i.e., where 
supplies are promised only on oondition that no competing 
products are sold within a. given period, and the fixation 0/ retail 
prices, i.e., supplying 'wcta.i1ers on condition that scheduled 
prices only are oharged for the monopolised produots. 

All such devioes neoessa.rily restriot freedom of competition 
and impose conditions on the retailer and the publio, with results 
whioh are reoognise«! as detrimental to tM community generally. 
The extent ¥> which monopdlistio concerns in the United States 
were thus enabled to manipulate prices resulted in the passing 
in 1914 of the famoUs Clayton Anti-Trust Act, forbidding such, 
methods, which are considered to be in restraint of trade. 

p 
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T Railway and Shipping Charges. 
Some of the most interesting and involved problems of monopoly 

power and price discrimination occur in connection with the 
charges made by railways and shipping ~es for the carriage 
of passengers and goods. In certain districts railways have an 
almost complete monopoly of traffic, while in other areas there 
exists the most intense (and sometimes destructive) competition 
between competing lines, or between railways and road, river, 
canal or sea. In some cases, therefore, railway charges may be 
adjusted on almost purely monopolistic principles, whereas in 
others the problem of the determination of rates is exceedingly 
complex. "There is no other field of economics in which 
problems of conditional monopoly are so numerous, so large 
and so various" (Marshall). Similar considerations apply in 
the case of sea-borne traffic: whereas over certain routes or in 
respect of certain traffic an almost complete monopoly may be 
maintained by large shipping combinations, in other cases the 
keenest competition may exist. 

The supply of railway services is subject to certain marked 
peculiarities which are intimately related to the problem of the 
determination of rates for traffic. In the first place, railway 
facilities are generally, though by no means always, of a mono
polistic character. Comparatively rarely is one district served by 
two or more railways of equal efficiency and general convenience. 
Nevertheless, the - competition of road, river, canal and sea 
tends constantly to reduce the degree of superiority of the railway 
in many localities. Secondly,- railway construction involves 
such a large investment of fixed capital, while the maintenance 
of the services necessitates such high standing charges, that 
competitive undertakings are difficult to commence when once 
a route is established as a going concern. Thirdly, the problem 
is complicated by the fact that the same line may carry passengers 
of every class and goods of every value, quality and description, 
while there may be very marked differences in the nature of the 
traffic carried by branches of the same system in different 
districts. In the fourth place, it must be noted that whereas 
in its early stages a railway system is an "increasing return 
business", i.e., every addition to the quantity of traffic adds 
-more to the revenue of the railway than to its costs, yet a time 
may be ultimately reached when traffic outgrows equipment, 
and diminishing returns set in until the necessary additional 
plant can be provided. 

Finally, the rates charged by a railway for goods traffic must 
be fixed only after careful estimation of "terminal" charges, 
i.e., the costs which have to be incurred by the railway itself 
or by the persons utilising its services, for the collection and 
delivery of goods carried. If such charges are borne by the 
railway, they necessarily add to its coats; if they are borne by 
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the public, they add to the expense of railway services and may 
induce business men to adopt less costly means of transport, 
such as road motor services which collect and deliver actually 
at business premises. 

The general principle is that a railway charges what the traffic 
will bear. It will not charge less than the specific cost of per
forming any particular service, but subject to that consideration 
it will charge what the traffic can be made to pay; in other 
words, the upper limit will be determined by the elasticity of 
demand. This principle is known as the Value oj Service Principle. 
Commodities are divided into classes according to their freight
bearing capacity; for example, diamonds can obviously stand a 
higher cost of transportation than coal, for in the former case 
cost of transport is but a minute proportion of the selling price, 
whereas, in the case of a bulky commodity like coal, transport 
cost is a very important item. 

In every country railway rates are controlled in greater or less 
degree by the State; in this country they are controlled, under 
the Railways Act, 1921, by a Railway Rates Tribunal. By this 
Tribunal goods are classified for purposes of fixing the charges 
into twenty-six groups, in respect of which maximum rates are 
fixed, although the companies have power to charge lower rates 
if they so desire. 

To some extent railway rates also vary according to the Oost 
oj Service Principle. This means that the rates are determined 
by such considerations as the speed of transit required; the 
quantity of the particular type of goods carried; the convenience 
of handling the goods and the risk of breakage involved in their 
carriage. 

An important consequence of the Value of Service Principle 
is that not only may rates vary for different commodities over the 
same distance, or for the same commodity over different distances, 
but that different rates may be charged for the same commodity 
over the same distance ac~ording to whether the route is com
petitive or non-competitive. 

Great difficulty arises in regard to the rates for the same 
tra.ffio charged in different areas. For example, comparatively 
high rates ma.y be charged for the same service in areas where 
little competition exists, or where relatively little traffic is carried, 
while very low rates may be charged between two points where 
two or more lines are in competition, or where the railway is 
subject to the competition of other forms of transport. Again, 
the through rates between the two points may be less than rates 
between one of those points and an intermediate place on one of 
the lines, for while competition exists between the two points, 
there may be no competition for traffio to intermediate places. 
Fina.lly, rates on a branch line with comparatively little traffic 
may be higher for the same service than rates on a main line 
with considerable traffio. In aJl such cases the differential rates 
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may be quite justified from the point of view of the railway 
company, but they frequently result in considerable hardship. 
For example, market gardeners on a main line may be charged 
lower rates than similar producers for the same market on a 
branch line, though the distance in the latter case may be less. 
Similarly, traders in one area may have a much better and much 
cheaper service to a large marketing centre than traders in 
another area, possibly because of the existence in the former 
district of competing transport services. 

Such price discriminations have been so marked in Borne 
cases that State interference has been necessary. A" notable 
instance of this was the complaint made" (to a. Committee of 
the Board of Agriculture, 1906) "by British agriculturists 
generally, that the railways carried imported produce from 
Southampton and other ports, at much lower rates than they 
themselves were charged when sending their produce to London 
and other markets ".1 

Government control of rates has been made necessary also 
because of unfair and corrupt discriminations, i.e., cases where 
railways have favoured certain powerful organisations or wealthy 
and important customers or certain districts by granting them 
reductions in the normal transport charges. "Some dis
criminations are paternal sacrifices for the benefit of weak 
industries, from which the railways hope to reap their reward 
in due time. Some are strategical movements for the capture 
of traffic, which otherwise would not come to them; and these 
occasionally have in the background an evil purpose of destroying 
competitive routes in order to strengthen a monopoly ".2 ThU8 
we find that in most countries railway rates are subject to a 
certain measure of State control, designed to obviate unfair 
discrimination, and to secure for each district, so far as is possible, 
"the natural advantages of its location ". 

In regard"to shipping charges, the tendency in recent years
particularly so far as Britain is concerned-is for the shipping 
lines serving particular routes to combine into "Conferences" 
for the control of cargo rates charged for different classes of 
traffic, and for the regulation of conditions of carriage. Such 
great combinations are enabled to exercise a high degree of 
monopolistic power, permitting them to restrict competition in 
their respective" spheres of influence ", to discriminate in favour 
of certain classes of traffic, and to charge those rates which, 
under all the circumstances, will yield the highest net gain for 
the services rendered. 

As in the case of railways, the shipping conferences are 
subject to a certain degree of competition, chiefly from trampa, 
i.e., smaller independent vessels which accept any kind of cargo 
IUld are bound to no particular route. To meet this com-

I Marshall, Indtulrg and TrlUk, ID. v. 2. 
• Ibid., m v. 4. 
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petition the conferences make use of their monopolistic powers 
to bind shippers to support the conference lines only, in return 
for a regular and adequate service, by the device known as the 
de/erred rebate (i.e., a rebate on the total freight paid by the shipper) 
which is returned at the end of a period by the conference if the 
shipper's support has been unbroken. 

It has sometimes been maintained that such powers are used 
to the prejudice of traders, and in this and in other countries 
the powers of the shipping conferences· have consequently been 
the subject of inquiry by specially appointed commissions. From 
the evidence given there would appear to be little doubt that 
the coruerences have genera.lly resulted in the supply of a regular, 
speedy and efficient service on the most important sea. routes 
at rates which are claimed to be steady and reasonable, but 
that their attempts to bind shippers and to eliminate competition 
for sea-borne traffio may, if uncontrolled, ultimately prejudice 
consumers generally and possibly affect national and imperial 
interests. 

Dumping. 
Dumping usua.lly implies the selling of goods in a foreign 

market at a lower price than in the home market, or at a price 
which is below expeIijle of production. It is a device frequently 
resorted to by monopolistio undertakings, and may be adopted 
either to capture foreign markets, or to dispose of) the surplus of 
goods produced as a result of an incorrect estimation of demand, 
or in order to obtain the benefits of increasing returns. 

Thus, in regard to the Jast form of dumping, a manufacturer 
who wishes to obtain the benefits of production on a. large scale 
may be prepared to dispose of that portion of his product not 
required for the home market at any price so long as it covers 
prime cost of production per unit of the product. Natura.lly, 
the difference between the home and foreign price must be less 
than the cost of return freight plU8 the amount of any ta.rifI which 
may be imposed on the goods, otherwise they would be bought 
in the foreign market and re-exported to the home market. 
Dumping of this kind may thus enable a monopolist to maximise 
his profits, but it is a form of international price discrimination 
which results in the foreign consumer being favoured at the 
expense of the home consumer. 

Dumping in order to capture foreign markets has been 
resorted to on a large scale in recent years, particularly by 
Germany in the open markets of Britain and in other countries 
where no prohibitive ta.rifIs exist. The principle is to 
maintain low prices until the foreign producers a.re driven out 
of competition, and thereafter to raise prices in order to restore 
profits. Such methods a.re necessn.rily disadvantageous to the 
foreign country: they result in fluctuations in prices, in dis-
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location of trade, and may cause unfair hardship to both its 
producers and consumers. For these reasons the Government of 
the United States has resorted to legilSlation in order to prohibit 
such methods so far as that country is concerned. They may 
also be restricted, if not altogether stopped, by the imposition of 
heavy import duties on the. commodities dumped, but such 
measures have necessarily to be applied with great caution, as 
they may react ultimately to the disadvantage of home consumers 
by depriving them of cheap foreign goods. 

The dumping of surplus products caused by a faulty estima
tion of the home demand is also frequently resorted to by large 
organisations. By so doing they obviate a fall in the home 
price of their product and thus maintain their monopoly revenue. 
The remarks made above in regard to the price which is charged 
necessarily apply here also, and dumping of this kind is open to 
the objections already mentioned, viz., the disturbance of trade 
and the discrimination in favour of foreign consumers. 

Dumping can also be carried on in the home market. At 
one time, for example, there was keen competition between 
the Westphalian and the Silesian coalfields for the Berlin markct, 
with the result that coal was cheaper in Berlin, midway between 
the two coalfields, than in the coalfields themselves, even after 
the heavy freightage had been paid. Such cases are, however, 
rare, and dumping is more usually adopted in international 
trade. (See also post, Chapter 28.) 

Buyers' Monopolies. 
Monopolistic combinations among buyers of any service or 

commodity are comparatively rare, for two reasons. In the 
first place, a buyer is usually in a position to purchase from a 
number of sellers, and thus to bargain for a price which he 
considers satisfactory. Secondly, if the supply of a commodity 
is subject to monopolistic control, a purchaser who requires the 
commodity must pay the price demanded or go without. Thus 
we find that such combinations as do exist among purchasers have 
generally been formed in orger to lessen the disadvantage of the 
individual buyer when faced with a combination of sellers. 

The result of a strong buyers' monopoly is to compel sellers 
to accept the buyers' terms for the product or service. Thus 
for a short period price may be forced below expense of pro
duction, although it will ultimately be restored by the CllSUing 
shortage in supply caused by the withdrawal of labour and 
capital from the industry. On the other hand, a buyers' 
monopoly may fail altogether if the product can be applied to 
other purposes (cf. the effect of substitutes on a sellers' monopoly), 
and it is generally ineffective in regard to a necessary raw 
material or food, for in such cases supplies must be purchased 
in any event. 
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Possibly the best examples of buyers' monopolies are to be 
found in the case of combinations of employers of certain types 
of labour, for as a rule the labourers must submit to the terms 
offered by the association of buyers of their services. Even in 
these cases, however, trade unionists now assert that la.bour 
buys the employers' services, and it would certainly appear as if 
the greater power now rests in the hands of the associated trades 
unions of this and other countries. Neverthless, it is best to 
regard trade unions as monopolies of the supply of labour, 
particularly in view of the various measures adopted by such 
unions to regulate and restrict the supply of workers in various 
trades and in view of their endea.vours to fix the prices which 
must be paid for various kinds of labour. Retail co-operative 
societies provide another instance of buyers' combination, but 
these are usually only local in scope and can hardly be regarded 
as examples of monopoly. They are frequently effective, how
ever, in preventing the exploitation of consumers by a selling 
monopoly. 

-t-Taxes on Monopolies. 
For a consideration of this important matter the reader is 

referred to Chapter 33. 

PUBLIC CONTIWL OF MONOPOLY 

From the brief examination of the theory of monopoly price 
made in this chapter, it will be clear that, in spite of numerous 
"circumstantial safeguards", 1 any monopolistic power in the 
hands of producers may easily be used detrimentally to the public 
interest. Accordingly, a brief inquiry must be made into the 
main forms of safeguards which have been adopted at different 
times and in different countries with the.object of protecting the 
publio interest . 

. Repressive Legislation. 
By repressive legislation is meant the attempt on the part 

of the State to prevent the emergence of monopoly and to 
preserve competition as the natural order of industry. The 
most striking examples of such legislative action are the American 
anti-trust laws. 

In 1890, the Sherman Anti-Trust Act prohibited under severe 
penalties .. every contract or combination in restraint of inter-

I These are-{CI) The possibility of BUbstitute&, or. loB it is often called, .. collateral 
oompetition". (II) Potentia.l competition. (e) Competition among oombinatioD& 
(4) Co-operative competition. This is especially im~nt in this oountry. where the 
co-operative movement has made moet headway. (8) Foreign competition. (J) The 
.. social conscience" of producers. I'll Fear of public opinion and legial&tion. 
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state and foreign commerce and every monopolisation or attempt 
to monopolise such commerce". 

In 1914, the Clayton Anti-Trust Act extended the Sherman 
Act, and prohibited certain practices which had become powerful 
weapons in the hands of the trusts, such as price discriminations, 
tying contracts, interlocking directorates, and the holding by 
one company of stock in another company. While the curbing 
of such unfair methods of competition seems a desirable policy 
to adopt, competent critics agree that the general result of 
repressive legislation has been one of failure. The Acts have 
been whittled down by Court decisions, and by the prohibition 
of, and penalties imposed on, all agreements in restraint of trade, 
the fusion of firms into great amalgamations has been encouraged. 

: State Regulation of Monopoly Prices and Profits. 
State control of prices, profit limitation, public competition, 

taxation of "excess profits", and other similar devices have 
all been adopted at different times. and in different circum
stances, but are limited in their application. In any case, num
erous difficulties are inevitably involved, the most important of 
which may be stated to be those of devising suitable regulative 
machinery and of deciding what are" reasonable" and what are 
" unreasonable" prices. 

Publicity and Public Supervision. 
A ~hird view which may be taken is that" light is the sovereign 

antiseptic and the best of all policemen ". This was the view 
expressed in the Majority Report of the Committee on Trusts 
appointed under the Ministry of Reconstruction in 1918. The 
most important recommendation was that which proposed to 
~ve the Board of Trade investigatory powers into the activities 
of combinations. These powers were exercised for two yeara 
under the Anti-Profiteering Act, but the investigations were under
taken by separate Committees. What seems to be required is 
the establishment of a State Bureau of Investigation which will 
gradually accumulate a knowledge of combina.tory activity in 
all its forms. 

"Greater publicity would serve three useful purposes. By 
making known the profits of business concerns, it would stimula.te 
the flow of enterprise and capital into industries in which the 
demand was greater than the supply; by bringing the operations 
and effects of combination into the light, it would relieve many 
unfounded suspicions on the part of the public; and by ensuring 
that extortion should be publicly pilloried, it would do much 
to prevent its being practised ".1 

1 A Study 0/ Trtuk Organi8otioM and ComhinalioM i. tk UniUd Kingdom, pre
pared for the Committee on Trusts by John Hilton. 
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The recently established Food Council, with powers to enquire 
into wholesale and retail prices of both home-produced and 
imported foodstuffs, is an example of a. tribunal designed to give 
publicity to movements in prices, and the influences controlling 
them. 

Nationalisation of Monopolies. 
We have already seen that those industries which are by 

nature monopolistio, i.e., those in which competition is either 
impossible or undesirable on technical grounds, are generally 
both owned and managed either by the State or by municipal 
authorities. 

Whether it is desirable gradually to extend the application 
of the principle of nationalisation to all those industries in 
which competition has been displaced by combination, as was 
recommended in the Minority Report of the Committee on Trusts 
referred to above, is a. highly controversial problem which is 
more fully discussed in a later chapter. At this point, it is 
sufficient to mention that nationaIisation is only one of many 
possible courses of action which the State may pursue in order 
to curb the powers of monopolistio consolidations. 

Rationalisation. 
Since the Great War there has been a decided change in the 

publio and industrial attitude towards the growth and formation 
of large concerns. It is being gradually realised that the power
ful combine of the vertical pr horizontal type is essential to the 
maintenance of industrial leadership, to the effective application 
of standardisation and scientifio management, to the protection 
of producers against the ever-growing risks of the modem com
petitive system, and to the distribution of the risk of loss of 
capital over as large a number of shareholders as possible. The 
term rationalisation is now frequently applied to this large
scale organisation and control of industry on the most rational 
methods with the object of securing the maximum of efficiency 
at the minimum of risk. It implies the organisation of industry 
on the lines of the two dominant types of large-scale enterprise 
-the trust and the kartel-with the object of securing their 
advantages but eliminating their defects so far as it is possible. 
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CHAPTER 16 

THE NATURE OF DISTRIBUTION 

THREE of the four great divisions of Economic sCience have 
now been considered. Under the heading of Consumption we 
have attempted to analyse the human wants which give rise 
to economic activity and to show how those wants are satisfied. 
In the department of Production we directed our attention to the 
manner in which the four essential agents or factors co-operate 
to produce the wealth necessary to satisfy human wants. The 
study of Exchange has enabled us to understand the basis upon 
which the wealth which results from production is transferred 
from producer to producer and from producer to consumer. 
One great problem remains. How are those who supply the 
land, the labour, the capital and the organisation necessary in 
all productive work to be remunerated for their contributions 1 

In a primitive community all four factors may be supplied 
from the same source, and thus the question of the apportion
ment of the product does not arise. The peasant farmer using 
his own labour and capital in the cultivation of his own farm is 
entitled to all the surplus produce of his holding after meeting 
certain small expenses, but we have seen that in a modern 
community the landowner, labourer, capitalist and entreprencur 
all perform distinct and equally important roles and must be 
adequately remunerated for their respective contributions, other
wise such contributions will not be forthcoming. Productive 
activity results in the creation of wealth, and naturally all those 
who· have assisted in the creation of that wealth expect to be 
rewarded by a share of it. It is the province of the department 
of Economics known as Distribution to investigate the principles 
upon which this wealth is distributed, apportioned or shared 
among the four great classes which combine in its production. 
Here we are called upon to determine the terms upon which 
the landowner, labourer, capitalist and employer agree to lend 
out their wealth and to hire out their services for productive uses. 

The term "Distribution" thus used as the name of an impor
tant department of economic science and of economic activity 
must be clearly distinguished from the more usual business and 
commercial meaning of the word-that of physically moving 

234 
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commodities from producer to consumer through wholesale and 
retail agencies. Distributive services involved in such a move
ment of goods are an essential part of production, and have 
already been considered in that section of our investigation. 
At present, however, our enquiry concerns the .principles on 
which the respective shares of the product of industry fall to the 
several factors in return for the services rendered by them in the 
creation of that product. 

Relation of Production and Distribution. 
It is· sometimes stated that the department of Distribution 

is the most interesting and at the same time the most difficult 
branch of the science of Economics. It is of interest because 
each of us belongs to one or other of the great classes of 
producers, and must necessarily be concerned with the principles 
which determine our share of the world's goods. The subject is 
of extreme difficulty because it must examine the frequently 
antagonistic claims made by the several classes of producers to 
the wealth which results from their combined efforts. While in 
Production harmonious co-operation is essential if an adequate 
and satisfactory product is to accrue, the distribution of the 
resulting increment of wealth necessarily entails a certain friction. 
The relative share of one class can be increased only at the expense 
of the share of another class or of other classes. Inequalities and 
disputes are consequently unavoidable, and while it is no part. 
of the economist's task as a scientist to justify or condemn- on 
moral or ethical grounds the existing or proposed distribution of 
wealth, he must nevertheless be ready to consider the many 
conflicting claims in pursuing his investigation into the principles 
on which that distribution is based. 

\Ve must remember also a fact of even greater importance
that distribution cannot be entirely separated from production. 
It is true that the general standard of living of the community 
must be determined and limited by the total amount of wealth 
produced j but the relative standards of living of different groups 
in the community will depend on whether the total wealth pro
duced is evenly or unevenly distributed as between those groups. 

Now the amount of welfare, or satisfaction, derived from 
economio wealth is greatly influenced by the evenness or un
evenness of this distribution. At present, wealth in most modem 
industrial communities is most unevenly distributed, with the 
result that there are wide differences between the standards of 
living enjoyed by different classes. The rich are able to satisfy 
the most extravagant whims and fancies j the poor cannot satisfy 
even their vital needs. It will be apparent that such unequal 
distribution is not likely to yield as much welfare as would result 
from a more even division of the product of industry. 

Moreover, since, as we have seen, production is guided by 
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effective demand, and not merely by need untranslated into 
demand, the distribution of wealth reacts upon the character 
and direction of production. H the lower classes are too poor 
to translate their needs or wants into effective demand (i.e., to 
purchase the goods they need), production will largely be directed 
to satisfy the effective demands of the wealthier classes, who can 
afford to pay for what they require. It is for this reason that we 
find in modem states a growing sphere of communal provision, 
i.e., increasing provision by the State of educational, housing 
and public health facilities. In making such provision the State 
recognises that demand may frequently be a blind guide so far 
as real need is concerned. Similar reasons underlie the modem 
tendency to use the instrument of taxation as a means of reducing 
the gap between rich and poor. These are all attempts to relate 
wealth more closely to some conception of welfare. 

What is to be Distributed? 

In the foregoing paragraph we have referred to the division 
of the "product of industry". This is a comprehensive term 
which requires further definition. H we revert again to our 
oft-quoted condition of elementary industry we find that each 
worker receives the whole or some part of the actual commodity 
in the production of which he has laboured. The peasant farmer 
employing two workers may remunerate them in kind: each 
week's work may bring its reward in the form of vegetables, 
wheat, milk or butter. But rarely indeed does any such con
dition exist in modern industry. The worker may require for 
his personal use little or none of the commodity in the production 
of which his days are spent. The diamond polisher may never 
in a lifetime have the desire or the means to possess a single 
small brilliant. The bootmaker could conveniently utilise for 
himself and his family only a very small part of his annual 
output. With the march of progress the Natural Economy
when each worker consumes his own produce-bas been 
replaced by a Money Economy, where the worker is paid not 
in kind but in money-with tokens of various forms which 
are in the nature of orders upon the community for any goods 
which that community can supply. The intervention of money 
and of the system of exchange thus considerably complicates 
the problem of distribution, and in advanced communities the 
existence of a Credit Economy, involving the settlement of the 
majority of debts by means of set-off and cancellation without any 
need for the transference of metallic money, adds still further 
to the intricacy of the arrangement and tends continually to 
widen the gap' between the producer and the actual commodity 

. for which he is responsible. 
Thus in our study of Distribution we cannot contemplate the 

sharing of the product of the labour of one individual or of one 
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class of individuals. We must take a much wider view, and may 
regard the contribution of each productive unit as being added to 
a vast reservoir of wealth into which flows continually the result of 
the efforts of a.Il classes in the community. The reservoir repre
sents the Nati()'T£(J), or Social Wealth of the community, which from 
day to day is being added to by its economically active citizens, 
and, on the other hand, is being continually drained of some or 
of all its surplus by four great streams which in total represent 
the national dividend or 80cial income and individually form the 
incomes accruing respectively to the four great classes in society 
-landowner, labourer, capitalist and entrepreneur. Clearly 
the social income annually withdrawn from the social fund 
cannot permanently exceed the additional wealth created during 
each year, for no community can continue indefinitely to live 
upon its capital. Thus the total values of the four great streams 
flowing respectively to land, labour, capital and enterprise cannot 
remain long in excess of the wealth being produced as a. result of 
the continued efforts of the factors. 

The amount to be distributed among the factors of production 
is therefore the aggregate value in terms of money of all goods 
produced and of all services rendered by the agents of production 
during any ~n period, which may for convenience be regarded 
as one year. I In other words we may say that the amount to be 
distributed is-.!!te!"et_!!CLlu~ c.re.ated by proquction in the com
munity ~~hiri any convenient period, such as .one year., "The 
la'6our and capital of the country, acting on its natural resources, 
produce annually a certain net aggregate of commodities, material 
and immaterial, including services of all kinds. This is the true 
net annual income, or revenue, of the country ".1 It is clearly 
impossible to obtain any other than a rough estimate of this 
national income in the case of any particular country, for so 
many factors have to be considered and so many services are 
rendered-such as those of housewives-which are not evaluated 
in any way. From time to time, however, estimates have 
been made in this and other countries by reference to wage 
statistics and income tax returns. For example, Professor Bowley 
estimated the British national income in 1913 to be in the 
neighbourhood of £2,165 millions, while that for 1924 was cal
culated by Professor Bowley and Sir Josiah Stamp to be roughly 
£4,000 millions, thus indicating that, after a.Ilowing for an increase 
of about 80 per cent. in the price level, the nation was roughly 
as well off in 1924 as it was before the Great War. 

The Division of the Joint Product. 
From the total of the social income flow the several great 

shares accruing to Land, Capital, Labour and Enterprise respec
tively in the form of Rent, Interest, Wa.ges and Profits (see the 

I Marsha.ll, PriMiPU. VL L 10. 
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diagram on page 67, ante), and in analysing the system of 
Distribution it is convenient and usual to consider separately 
the principles underlying the determination of each of these 
shares. Although such shares accrue to the landowner, the 
capitalist, the labourer and the entrepreneur in the form of 
money or its equivalent, that money is merely representative 
of the real rewarilr-a portion of the total commodities produc('d 
-and its amount necessarily varies considerably in the sam(' 
country from time to time, and also at the same time in different. 
countries, according to the relative productivity of the industrial 
organisation. If. trade is good and production is in full swing 
the share of each factor is likely to be increased. On the oth('r 
hand, a period of depression or the occurrence of a great calamity 
is in the long run as disastrous to one class as it is to anoth('r. 
In this connection may be mentioned the fallacy underlying 
the idea that the destruction of property by disaster or war 
is good for the community because it make8 work. It is quiw 
conceivable that some individuals may benefit, but the community 
as a whole must be poorer if part of its accumulated wealth i~ 
destroyed and if its members must labour again to replace that 
which is lost, for to that extent they cannot labour to producI.' 
wealth in other forms. The total of the national income repre
sents not only the reward which flows to land, capital, labour and 
enterprise: it is also the total available in the hands of alJ 
members of the community for purchasing goods and services. 
It represents the value of the total demand of the community 
for the products of its people. Thus if part of the national 
income ceases because of the loss of the capital by which it i~ 
created, the demand for goods and services must be reduced. 
and the community as a whole must suffer. 

It should be emphasised that in discussing the distribution 
of the national dividend we are concerned primarily with its 
apportionment to the several/actor8 of production, and not with 
its distribution among individuals. Although we may ref{'r 
generally to the landowner as receiving rent, to the labourer &.'1 

receiving wages, and so forth, it is clearly impossible to analY!le 
the problem of distribution in so far as it applies to each man, 
woman and child, but it is possible to aggregate the individuals 
in a community into appropriate classes corresponding to th~ 
four factors of production. Again, we have already seen that 
one individual may supply some or all of the factors, and to him 
therefore must accrue more than one class of share of the product. 
Further, although we consider how the shares of the product 
accruing to land and to capital, as agents in production, are deter
mined, we do not thereby justify the income which accrues to 
the landlord or capitalist nnIess we can justify also the possessil)n 
of land and of capital by those individuals. 
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;.. The Share of the State. 
As civilisation progresses, the work and importance of the 

machinery of State constantly increases, while the influence of that 
machinery on production becomes ever more profound. In all 
countries an appreciable part of all individual income is taken 
by the government for the discharge of its manifold functions, 
while in many countries the State itself conducts productive 
enterprises on an extensive scale. In so far as the State actually 
undertakes productive work its position is not greatly to be 
distinguished from that of great corporations: the inhabitants 
who provide the necessary capital must ultimately gain or lose 
according to the success or failure which attends the under
takings. But much State.revenue is applied for purposes which 
are not directly productive, while some of its expenditure-such 
as that on war-is clearly unproductive. The importance of the 
share of the national income which accrues to the government 
is therefore considerable, and is regarded by most economists as 
sufficiently important to receive independent treatment. This 
plan is adopted in later chapters of this book. As, however, 
the greater proportion of State revenue is collected from the 
incomes which h~ve already accrued to its members, it is not 
regarded as a fifth share of the product of industry which .must 
be distinguished in analysing the system of distribution. 

Private Income and Private Property. 
Although, as has been stated, the economist does not seek 

to investigate the principles upon which individual incomes are 
determined, he must nevertheless recognise the existence of 
private ownership and the fact that the shares of produced 
wealth which accrue to the factors of production are subdivided 
into private incomes and ultimately become part of individual 
wealth. He must recognise also that changes in the laws of 
property and in the protection of individual rights exert a con
siderable influence on production and so react on distribution. 
If such laws are unjust or if such protection is inadequate, the 
incentive to produce is diminished, whereas a high degree of 
security and a strict recognition of private rights in property 
tend, other things being equal, to & constant growth in productive 
enterprise. 

The whole system of Distribution does, in fact, rest upon the 
principle that wealth can be privately owned. Just as production 
would not be instituted if the producer could foresee no chance 
of seouring and holding the reward for his efforts, so would an 
enquiry into the distribution of the product of industry be 
unneoessary if the respecti,e shares could not _be retained and 
held in private ownership. 
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Summary of the Problem of Distribution. 
The scope of our present enquiry is clearly a very wide one, 

and necessarily embraces many difficult problems. Marshall 
has stated that no 8imple solution of the problem of distribution 
can be true. We may, however, summarise our investigation 
under three main heads :-

1. How much i8 there to be di8tributed! This has been 
briefly answered in the foregoing paragraphs. 

2. To whom or to which factor8 are the 8hares to be appor
tioned? We have seen that the four factors of production 
are supplied by four great groups-the landowner, the 
capitalist, the ... labourer and the organiser-and that the 
individuals in these groups are rewarded for their services 
in production by the respective shares-rent, interest, wages 
and profits. 

3. What determines the 8hare of each group, and of indi
vidual8 in that group? 

The difficulties of distribution arise in connection with the 
last division of our investigation. How are the services of the 
landlord and labourer evaluated! What deciding force arranges 
the proportion of each factor which is utilised in production 1 
In our consideration of Production we have seen that the entre
preneur utilises each factor up to its marginal utility 80 as to 
achieve maximum efficiency. The community as a whole employs 
the four factors in the same way, and their value is determined, 
other things being equal, like the value of all other things, by the 
marginal need of industry generally for each factor, i.e., by the 
need of consumers in the aggregate, who by means of demand 
direct the current of production. "It (i.e., the National Income 
or Dividend) is distributed among them (i.e., the agents of pro
duction), speaking generally, in proportion to the need which 
people have for their several services-i.e., not the total need, but 
the marginal need. By this is meant the need at that point, at 
which people are indifierent whether they purchase a little more 
of the services (or the fruits of the services) of one agent, or 
devote their further resources to purchasing the services (or the 
fruits of the services) of other agents ".1 

The determining factor is therefore the principle of ~~r~al 
.~ as applied to the demand for the several agents. Each 
agent is utilised in production as far as it is profitable 80 to 
utilise it. Always and everywhere the principle of substitution I 
is in operation, and changes in the proportion of the various 
factors are constantly being made in order to achieve a maximum 
output. Capital, in the form of new and improved machinery, 
is constantly being substituted for labour; improved organisa
tion may bring equal or improved results with the same or a less 

I ]l[ar!lha11, PrifUliplu, VL II. 6. 
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than proportionate outlay on the other three factors. There is 
a. constant competition between the various factors for use in 
production, and while employers in the aggregate may be said to 
determine the relative proportions of land, labour and capital 
which are employed in production, the proportion and value of 
the services of the employer are fixed also by the fundamental 
law of value, of demand in relation to supply. The marginal 
efficiency or marginal productivity of each factor determines its 
value to the community, and that value fixes the proportion of . 
the product of industry which finally flows to each agent. 

It is necessary to add that although the Theory of Value 
may be ·thus applied to determine the prices paid for the services 
of the several factors of production, it cannot be so applied in 
its entirety, as it can in the case of ordinary commodities. On 
the side of demand there is a. complete analogy-value at any 
moment is determined by th~ marginal. need of the consumer 
fo!..t_he services of the agent. The effect of changes in supply 
on value -8;£ any time is also identical, i.e., an increased supply of 
any factor lowers its marginal utility (or marginal productivity), 
but a. difference exists in regru:d to· the effect of price on the 
supply of anyone of the agents. Land, labour, capital and 
organisation, unlike motor cars and loaves of bread, have no 
easily determinable expense of production, although we may 
discern an approximate cost of production in the case of capital, 
labour and organisation. The suppliers of the various factors 
have no exact expense basis 'upon which they can determine 
whether the price offered for the services will adequately repay 
their expense of production, and consequently the process of 
adjusting supply to demand is necessarily a far more compli
cated matter than in the case of ordinary commodities and one 
which does not lend itself easily to exact analysis. 

We may note finally that although the. respective shares of 
each factor are theoretica.lly determined in. accordance with the 
general law here enunciated, nevertheless many causes may 
operate to prevent its full working. Combinations of labourers 
or of employers, control on the part of the State, custom and 
prejudice, charity or injustice, one or more of these and of other 
similar influences may intervene to prevent the unrestricted 
working of economic forces and so alter the shares of the product 
of the several factors. In the long run the economic law of 
supply and demand operates, but it may be to the advantage 
of the community or of a section of the community to restrict 
or otherwise control its operation. The rate of wages in any 
trade is determined economica.lly by the general law of value-
of supply in relation to demand. As yet the central problem of 
distribution, i.e., the determination of profits, interest and wages 
is still a matter of private contract. But in admitting this we 
do not necessarily advocate the principle of laissez1aire, as did 
the Manchester school of economists in the last century. To-day 

Q 
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no economist of repute would deny that the fixing of a minimum 
wage, particularly in relation to the sweated trades, is a justi
fiable interference with the free play of economic forces. But 
such interference does not proceed by any definite economio 
plan: it is based chiefly on moral and ethical considerations. 
Consequently, although Governments in certain cases fix the 
standard of wages and the minimum conditions under which 
they shall be earned, modify the distribution of wealth by taxa
tion and afford public relief in various ways, actually such inter
vention strengthens competition by ensuring greater equality. 
Thus under the Trade Board organisation set up in this country 
by the State, the actual fixing of wages is still left to bargaining 
between employer and employed, but the hands of the workers 
are strengthened because it enables them to bargain coUectively 
for improved wages and working conditions. 



CHAPTER 17 

RENT AND ITS DETERMINATION 

THll term "Rent" as used by the economist is applied to 
the payment which is made for the use of the primary factor in 
all production-land or natural resources, including any capital 
which may have been so sunk in the soil as to obey the economic 
laws concerning land and to be no longer distinguishable as 
capital. From another point of view, Rent may be defined as 
the income which accrues from the ownership of land and of 
other free gifts of nature. 

Like many other economic terms, the term " Rent" requires 
careful definition because of the many conceptions-popular and 
scientific-which it conveys. In its popular sense the term is 
variously applied to the payment for the u~e of a house, includ
ing the ground on which it stands; to the periodical payment 
made by the tenant to the landlord in respect of the occupation of 
a farm or of an estate; to the ,revenue received by the State or by 
the owner of a forest, a fishery or mine in return for the right 
to extract therefrom timber, fish and minerals. But in some of 
these applications of the term other elements besides pure rent 
are covered, such as interest on capital invested in houses, 
buildings, machinery, mine sinking and exploration, and also 
allowances for profits and for the depreciation of fixed capital. 
In the payment for the tenancy of a house there is generally a 
far larger proportion of such elements as interest at;ld depreciation 
than of pure rent for the site. The payment for the latter may 
in fact be made separately in the form of " ground rent", in which 
case the whole of the payment to the houseowner consists of 
income on the capital invested therein, such income including 
not only interest but also depreciation allowances, remuneration 
for risk, and possibly also a certain proportion of profits for 
enterprise and management. Similarly, the rent paid for a farm 
in an old country consists largely of interest on capital expended 
in past years by the owners, and of allowances for depreciation 
on the fn.rm buildings, for drainage, and for hedging. 

In view of this ambiguity it is sometimes desirable to dis
tinguish the payment for the use of land and other natural 
resources as " economic rent", but it may generally be assumed 
that in a treatise on Economics the term rem is used in its strictly 
scientific sense as defined a.bove. 



244 ELEMENTS OF ECONOMICS 

Peculiarities of Land as a Factor in Production. 
In an earlier chapter it has been stated that the term " land" 

is now generally used in Economics to denote aU the natura.l 
agents employed by man in production. The earlier economists 
employed the term in a more restricted sense, and in seeking to 
analyse the nature of rent, they confined their attention chiefly 
to agricultural land, or to use the more precise words of Ricardo 
-" to the natural and indestructible powers of the soil ". 

This method makes easier the explanation of the theory of 
rent as applied to all natural agents, and is accordingly followed 
below. It must be understood, however, that the principles 
which will be enunciated apply equally to the other natural 
agents as they do to land in the narrower sense of the term. 

The nature of land as a factor of production has been pre
viously considered, but the following points require attention 
before the theory of rent is approaghed. 

1. LIMITATION OF QUANTITY.-In the first place, it is to 
be noted that land differs from the other factors of production 
in that it is limited in quantity, permanent in form, and 
incapable of increase in amount. An increase in demand 
cannot, therefore, affect the total quantity of land in exist
ence, although it may lead to an increase in that area of 
land which is applied in production, or to a more intensive 
cultivation of the area already being used, by. the application 
of fertilisers and improved methods. 

These considerations compelled the older economists to 
find an explanation of the principles governing the deter
mination of rent-i.e., the value of the services performed 
by land-other than cost of production. Ricardo and his 
followers were able to show to their own satisfaction that 
the wages of labour were determined by the "cost of pro
duction ", -i.e., by the minimum level of subsistence, of the 
labourer; and that interest on capital represented the " cost 
of production" of capital or the payment which had to be 
made to induce people to abstain from consumption and to 
save. Ricardo could not however apply such reasoning to 

{land, because of its permanent form and the fact that it 
cannot be said to be produced by man. 

2. DIFFERENCES IN FERTILITY.-As we shall see later the 
Ricardian school found a basis for their theory of rent in 
the fact that different areas of land vary considerably in 
quality or fertility. Such variation ma.y of course be due 
as much to differences in the composition of the soil as to 
differences in topographical and climatic conditions. The 
soil of France is famed for its fertility, while the Red Basin 
of China (Szechwan) is able to undergo an unparalleled 
intensity of cultivation without much apparent exhaustion. 
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Such areas may be contrasted with the infertile moors of 
Yorkshire, with the boggy marshes of Ireland or with the 
arid wastes of the Sahara and Kalahari. Again, the south 
side of a mountain range in the northern hemisphere is 
generally more productive than the north side, as witness 
the cultivation of vines on the southern (but not on the 
northern) slopes of the mountains of Switzerland and of 
Northern Italy. Further, we may find instances of soils 
which are so admirably suited for the growth of certain 
kinds of fruit as to yield their owners a very remunerative 
return to work and capital. Examples are the lowlands of 
Kent and of the Fen district, admirably suited both from 
the standpoint of fertility and location for the production of 
hops and wheat respectively. 

Innumerable examples could be quoted to emphasise the 
fact that whereas some areas of land will yield a large return 
to,a cultivator yet others will not repay even a small degree 
of trouble and expense. This factor of fertility is clearly 
of the first importance in determining the monetary estimate 
placed on an area of land by its owner and by the tenant. 

3. THE INFLUENCE OF LOCATION.-It is patent that, 
other things being equal, a farmer would prefer to cultivate 
a level plain rather than a hillside, and that he can more 
remuneratively produce grain or vegetables for a town 
market on land which is near that town rather than on land 
which is situate at a distance. In the latter case the trouble 
and expense of transporting the produce, and possibly also 
the trouble and expense of obtaining and of transporting 
the farmer's food and implements, all add to the cost as 
well as to the eXllenses of production. For these reasons 
the more advantageously situated land will, other things 
being equal, command the higher price. 

The reservation .. other things being equal" is important, 
for it is conceivable that, from the point of view of transport 
and communication, land at a distance may be more easily 
reached than land close at hand. It is really a question of 
accessibility, and means of transport and communication 
tend continually to make certain areas more quickly and 
easily accessible. Land situated alongside a railway line is 
more favourably placed from this point of view than land 
which, though nearer the market, is yet far away from any 
lines of communication, and the value of the former is neces
sarily the greater. 

It should be clear, therefore, that differences in the fertility 
and location of land must greatly influence the value placed on I 
the land by the cultivator and also by the owner. Upon this 
fact is based the theory of rent which is now generally accepted. 
Under some circumstances fertility may be the chief determinant 
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of the value of land; in others, location may be the foremost 
factor. In a small, thickly inhabited country like England, 
where all parts are in close communication, differences of fertility 
are of the greater importance in determining the rent of land 
applied for agricultural purposes. On the other hand, the vast 
distances which separate different areas in a great country such 
as the United States emphasise the importance of location, to 
such an extent that a better situation may frequently outweigh 
a less degree of fertility. For these reasons differences of fertility 
were stressed by English economists, while the question of location 
has been given its due share of importance by economists in the 
newer countries. 

The Determination of Rent. 
We are now in a position to consider the Theory of Rent which 

is associated with the name of David Ricardo, although it had 
been enunciated in a crude form before it was propounded by 
him, and has since been further extended and improved. 

Following the line of argument adopted by Ricardo, we may 
assume that an uncultivated tract of land is settled by a small 
colony of men. So long as there is plenty of good land available 
which anyone can appropriate to his use, no payment will be 
made for any of the land and no rent can therefore arise. Only 
the best available land will be used, and the monetary return 
from the sale of produce will tend just to cover the expenses of 
cultivation, including normal wages and minimum profits. The 
return cannot be greater than the minimum, for the competition 
among the cultivators will always tend to restrict any increase 
in the price of the product and to keep down the level of the 
return. 

We may next assume that, as population increases, all the 
best land is taken up, and that, methods of cultivation remaining 
the same, eventually the influx of new settlers or the continued 
increase in the numbers of the inhabitants of the tract causes an 
increased demand for produce, and compels some of the settlers 
to resort to the inferior land. To the same expenditure of 
capital and labour, and with the same methods of cultivation, 
this land yields a lower quantity of produce than the best areas. 
For purposes of illustration, we may assume that in return for 
a certain outlay of energy and capital the best land will yield 
30 bushels an acre while the second best land will yield 28 bushels 
only for the same outlay and effort. Now the produce of all 
the land must sell at the same price, and that price must cover 
the cost of production on the poorer land, which otherwise cannot 
continue in cultivation. Accordingly it is a matter of indifference 
to a new cultivator whether he appropriates and cultivates the 
second grade land, obtaining a net product of 28 bushels per 
acre, or whether he hires some of the best land from one of the 
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early settlers, and pays him the difference of 2 bushels per 
acre per annum, again obtaining for himself a. net product of 
28 bushels per acre. 

In this way competition tends to equalise the net return 
obtained by all the cultivators, and any surplus goes to the 
owner of the land. The owner cannot get more than this 
difference, otherwise the settlers would prefer to cultivate the 
inferior land. On the other hand, he is not likely to receive 
less, because the competition of new cultivators for the land 
will force up the price they are willing to pay until the whole 
of the difIe~nce between the two grades of land is taken by the 
landowner.' This surplus, di~ereDtja.1 gain, or residue fro_J!l_ thl:lJJse 
of the better class land, 18 economic rent, and is measured in 
t:erms of actual produc~ although for greater convenience it may 
be expressed in terms of money. 

The Margin of Cultivation. 
We may pursue the foregoing example further, and assume 

that population continually increases until eventually all the 
second grade land is absorbed and new cultivators have to resort 
to land of the third grade, yielding only 26 bushels per acre 
for the same expenditure of capital and effort. Under such 
conditions the land of best quality will yield its owner a rent 
equivalent to 4 bushels per acre per annum, while the second 
grade land ,will in turn become rent-yielding and give an 
annual retU!.Jl of 2 bushels per acre. Similar results follow the 
bringing into. cultivation of each successive inferior grade of 
land. 

Now the lowest grade of land which is under cultivation at 
any given tUne in order to satiSfy the aggregate demand for 
the produce of the soil is said to be on the margin 0t cultivation 
or to be marginal land. In the example 'We have considered7 
the margin tends continually to descend to more inferior land 
with each increase in the population of the tract, and as the 
mar~ fall~~~_do the expeIlS~s of p.rod~c~on per ~t of output 
lfud ~pnce 01 the---produce tend constantly to mcrease. So 
also do the rents of the better grades of land continually rise, 
for the rent of each superior area. is measured by the surplus of 
its annual produce over the annualJroduce of an equ81 area 

'Onhe-most inferior land.mder cultivation forlhesupply of the 
8D.riie market.-AItemaUvely, we may say that the rent of each 
higher grade of land is measured by the surplU8 0/ ita annual 
fYrodua. ~ the a~n.t~L(h~ jg,tm~'8_ ex~~!>[jYr.id'UCttOn 'if: 
CIiiili!!9--- profitiJ~---for as we have shown, such expenses are 

/ assumed to be equal on the various grades of land, and on the 
lowest grade of land are approximately equivalent to the total 
net produce. 
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The Assumption of Competition. 
Competition is not, of course, always and everywhere lUI 

effective between landlord and tenant or between competing 
tenants as we have assumed in the foregoing analysis. In many 
cases, landlords through apathy, fear of public opinion or sl'nti
ment, fail to exact the last penny of rent from the tenant. In 
other cases, the poor, unintelligent or lazy tenant fails to cultivate 
his land to the highest pitch of efficiency and is therefore unable 
to transfer to the landlord the surplus which should be his. In 
agriculture, the forces of competition operate far less strongly 
than they do in many other branches of producth·e activity, with 
the result that the rent received by the landlord rarely represents 
the true surplus to which he is really entitled. Indeed, in new 
countries, competition between tenants for possession of land 
may not exist, and in such cases, far from paying rent for his 
land, the tenant may receive a bounty from the Government for 
placing the land under cultivation. 

Rent of Situation or Accessibility. 
It has been explained previously that land may be of greater 

value to the"cultivator, not only because of its greater fertility. 
but also by reason of its greater accessibility. In certain 
circumstances the advantages of situation may be such as to 
outweigh completely any disadvantages in respect of fertility. 
while the most fertile land may be so inaccessible as to make its 
cultivation impracticable. Accordingly we find that land in 
a more accessible position yields a rent 0/ 8ituation as compared 
with land which is less accessible, quite apart from any question 
of relative fertility. In respect of land in the neighbourhood 
of large towns (i.e., good markets), the factor of accessibility 
is of great importance, and tends to decrease gradually until 
the" great open spaces" are reached; as costs of transport and 
communication increase so does the advantage due to situation 
become continually less and finally it disappears altogether. rn.e 
land on the margin is then that land which, on account of low 
fertility or relative inaccessibility or both, yields its cultivator a 
return which is only just sufficient to repay his expenses of pro
duction, including normal profit!:) 

No-Rent Land. 
The foregoing reasoning depends on the fact that the land 

on the margin yields no rent, for the whole of its annual produce 
is swallowed. up by the expenses of production including a 
minimum profit for the cultivator. In order to expound the 
theory, it is assumed that not all the land available for the 
supply of the market is taken up, and accordingly it may be 
correctly surmised that the lowest grade land under cultivation 
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will yield little or no rent. Such conditions are approximately 
true of new countries, such as Canada. and Australia, but even 
there the area of cultivable land which is not taken up becomes 
constantly less. 

Nevertheless, although in an old country rent may be paid 
for practically all land, the theory is not thereby disproved. 
In the first place, the marginal land which is the basis for the 
determination of the rent paid in an old country such as Britain 
may actually exist in Canada, in the United States or in Australia. 
So long as it is cultivated in order to supply the same market, 
and so -long as its cultivators are in competition with British 
cultivators, then, if its expenses of production per unit of output 
(including transport costs) are the highest, such expenses will 
determine the market price of the produce, and will form the 
margin or basis from which other rents are measured. The least 
fertile land in an old country will thus yield a rent if its pro
ductivity is higher than that of marginal land in a new country, 
so long as they both supply produce for the same market. 

Secondly, it may be argued that no-rent land does actually 
exist even in an old country, but that its low productivity is 
obsoured. The tenant of a f{l.rm must take the good land with 
the bad, and although he may pay rent for the whole farm, it 
does not follow that each part of the land yields a return sufficient 
to oover its proportion of rent. The cultivation of some portions 
may be quite unprofitable-they may be no-rent areas-but 
their lack of yield may be more than counterbalanced by the 
fertility of other areas. In other words, the rent of a farm may 
nominally apply to the whole area, but it may in fact be yielded 
by the more productive tracts only. No-rent land may thus 
exist in the oldest country, but its existence may be concealed. 

Thirdly, we may consider that the payment made for the 
lowest grade land in an old country with a dense population is 
not strictly rent, but chiefly interest on the capital which in past 
years has been sunk in the land. This payment in respect of 
interest may apply in some measure to all the land in an old 
country, but on the worst land the whole of the amount paid 
may oonsist of interest on capital, and may contain no element 
of rent. Thus no-rent land may again be said to exist in such 
circumstances. 

Finally. we may oonsider the case in an old country where 
all the land is taken up, and where the popula.tion is large and 
probably increasing. Under such conditions, the demand for 
food inoreases, its price rises and there is a tendency for all the 
land to be intensively cultivated. The constant growth of 
population oauses a constant increase in the demand for land. 
but as all the land is in use the demand cannot be satisfied. 
Intensive oultivation accordingly increases, and the land as a 
whole tends to command a 8car~i~ent or annual value which 
is determined by the conditions of supply and demand the same 
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way as any other value. H all the land were of exactly the same 
quality and possessed the 'same geographical advantages, every 
portion would command the same rent as any other portion of 
equal extent. But such conditions will not exist. Some portions 
of the land will be IDlperior to others in fertility, advantage of 
situation, or both. I The scarcity !ent_will_ apptQXima,t.eJ!lJhe 
e~.uh~..Y~~1!e onli~...PmP.~ .. QQj;aipecljr.om....the.JyDrflt J.a.nd 
a.Vailable"over the e~nse~, ot produ~_tj.9.n (including minimum 
profits)on that land. The rent of superIOr land will be measured 
upwards TromiIiIs basis, and in all cases will include two elements 
-(1) an amount equivalent to the scarcity rent, and (2) an amount 
equal to the differential advantage of the land over the worst 
land under cultivation. Thus although "no-rent" land may 
not actually exist in an old country, the lowest rents paid may 
be regarded as the minimum which forms the basis of the rentals 
paid for superior landJ 

Economic Rent a Differential Gain. 
We can now appreciate that economic rent is a. differential 

gain which accrues to the owner of land by reason of the relative 
advantages (of fertility or of situation, or both) which that land 
possesses over the least productive land supplying the same 
market. The amount of rent paid will be the total amount of 
this differential gain represented by the excess of the annual 
produce of the land over that of the marginal land supplying 
the same market and cultivated under similar conditions. 
Clearly the conditions under which land is cultivated vary 
considerably, and where variations exist due allowance must be 
made for them. 

Rent and the Price of Agricultural Produce. 
As a differential gain due to inherent natural properties of 

the land, rent can accrue to the landowner and to no one else, 
assuming that the spirit of competition exists and that no law, 
custom or sentiment intervenes to prevent the operation of 
economic forces and to restrain the landowner from obtaining 
that which is due to him. The tenant cannot retain this rent 
because economically it belongs to the landowner. If, for any 
reason, it remained with the cultivator, the competition of other 
cultivators to obtain that land would force up the rent they 
would offer and eventually restore the surplus to the landowner. 
Only for charitable or similar non-economic reasons can the rent 

remain with the tenant. Secondly, the consumer of the produce 
of the soil cannot benefit by the surplus produce of the land 
in the price which he pays, because rent doea not enter as a deter
mining factor into the price of agricultural 'P'oduce. 

The truth of this most important statement is evident on a. 
little consideration.(\Ve know that all produce of the same 



kind must be sold at the same price, and that this price must be 
sufficient to remunerate the capital, labour and organisation 
applied to the worst land under cultivation, otherwise that land 
would cease to be cultivated. But the worst land under cultiva.
tion pays no economic rent, for its produce is only just sufficient 
to cover the expenses of production including normal profits. 
Therefore rent is not one of the determining factors of the price 
of agricultural produce, and in fact, if no rent at all were paid for 
any land, prices would be no lower than they are. In other 
words, the consumer would not benefit if rent were not paid, or 
if the total amount of rent were handed back by the landowner 
to the cultivator. 

Of course, in saying that rent does not enter into price, we 
do not overlook the fact that rent does enter into price in the 
sense that rent is paid by the cultivator of superior land out 0/ 
the price which he gets for his product. But it does not enter 
into price in the sense that it determines that price, or that it 
is one of the elements of C08t which determine the supply price 
of anything. 

An increase in rents will not raise the price of wheat, nor can 
it induce a greater supply of land for productive uses. This. 
is a peculiarity of land as a factor in production, for, as we shall/ 
see later, an increase in wages and in interest will, other things 
being equal, induce a greater supply of labour and of capital. 

From the foregoing it follo~ that the high price 0/ agricultural ' 
produce is the cause and not the result 0/ high rent. Rent, as we 
have seen, does not enter into the price of the produce, 80 that 
the level of rent cannot influence price. On the other hand, 
a higher price received for agricultural produce makes it possible 
to bring into cultivation J.!w.d with higher expenses of production 
per unit of the product. I In other words, high prices force down 
the margin of cultivation, and the lower the margin the higher 
the rents obtained for the superior areas. Conversely, a fall 
in the price of agricultural products will cause rent also to fall, 
for the marginal producers will be forced out of production and 
with the raising of the margin the difierential gain of the superior 
land is lessened.' 

In this exp1&nation it is, of course, assumed that no improved 
methods of production or of consumption become available. It 
is necessary also to remember that the foregoing statements are i 
true in the long run. Changes in the prices of the product are 
not immediately and automatically followed by changes in rent, 
for whereas prices may vary from day to day in accordance with 
conditions prevailing on the market, rents are generally fixed 
by contract for a more or less lengthy period, and cannot be 
altered until that period expires. Any gain or loss which accrues 
in the meantime will fall to the tenant, but the mere fact that 
the temporary increment or decrement is not passed on to the 
landowner does not disprove the fact that such an increment or 
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decrement has actually accrued. In the long run, the force of 
competition will cause the actual money rent (after deduction 
of necessary interest on capital, etc.) to approximate to the 
pure economic rent. 

The Intensive Form of the Theory of Rent. 
Hitherto for the sake of clearness we have adhered to what is 

termed the extensive form of the theory of rent, i.e., its applica
tion in respect of successive areas of land of varying degre('s of 
fertility or accessibility. But corresponding to the extensive 
and intensive forms of the Law of Diminishing Return, Loth 
(If which were considered in Chapter 6, there are al<;o extensive 
and intensive forms of the theory of rent. It will no doubt have 
been noticed by the reader that there is a close relationship 
between the law of rent as here enunciated and the law of 
dimiirishing return which has previously been explained. So 
far as extensive cultivation is concerned, we have seen that 
the rents of the best areas rise as lower grade land is brought into 
cultivation, while the rent obtained from each successive grade 
falls as the margin of cultivation is approached. In other words, 

. the rents of superior areas rise as cultivation is extended to land 
which yields a constantly diminishing return to capital and labour. 

In regard to the intensive form of the theory of rent we may 
refer to the explanation given in Chapter 6, page 80 ante, of 
the static conception of the Law of Diminishing Returns. There 
it was shown that when an outlay of £1,000 is reached, the last 
" dose" of £50 spent on capital and labour is just remunerative: 
the value of the additional produce just covers the expenscs 
required to raise it, including a normal rate of profit for the farmer. 
The earlier doses give a greater return than the last one, but the 
price of the whole of the produce is determined by the marginal 
or final dose. If this "dose" is to be applied year after year, 
the price of the product must cover the marginal outlay, and 
consequently a surplus must arise year after year in respect of 
the doses prior to that on the margin. This surplus is a differential 
gain, and is economic rent under conditions of intensive cultivation. 
The point at which the farmer's outlay ceases fixes the minimum 
return which he requires to make, and any excess over this in 
respect of any portions of his outlay belongs economically to the 
landlord. Alternatively we may say that if a farmer applies 
as much capital and labour to his land as he profitably can, his 
rent is what remains after deducting from his total annual produce 
the return which accrues from the expenditure of his last dose 
multiplied by the number of doses. (See the diagram below.) 

As was stressed in Chapter 6, the conception of successive 
doses is purely theoretical, and is used merely for purposes of 
explanation. The last dose is not necessarily the last in point 
of time, but the farmer stops his expenditure on capital and 
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labour at the limit of profitable return, which he determines by his 
Iow.wledge and as the result of his experience. 

\ It should be noted that rent may emerge in the intensive 
form even when plenty of land is available and cultivation is 
proceeding from the superior to the inferior lands, !or as price 
rises no~Yfl ~rio~land be QrQuK1!t ungel"_cultlvatioIloUt 
tIle-1>cC:u.plem of ~lie_s~r!Q!.!l!-n!f p,Js<utillk enabled_ to. J;l.pply 
more c~ital ana labour to their land and be induced to Plake 
greater efJo!1s-io mcreaBe-f,heir olilpUl:--nius- will the rent of 
tJie superiOr arell.Er~~c:rt<) riseJrj>ni'!!t~_ ~raticin of- two causes, 
an(f'l,he tendency Will 00 for both tlie superior land, which _is 
worked'futensively, andJheinferior IiWl wruchis worked exten
sively, to prove equany remunerativ_e_ to_ farmers of equalskiIl 
and mdustry;-for any added advantage which.xeaulta from, work 
on the BUperlotJa.nd,will 'B9w to' the landowner as economic 
rent. --
- Conversely, also, a. fall in price will (a) cause land to be worked 
less intensively, and (b) cause marginal land to become sub
ma.rginal. Consequently, the tent (a) accruing from pre-marginal 
doses, in the case of intensive cultivation, and (b) of the more 
fertile land, in the case of extensive cultivation, will tend to fa!!:J 

Diagrammatic Illustration of the Theory of Rent. 
y G 

o 

6 

A B c D E 
Equal Areas of Land (Ext6naiu6 form) or Equal Combined 

Doses of Labour and Capital (/nt6nsiu6 form). 

1. EXTENSIVE FORM. 

x 

Along OX are marked off equal spaces representing equal 
areas of land of varying degrees of fertility or accessibility, the 
annual output from each area, obtained by the 8ame methods /rum 
equal txpenditures 0/ capital and labour, being represented by the 
rectangles on the respective spaces. The best land OA gives an 
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output represented by rectangle I (YOAG), the second best land 
AB yields an output represented by rectangle 2, and so on. 

Following the argument adopted by Ricardo, and referred to 
above, we may suppose that in the first place land OA is culti
vated, and, as plenty of land is available to all, no rent will be 
paid. Pressure of population, however, forces cultivation to the 
secpnd grade land AB, which yields a smaller annual output 
represented by rectangle 2. The expenses of production on both 
areas are equal, and the whole of the produce is sold for the same 
price. Again, the price of the output of AB must cover the 
expenses of production, otherwise AB would not be cultivated. 
Hence a surplus accrues from the cultivation of OA, equal to 
the differences between its output and that of AB. This surplus 
is represented by rectangle YGHI, and is the economic rent 
which accrues to the landowner. 

As population increases we may assume that cultivation is 
carried to land of the sixth grade, EF. Its produce, represented 
by rectangle 6, will just cover the expenses of production, and 
EF is on the exten.sive margin of cultivation. All superior lands 
now yield a rent, represented by the shaded area of each rectangle. 
Land of the seventh grade will not be cultivated unless the price 
of the product is so forced up by demand as to make profitable 
the cultivation of land with such a low yield (i.e. high expense 
per unit of output), but if such land does come under cultivation 
then will the sixth grade land begin to yield a rent to its owner, 
while the rents of the superior areas will be correspondingly 
increased. 

2. INTENSIVE FORM. 

The same diagram may be used to illustrate the inteDllive 
form of the theory of rent in relation to the Law of Diminishing 
Return. The equal spaces OA, AB, etc., may now be taken to 
represent equal combined doses of labour and capital applied to 
the same area of land, while the rectangles will represent the 
quantities of produce obtained as a result of the application of 
each successive dose. The first dose OA yields an output 
indicated by rectangle 1; the second dose yields an output 
indicated by rectangle 2, and so forth. Again, the sixth dose 
may be assumed to be that at which the farmer ceases his outlay, 
and at this point the dose of capital and labour just pays for 
itself. As before, the surplus obtained from the application of 
each prior dose is represented by the shaded portion of each 
rectangle, and this surplus will tend to pass to the landowner in 
consequence of the operation of competitive forces. The price 
of the whole product is measured by the marginal dose EF, and 
the whole of the shaded .area represents the rent of the whole 
of the land. 
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Rent and the Value of Land. 
The value of land is clearly determined by the rent which it 

yields. The higher the net income from the land the greater 
the value placed upon the land by the owner and by the com
munity. The actual value will depend upon the relation of the 
annual rent to the prevailing rate of interest. If the rate of 
interest stands at 5 per cent. per annum, a plot of la.nd which 
yields a net rent of £5 a year will be worth approximately £100. 
If the rate of interest falls while the rent remains constant, the 
value of the land will rise proportionately: in other worilllo-thej' 
price of land, assuming rent to remain constant, varies inversely 
with the rate of interest. 

The value of land thus depends essentially upon its rental; 
it may, in fact, be regarded as the capitalised value of the rent, 
and any anticipated future changes in the yield of rent from 
the land will be reHected in the present value for which it can 
be sold .. 

It is to be noted, however, that in an old progressive country 
such as Great Britain, the value of land may be higher than 
would be calculated on the basis of the prevailing rate of interest, 
for two reasons. In the first place the ownership of land carries 
with it certain social distinction and advantages, so that its 
value may be higher than what may be called its "intrinsic" 
worth. ' Secondly, in a wealthy and progressive community 
rents tend to rise by reason of the pressure of population on the 
land, whereas interest tends to fall as wealth increases and 
capital becomes abundant. (See post, Chapter 19.) 

The Rise and Fall of Rents. 
As rents depend essentially on the market price of the pro

duce, they are necessarily influenced by any factors which affect 
that market ' price through their influences on demand and 
supply, or both. 

1. IMPROVED TRANSPORT.-Improvements in the methods 
of transporting the product to the markets of the world tend 
to lessen the disadvantages of ina.ccessibility, especially of 
distant sources of supply. Fertile areas at a. distance ,are 
enabled more ea~ily to place their produce on markets in 
older countries, and to compete successfully with home 
grown produce. Thus, while the rents of these newly 
opened-up areas will tend to rise, inferior areas at lwme. go 
out of cultivation, the margin of cultivation tends to rise, and 
agricultural rents accordingly tend to fall. In other words, 
the margin of fertility at home tends to rise, while the margin 
of acce.8sibility tends to fall, i.e., it is extended. This influence 
was especially marked in England during the latter part of 
the last century, when improved means of transport per-
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mitted the placing of foreign grown agricultural produce on 
the English markets at a price which forced out of production 
the poorest cultivators in this country, and consequently 
resulted in a fall in the rents of agricultural land. It is 
clear, however, that if the fall in prices sufficiently stimu
lates demand, the cultivation of the inferior soils may still 
be continued and no fall in rents may result. 

2. IMPROVED METHODS Oll' CULTIVATION.-If we assume 
that conditions of demand remain approximately the sa.me, 
then improved methods of cultivation will have the effect 
of forcing down rents generally, because they make possible 
the same or an increased output at a lower cost per unit of 
output, and consequently make unnecessary the use of the 
lowest grade lands, i.e., cause marginal land to become 
sub-marginal. Under such conditions the whole supply 
tends to be raised on the superior lands, and as the margin 
of cultivation rises so do agricultural rents tend to lall. 
Rent, as we have shown, arises from the law of diminishing 
return, and, other things being equal, any causes which 
tend to retard the operation of that law have the effect of 
lowering rents. Naturally, however, if demand is increased 
by the fall in price the level of rents may be eventually 
restored. 

It is, however, impossible to dogmatise as to the 
effect of improved methods of cultivation upon rents. The 
conditions of cultivation are so varied, and the influence 
of improvements in re-arranging the grading of land is 
extremely complicated and obscure. Improvement in 
cultivation may benefit a certain grade of land only, as in 
the case of the invention of a new fertiliser which though 
of great benefit to poor land, may not effect any increase in 
the crops of more fertile land. It has been suggested that 
improved methods of cultivation tend to benefit poor land 
more than land which is more fertile. If land is already 
fruitful there will not be the same inducement to evolve 
improvements as there is in the case of a barren soil which 
attracts the efforts of man's inventive genius in order to 
make it bear fruit. flf we accept this view, then it is true to 
say that improvements in the methods of cultivation tend 
to level the productiveness of soil of different grades, in 
which case the surplus of what were more fertile lands 
is now reduced and rent consequently tends to fal!J The 
irregularity of the application of improvements causes vary
ing effects on rent, and all that we can do is to indicate 
broad tendencies. 

3. AN INCREASE IN POl'ULATION .-As population increases 
rent tends to rise. In the first place the increase in popula
tioncreates a greater demand for agricultural produce, which 
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is obtained from lower grade land or by more intensive 
cultivation. Hence the lowering of the margin tends to 
raise rents all round. Secondly, the pressure of population 
on the land itself tends to force up the value of the land, and 
eventually it may yield a minimum scarcity rent as previously 
explained. Thirdly, the growth of towns encourages the use 
of land for purposes other than the production of food, and 
its value rises accordingly. 

4. THE ADVANCE OF CIvn.IsATION.-The results are 
largely similar to those which attend the growth of popula.
tion-"-rent tends to rise-but in addition we may note that 
the growth of wealth and the improved standard of life 
tend to the use of new and more expensive varieties of 
food and clothing, and to a demand for a greater quantity of 
all kinds of food and of raw materials, such as wool, cotton 
and flax. Thus the land under cultivation yields a more 
valuable return, inferior lands are brought into cultivation 
and rents tend to rise. 

British Agriculture and the Law of Rent. 
The history of agricUltural rents in Britain during the last 

hundred years has afforded striking proof of the operation of the 
law of rent. During the Napoleonic wars the shortage of foreign 
supplies of com and the duties Qn imported com forced up prices 
in this country, and led cultivators to resort to inferior land 
which had hitherto been below the margin. The fall in the 
margin of cultivation raised rents, agriculturalists prospered and 
incurred heavy expenditure on improvements in anticipation of 
a continuance of the prosperous conditions. The return of peace 
in 1815, however, was followed by a. decline in prices, and in 
spite of the protection of the Com Laws, agriculture suffered 
from aoute depression and rents generally were lowered. 

The period of depression continued until the fifties and sixties, 
when the Crimean War, the American Civil War and the Franco
Prussian War caused a reduction in the world's supply of food
stuffs, thus forcing up prices and benefiting the British farmer 
in particular, as imports of com into this country naturally 
declined. Again cultivation was extended to the sub-margina.l 
areas, and rents were forced up in accordance with the law 
already enunciated. 

The period of peace which followed in the seventies was 
accompanied by a. recurrence of depressed conditions in British 
II.griculture. Extensive wheat supplies from the prairies of the 
United States and of Canada. were opened up owing to the 
improvemen~ in transport and the building of railwa.ys. Such 
imports of oom led to lower prices, and lower prices forced out of 
cultivation the inferior or sub-marginal areas which had been 
resorted to in the more prosperous period. Thus there was a. 

R 
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reduction in the cultivated area in this country, a falling off in 
rents, and depressed conditions in agriculture generally. 

The depressed conditions continued until the Great War, 
during which British agriculture enjoyed a short period of great 
prosperity, due to the same causes that operated in the previous 
periods already discussed. The shortage of foreign supplies and 
the increased demand for food for the allied armies forced up 
prices, and led to a more extensive and also a more intensive 
cultivation of the home soil. In spite of government inter
ference and control, rents tended to rise and agriculturalists 
experienced a year or two of marked prosperity. The close of 
the war and the inflow of foreign produce w!l-s followed by the 
usual conditions of depression. At the time of writing British 
farming is in an exceedingly bad state, and there seems little 
ground for hope that the farmers in many districts will ever be 
able to recover their heavy commitments on improvements and 
their outlay in the purchase of their holdings. Many farmers 
who benefited from the prosperous period were induced to 
purchase their farms at values which were based on the real rents 
then being returned, but with the collapse in prices and the fall 
in rents, the values have naturally had. to be adjusted to much 
lower levels and consequently reveal heavy losses in most cases 
on the prices actually paid by the tenants. 

Nevertheless, every effort to restore agricultural prosperity is 
being made by the central and local authorities and by other 
interested parties. Small holdings, purchased by the State 
throughout the country, are being let to farmers at reasonable 
rentals. State financial assistance is being provided to enable 
small farmers to purchase their holdings, while private and 
public organisations are conducting and encouraging research into 
technical, financial and other problems connected with the 
industry. 

-+ The Rent of Urban Land or Building Sites. 

The rent of building land is determined in accordance with 
the principles which have been already explained as governing 
rent of acce8sibility. Such rent depends almost entirely upon 
the relative advantages of situation of the various sites, and may 
be regarded as being measured upwards from no-rent waste land 
which is useless for building purposes. Rent in the suburbs of 
a large town is much higher than that in the surrounding agri
cultural areas, and there is '" gradual increase as the centre of the 
town is approached. 

A number of factors may enter t.o make the increase especially 
steep, and to give astonishing values to central sites in certain 
great cities, particularly in London and in New York. In the 
first place the supply of available land in such towns is strictly 
limited, while business considerations and the dictates of fashion 
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induce the keenest competition for sites which have advantages 
from the commercial or fashionable point of view. Business 
sites in fashionable areas are exceedingly valuable because of the 
high standard of custom the businesses may attract, and the high 
prices which the traders may consequently obtain. In the city 
of London building sites are of great value because people will 
pay high rents for the convenience and advantage of being at 
the very pivot of the business world. 

In such cases the economic rent is high because it is known 
that valuable advantages must accrue from the situation. A 
shopkeeper in a fashionable street is charged a high rent because 
it is known that he can charge high prices or obtain a very large 
turnover. The high prices are not due to the high rents. They 
would be charged whether high rents were paid or not, for the 
shopkeepers would be foolish not to take advantage of the fact 
that some people will gladly pay high pri~es for the privilege of 
exclusive shopping in a fashionable centre. Landlords know 
that such prices can be charged, and endeavour to obtain as much 
as possible of the benefit for themselves by charging high rentals. 
The competition among the shopkeepers tends to place the whole 
of the surplus due to advantage of situation in the landlord's 
pocket. Thus the rent accrues to the landowner and to no one 
else. 

The rent of a building site is therefore a payment for 
differential advantages of situation, and is determined on the 
same principles as the fertility rent of agricultural land. In 
the same way we may apply the conceptions of scarcity and 
desirability to explain the high rents which prevail at well
known inland health resorts and at famous seaside pleasure 
towns • 

. The Rent of Mines, Quarries, Fisheries, and Water 
Privileg,es. 

The working of mine8 and quarrie8 differs from the cultivation 
of land in that the removal of material from the former gradually' 
exhausts the stock, whereas the natural resources of land are 
practically inexhaustible provided the land is given proper care 
and attention. The gross rent paid for mines and quarries 
therefore consists in part of instalment payments for the material 
extracted and partIy of a. differential payment analogous to rent 
in respect of advantages of position and convenience of working. 
The differen~al element is economic rent, being measured upwards 
from the least accessible and least convenient mine or quarry, 
the expense of production of which, being on the margin, deter
mines the price of the product and also the rent of the superior 
mines and quarries. Thus the rent of mines is similar to agri
cultural rent in that it is measured from the marginal unit, and \ 
also inasmuch as the margin may be lowered extensively by the 
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working of less convenient or inferior mines, and il1Ul18il'dy by 
the application of more costly methods in the superior mines. 

,The great difference, however, lies in the ultimate exhaus.tion of 
the natural resources of the mine. 

The existence of distinct elements in the rental for mines is 
indicated clearly by the kind of payment made to the mine
owner, consisting of (a) an agreed annual rent, known as .. elrod 
rent", which is determined on the same principles as agricultural 
rent; and (b) a. fluctuating" royalty", payable at an agreed rate 
on each ton (or other quantity) of mineral extracted from the 
mine or quarry. As such a royalty is ordinarily fixed for a long 
period ahead on a surveyor's estimate of the resources of the 
mine and on an estimate of the probable annual output of the 
mine during the period, it is necessarily much of a gamble. But 
in so far as it is based on an estimate by the landowner of the 
surplus or residue which the colliery proprietor will receive, it 
partakes of the nature of rent. 

The rent of fi.sheries is frequently compounded of factors 
similar to those applicable in the case of mines, but in certain 
cases the payment may be a pure economic rent. based on the 
fact that with proper care the fisheries may yield a perpetual 
return in the same way as agricultural land, and being 
measured upwards from those fisheries which by reason of low 
productivity or inaccessibility, are regarded as marginal. 

By the term u'Uter privileges is meant the right to utillic 
supplies of water for power, for irrigation, or for domestic and 
other uses in cities and towns. The advantages of water for 
such purposes will depend on its situation and accessibility, on 
its volume and convenience of application, and on its quality 
for drinking and manufacturing purposes. It is clearly possible 
to conceive many gradations of such privileges, from those 
supplies which by reason of distance or inconvenience will be 
used only if no payment is demanded to those valuable and 
powerful supplies the use of which may command high com
pensation. The payment for the superior supplies is thus an 
economic rent due to differentia.l advantages, such rent being 
measured upwards from the inferior privileges which yield no 
rent to their owners. 

The Theory of 'Rent applied to Profits, Wages and 
Interest. 

We ha.ve seen that the theory of rent can be applied in the 
determina.tion of the return to natural resources other than 
actual a.",OTicultural land. Modem economists have still further 
extended the conception of rent to explain the incomes which 
accrne nnder certain circumstances to the other factors of 

,/ production-enterprise, labour, and capital. In other words, 
they have shown that an element analogous to economic rent 
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can be found under certain conditions in profits, wages, and 
interest. We shall proceed to consider each of these in turn. 

1. PERSONAL RENT-PRoFITs.-The degree of orga.nising 
"ability among employers varies considerably. At one 
. extreme is the employer who just manages to drag along 

and to make sufficient to cover his expenses and a minimum 
profit. Such an employer is a marginal employer, and his 
firm is described as a marginal firm. At the other end of 
the scale is the capable organiser whose efforts are attended 
with generous results. Between these two extremes are 
employers of every degree of ability and experience. Now, 
the price of the product must normally be sufficient to cover 
the expenses of production of the least capable employer, 
so that the more capable employers, who by reason of their 
greater abilities can produce at a lower expense of pro
duction, obtain a surplus, which is analogous to economic 
rent and is determined in the same way. The natural gifts 
of the more capable employers enable them to obtain a 
differential advantage in production, and their super
marginal earnings are in the nature of a true rent. The 
extra earnings which accrue as a result of differential 
advantages due to ability are thus strictly analogous to 
rents of fertility in the case of land. In the same way rent 
of accessibility in the case of land is analogous to the returns 
which accrue to certain employers who are enabled to obtain 

Jdifferential advantages in production by reason of the 
accident of birth or business influence, or of their scarcity 
in relation to the demand for their services. The profits 
of such employers are true " rents of situation" or position, 
or If scarcity rents", as the case may be. 

2. PERSONAL RENT - WAGES. - Similar considerations 
apply in the case of employees in the same grade. Differ
ences in efficienoy and in produotivity may give certain 
employees differential advantages over less efficient workers. 
The more skilful workers tend to oommand an extra wage 
determined by the relative degree of their skill and applic&
tion compared with those of the marginal worker, and their 
earnings will be measured upwards from the earnings of 
this marginal employee. Again, just as we may find a 
payment analogous to rent accruing to an employer who 
is enabled to obtain an advantage in production because of 
business influence or by reason of the scarcity of employers 
of his particular ability or qualification, so also may 
differential payments accrue to an employee who is 
similarly situated. There is in such cases a differential 
payment analogous to rent of accessibility in the case of 
land. 

Thus we may say that there is a rent element in both 
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profits and wages, and that this element depends on the 
natural or acquired gifts of the employer or worker con
cerned. Where the difIerential payment is due to difIerences 
of ability, it may be suitably and correctly described as a. 
rent 01 ahility. If the payment arises by reason of the 
scarcity of such workers in relation to the demand or by 
reason of advantageous situation in regard to business, we 
may refer to it as a rent 01 availahility. 

In this connection it is to be noted that the training of 
persons for certain positions and occupations involves the 
outlay of considerable capital. A long period of apprentice
ship and a heavy premium may be necessary, or many years 
must be spent in working for a small salary in order that 
the necessary experience may be gained. It is quite possiblo 
that anyone so trained and experienced may command an 
appreciable rent 01 ability in comparison with less qualified 
workers, but in considering the payment for such services 
due allowance must be made for interest on the capital 
invested in the training of the worker. His remuneration 
will in fact be compounded of two elementB--1'ent 01 ahility 
and interest on invested capital, but, generally speaking, the 
annual value of the latter would be very small in comparison 
with the former. 

3. QUASI-RENT-INTEREST.-+The term "quasi-rent" is 
applied to the temporary or short period earnings of agents 
of production, the supply of which cannot immediately be 
increased to meet an enhanced demand, although the supply 
can be increased in a period which is sufficiently long to 
permit of an adjustment in supply being organised and 
carried into effect.! Capital may be sunk in a certain type 
of machinery, the manufacture of which takes a considerable 
period. The supply of such machinery may be regarded 
for a short period as being fixed in the same way as the 
supply of land as a whole is fixed. If an extra demand 
arises for the products of such machines, the price 9f the 
product must rise, and will remain high until new machines 
can be built to provide an increased supply. During such 
a period the machines in existence earn a surplus, and 
obsolete types which may have been discarded are brought 
back into production. The surplus earned by the superior 
machines is analogous to rent, but the analogy is not quite 

- complete. 
In the first place the qualification in the long run is 

stressed in regard to economic rent, whereas we are now 
concerned with short periods. Secondly, the supply of the 
agents yielding quasi-rents can eventually be increased, 
whereas the supply of the agent-land-which yields true 
economic rent, cannot be increased. Hence the term 
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quasi-rent is applied to distinguish from true rent the 
diHerential short period gains now being considered. 

An illustration of the existence of quasi-rents arose 
during the late war in connection with shipping. The 
activities of the submarine and the demand for ships for 
war purposes resulted in a great shortage of tonnage. The 
supply could not be increased immediately-the planning 
and building of ships takes time-and consequentl¥ old 
vessels of all types were brought back into active service 
and inferior vessels were used for superior traffic. Freights 
adv&.nced to a very high level, and the earnings of all classes 
of ships increased considerably, the owners receiving a 
surplus or quasi-rent far in excess of the ordinary return 
to capital and enterprise employed in the shipping industry. 
Such conditions persisted until two years after the war, 
sinoe which time shipping has experienced a very depressed 
period, due to the stagnation in international trade and 
the fact that the many new ships which had been built 
accentuated the excess of supply over demand. Conse
quently the earnings fell rapidly, the inferior ships were 
withdrawn, and with the raising of the" margin" the quasi
rents of the owners dwindled and finally disappeared. 

The level of freights, i.e., prices, thus determined the 
margin, and the margin determined the rents of the superior 
vessels. This is exactly analogous to economic rent of 
land. which. as we have shown. does not fix prices but is 
itself determined by the price of the product. 

Summary of Conclusions regarding Rent. 
Thus we may conclude that in many cases a rent element 

forms part of the return to enterprise, labour and capital as 
well as to land. In all cases the rent is measured upwards 
from a marginal unit of land. of labour. of enterprise or of capital 
as the~ case may be. and the rent consists of the payment to 
the superior factor in respect of its difierential advantage or 
increased productivity as oompared with the marginal unit. 
This payment does not enter into oost of production. for cost of 
production is determined by the expenses of the marginal unit ..... 
which obta.ins no difierential payment. Nor does it form 
any part of price. for price is determined by the marginal expense 
of production. 

But although such rent forms no part of price. normal returns 
to labour. capital and enterprise do affect the price of the I 
product. because they affect the 8Upply of the various factors 
for productive use. In the long run. changes in wages. in profits 
and in interest cause changes in the supply of labour. of enter
prise and of capital. On the other hand. changes in rent cannot 
increase or decrease the supply of natural resources. Thus. 
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in the long run, wages, interest and normal profits influence 
and form part of price, whereas pure rent docs not enter into 
price. 

The grasp of these facts and of the theory of rent is of the 
greatest importance for a correct and complete understanding 
of Distribution, and in the following pages it will be necessary 
to keep well in mind the conclusions summarised in the fore
going. paragraphs. 



CHAPTER 18 

WAGES AND THEORIES OF WAGES 

WE have previously referred to Distribution as the most 
difficult department of economic science. Much of this difficulty 
centres around the problem of the nature and determination of 
the wages of labour, and is due chiefly to the fact that labour
the result of effort-is inseparable from the labourer-the producer 
of that effort. Although labour may in some respects be likened 
to a commodity which is bought and sold, and for which a price 
is paid, the analogy must not be carried too far. There can be 
no question of the workman withholding his labour indefinitely 
from the market in the hope that its price will improve: he 
must either work or stlil-rve, and even if his efforts in withholding 
his labour prove successful in the long run, the result is frequently 
out of proportion to the sacrifice involved. Furthermore, labour 
which is so withheld from the market is incapable of being 
recovered by the worker, and in this respect may be likened to 
an extremely perishable commodity. Consequently, the human 
element enters more definitely into consideration at this stage 
than in any other section of our enquiry, and in any discussion 
of wages and of the problems of wages, allowance has constantly I 
to be made for non-economio motives and for variations in the 
nature and character of the human factor. 

The present section of our investigation may be regarded 
also as the most important which we have to consider, inasmuch 
as it concerns by far the most numerous class in the community, 
and that class which, at least from its own point of view, has the 
greatest cause for dissatisfaction with the present system of! 
industrial organisation and control. 

The latter aspect of the problem will be considered in the 
two succeeding chapters. At present we must direct our attention 
to the economio principles according to which are determined 
(1) the general wages in the community, i.e., the share of the' 
product of industry or of the national dividend which is received 
by labour in the aggregate; and (2) the relative wages of different 
groups of workers in the community. 

THE PROBLEM OF GENERAL WAGES. 

As we have indicated, the problem of general wages concerns 
the prinoiples on which are determined the share of the national 
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income which accrues to labour or to the labour-force of the 
community. In this labour-force are included all those, by 
whatever name they are distinguished, who receive a remunera.
tion in return for personal effort, whether that remuneration be 
described as wages, salary, fee or honorarium, and whether it 
be paid weekly, monthly, quarterly or annually. We must, 
therefore, include both skilled and unskilled workers, whether 
manual or mental, and also highly-paid managers and organisers, 
including the entrepreneur himself in so far as any of his gross 
profits can be regarded as wages of superintendence or manage
ment. In our enquiry concerning the principles underlying 
general wages we do not differentiate between the various classes 
of labourers, although we must necessarily recognise their 
existence. At this stage we seek to investigate the factors 
which de~rmine the aggregate share of the product which falls 
to all labourers, considered as a whole, and also to determine to 
what extent, if at all, this share can be increased. 

The term "general rate of wages" is sometimes used in the 
present connection, but it must be clearly understood that 
no such rate exists in actual fact. Each of a hundred Itnd 
more groups of workers within the community has its own 
special problems and its own rates of remuneration, dependent 
upon the conditions of demand and supply within the particular 
industry. In no community can we recognise a general rate 
which is applicable to all workers, although we may seek an 
approximate average wage per head of the labouring population. 
For our present purpose, we may regard the general rate of wages 
as consisting of an average of this kind. By adopting this 
conception, we can understand without difficulty that a rise in 
general wages may take place if the earnings of labour as a whole 
are raised while commodity prices remain constant and the 
number of labourers remains unchanged. Similarly, when we 
come to discuss" relative" wages we shall be concerned, not 
with individual incomes, but with the average incomes of wage 
earners in the various occupations which are to be found in a 
modern community. 

Peculiarities of Labour Relative to Demand and Supply. 

Although in many respects labour may be described as a 
commodity which is bought and sold at a price (i.e., a wage), 
there are a number of peculiarities attaching to its demand and 
supply for which due allowance must be made in formulating 
any general doctrine of wages. Substantially following Marshal1, 
we may briefly summarise these characteristics as follows :-

1. A man'a lahour is part 01 hi1TUJell. The ownership 
and possession of capital and of land may be transferred in 
return for a price, but although a man may sell his work, 
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he retains the property in himseH, and must deliver his 
work in person. Therefore the mobility of labour depends , 
on the mobility of the labourer, and this, as has been 
explained in an earlier chapter, frequently interferes with 
the adjustment of supply to demand. 

2. LabfYUr-power i8 peri8hable. It is lost for ever with 
the passing of time, and unless it is applied where and when 
it is required it cannot be regained. As has already been 
stated, the worker cannot withhold his labour in the hope 
of obtaining a better market, and it may accordingly be 
likened to a very perishable commodity. 

3. The worker i8 generally at a di8advantage in bargaining 
as compared with the employer. This depends chiefly on the 
fact that labour-power is perishable. The worker must 
.labour in order to live, and cannot long afford to hold out 
against his employer, who is generally in a better position 
to enforce his side of the bargain. These disadvantages 
are greatest in the lower grades of labour, but they tend to 
decrease with the growth in the strength and organisation 
of labour combinations, whereby collective bargaining is 
substituted for individual bargaining. 

4. New 8upplies o/labfYUr are but 8lowly obtained. So far as 
general labour is concerned additional supplies can come 
only from the gradual increase in the numbers of the 
population. Clearly, the rearing and training of a worker 
takes a considerable time and cannot be greatly hastened 
by human effort. H a demand arises for additional supplies 
in any industry that demand may normally be met in two 
ways: (1) by an increase in the labour reared and trained 
for that industry, and (2) by a movement of workers from 
other trades. The first of these depends on the estimation 
of parents as to the profitableness of rearing children for 
the trade concerned, and, in any case, takes a considerable 
period to . become operative. The second depends on the 
mobility of labour from one trade to another, a question 
which has been considered in an earlier chapter. 

On the other hand, the reduction of available supplies 
of labour is a painful and slow process, particularly where 
the degree of immobility is high. The general conclusion 
is, therefore, that only with difficulty can the supply of' 
labour adjust itseH to changes in demand. The existence 
of a large body of unemployed such as is to be found in this 
country at present necessarily has a considerable influence 
upon general conditions, but we cannot here estimate the 
importance on the supply of labour of what must be regarded 
as an abnormal state of o.ffairs. 



268 ELEMENTS OF EOONOMICS 

Theories of General Wages. 

From time to time various attempts have been made to 
explain how the share of the national dividend which falls to 
labour is determined, but it cannot be said that anyone 
explanation is adequate or free from criticism. Nevertheless, 
a brief examination of the various theories of wages will enable 
us to obtain certain clear ideas concerning the relation of the 
share of labour to those of the other factors of production, while 
a consideration of earlier theories will assist us to comprehend 
more readily the explanation of wages which is most widely 
held by modern economists. The most important of these 
theories of wages are respectively: (1) The Subsistence Theory, 
frequently described as the Iron or Brazen Law 0/ Wages; 
(2) The Wages Fund Theory; (3) The Residual Claimant 
Theory,' (4) The Marginal Productivity Theory. 

The Subsistence Theory. or the Iron Law of Wages. 
The Subsistence Theory of Wagel! was first formulated in itK 

original crude form by the French Physiocratic School of 
Economists of the eighteenth century, but it owes its description 
as the Iron or Brazen Law to Lassalle, the German Socialist, 
by whom it was further developea. and used as a basis for 
socialistic propaganda. 

The theory depends largely on the assumption that labour 
or labour-power is in fact a commodity, bought and sold between 
employers and workers at a price which, in the long run, approxi
mates to its cost 0/ production, in the same way as the value 
of other commodities tends to be determined by their cost of 
production. The cost of production of the labourer was taken 
to be the subsistence level-that amount which is just 8ufficient 
to maintain him and his family. The exponents of the theory 
held that wages must approximate to this level or cost of pro
duction, for if a higher rate were paid, then labourers would 
tend to increase in numbers and, by increasing the competition 
for employment, force down the level of wages. On the other 
hand, it was assumed that a rate of wages below the subsistence 
level would cause starvation or disease among 80me la.bourers 
or their children, resulting eventually in a. shortage in the 8upply 
of labour and in a consequent rise in the remuneration offered 
to the worker. 

Although the theory is now discredited, it was undoubtedJy 
applicable in the long run to the terrible conditions which 
existed in France at the time when the doctrine was first pro
pounded by the Physiocrats, and even to-day it is approximately 
true with regard to the native populations of 8uch countries as 
Egypt and India, where the peasant has been long accustomed 
to a bare subsistence, and where any addition to his wealth 
(such as that which followed the British occupa.tion of the 
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countries mentioned) usually results in an increase in his family 
and in no improvement in the conditions of the individual. 

The Malthusian Doctrine of Population. 
Towards the end of the eighteenth and the beginning of the 

nineteenth century the theory found considerable support in 
this and in other countries. In 1798 Malthus had written his 
famous" Essay on the Principles of Population ", and his views 
did much to strengthen the general belief in what is sometimes 
described as the "dismal" theory. Malthus emphasised the 
IItrength of man's innate desire for marriage and for a family, 
and held that this desire would generally be satisfied before any 
others. Arguing from this basis he endeavoured to show that 
population tends to increase at a faster rate than the means of 
subsistence. He maintained that while the former tends to 
increase in a geometrical ratio (e.g., to double once in twenty
five years), the latter increases only in an arithmetical ratio 
(i.e., by a constant addition in equal successive periods). He 
ooncluded, therefore, that sooner or later population must 
outgrow the means of subsistence represented by the minimum 
amount of food, clothing and shelter needed to sustain life, 
unless this growth i8 checked by the people themselves (e.g., by the 
"prudential checks" of abstaining from marriage and limiting 
the number of children) 0'1" as the result of BUch positive checks as 
famine, war, disease, flood, 0'1" pestilence. Consequently, according 
to Malthus, the natural increase in population will tend to keep 
the people at the level of minimum subsistence. 

Although there is an element of truth in this rather gloomy 
doctrine, it is open to a number of objections. In the first place, 
there does not seem to be any ground for the conclusion that 
the increase in population and subsistence can be reduced to 
mathematical proportions. Secondly, the history of the period 
subsequent to the time of Malthus does not bear out his doctrine. 
Population in this country has increased rapidly, but it cannot 
be said that the people, as a whole, are poorer. Undoubtedly, 
the country generally and its inhabitants individually are much 
more wealthy to-day than they were a century ago. During 
the nineteenth century man's wants increased enormously in 
variety and in extant, the standard of living was raised con
siderably, and the luxuries of one generation tended to become 
the comforts and then the necessaries of succeeding generations. 

The Problem of Population. 
Nevertheless, the problem of population still remains, and 

will ultimately have to be consciously faced. The truth under
lying the doctrine of Malthus is that the growth in the volume of 
production depends on the suc~ss which attends the efforts of 
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society to overcome the all-pervading tendency to diminishing 
returns. Unles~ these efforts are successful, society must either re
strict its own growth or be content with a lower standard of life. 

In spite of a constant rise in the standard of living of the 
masses, population tends always to increase. This is explained 
first, by the fact that hitherto the increase in population has 
been more than counterbalanced by the vast increase in pro
ductivity, and, secondly, by the fact that the rise in the standard 
of life of the masses has restricted the growth of population to 
such an extent that the increase, although large, is less than would 
otherwise undoubtedly have followed the greater volume of 
production. 

The improvement in the standard of living operates to prevent 
the growth of population through deliberate restriction in the 

'number of the family, i.e., through a low birth-rate. Every 
advance of society, and particularly the spread of education, 
brings a greater insistence on a high standard of living, and 
thus the size of the average family decreases as the average family 
income increases. In other words, the rate of increase of popula
tion varies inversely as the power of maintenance. 

Fortunately, the efforts of society to increase production and 
overcome the tendency to diminishing returns have hitherto 
been attended by conspicuous success. The discovery of new 
foods and of new food-producing areas, the application of new 
sources of power, developments in agricultural methods, improve
ments in transport, communication, exchange, and general 
organisation, have all co-operated to substitute increasing for 
diminishing returns and to lessen the pressure of population 
on the means of subsistence. At times, especially during the great 
productive advance of the nineteenth century, man's ingenuity 
has appeared to be supreme, and the problem has faded into the 
background; at other times, especially after great wars, popula
tion has pressed hard on the means of subsistence, and the 
standard of living has been endangered. 

In recent years emigration to new countries has been fre
quently advocated as a means of relieving the pressure of popu
lation, but, while it may afford immediate relief, it is but a 
temporary solution of the problem. There will be less and less 
scope for emigration as the population of the world increases, while 
the reduction of population through emigration, by lightening 
the pressure on the means of subsistence, may soon be coun
terbalanced by an increase in the birth-rate or by a fall in the 
death-rate. 

Mr J.M. Keynes recently expressed the view that society 
may yet have to face this problem more consciously instead of 
continuing to rely on the blind instinct of mere predominant 
survival, and its importance is further stressed by the fact that 
the League of Nations has decided to create a permanent 
organisation to consider the matters here briefly discussed. 
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The Standard of Comfort. 
The idea. of subsistence as conceived at first by the Physio

cra.ts and then by Ma.lthus ha.d to be considerably modified with 
the progress of society. In the early part of the nineteenth 
century those economists who adhered to the genera.l basis of 
the subsistence theory of wages substituted the conception of 
the" 8tandard 0/ com/ort" for that of the level of subsistence, and 
maintained tbat the wages of a.ny class of workers would tend 
to be determined by the standard of comfort usual among workers 
of that class: the wages would approximate to this minimum 
" living wage" necessary for that class. 

But even with this modification the theory is open to much 
criticism. The ~~2~io!Ulf..the subsistence level or the ".living. 
wage" varies .co!ls!derably as between workers in similar trades, 
and it is therefore difficult to decide on any basis as determining 
the wages of any class of labour. In the second place, the 
theory offers no explanation of tbe inequality of wages in the 
same trade in difierent localities and in different trades in the 
same co~munity. Some trades pay wages which are above 
the supposed level of subsistence or of the standard of comfort, 
while in certain 8Weated trades the rates of remuneration are 
scarcely sufficient to support life. The theory is also disproved 
by statistics of population, for as society has progressed the 
working classes have attached, increasing importance to com
manding a. larger sha.re of life's comforts and amenities and have 
accordingly applied much of their increased wages in improving 
their standard of living instead of in the support of larger families. 
Consequently, a.lthough population has increased in the pro
gressive European countries, that increas~ A!lS not.been...by.JLIlY 
means commensurate with .thelidclliion to the wages of the 
workirigclasses in such countries. . 

Fin8.lly, we ma.y note tha.t the theory ta.kes no a.ccount of. 
demand. It is a. cost of production theory ana endeavours 
to -explain wages from the side of supply only, whereas our in
vestigation of the theory of va.lue has made it clear that both 
demand and supply must be considered in the determination 
of the normal va.lue of anything, whether it be labour or any 
other purchasable commodity. 

In spite 'of its defects and the fact that it has now been 
superseded by more enlightened doctrines, the iron law of wages 
is still used as a. ba.sis for some socialistio arguments, and also 
lies at the root of the system of poor relief in ·this and other 
countries. Further, it enables us to appreciate clearly that there 
is_a __ minimuDlj)elow-which nQrmal general .wages_cannot fall. 
if the supplyo!.l~b~lll:. is j.(Lbe ~m8.intained.-and_the J:'ecognition 
of this' importa.nt..j{l.!,tUJ:I.S .enabled modern economists to pro
pound a theory of wages which is more in accordance with actual 
industrial conditions. 
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The Wages Fund Theory. 
The Wages Fund Theory marked an advance on the Sub

sistence Theory in that it endeavoured to allow for the influence 
of the factor of demand as well as of supply. It owes its full 
development to John Stuart Mill (Principles 01 Political Ecorwmy, 
1848), and for a long period was accepted by English economists 
as the orthodox theory of general wages, in succession to the 
partly discredited Subsistence Theory. 

Mill maintained that a fixed proportion of the capital of 
the country is devoted to the payment of wages. This he 
described as the Wages Fund, which constitutes in monetary 
value the total demand lor labour. Wages at any particular 
time are determined by the' ratio between the amount of this 
Wages Fund and the total supply 01 labour, consisting of all 
those labourers who desire work in order to earn a living. In 
other words, wages depend upon the proportion between the 
number of the labouringpQpul~io_n .and_ tb,e ~mount _9Lcg
cUIatJiig-capltaI ~£..lie~() __ !ilJ,El.p1ll"c!la!>Elof J!1l>our. If the wages 
£Wid -remains constant, while the working population increases, 
then the rate of general wages must fall; similarly, any change 
in the proportion between the number of labourers and the 
amount of the wages fund will be followed by a change in the level 
<.If general wages. It was maintained also that the shares of 
the wages fund which accrued to individual workers would be 
determined by competition between the workers, and, further, 
that wages in one trade could be increased only at the expense 
of wages in another trade or in other trades. 

It followed from this theory that a rise in the general level of 
wages could result from either (1) an increase in the wages 
fund, which could be brought about by an increase in saving; 
or (2) a fall in the number of labourers competing for employment. 
In this connection the upholders of the theory adhered to the 
doctrine of Malthus, and contended that as a general rule 
population would increase at a faster rate than saving, while 
any increase in wages which might arise would lead event
ually to a larger labouring population and a fall in general 
wages. 

It followed, therefore, that a rise in the level of general wages 
is impossible if this theory is accepted unless the workers be 
induced to restrict their numbers by delaying marriage and by 
limiting their families. The wage fund economists were, in 
fact, so impressed by these considerations, that they urged the 
workers to restrict the numbers of their children so that the 
standard 01 comlort and also the general rate of wages could be 
raised. Further, its exponents< held that if such a rise took 
place without any proportionate change in the total of the wages 
fund or in the numbers of the workers, then that rise could be 
secured only at the expense of interest or of profits. Eventually, 
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therefore. some capital and enterprise would be withdrawn from 
industry. the demand for labour would decrease, and wages 
would fall again to their former level. The practical result of 
the conception is, therefore, that the rate of general wages cannot 
be raised except by a decrease in the number of workers. 

Criticism of the Wages Fund Theory. 
Although the Wages Fund Theory is still accepted by some 

economists, it is open to numerous objections. We may briefly 
summarise these as follows :- . 

1. In practical effect the theory is merely the 8tatement 01 
a Belf-evident lact-that the general rate of wages is found 
by dividing the total sum paid to labour generally by the 
number of labourers. It does not tell us how the "fund .. 
anses or how its amount can be estimated. 

2. The assumption that wages can increase only at the 
expense of profits cannot be accepted. The law of increasing 
returns and the greater efficiency of labour in consequence 
of higher wages may result in an increase of the total product 
sufficient to raise both wages and profits. In this connection 
the theory confuses wages with labour ewt,. i.e., it does not 
differentiate between the price paid by the entrepreneur 
for the labourer's services, and the cost of'the labour to the 
entrepreneur as measured in its contribution to the final 
product. (See also post, page 284.) 

3. An increase in wages at the expense of profits does not 
immediately drive capital out of an industry, and 80 cause a 
decrease in the demand for labo'llr. Capital is not as mobile 
as is assumed by the Wage Fund theorists, neither are 
profits as inelastic. as is sugges~d. Capitalists expect 
fluctuation in the returns which they receive, and are not 
prone to regard every change in wages as a reason for 
changing their investments and activities. 

4. A rise in wages does not necessarily result in an in
creased population, and in a subsequent fall in the wage 
level. As has been indicated previously in discussing the 
subsistence theory, statistics show a tendency for population 
to increase at a slower rate than wages, especially in 
\Vestern countries. 

5. The theory does not explain the inequality of wages in 
different trades. The exponents of the theory held that a 
rise in wages in one trade could not persist for a long period. 
because workers would be attracted from other industries 
and the increased competition would ultimately bring about 
a fall in the rate of wages. While there is some truth in 
the contention, it must nevertheless be recogDiscd that 
s 
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such inequalities do exist and do persist. Labour is very 
far from being perfectly mobile and adaptable, while its 
flow from one industry- to another is frequently prevented 
by trades union regulations and restrictive apprenticeship 
conditions. 

6. The total amount 01 remuneratory capital is not fixed 
independently 01 the number and quality 01 the labourer8. As 
we have seen in the discussion of production, employers 
will increase the proportion of capital applied to the hiring 
of labour if such a course is warranted by the greater relative 
efficiency of the workers. The quantity of capital paid in 
wages depends not only on the number of the workers but 
also on their efficiency. 

7. The rate 01 general wages is not neces8arily dependent 
on the total amount 01 capital available. Wages are usually 
highest in new countries, where capital is actually less 
plentiful than in old countries. Further, it can no more 
be maintained that wages depend on capital than it can be 
stated that interest and profits are dependent on labour. 
This conclusion is not supported by the analysis given in 
other chapters of the determination of profits and interest. 

The difficulties surrounding the theory caused Mill to qualify 
his original statement of it in several respects, and eventually 
to abandon it altogether. Nevertheless, in spite of the discredit 
into which the doctrine of the Wages Fund has fallen, some 
of the false conclusions which depend on the unproved statement 
are still accepted by many people, and are applied in furtherance 
of their opinions and ideas on the wage problem generally. It 
is argued, for example, that if the capital available for the payment 
of wages is limited, an increase of wages in one industry can be 
obtained only at the expense of another industry or of other 
industries, and, therefore, that trade unionism is not only futile 
but even harmful. Others who accept the same principle 
maintain that the workers should co-operate to increase the 
demand for labour (and thereby raise wages) by diminishing 
their output, and by restricting apprenticeship and the em
ployment of women and boys. This argument is based on a. 
fallacy similar to that underlying the " work-lund" idea, held by 
many workers, that the amount of work is limited, and that 
the more one worker does the less is there for others to do. 

Clearly, however, such contentions ignore the essential facts 
that the wages earned by one man are spent in purchasing the 
products of other workers, and that the constructive work of 
one worker, by adding to the national dividend, actually increases 
the opportunities for the employment of other workers. n, 
through the adoption of such "ca' canny" principles, the 
workers diminish their output of machines, for example, then 
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will unemployment tend to be caused in those industries wherein 
the machines are utilised. It is held in many quarters that the 
alleged adoption of these methods by bricklayers and builders' 
labourers after the war has worked in the long run to the 
detriment of the labourers themselves, for the workers, as a. 
class, have sufIered more from the housing shortage than any 
other section of the community 

The Residual Claimant Theory of Wages. 
Possibly the main objection to the Wages Fund Theory is 

that it does not allow for variation in the efficiency or pro
ductivity of labour: it does not distinguish wages-the price 
paid for labour-from its cost to the employer in terms of the 
value it creates in production. Gradually, economists were 
compelled to recognise that the earlier theori~s were too pessi
mistic. As industry extended and specialisation increased it 
became obvious that a highly-paid worker is frequently more 
profitable to his employer than a low-paid worker on the same 
job: tke better wCYI'ker is paid. more because he is wCYTtk mCYl'e, 
i.e., because his efficiency or productivity is greater than tha.t 
of the lower-paid labourer. .. For competition tends to make 
the earnings got by two individuals of unequal efficiency in any 
given time, say, a day or a. year, not equal, but unequal; and, 
in like manner, it tends not to ,equalise, but to render unequal 
the average weekly wage in two "districts in which the average 
standards of efficiency are unequal ".1 

It was therefore concluded that wages are determined by, 
the productivity of the labourer, and are proportionate to that( 
productivity. This conception was first embodied in what is 
now known as the Residual Olaimant TkeCYTY, the first of the 
productivity theories of wages which have been gradually refined 
into the modem doctrine which we shall discuss below. 

The exponents of the Residual Claimant Theory regarded 
the worker as the residual claimant to the product of industry. 
Thus Jevons stated that: .. The wages of a. working man are 
ultimateIYcoincident with what he produces, after the deduction 
of rent, taxes, and the interest on capital". This view was 
expounded also by the American economist, Professor Walker, 
who maintained that wages .. equal the whole product, minua 
rent, interest and profits", and further held that under conditions 
of full and free competition, the greater the efficiency of the 
worker, the greater the share of the product which labour can claim. 

The advantage of the theory lies in its recognition of the 
fact that, in the long run, labour must benefit from its contri
bution to production, and particularly in so far as the product 
is increased by reason of the greater efficiency of the worker. 
The more the worker produces, the more he earns. In other 

I Marshall, Principle., VI. m. 2. 
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words, we may say that the theory reoognised labour's olaim 
to that portion of the national dividend whioh is due to its 
exertions in oonjunotion with land, capital and enterprise. 

The theory appears to offer a. reasonable and just explanation 
of the level of general wages, and is oertainly more enoouraging 
than the pessimistio oonolusions whioh had previously been 
reaohed. But although it enables us to understand why the 
wages of workmen in'one oountry are higher than those of 
workmen in another, it does not fully explain changes in the 
rates of wages in the same oountry from time to time (negleoting, 
for the moment, oonsideration of changes in the prioe levels). 
Furthermore, it is clearly inadequate in so far as it takes no 
al}!:l_oUl!t_ofPhe relative soaroity or abundanoe of labour mrelation 
to the demand for it, and iIi. otlier respects also is inapplicable to 
aotual conditions. Nevertheless, the Residual Theory served a. 
useful purpose in emphasising the .importance of the productivity 
or effioiency ()f J~};1Q~. The reoognition of this factor and -its 
oonjunction with the earlier idea. of a minimum subsistence 
level of wages have made possible the development of the modem 
doctrine of wages which is now generally accepted. 

The Marginal Productivity or Efficiency Theory of Wages. 
The modern theory of wages is an applioation to labour of 

the fundamental theory of value whioh has been explained 
earlier in this volume, and maintains that wages depend upon 
the relation between the demand for labour and its supply, 
subjeot to certain reservations necessitated by those peouliarities 
of labour which have already been noticed. 

ON THE SIDE OF SUPPLY, a refined version of the Subsistence 
Theory is applied to show that there is a minimum below which 
general wages oannot remain for a long period. This minimum 
is described as the 8tandard 0 lite of the worker, i.e., the amount 
o~ries, ~ Qz1;~ and .. luxuri.es ot.life whlCh- he-' is 
a'l~s~:rg~lLto _~~ioy ~!tnd '!l,p0n, which he will insist; under 
conditions of free competition. It is maintained that no worker 
wilrfudefinitely accept a less wage than will enable him to 
maintain this standard of life for himself and his family. On 
the one hand, some workers may deliberately postpone or even 
forego marriage and endeavour to maintain the standard of life 
for themselves alone, eventually foroing up the level of wages 
by lessening the supply of labour. On the other hand, it is 
held that the competitive instinct will induce the worker to 
refuse to acoept a rate lower than the standard, and lead him 
either to seek a better market in another district or in another 
trade, or so to qualify himself and increase his efficiency as to 
command the necessary standard of wages, or, finally, to combine 
with his fellow-workers and compel employers to pay an adequate 
rate of remuneration. The standard wage which the worker thus 
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seeks to maintain by reference to the 80cial need of his group is 
sometimes described as a .. social wa~e 'IIy 

. There is clearly a. distinction between the conception of the 
standard of life and that of the standard of comfort introduced 
by the followers of Malthus. It is assumed by modem economists 
that the energy and competitive instinct of the worker will cause 
him to insist upon the current standard of life, and, therefore, 
that this standard will directly affect wages. According to the 
earlier theorists, however, the standard of comfort affects wages 
only indirecUy, and that in so far as the number of the population 
tends to increase or decrease until the requisite standard is 
reached. There is. nevertheless, much that is common to the 
two conceptions: the difference between them is not radical 
but merely one of degree. 

Therefore, on the side of the supply of labour, there is a 
minimum below which wages cannot fall, and that minimum 
is the standard of life of the worker. The standard of life in 
the case of labour replaces the expense of production in the case 
of ordinary commodities, but it will be appreciated that tb,e 
standard of life is in many respects amdogous-"tcrthe-eosT of 
production oL!.-£ommo~-t~ca.USe-th~a.nda.rd of life is a 
m~as~~ment -2-! the sao· c~, m,ade ~:l>tJh~ worker -in order ~o 
bring ,u'p_a JaPillh.i.e.. ... in ~der to :mcr~e,thi Juture 8upply oj 
worker8. This influence of the standard of life in determining 
the-nUmber of the working elasses increases as the standard. 
rises. Among the better class artisans there is a. very marked 
tendency to delay marriage and limit the number of children 
so that conditions of respectability may be maintained. But 
when the standard is very low we find that hopelessness and' 
carelessness as to the future tend to make the average family 
comparatively large. 

ON TlI1Il SIDE OF DEMAND, the theory of the determination 
of wages in no wise differs from the general law of value: 
demand for labour, according'to the modern conception, i8 ba8ed 
on the final or marginal utility of labour to the entrepreneur. There 
is clearly a limit to the number of workmen who can be profitably 
employed; after a certain point the utility of additional workmen 
gradually djmjnishes like the utility of additional increments 
of anything else which man desires, and we can conceive that 
the last man an employer is Willing to take oIl,)marks the marginal 
utility of workers to the employer. But how is this utility 
estimated , Clearly by the pr..Qducti~ of each successive 
worker-the amount which each workerdS to the net r . 
We can imagme a ill a. ce am t e 100 workers prove 
very productive, so far as the result of their employment can be 
measured in terms of the product. Possibly also the engagement 
of the next 100, or of the next 200, may be very remunerative 
to the employer; but ultimately a. point is reached where the 
employer is doubtful as to whether it will pay him to emp~oy 
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another worker or not, and at this point, where the contributioll8 
of the worker to the final product may be assumed to be almost 
equal to the wages paid, we have the marginal warker. Now, 
when we are considering a great body of workers, we may regard 
each worker as being equal in capacity and interchangeablo 
with any other worker in the same grade, and, therefore, 
the same wage must be : paid throughout that grade. This 
wage will be that which the employer pays to the last man 
he takes on: so far as demand is concerned the wages of 
the marginal worker determine the wages paid to all tho 
labourers. 

In the chapters on Production we have referred to tho 
Principle 01 Sub8titution which is applied by the entrepreneur 
in determining the relative proportion of land, labour and capital 
which he will employ in production. The entrepreneur aims 
at a maximum profit by arranging the most economically efficient 
combination of the factors under his control. This principle 
is most important in connection with the determination of the 
marginal worker, and it is clear that the marginal productivity 
of labour depends, not only on its own productivity, but a180 

f on its productivity relative to that of land and capital. If the 
employer finds that a machine is ultimately more productive 
than ten men, he will use the machine and do without the men. 
All employers in the same trade will tend to do likewise, so that 
the demand for that kind of labour will fall, and wages also 
will find a lower level. Thus, when we speak of the marginal 
productivity of labour we mean its marginal productivity as 
ascertained by the employer after carefully selecting between 
and combining the various factors at his disposal. 

The Marginal Productivity theory, therefore, applies to 
labour the fundamental principles which govern values generally. 
We may compare wages at any moment with ma!:JI:ct price, 
and wages over a long period with normal value. f Then we 
may conclude that wages at any moment are determined by the 
marginal productivity 01 labour to the entrepreneur, while normal 
wages must be 8ufficient to cover the 8tandard 01 lile 01 the warkerlJ 
in the grade concerned. In the long run, the level 01 wagu teru.U 
to that point at which the marginal productivity 01 tlte warker M 
equal to the 8upply price 01 the warker as determined by hilJ 8tandard 
of life. Marginal productivity thus corresponds to marginal 
utility in the general law of value, and the standard of life is a 
conception comparable with cost of production in the case 01 
ordinary commodities. The employer seeks to pay his workers 
an economic wage, determined by reference to their marginal 
productivity under existing conditioll8; the worker seeks to 
maintain a 80cial wage, determined by reference to social con
sideratioll8 and particularly the standard of living of the group 
to which he belongs.J 

If the standaraof life of the workers in a certain grade is 
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threatened by a. reduction in wages, the workers in that grade 
will be induced to combine to ensure that wages will be paid 
which are at least equal to this standard. On his part the 
employer does everything possible to increase the productivity 
and efficiency of his workpeople, and to make that productivity 
at least equal to the wage corresponding to the standard of life. 
Further, the price which the employer will demand for his 
product must be sufficient to enable him to pay this wage to his 
workpeople, and ultimately the demand for lal:!our is derived 
from the demand for the commodities which labour produces. 
Production, however, is carried on long in advance of demand, 
and wages have to be paid long before the product is ready for 
marketing. Hence it is not possible for the employer to deter
mine, when actually hiring his workers, what their marginal 
productivity is likely to be. He has to work on an estimate of 
the ultimat~ selling price of the product, and that estimate 
determines how much he can afford to pay his labour force. 
For this reason wages, at any moment under conditions of 
perfect competition, may be said to represent the discounte4 
marginal product o~bour, and this discount increasesastne 
industrial process omes more complicated, and a greater 
period must elapse before the product can be placed on the 
market. 

Although the theory is subject to a. number of criticisms, it 
undoubtedly gives a. reasonable explanation of wages generally, 
and also enables us to explain variations in wages in different 
countries. It _ may even be applied to explain variations in 
wages in different trades a.nd in different grades of labour. 
It shows us that the share of the National Dividend which accrues 
to labour is determined by its productivity relative to the other 
factors of production. I~!Lalso that re~l wages (see post, 
page 282) m~~.JUgher.!!I one __ co~than anotlier because 
t~e. marginal productivity oflabour is higIuif and its marginal 
woI1cl!, i.e., its remuneration, is consequently greater. In the 
long run, wages are higher in England than in India, for example, 
first, because the standard of life is far higher in the former 
country, and, secondly, because the productivity of labour in 
India is low, owing to its comparatively low grade of efficiency 
and its plentifulness in proportion to natural resources. Wages 
in Belgium are lower than in England because, in the former 
country, the supply of labour is high relative to the country's 
natural resources, and consequently its marginal productivity 
is relatively low. Again, wages are higher in one industry than 
in another because the marginal productivity of the workers 
in one as measured in terms of the product is grea.ter than 
the productivity of the workers in the other industry. For 
similar reasons an overseer or works manager is paid at a. 
higher rate than a. machine tender or stoker j his greater 
marginal productivity is reflected in his "market price It, 
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while his higher standard of life is reflected in his "supply 
price ". 

The theory also explains the effect on wages of the abundance 
or scarcity of labour at any time. Clearly the greater the supply 
in2~,lation.to_.dema.nd.,the lower the rate ot!!ages, because less 
has to be paid for the marginal worker. This statement enables 
us to understand why the introduction of native labour into 
a country or of women and children into an industry tends to 
depress general wages: if their services are sufficiently pro
ductive they are taken on and they become the "marginal 
workers" whose wage determines the general rate paid for that 
grade of work. 

Criticisms of the Marginal Productivity Theory of Wages. 
The principal objection to the theory is its assumption of 

p,eI:fect QOI!;!.petition, and of the .ll.erfect mobility 9lthe .worker
economic conceptions which exist rarely (if at all) in actual 
life. Although conditions are changing rapidly, there is little 
doubt that the employing class generally is in a better competitive 
position than the great body of workers. The worker must 
labour if he would live, but as a general rule the employer is not 
in such urgent need of a worker's services as the worker is of 
employment. Consequently, so far as wages are concerned, 
the power of holding out is much stronger among employers 
than among labourers: there is a distinct limit to the risks 
the worker may run in bargaining with his employer concerning 
his remuneration. So it may frequently happen that, through 
fear, ignorance, objection to change, or other causes, the worker 
may not seek his best market, and the employer may not be 
compelled to pay all that he can and should pay, as determined 
by the marginal productivity of his workers. Further, the 
employer, being a business man in business for profit and not 
for pleasure, may generally be expected to take as much as he 
can safely obtain, and even if the efficiency of labour were 80 

increased as to result in a~Onsideia.b~ addition to....thenet. 
PiOduct..it..wouliLrareJypB.ppen that the workers would benefit 
to thejull ~,xtent of that addition ... ..:.:.' 

rThe second great-objection to the theory concerns the meaning 
of the term " productivity", which has been subjected to much 
examination and criticism. We have referred to it as the 
additional contribution of the worker to the net product, but 
it is clearly very difficult to assess or even to estimate that 
addition. Is it to be measured in terms of acf.wl,l output or in 
terms of the market value of the product 1 III the former is 
taken it is difficult to see how the rate of wages is determined. 
On the other hand, mark~t val~p._e!!ln_.!ll,ox:!LUDcertaiI! 
h~~ie~ . .....N Qt. .anly-~:roay _such value fluctuate considerably after 
the goods h~v:e been produced; out the fluctuations may have 
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110 refe~l!q~_t~ulost. oUQ. expense __ ~f ..F!'9dl!c.tion. \ Our analysis 
or gross profits will Sh.ow that the reward or iiidustry may be 
considerably increased by monopoly or chance gains which can 
be attributed neither to the worker nor to the entrepreneur. 
Are wages· to be influenced, and if so, in what way, by such 
additions to the value ·of the product 1 Is the worker to 
benefit from such accretions of value in spite of the fact that 
they can be attributed neither to his productivity nor to his 
efficiency t 

The difficulties are many, and various suggestions have been 
brought forward in an endeavour to overcome them. For these 
reasons the Marginal Productivity Theory may be regarded 
as being still incomplete. Possibly the future will bring some 
refinement which will enable most of the difficulties to be removed. 
At present, however, it does not seem possible that one theory 
of wages can hope to cover the multitude of conditions and 
the countless influences which may affect general wages: it 
can merely point to general tendencies and indicate their relative 
importance. Indeed, many economists prefer to state broadly 
that there are two limits to wages-a maximum determined by 
the productivity of the worker, and a minimum determined by 
the standard of life of the worker's grade: between these two 
limits wages will fluctuate according to the relative bargaining 
strength of employers and workers. Wages cannot remain for 
long below the lower limit because workers will combine to obtain 
a rate at least equivalent to the standard of life, and, if that 
rate is not granted, their numbers will be reduced until the 
requisite ·wage is obtained. On the other hand, competition 
among employers will tend to hand over to the worker the whole 
of the addition to the net product which results from his efforts, 
less rent, interest and a minimum rate of profits. It is possible 
that for a short period combinations of labour may compel 
the employer to pay more than is justified by this addition to 
the net product, but, in the long run, employers would discontinue 
their operations rather than continue to pay such rates. 

It will be seen that this statement is similar to the ~Iarginal 
Productivity Theory previously explained, but that it is not 
quite so complete in its analysis. 

THE PROBLEM OF RELATIVE WAGES. 

The foregoing analysis sought to explain the factors which 
determine the general rate of wages within a. community, but 
although the Marginal Productivity Theory gives us some 
explanation of the variation in wages as between different 
occupations, it does not completely explain such differences, 
many of which are due to influences other than the demand for 
and supply of labour. Accordingly, certain other factors need 
to be considered. 
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Nominal Wages and Real Wages. 
A distinction which is of importance in connection with the 

problem of relative wages is that which must be drawn between 
nominal wages and real wages. 

NOMINAL WAGES OR NOMINAL EARNINGS refer to the amount 
of the wage as measured in terms of money. In this country 
we may say that a man's earnings are £5 a week, but unless we 
have some indication of the general level of the prices of com
modities, we cannot appreciate the real value of those earnings. 

REAL WAGES OR REAL EARNINGS refer to the "purchasing 
power" of the worker's remuneration, i.e., the amount of the 
necessaries, comforts and luxuries of life which the worker can 
command in return for his services. It will no doubt be accepted 
without explanation that £5 in 1914 would go much further than 
in 1927, when expended on the purchase of the same commodities; 
i.e., £5 in 1914 would buy much more of the same things than 
would £5 in 1927. Prices advanced so much in this period 
that the value of money fell considerably, and so we find that 
even where workers have obtained appreciable advances in the·ir 
rates of pay, the real worth of their earnings is often less than in 
pre-war days. 

It is clear, therefore, that if we are to compare the relative 
rates of wages in different occupations, we must determine, 
first of all, whether we are considering nominal or real wages, 
for although the former may be equal in two industries or in two 
countries, real wages may differ considerably. "Th~ labourer 
is rich or poor, is well or ill rewarded, in proportion to the real, 
not to the nominal, value of his wages ".1 In fact, nominal 
wages in one industry may be higher than those in another, 
and yet real wages may be considerably. less. This may be 
understood by a consideration of the factors in the followiIlg 
summary:-

Factors Determining Real Wages. 
1. THE PURCHASING POWER OF MONEY.-This varies 

with the general level of pricesr and is indicated by index 
numbers of commodity prices (see P08t, Chap. 24). Money 
wages may be higher in new countries than in the European 
countries, but the cost of living is generally higher, and so 
the difference in real wages is not so marked. 

In comparing real wages in two regions attention must 
therefore be given to the prevailing level of prices in the 
regions concerned. Generally speaking, the ordinary index 
numbers will be used for this purpose, but even then 
allowances may be necessary in order to include only such 

1 Adam Smith, Wealth oj NatioM. Book L v. 
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commodities as are usually purchased by the workers 
concerned. 

2. TIlE FORM 011' PA~MENT.-Although most wages are 
paid in money, the monetary payment does not always 
represent the whole of the return for services rendered. 
For example, the agricultural labourer frequently obtains 
an additipnal reward in the form of cheap (or even free) 
butter, milk, eggs, and other foods, or in the form of a cottage 
let free or at a merely nominal rent. Similarly, the miner 
obtains cheap coal and the fisherman cheap or free fish. 
Allowance must also be made for the pensions which are 
payable in the case of bank officials, civil servants and 
teachers. 

3. THE REGULABlTY 011' THE EMl'LOYMENT.-In com
paring real earnings care must be taken to allow for 
differences in the permanence and regularity of the work. 
Some occupations are seasonal, as, for example, those of 
harvesters and builders. Others are irregular and uncertain, 
as, for example, those of fishermen, slaterers and joiners, 
whose work may be interrupted by bad weather. 

4. THE POSSIlIILITY OF EXTRA EABNINGs.-Some workers 
can add to their earnings by undertaking other duties 
either in conjunction with their ordinary day's work or in 
their s.pare time. Thus bank officials may add considerably 
to theu earnings by conducting insurance business, while 
teachers may increase their salaries by undertaking spare
time lectureships and private tuition. In other occupations 
no such opportunities may exist. The advantages of an 
occupation in this respect may be considerably enhanced if 
the worker's wife and family are enabled to add to the family 
income by undertaking work, as is the case in great textile 
industries. 

5. THE LENGTH OF TIlE WORKING DAY.-In comparing 
real earnings allowance must obviously be made for differ
ences in the number of hours worked per day, and in 
the number of days worked per year. This arises, for ex
ample, when we compare the farm labourer, working from 
6 a.m. to 6 p.m. and with few holidays, with a school teacher, 
working from 9 a.m. to 4 p.m. and with substantial holidays. 

6. THE NATURE 011' THE EMl'LOYMENT.-This is of im
portance in two ways. In the first place, some occupations 
(e.g., heavy metal casting) are by their nature so heavy 
that the duration of the working capacity is reduced, while 
others (e.g., metal grinding and lead-working) are dangerous, 
and result in periods of incapacity which shorten the 
aggregate earning period. Real wages in such occupations 
are obviously not directly comParable with rates in easy 
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and healthy occupations, unless. allowance is made for the 
lower total earnings. throughout life. 

In the same way the cleanliness, pleasantness, and 
social standing of an occupation have to be considered in 
estimating the real value of the wage received. Adam 
Smith suggested the well-known comparison of the butcher 
and baker; the former is paid more because of the di!!taate 
with which his trade is generally regarded. 

7. PROSPECTS OF SuccEss.-The prospects of promotion 
and of higher wages in the future may induce a man to work 
hard in the present for a low wage. But in comparing 
that low wage with the higher wage of another man in the 
same trade, due allowance must be made for the present 
value attached to the anticipated increased earnings in the 
future. 

Nominal and Real Cost of Labour. 
The foregoing distinctions are made from the point of view 

of the labourer. On similar lines the employer haa to differentiate 
clearly between the nominal cost of his worker, aa meaaured in 
terms of the wages paid (whether in money or in kind), and the 
real C08t of the worker in terms of his productivity or efficiency. 
For example, two gardeners may be employed at the same wage 
of £3 a week-their nominal cost is equal. But, whereaa one 
may dig up only 40 square yards of ground in one day of eight 
hours, the other may dig up 80 square yards in the same time. 
Clearly, the real cost of the second gardener is one-half that of 
the first. The same differences in efficiency are found throughout 
the sphere of industry. Their causes and effects have already 
been considered in Chapter 8, ante. 

The Economy of High Wage8.-In the case of the two 
gardeners instanced above, it is clear that if the employer were 
compelled to do so, he could afford to pay the better workman 
a wage up to £6 a week, so long as he found it profitable to pay 
the less capable worker £3 a week, for the additional payment 
would be made up by the greater efficiency of the worker. 
Similar conditions exist in all branches of production: wages 
may be high, but labour cost may be low. 

e< Low Wages are Dear Wages ".-This statement follows from 
the foregoing explanation. A low rate of remuneration is 
usually an indication of a low degree of productivity, and is not 
necessarily economical to the employer. If the rate of wages 
is insufficient to enable the worker and his family to maintain a 
reasonable or customary standard of living, the efficiency of the 
work tends to diminish. Hence, employers recognise that an 
increase in the rate of wages within certain limits is accompanied 
by greater efficiency, which will more than compensate the 
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employer for the additional expense. This explains the con
ception of "efficiency wages". By increasing wages to the 
efficiency point the employer obtains his output at a. lower real 
cost per unit, in spite of the high nominal cost of each worker. 
To some extent, too, demand is steadied because the workers' 
purchasing capacity is maintained at a high level. 

II Long Hoor8 mean Inefficiency ".-Similar conclusions may be 
reached in regard to the number of hours worked by the labourer. 
Long hours inevitably result in a. loss of efficiency if they are 
continued indefinitely, and here again employers recognise that, 
up to a point, a. reduction of hours is a.ccompanied by greater 
productivity on the part of the worker. In other words, the 
worker can, in the long run, turn out an equal, and possibly a. 
greater, output when working the shorter hours than when 
engaged for the longer period. Obviously, there is in all cases 
a point of maximum efficiency beyond which it would not pay 
an employer to make further reductions in the working period, 
but this point can be determined only by practical experiment. 

The economy of high wages is specially important when 
machinery is employed to any great extant, and generally 
speaking, the greater the use of machinery, the greater the 
efficiency of high wages. This is attributable, in the first pl,ace, 
to the fact that the handling of expensive and delicate machinery 
by inefficient and possibly careless workers may involve the 
employer in considerable loss: Secondly, firms employing a 
small proportion of labour relative to capital in the form of 
machines and appliances are more ready to pay good prices 
for their labour than firms employing a larger proportion of 
labour relative to capital, because the care and efficient use of 
tha.t capital is of greater importanee in the case of the first type 
of firm, and an addition to their wages bill represents a smaller 
addition to total expenses of production than a. proportionate 
increase in the case of the firms employing relatively large 
quantities of labour. 

Causes of Differences in Relative Wages. 
With a. clear conception of the distinctions noted in the 

foregoing paragraphs, we may proceed to survey briefly the 
fundamental causes which determine the differences in wages 
as between the various occupations within a. community. The 
Marginal Productivity Theory has done much to solve the 
problem, but it does not offer a. complete solution of the fact 
that different kinds of labour have different values as measured 
by their nominal earnings, or of the existence of many workers"' 
in some occupations and of few in others. Why, for example, 
are there relatively few engine drivers as compared with 
agrioultural labourers, and why are their earnings considerably 
higher' Why. should there be a. comparatively small number 
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of doctors and of lawyers, earning high fees, and & comparatively 
large number of ordinary clerks and shop assistants, with low 
rates of remuneration! These and similar difficult questions 
cannot be answered by any simple theory or analysis, but we 
can trace some important influences in the general conditions 
of the demand for and supply of labour in each occupation. 

ON THE SIDE OF DEMAND we note at once the fundamental 
fact that the demand for labour of any kind is determined 
ultimately by the demand of consumers for the products or 
services of that labour. There is a greater demand for some 
services and for some products than for other services and 
products: more dock labourers and agricultural workers are 
required by the community than doctors and lawyers; more 
bakers of bread are required than sculptors in marble and bronze. 
In itself, however, this fact does not take us far, for it is patent 
that the reward of labour is considerably lower in those occu
pations for which there is a greater demand, than in those 
for which the demand is less intense. It is clear that greater 
abilities, natural or acquired, are necessary for the sparsely 
supplied employments and that such abilities are recognised in 
the higher rates of remuneration, but why do not greater numbers 
of workers qualify and improve themselves in order to move 
into the better paid occupations 1 Clearly, the explanation is 
to be found mainly on the side of supply. 

We may note, however, that fluctuations in demand may 
considerably influence the values of different kinds of labour. 
Such fluctuations may result from changes in the tastes, fashions 
and incomes of consumers of the services or products of the 
labour, or from changes in methods of production, resulting in 
demands for different varieties of labour, of appliances and 
of raw materials. But, in all cases, the effect of a. change in 
demand for certain classes of labour relative to other classes will 
necessarily result in fluctuations in the "prices" paid for the 
former classes of work. 

THE PROBLEM OF THE SUPPLY of different classes of labour 
is extremely complex, and we must be content with tracing 
certain broad influences which determine the supply of workers 
in the various grades. In the first place, we must note that 
the supply of labour for any occupation depends, not only on its 
current rate of nominal wages, but also on what may be called 
its general attractivene88 to the worker as compared with other 
occupations. This matter was exhaustively considered by 
Adam Smith about one hundred and fifty years ago, but the 
important conclusions he then reached regarding the differences 
in the attractiveness of various employments are still applicable 
and may be thus summarised :-

1. The AgreeahleneJJ8 or Di8agreeahleneJJ8 0/ the JV or1:.-
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This factor has been considered above in connection with 
real wages. Workers employed on specially disagreeable 
tasks have frequently to be paid additional remuneration. 

2. The Ease or Difficulty 0/ LearniTUJ the BU8ines8, in 
relation to expense &8, well &8 ability. The greater the 
trouble and expense, the lower the supply of labour unless 
an inducement sufficient to compensate for the expenditure 
of capital and energy is likely to be forthcoming. 

3. The Regularity and Security 0/ the Employment.-This 
also has been referred to previously. The work of the 
bricklayer is less certain and regular than that of the joiner, 
who can work indoors in bad weather, while the former 
must remain idle. Hence the supply of bricklayers will 
decrease unless the remuneration offered will recompense 
them for the greater degree of disutility involved in brick
laying &8 an occupation. 

4. The P088ibilities oj SUCCes8 or Failure.-Workers are 
naturally attracted to occupations which offer prospects of 
high material rewards in the future, and the higher the 
chances of success, the greater the supply, other things 
being equal. On the other hand, the likelihood of failure 
is one of the surest deterrents to the attraction of any labour 
other than that of a very 10" grade. 

5. The Degree 0/ T1U8t Reposed in the Worker.-The 
worker who can be relied upon to fill positions of trust and 
responsibility is comparatively rare. Frequently, such con
fidence can be earned only after years of experience and train
ing, but the social esteem of the eventual position is worth 
striving for, apart from the fair wage which is usually earned. 

It will be 'appreciated that these factors suggested by 
Adam Smith have been largely covered in our discussion of 
real wages. In fact, the distinction between real and nominal 
wages is largely due to aJIowances for the relative attractiveness 
of different occupations and of their comparative di81ltility to 
the worker. In other words, a worker in one trade may be 
prepared to aocept a lower nominal wage than a worker in a 
similar trade because of the greater net advantages, or the less' 
degree of disutility, of his daily work. 

On the estimation of these net advantages and disadvantages 
of various occupations depends very largely the supply of labour 
which is forthcoming for each class of work, and also the earnings 
which the various classes of labour will receive for services 
rendered. "If aJl workers were free, at the beginning of their 
working life, to ohoose any occupation, we should expect, apart 
from changes in demand, to find average individual earnings in 
different occupations over a year, or other sufficiently long 
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period of time, roughly proportionate to current estimates of 
the relative attractiveness of the different occupations. Such 
estimates are, of course, liable to error. Individuals are apt to 
miscalculate chances, and in particular their own chances of 
securing the exceptional prizes of an occupation on the one 
hand, and of escaping unemployment, sickness and accident on 
the other. In any case, however, differences in the attractiveness 
of different occupations are sufficient to account for considerable 
differences in the value of different kinds of work ".1 

Alternatively we may say that if competition were perfect, 
and if labour were free to choose its outlet and to move from 
one occupation to another without let or hindrance, then the 
extra disutilities of certain occupations would be balanced by extra 
earnings, while lower rewards would be received by workers in 
those occupations where the advantages were high. Under such 
ideal . conditions, therefore, the differences in relative wageR 
would be largely accounted for by differences in the relative 
advantages or utilities of the employments. 

Hindrances to Free Movement and Choice of Occupation. 

As we have seen in other departments of our enquiry, 
however, perfect competition and free mobility of labour cannot 
be assumed. In the first place, combinati0n8 0/ laJJentrer8 and 0/ 
employer8, in the form of Trades Unions and of Employers' 
Associations, modify very considerably the free play of economic 
forces in regard to the supply and remuneration of labour in 
various occupations. These influences will be discussed in a 
following chapter, but in relation to our present subject we may 
note that a strong trade union may force wage rates for certain 
classes of labour above the marginal worth of that labour. By 
imposing strict regulations on the admission of apprentices, the 
·use of boy labour and the movement of labour from one occupa
tion to another, trade unions may, in certain circumstances, 
enable the labour concerned to control the market to such an 
extent as to be able to demand monopoly wages. 

The immobility of labour is also of considerable importance 
in its influence on relative wages, and reference may be made to 
the remarks hereon in Chapter 7, ante. Cost of transporting the 
labourer himself, his family and belongings, together with the 
difficulty of obtaining house accommodation, are important 
factors in preventing the worker from securing a strictly com
petitive rate of pay. This is particularly noticeable whenever 
there is a temporary glut of labour in any particular market, 
as may arise, for example, when the demand for labour, which 
has been trained and specialised in certain work, falls off owing 
to depression in the industry concerned. The existence of non-

1 Hugh Dalton. The Inequality o/Incomu, p. 255. 
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competing groups of workers, i.e., different grades between which 
movement is difficult or very slow, also tends to the persistence 
of inequalities in the wage levels as between the various 
groups. 

Again, we may refer to the influence of custom and 0/ tradition 
in fixing the fees paid in certain skilled professional occupations, 
such as those of medicine and of the law. In such cases the 
rates of remuneration are based on old-established practice 
and tradition, and are not adjusted by competitive forces in 
accordance with the net advantages of the occupations or with 
the relation between the demand for such services and their 
supply. 1n these occupations high remuneration may frequently 
be commanded, at least for short periods, by comparatively 
inefficient workers. 

Finally, we come to the question of choice 0/ occupation. 
Onlr in a comparatively small proportion of cases will this choice / 
be m the hands of the worker himself. In the first place, the 
number of occupations open to members of the lower classes 
is definitely restricted. There are certain definite occupations 
which correspond roughly with the various grades of society. 
In consequence of poverty, lack of education, diffieulty in 
obtaining information, and absence of vision, the workers may 
be unable to apply themselves in any but certain branches of 
work, and from generation to generation the tendency is for 
certain classes of workers to ~remain in the same grade of 
occupation. The agricultural labourer will rarely work his 
way into a more liberally paid calling, while the mill-hand is so 
adapted to the conditions and environment of the textile industries 
as to find movement difficult, if not impossible. These general 
principles are still more emphasised with regard to the more liberal 
professions, where the necessary proficiency can be acquired I 

only after many years of expensive and difficult training. The 
.. costs of entry" into the professions of medicine and of the 
law are relatively high, and the doors to such occupations are 
closed to all except th9se who have fair means and the necessary 
opportunity. 

These considerations are of special importance in their influence 
on the choice of careers for children made by parents in the 
various grades of society. Among the poorer classes, little/ 
choice is possible, and few are capable or willing to endure the 
great sacrifices necessary to train children for the more re
munerative occupations, in spite of their great attractiveness. 
One reason for this is, of course, that the parents themselves 
do not obtain the reward, and few are sufficiently unselfish to· 
sow that others, even their children, may reap. Another reason 
is that frequently the poorer classes, even though they may 
obtain the means and be given the opportunity, have neither 
the education nor vision to estimate the advantages of bringing 
up their children for a higher grade of work. 

T 
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In the second place, we find that entry to certain occupations, 
and particularly those of a higher grade, is rendered extremely 
difficult by the efforts of persons already "in possession" to 
limit the increase in numbers by restrictions of various kind, 
such as the imposition of heavy fees, the demand for high qualifi
cations, and the insistence on a. certain standard of general 
education and of social fitness. Even among the artisan classes, 
regulations concerning apprenticeship and learners tend to 
limit the incursion of new blood and prevent supply from over
taking demand. 

Thus, for these and similar reasons the supply of labour in the 
lower grade occupations is generally quite adequate to demand, 
and the value of such labour, i.e., the rate of wages, is conse
quently low. Demand for such labour is high, but it is not so 
high in relation to supply as to warrant an increase in demand price. 
In certain low grade unskilled occupations, such as local or dock 
labouring, the competition for employment is intensified by the 
fact that they provide a kind of "dumping ground" for the 
poorest class of labour in the community, including young and 
old, casuals and vagrants, men who have drifted downwards from 
much better positions, and others of doubtful character who are 
compelled to accept whatever work is offering. The supply of 
workers for such occupations is always in excess of demand, 
and the level of unemployment is ordinarily high. These facts, 
and the resultant low rate of wages, illustrate the fact that it is 
much easier for the worker to sink lower in the scale of occupa
tions rather than to move upwards into a better grade. 

On the other hand, remuneration in the more highly-skilled 
occupations and in the liberal professions is comparatively high 
because of the factors, natural and artificial, which tend to make 
entry into those occupations difficult and expensive. Supply in 
~many of such cases is scarcely equal to the demand; conse
'quently the rates of remuneration are high, and tend to increase 
as the period of training lengthens and the expense increases. 
This tendency is accentuated if the work is of a particularly 
high order and necessitates exceptional natural abilities, for 
in such cases a rent of ability may be obtained in addition to the 
high wages which result from the natural shortage in the supply. 

The Wages of Male and Female Labour. 
A consideration of the factors which we have just discussed 

affords an explanation of the higher wages paid for male labour 
as compared with that for female labour, even where the work 
itself is almost identical. Owing to physical limitations and legal 
and other restrictions women are prevented from entering many 
occupations, with the result that the supply of female labour 
tends to be concentrated upon a narrow field. Moreover, since 
women as a rule do not intend to embark upon a permanent 
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industrial career they are seldom willing to undergo the long and 
expensive training which is necessapY to secure a. highly-paid 
post. Competition is accordingly extremely keen in the com
paratively few occupations open to women, and is further 
intensified by the competition of elderly or weak men, and of 
young boys and girls. These factors, together with the weak 
organisation of women in industry, tend to produce a low level 
of wages for female labour. 



CHAPTER 19 

INTEREST AND ITS DETERMINATION 

INTEREST is the payment made for the use in production of the 
third factor~apital'; it represents the share of the capitalist 
in the product of industry. 

In approaching the theory of interest, as in other depart
ments of our inquiry, we have to pause at the outset in order 
to obtain a clear and correct idea of the subject of our in
vestigation. In Economics the term "interest" (sometimes 
distinguished as economic interest) applies only to the payment 
for capital, i.e., for the loan of wealth for productive purposes. 
The first difficulty therefore arises in consequence of the general 
use of the term to denote the payment made for the loan of 
money. It must be remembered, however, that money is simply 
the means for obtaining capital. Interest is in fact paid for the 
use in production of capital in its infinite variety-in the form 
of machinery, raw material, buildings and ships. So long as 
these considerations are not forgotten it is not incorrect to re
gard interest as the payment for the use of monetary capital, 
monetary capital being the agency through which capital in 
general can be obtained and controlled, and therefore repre
senting a command over material capital in whatever form it 
is desired. 

The second difficulty arises from the fact that the term 
" interest" is applied in the same community at the same time 
to payments which differ considerably in amount. It is well 
known that rates of interest may vary within very wide limits. 
At one extreme is the Bank of England, borrowing enormous 
sums of money in the form of deposits from its customers 
without paying any interest whatsoever. At the other end of 
the scale are moneylenders and pawnbrokers, charging perhaps 
50 per cent. (and possibly more) on their loans. Between these 
extremes we find banks borrowing from their customers at 
from 21 per cent. to 3 per cent.; the State borrowing for long 
periods in return for 41 per cent., and municipalities and 
industrial firms of standing obtaining loans from the public 
for 5 or 6 per cent. per annum. H, then, interest is being paid 
in all these cases for the loan of monetary capital, and if, as 
may fairly be assumed, all such capital is interchangeable, we 
are naturally disposed to enquire why such differing rates can 
exist in the same community at the same time. Should not 

292 
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competition among borrowers and between lenders tend to force .. 
all rates of interest to a level of equality t 

The Elements of Gross Interest. 
The solution of this difficulty is to be found in the fact that 

the term .. interest", when applied to many of the payments 
. mentioned, is used to cover various elements in addition to net 

or pure or economic interest. Such payments are best dis
tinguished as gr088 interest, which may be regarded as an inclusive 
return to the investment of capital, comprising some or all of 
the iollowing four elements :-

1. NET INTEREST, i.e., the return for the use of capital 
only. 

2. INSURANCE AGAINST RISK, i.e., an additional payment 
demanded by the lender as an insurance against the possible 
loss of the capital. The risks covered may be those which 
arise from business contingencies or those which may result 
from personal defects of the borrower, such as dishonesty or 
incapacity. 

3. REMUNERATION FOR INCONVENIENCE. - The ideal in
vestment is one in which money of large or small amount 
may be placed, or from which such money may be with
drawn, at the will of the investor. Inconvenient invest
ments are those which may be repaid at any moment and 
the money suddenly returned to the lender, who may not 
easily find a fresh use for it; or those in which the capital 
is locked up for a long period and from which it cannot 
easily be withdrawn. The greater the inconvenience, the 
higher the payment which must be made to the investor 
in order to attract his capital. 

4. REMUNERATION FOR SERVICES.-Certain classes of 
loaning are characterised by the appreciable amount of labour 
involved in the form of book-keeping and correspondence .. 
This applies particularly to those businesses conducting 
small loaning operations, 'such as pawnbroking and small 
moneylending, where much work is involved in keeping 
records, accepting small periodical instalments and pro
secuting enq~es as to the respectability and standing of 
the borrower. In such cases the lender expects to be 
adequately compensated for the trouble which he incurs, 
otherwise he would obviously seek a return on his capital 
by investing it in some less troublesome direction. Con
sequently, if borrowers will have such services, they must 
be prepared to pay for them, and the payment is included 
in the gross interest charged. This payment is some
times stated to be in respect of the labour 0/ managing the 
investment. 
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There are not many cases where it can be said that pure 
economic interest only is paid, but the yield on British Govern
ment Stock (such as Consols and the War Loans) is no doubt 
the nearest approximation. Alternatively, some economists define 
net interest as that which is fixed on t7"U8tee investmenta, i.e., 
those in which trustees may invest money without running any 
risk of personal liability. The slight variations between the 
interest on different government loans may be attributed to the 
factor of convenience: the longer period 41 per cent. Conver
sion Loan, issued in 1924, giving a guaranteed yield of 41 per cent. 
on the conversion price for a. long period of years, is to be 
preferred to the shorter dated 5 per cent. War Loan by an 
investor who wishes to be saved the inconvenience of finding 
a high yielding security for the investment of his funds at the 
end of a comparatively short period of time, i.e., when the 5 per 
cent. loan matures. 

H the prevailing rate of interest on first class government 
stock works out at approximately 5 per cent., we may regard 
any higher payment for the use of capital as gross interest, i.e., 
as including certain of the other elements in addition to pure 
interest. As a general rule the most important factor is the 
question of risk-both the risk of not obtaining an adequate 
yield and the risk of loss of capital--and a. perusal of the financial 
columns of a newspaper will generally afford some illuminat
ing examples. The rates of interest paid for the same kind 
of investment in industrial concerns of similar class tend to 
the same level. Approximately the same yield will be obtained 
respectively from debentures, from ordinary shares and from 
preference shares of industrial firms of the same class. The 
rates of interest will be higher on ordinary shares than on 
preference shares, and higher on the latter than on debentures, 
the difference in each case being due to the difference in 
security, i.e., to differences in the degree of risk. For example, 
at the time of writing the preference shares of a. first cl&.8S 
industrial organisation, such as Courtaulds Ltd. or the British 
American Tobacco Company, should yield about 51 per cent. 
per annum, whereas the ordinary shares of similar concerns 
should yield the investor about 61 per cent. per annum (i.e., on 
the market or quoted price and not on the nominal value). The 
difference of Ii per cent. is almost entirely insurance against 
the greater risk in the case of ordinary shares, which rank after 
preference shares in their rights to profits and capital. The 
play of. competition tends to equate the rates of gross interest 
for firms of equa.l repute and of equal financial strength. So 
important is this factor that it is possible to judge the market 
estimation of the strength of a concern by a simple comparison 
of the yields on its various cla.sses of shares with the yields on 
similar shares of other industrial nndertakings. 
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The Problem of Interest. 
In considering the question of interest on capital as an 

element in distribution, we are confronted by three main 
problems: (1) Should interest be paid 1 (2) Why is interest 
paid 1 (3) How is the rate of interest determined 1 

The question as to whether interest should be paid is partly 
'80 moral one and involves other than economic considerations, 
so only a brief reference is necessary to the problem which 
has been much debated for many centuries, and in respect of 
which there is no unanimity even to-day. For. a very long 
period the prevailing view was that any exaction of interest 
from a borrower was unjustifiable, and in ancient and medireval 
times the Church supported this idea. by forbidding usury or I 

the lending of money at f,nterest. This attitude was based in 
the first place on the fact that in those periods there was little 
employment of capital for productive use, and consequently there 
was little evidence of the gain which accrued from its employ
ment. Secondly, the actual nature of moneylending operations 
was sufficient to bring them into disfavour: on the one hand 
were persons in distress who were compelled by circumstances 
to seek assistance, and on the other hand were the wealthy and 
generally oppressive moneylenders. The fact that the latter 
frequently belonged to a non-Christian nation (such as the Jews) 
helps also to explain much of the harshness and bitterness with 
which they were regarded, but there is little doubt that the 
unpopularity of moneylenders generally, and the unpopularity 
of the business which they conducted, were well-merited by 
reason of the exorbitant rates which they exacted. These were, 
as a rule, quite out of proportion to the real value of the 
economio service rendered, and were in many cases so high as 
to bring ruin to the borrower. 

The development of industry and commerce, and the con
stantly growing need for capital as an instrument of production, 
brought a gradual change in the opinions of men regarding the 
payment of interest. The great objection to usury and money
lending was based chiefly on the fact that it was so frequently 
resorted to in consequence of want, distress, or prodigality, and 
under such circumstances that the lender could impose oppres
sive . terms on the borrower, and frequently obtain a baneful 
influence over him. In time, however, it came to be recognised 
that a. properly conducted business transaction for the loan of 
money for business purposes was of advantage to both .parties, 
and, in fact, usually more be~ficial in the long run to the 
borrower than to the lender. ,And while, on the one hand, 
borrowers for business purposes could give adequate security 
and thus lessen the risk of the transactions, on the other hand, 
lenders came to recognise that their business would increase if 
reasonable rates were charged. Thus we find that interest was 
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charged and paid for commercial purposes in spite of the la'!J 
and the Church, and in spite of popular opinion, and eventually 
it became recognised in all progressive states that the loaning of 
capital and the payment of interest were necessary transactions 
in the business world. 

Socialist Views on the Legitimacy of Interest. 
But although the older objections to the payment of interest 

on loans of capital have tended to disappear with the march 
of progress, socialist writers in more recent times have attacked 
interest from other points of view. In fact, writers such as 
Karl Marx and Rodbertus have gone so far as to characterise 
the taking of interest as robbery and theft. They base this 
view on the idea that the concentration of capital in the hands 
of capitalists is the result of a cumulative process of 8poliation 
or exploitation. Capital, they maintain, is the result of saving 
out of the proceeds of the labour of others-chiefly wage-earners 
-and all great fortunes have been accumulated by the illegiti
mate appropriation of the product-the .. surplus value "-of 
this labour. Consequently, they hold that if capital is the result 
of spoliation, interest thereon cannot be justified and is in fact 
a form of theft. 
. In connection with this view we may refer to the explana
tion given in Chapter 16, on the Nature of Distribution, that 
we are concerned with the reward which accrues to capital as 
a factor in production, and not with the justiQe or injustice of 
the individual control of that factor. The economist maintains 
that capital will yield interest as a result of being productively 
used whether it is owned by individuals, by corporations, or by 
the State itself. Even if all the capital in the country were 
owned by the State, interest would still accrue as a result of the 
productive employment of that capital. Therefore the owner
ship of capital cannot affect the fact that it earns a return in 
the form of interest, and consequently the socialist objection 
to the control of capital is Qot a valid objection to the payment 
of interest for the use of capital in production. 

In spite of the objections of socialists and their endeavour 
to institute a change, the system of private property exists 
and is maintained in most countries, and, as we have already 
noted, is attended by very material advantages. If we are 
prepared to recognise that capital is an essential factor in 
production, then it appears reasonable to infer that nothing 
should be done which would tend to interfere with the adequate 
supply of that factor. The inducement to possess capital 
depends essentially on the recognition of private ownership and, 
as we shall see later, on the possibility of obtaining an income 
from accumulated capital in return for its use. Therefore, so 
long as private ownership is recognised, it is clear that some 
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reward in the form of interest must be paid if the services of 
capital in production are to be continued and encouraged, and 
it must be left to competitive forces to determine that the rate 
of remuneration of capital is not in excess of the economic service 
which it renders. 

Not only is interest int;vitable and its payment justified, but 
the rate of interest also performs an important function in the 
economio system in that it discriminates as to the demand for 
capital. The rates paid in different industries indicate the 
intensity of demand for capital in those industries. Hence 
differences in the rate of interest ensure the efficient use of capital, 
and the development of those branches of industry which aim at 
satisfying the most urgent needs of society. 

In leaving this controversial problem, we may note finally 
that although the payment of interest is now general and is 
usually regarded as justifiable, nevertheless many civilised 
societies find it necessary to restrict moneylending operations 
in order to prevent the undue oppression of the needy and the 
prodigal. In our own country, for example, the courts are 
empowered by legislation to set aside contracts for the payment 
of interest on loans, if the evidence shows that in view of all 
the facts the arrangement is harsh and unconscionable. 

Why Interest is Paid-A Reward for Service. 
It is now generally agreed that interest is a payment made 

for the use of capital; it is a reward for services rendered in 
production by the third of the essential factors. People pay 
interest becau!l.e they receive a necessary service in return and 
beoause this service would not be forthcoming unless a reward 
were paid for it. By payment of interest they obtain a com
mand over wealth and over all the utilities and satisfactions 
which that wealth can command. Interest is not merely a 
payment for the loan of money :nt is a. payment for the 
temporary control of capital in generaZ-of all the physical 
and material things for which that money can be exchanged. 
Interest is in fact a. payment for the. use of the goods of others . 
.. If it were just as convenient to supply the capital goods in 
the first instance, the business man would rather have it so. 
And if capital could be so lent and borrowed, men could not 
have fallen into certain of their present wrong views of interest ".1 

But interest is not paid for the mere object of being able to 
control goods. The time has passed when loans were made 
chiefly to assist the spendthrift, the needy, and the distressed. 
To-day most capital is borrowed in order to assist the production 
of further capital. The borrower is content to pay for the service 
because he anticipates that the return which will accrue from 
the use of the capital will more than compensate for the charge 

I Ely and Wioker. Elementary Prtmtplu 0/ EC07&Omlu. p. 342. 
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made by the lender. "Interest is paid for the use of capital 
because the capital is productive; it enables its user to produce 
more than he could without it, and out of his additional product 
interest is paid.:,11 

On his part the lender of capital expects to receive a payment 
because, in the first place, he knows that the use of his capital 
by the borrower should result in an accession of wealth, and 
he expects to share in that increase, for if his capital were not 
loaned he could himself apply it for productive purposes and 
benefit thereby. Secondly, a lender expects to be compensated 
for being deprived of a part of his wealth and of the immediate 
satisfaction for which he could, if necessary, exchange that 
wealth. In the third place, a capitalist must have some induce
ment to save up wealth for future use: he must have some 
incentive to sacrifice the present enjoyment of his wealth for 
the sake of an anticipated future enjoyment. Interest is, 
therefore, a payment which society must make in order to induce 
people to accumulate wealth and in order to dispose them to 
loan that wealth for the use of other!:l 

How the Rate of Interest is Determined. 
The explanation in the preceding paragraphs enables us to 

see that the supply of capital for productive or other uses is a 
service that must be paid for. The value of that service is 
usually expressed in terms of a percentage per annum on the 
amount lent, and, as in the case of all other values, the rate of 
interest or the price of capital is determined by the relation 
between the demand for capital and its supply. 

THE DEMAND FOR CAPITAL comes from all those who can 
employ that capital with advantage, or with anticipated 
advantage, to themselves-from traders and manufacturers, 
private individuals and business people, from local authorities 
and from the State itself. As in the case of other commodities 
and services, the intensity of the demand for capital depends 
on its utility to the borrower, and is subject in the long run to 
the operation of the law. of diminishing utility. The greater 
the supply of capital available, the less will the borrower be 
prepared to pay for its use. (A rise in the rate, therefore, reduce8 
the effective demand, while conversely, a fall in the rate tends 
to increase the effective demand, so long as an advantage can 
result from the use of capita1 

THE SUPPLY OF CAPITAL is derived from those who have 
accumulated capital as a result of the surplus of past production 
over consumption, and, as has been explained already in Chapter 
9, the amount of the supply depends on two factors: (a) the 
power to save, and (b) the will to save.' Generally speaking, an 
adequate supply of capital will not be forthcoming unless an 

1 Clay, Economiu lor 1M Oemral Reader, p. 344. 
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adequate inducement is offered, and that inducement exists 
in tlie rate of interest which is offered for the use of capital. 

'l1!e rate of jDterest...thu.s....De~ILg~IJ!and aruL!!..ppply. 
If suppl~ is limited and demand strong, t~J~W wilL increase. 
Converse y an excess of loaiiible capital in relation to demand 
results in competition among capitalists to utilise their wealth 
and causes a fall in the price which is offered and accepted. 
These factors are in operation from day to day on the money 
markets of the world, and instances of the close dependence of 
interest rates on the supply of loanable capital can be gleaned 
without difficulty from a perusal of the :Money Article in the 
daily press. In periods of trade activity the demand for capital 
is intensified, and rates of interest generally tend to harden, 
i.e., to rise. Conversely, interest rates are usually at a low level 
in depressed times when capital cannot find employment, and 
supply is in excess of demand. 

But although the accumulation and supply of capital are 
materially influenced by the prevailing rate of interest, we must 
note that a large part of the supply of capital is accumulated 
independently of interest. People with very large incomes must 
save unless they are prepared to spend recklessly or to give 
away much of their surplus, and in such cases capital will be 
saved and may be lent to others even thDugh there is but little 
or no inducement in the way of an anticipated return. 

THEORIES OF INTEREST. 

Weare now in a. position to consider in greater detail the 
economio bases which underlie the payment of interest on 
capital. We have seen that in 80ncient and medireval time~ 
much controversy centred around the payment of interest, but 
that eventually it was tolerated and finally approved 80S com
merce developed. But the disappearance of the old controversy 
did not solve the problem as to the economic cause of interest, 
and several theories were put forward by economists from time 
to time in an endeavour to explain the nature and 8omount of 
interest on capital. Further, although we have considered the 
general aspects of the demand for and the supply of capital, 
we have yet to analyse the economic principles which determine 
that demand and supply, and therefore the rate of interest. 
This we can do by considering the important theories of interest 
which have been advanced from time to time . • 
The Productivity Theory of Interest. 

The older economists considered that capital is productive 
of interest in just the same way as land is productive of crops. 
They held that interest exists because it is the nature of capitaJ 
to produce a value in addition to its own value, and that this 
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addition to value is interest, t.!t.e amQunt_ of which depends 
entirely;.on the_productivity of the capital cqncemed. Pro
ductiVlty in this sense is not to be understood in the sense 
applicable to capital invested in a herd of cows or in a flock 

..,pf sheep, which increase naturally in numbers and in value. 
I The meaning intended was that productivity which results 
when labour i8a88i8ted by capitaU A net enables a fisherman 
greatly to increase his productiveness, while a farm labourer can 
produce far more with the motor plough and mechanical reaper 
than with the hand plough and the scythe. 

The productivity theory possessed the advantages of sim
plicity and apparent truth, and for a long period it was accepted 
as an adequate explanation of economic interest. But although 
it offers a reasonable explanation of the demand for capital. 
in so far as demand will necessarily increase if productivity in
creases, it is open to many objections, most of which need not 
be considered here. We may note, however, that if productive
ness were the pJime determinant of interest, then interest (i.e., 
puteiliterest) on capital' should vary with that productiveness, 
whereas we know that net interest in the same community tends 
to equality, and tends also to fall as society progresses and 
capital becomes more efficient and more remunerative to its 
users. Again, if capital enables the labourer to increase his 
output, can the extra productivity be ascribed to capital-to 
the material objects used by the labourer--or to the labourer 

~
self 1 Furthermore, the productivity theory of interest 

offers no explanation of the payment made for consumption 
l~s, such as those obtained and used by" a s~ndth..rjlt. for 
capItal in such cases cannot be regarded as prOOuctlve. 

~he Abst.~nence Theory of Interest. 

The Productivity Theory attempts to explain interest chiefly 
from the side of demand; it is an attempt to show why interest 
i8 paid by those persons who desire to obtain the control of 
capital. But as was pointed out in the foregoing paragraph, 
it does not go far enough. It is of no more use as an explanation 
of interest than the statement that "wages are paid because 
labour is productive" is an explanation of wages. Later 
economists endeavoured in the Abstinence Theory to show why 
interest must be paid to owners of capital if supplies of capital 
are to be forthcoming. 

The exponents of this theory maintain that interest is th' 
reward for abstinence or waiting, i.e., for abstaining from the 
immediate consumption of capital and saving that capital for 
future use or enjoyment. The term "abstinence" in this 
connection must not be understood to imply suffering or hard
ship-clearly no great sacrifice is involved when a wealthy man 
saves part of his income-it means merely that one consumes 
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less than one has power to consume, i.e., that expenditure is less 
than income. nnterest, it is said, is a. p~ made in order 
to i:oduce. that surplus. of.p!:!>_ductio:q _QV~r..consumption which 
is necessary-iftne supply of capital is to be maintai,nedJ 

The -AD8tfue~ce Theory has been much criticised because it 
is based on the assumption that a. purely negative act or a simple 
a~!j~I:1tion canpro.duce something (see page 118, ante), and also 
because it fails to g!ve a~~!lt!on to the important factor of 
~uctiri.t,j;-wliicfi, - although not the sole determinant of 
interest, cannot be altogether neglected. It is clear that if 
capital were not productive, there would be no demand for it, 
and consequently nothing would be paid for the abstinence. 

But in spite of its incompleteness, the theory is important 
in so far as it indicates clearly why interest must be paid if a 
supply of capital is to be forthcoming, and the conception of 

[abstinence or waiting, like that of productivity, must, therefore, 
be regarded as one of the determinants of the rate of interest 
accruing to capital. As society progresses the demand for capital I 
constantly increases, but its supply is by no means capable of 
unlimited expansion, and the amount of capital which would 
be forthcoming from those fortunate persons who have so much 
that they find it easier to save than to spend is but a small part 
of all the capital that is demanded. Hence some inducement 
must be offered so that the necessary capital may be saved and 
accumulate1J I 

The amount of interest that is offered by lenders will depend 
on the productivity of capital, and we may conceive that in order 
to bring forth a sufficient supply of capital, gradually increasing 

. rates of interest are offered. For every given amount of capital 
supplied, there will be some part derived from investors who 
would save in return for a. very low yield or who would save 
even if no return at all were forthcoming. But as demand 
increases, the rate of interest must be sufficient to induce the 
most unwilling conu;.butors of the supply to bring their capital 
on the market. 1 Such contributors may be described &8 

.. marginal investors "-they a.x:e on the margin of doubt as to 
whether the satisfaction represented by the rate of interest 
offered is a sufficient compensation for the effort of abstinence 
or waiting involved in accumulating capital. To obtain the 
necessary supply such marginal investors must be satisfied by 
the rate paid. Consequently, the rate of interest tends to be 
determined at the point where it just repays the sacrifice involved 
b the marginal investment, for the rate which is paid to the 
marginal investor determines the rate paid for all the capital 
on the same market. At this point also the rate of interest 
must approximate to the Jllarginal productivity of the capital 
applied in production, for those who require capital will give 
no more than thi~ 
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The Austrian Theory of Interest. 
The foregoing analysis shows that the rate of interest is 

ultimately governed on the side of supply by the marginal 
investor. It is the rate at which he considers he is sufficiently 
compensated for his abstinence or waiting. But the reasoning 
supplies no explanation of the basis upon which the investor 
estimates the value of his abstinence. The Austrian, or Agio, 
Theory of Interest, associated with the name of Professor von 
Bohm-Bawerk, a leader of the Austrian or Psychological school 
of economists, is an endeavour to penetrate to the root of 
interest, and to discover how the marginal investor estimates 
the value of his abstention from consumption. 

The Austrian Theory maintains that the payment of interest 
arises from the fact that man prefers present satisfaction to 
future satisfaction. Human desire, which is the basis of demand, 
is stronger for things which can be immediately enjoyed than 

• for things in the future, when satisfaction is more remote and 
less certain. Future goods are less valuable than present goods, 
in the same way as we maintain that "a bird in the hand is 
worth two in the bush". Interest is the payment which man 
requires in order to equate future with present values: it is 
the pri~e C!iJime, its cause and its measure is impatience to enjoy 
(Irvillg Fisher). If a man is offered the choice of £100 now or 
a similar certain payment in twelve months' time, he would 
almost certainly choose the present payment. But if he were 
offered £105 in twelve months as against £100 now he might 
choose the future payment. His decision would depend on 
whether the "waiting" would be recompensed by the extra 
payment of £5. rrhis amount would be, in fact, a compensation 
for the postponement 01 8atisfaction, and the estimation by the 
investor of the value of this postponement determines the rate 
of interes~ 

The tlieory here explained is sometimes described as the Agio 
Theory, from the fact that the interest or agio measures the 
difference between the value of present and of future goods of 
like kind and like amount. Interest is the rate at which future 
satisfaction is discounted in the present. An excellent illus
tration of this statement is the discounting of first-class bills, 
to which no appreciable risk applies. The rate of discount in 
such cases is a close measurement of the degree to which the 
present "Control of capital is preferred to its control at some 
time in the future. 

The supply of capital thus depends on the general estimation 
of the difference between present and future goods. This esti
mation varies greatly according to the nature of the individual 
-whether he be provident or extra.vagant, prudent or rec~ess 
-and also according to the wealth of the individual. Generally 
speaking, the poorer a man the greater his estimation of present 
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values in relation to future values. If in a certain community 
this general estimation of the present as compared with the 
future is low, then a low rate of interest will be sufficient to 
attract such capital as is demanded. If through general im
providence or recklessness, the estimation of present goods is 
high, then a high rate of interest must be offered to induce any 
saving. An<!Jor fnX. give-atUQ!IDUlf c..apital~_quired. the .ra.te 
?f pt~~~~! _ S~Cl~~~_ to attr!l£t_th~ _E?-.,:~~al inv_~~~r ; 
m otlier words, the estlriiatlOn 6fthe margmal IDvestoruetermmes 
the rate which must be offered for the whole of a. given supply 
of capital. 

It must be understood, however, that there is no simple 
relationship between the prevailing rate of interest and the 
supply of capital. In most cases it is true that the higher the: 
rate of interest offered the greater will be the supply of capitat 
which is forthcoming, but when the object of saving is to provide 
a given income for the future, then obviously the higher the rate 
of interest the less the amount which must be saved. Never
theless, the first tendency is undoubtedly the stronger in practice, 
and the general principle is therefore that the rate of interest 
and the supply of capital vary directly with each other. --

Summary of Conclusions regarding Interest. 
The Austrian theory is now regarded as a fairly true explana.

tion of the reason for interest, but it is defective in that it em
phasises too FtttIUhe supply side .and a~taches too li~tle 
importance to be _ " uenc:e __ C?L~~m.!l-~d. Interest is paid not 
mereTyl>eCaUset.Tle lenner must be inouced to lend, but because 
the borrower is willing and able to pay for the accommodation. 
The theory does, however, explain fully the basis upon which 
the marginal investor estimates the value of his abstinence, and" 
by combining it with the Productivity Theory, we can arrive at 
a reasonably complete theory of interest. We may summarise 
oll!..Ponclusions as follows :-

I Capital is a necessary factor in production, and by its use 
production is increased and a "surplus value" is created. 
Among producers there is therefore a demand for capital, and 
they are willing to pay for it because its use is profitable to them. 
Capital is also required for .. unproductive consumption", and 
people who require this service are not only willing to pay for 
it, but also must pay for it, otherwise the lenders would confine 
their loans to producers only. . 

Under the present social system most capital is privately 
owned, and so long as private property. exists capitalists will 
expect to share in the advantage which results from the service 
rendered by the capital borrowed from them. The stock of 
capital depends essentia.lly upon the power to save and the will 

" to save, but accumulation, i.e., the 8Upply of capital. is materia.lly 
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influenced by the share of the produce of industry which capitalists 
may expect, Le., by the rate of interest which those who use 
capital in production are prepared to offer. 

The rate of interest is the price of capital, and is determined 
like other values by the relation of demand to supply. The 
demand for capital, like the demand for other things, is subject to 
the law of diminishing utility, and the greater the stock which 
anyone has the less the utility he derives from additional 
supplies. Thus, in the long run, demand for capital for pro
ductive uses is determined by its marginal productivity, i.e., by 
its marginal utility to the entrepreneur as measured in terms of 
the product. We cannot say how much of the product is due 
to those who lend capital but we can measure the difference 
made in the productive output by the use of a little more or a 
little less capital. On the other hand, supply in the long run is 
determined by the estimation by investors of the value of present 
as against future goods, and the supply price of capital tends to 
be the measure of the estimate of the marginal investor, i.e., the 
investor who is just induced to bring forth his contribution in 
order to make up the necessary supply. Just as the price of 
anything in the long run must be enough to compensate the 
marginal producer, so must the normal price of capital be 
sufficient to compensate the marginal investor. 

Thus there is an equation of the demand for and the supply of 
capital as there is of other commodities and services. Ultimately, 
\the rate of interest is fixed at the point where demand and supply 
\tre balanced, and at which the widest use of capital is made 
possible under the prevailing conditions. At this point the 
marginal productivity of capital, as measured in money, tends 
to equal the monetary estimation of present as against future 
goods in the mind of the marginal investo~ 

Reasons for the Existence of Differin~ Rates of Interest. 
The foregoing explanation refers to the determination of pure 

interest, and has no bearing on the determination of the other 
elements which constitute gross interest. Pure interest-the 
price of capital-is determined, like all other prices, by the 
operation of the fundamental law of value. According to this 
law there should be only one price for all caphal in the same 
market, and as a general statement this is true. Any portion 
of capital is just as useful to a borrower as another, while the use 
to which capital is put is, generally speaking, a matter of in
difference to the lender or investor. In England pure interest is 
approximately that paid by the State on those of its loans which 
are most convenient to the borrower, a.nd, as we have stated 
previously, the excess or deficiency of any existing rate a.bove 
this may be attributed to one or more of the other elements 
mentioned above. 
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In discussing markets we stated that the market for capital 
is the nearest approximation to a perfect market; it is in fact 
world-wide, and there may be said to exist only one price for the 
commoditY-<lapital. That price is the rate paid in the most 
progressive State-such as Britain-for loans on undoubted 
security, and rates in other countries tend to be measured by 
such a. standard, any excess or deficiency being accounted for 
by the presence of the other elements mentioned. Thus rates in 
uncivilised countries and in backward communities are much 
higher than the minimum, because the elements of risk and of 
inconvenience are much greater. The newer the country the 
less is the stability of economic institutions and of economio 
relations, and the greater the possibilities of revolutionary 
changes in the existing business and social order. All such 
factors must very materially influence a marginal investor in 
determining the rate which he will consider adequate to induce 
him to invest his capital and to cover his risk of loss. 

Differences in rates of interest have been attributed also to 
the natural hesitation or disinclination of an investor to place 
his capital in foreign investments. Goschen estimated that this 
.. disinclination of capital to emigrate" could be evaluated at 
two per cent. per annum, but it is obviously not a matter which 
can be reduced to any such specifio statement. It is well known 
that English investors are far more ready to invest their savings 
in foreign stocks than are the investors of any other nation. 
In fact, the sucoess with which London has been able to maintain 
her reputation as an international financial centre when strongly 
challenged by New York during the recent difficult period 
may be attributed chiefly to the greater willingness of British, 
as compared with American capitalists, to invest abroad. Again, 
it is clear that the investor would require. a. much higher rate 
to induoe him to invest in a backward or revolutionary country 
than in a progressive and stable country. r.thus the attractiveness 
to investment is far greater in the case of some foreign states 
than in the case of others.\ 

The attitude of investors is therefore a. very important factor 
to be taken into account by those responsible for raising capital 
for industrial and other purposes. Indeed the psychological 
influence ~ probably more important at any moment than any 
other factor as a determinant of the rates which are offered and 
paid to tempt the investing public. 

Interest and Profits. 
In a later chapter we shall disouss profits-the Share of the 

product of industry which accrues to the entrepreneur. Interest 
and profits must be clearly differentiated, but we need not 
oomplioate the issue at the present stage by explaining the 
difference. It is, however, necessary to understand that the 

tJ 
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existence of a proportion of profits in the return on invested 
capital-i.e. dividends-is frequently the reason for differences 
in rates of so-called interest. In the analysis of gross interest 
no element termed profits was included, because the nature of 
profits is in no sense similar to that of interest. But in comparing 
the return from two investments it is necessary to decide whether 
that return represents interest to a capitalist or profit to an 
entrepreneur. The distinction will become clearer after the 
question of profit has been considered, but we may note here 
that the ordinary shareholder in a business firm is an entre
preneur rather than a capitalist-he is a kind of sleeping partner 
of the entrepreneur and bears much of the risk of the undertaking. 
Consequently the returns .to ordinary shares vary considerably 
in the same way as profits, and to a much greater extent than 
rates of interest, Furthermore, like the entrepreneur, the 
shareholder may get no return or he may lose all his capital; 
on the other hand, he may receive a substantial reward in the 
form of bonuses and dividends. 

Dividends on Preference Shares and Debentures. 
In these cases the element of interest predominates, but the 

return rarely consists of pure interest on capital. The return on 
debentures is usually pure interest with the addition in some 
cases of a proportion for insurance against risk, the latter increasing 
with the decrease in the financial soundness of the concern. 
The return on preference shares is normally higher than on 
debentures; in the first place because the seC1¢ty is lower 
(debentures rank before preference shares in the liquidation 
of a company), and secondly, because preference "interest" 
frequently contains a proportion of profit in addition to interest 
and insurance. 

Pure Interest and Discount. 
The distinction between interest and discount is explained 

elsewhere in this book in the discussion of the money market, 
but it is advisable to emphasise again that in the foregoing 
paragraphs we have sought to determine the economic basis 
for interest on capital, i.e., goods, as distinguished from discount, 
or interest on loan money which is immediately available to 
.discharge obligations. By carefully keeping in mind this dis
tinction we can appreciate without much difficulty why discount 
rates in particular money markets may fluctuate within wide 
limits, and also vary greatly as between one market and another, 
while the rate of pure interest remains practically unchanged. 
The reason is to be found in the changing relations of demand 
and supply of . loanable money that is immediately available in 
the various markets. The supply of such money depends on the 
st!\.te of the banking reserves and on the conditions of credit 
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in each market; consequently, changes in discount rates may be 
frequent and considerable in anyone market if the determining 
factors change appreciably. For these reasons we may find 
a. wide margin between ruling discount rates on the London 
and New York markets while the relative pure interest rates 
are practically stable. The .discount rate may be likened to 
" market price" and the interest rate to " normal price ". 

The Effect of Progress on the Rate of Interest. 
On first consideration it would appear that the rate of interest 

would tend to increase with the constantly increasing demands 
for capital which inevitably result from the social and economic 
progress of the community. But all evidence points in the 
opposite direction. In spite of the continuous demand for 
capital for industrial and commercial purposes; in spite of 
the widening use of capital in unproductive consumptioJ1 for the 
satisfaction of ambition and the desire for leisure, comfort and 
endless new wants; and in spite of the periodio destruotion of 
muoh capital by war, disorder and natural calamity, wealth in 
all its forms tends continually to inorease. The constant im
provements in productive methods, the ever growing efficiency 
of industrial organisation, and the greater appreciation of the 
advantages of saving, increase the volume of production and 
thereby create a surplus which i.e more than enough to com
pensate for the extra wastage of capital from the operation of 
other causes. 

Thus in all u,dvanced communities the rate of interest tends 
continually to fall, and the reward for saving tends apparently 
towards a. minimum. This tendency is accentuated by the 
greater desire to invest capital than formerly existed. Whereas 
the accumulation of wealth in former times resulted in the 
hoarding of money, chiefly in the form of gold; the spread of 
knowledge has brought home to the multitude the advantages 
of saving and investment, and has thus considerably extended 
the sources of productive capital. In other words, the marginal 
utility of capital, and hence its demand price, has fallen with the 
increased supplies' of capital which are available under modem 
conditions. The rate of interest cannot fall to zero, however, 
because if no return to invested capital is .forthcoming people 
will spend their surplus on immediately consumable goods 
and leisure wtead of saving. 

These facts concernmg the fall in interest apply equally to 
gross interest as well as to net interest, for while the fall in the 
latter must generally occasion a. fall in the whole of which it 
forms a. part, there is a tendency also for the other elements in 
gross interest to fall, and particularly the proportion attributable 
to risk. The greater security of society as a. whole, and the 
greater protection of the investor, tend to lessen the possibilities 
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of loss and thus to decrease the margin demanded by the investor 
to cover himseH against such possibilities. 
. Clearly, the tendency for the rate of interest to fall must 

have important ultimate effects on distribution. On the one 
hand, it tends to reduce the aggregate amount of wealth in the 
hands of the moneyed classes, and lower the income they receive 
from invested capital. In so far as these classes will endeavour to 
maintain their capital and income at former levels, falling interest 
rates will encourage saving, although this will be rendered more 
difficult by the reduction in incomes. On the other hand, the 
reduction in the cost of capital used in industry leaves a greater 
margin for distribution to the other factors, labour and organisa
tion, while to the extent that cheaper capital lowers production 
costs, prices will fall and the community as a whole will benefit. 

Interest and Rent. 
It will be evident from the foregoing that interest differs 

essentially from rent, for while the latter tends to rise with the 
progress of society, interest tends to fall. This is due to the 
important fact, already noticed, that capital tends to increase, 
whereas land is limited and yields a. greater return as it is 
cultivated more intensively. Consequently, the return to land 
as a whole tends to increase with the progress of society and the 
increase in human wants. 

. In other directions also marked differences may be noted. In 
the first place the rate of pure interest tends to equality, whereas 
rents differ considerably according to differentia.! advantages of 
fertility and of situation. Secondly, the amount of rent is 
determined by the existence of no-rent land, whereas it cannot 
be assumed that certain portions of capital bear no interest. 

Although, as we have emphasised, interest is paid for the use 
of capital goods, the loans are actually made in terms of monetary 
capital, and to the lender anyone portion of such capital is just 
as good as any other portion. It is conceivable that a. millionaire 
may be willing to lend part of his ca.pital free of interest, but 
such capital is just as useful in production as that of a. marginal 
investor, whereas no-rent land earns no remuneration because 
it yields no surplus over the amount of produce raised thereon. 
Consequently, if we are to assume free competition, we must 
conclude that the whole of the supply of capital earns an equal 
rate of net interest, and, if this is not the case, the absence of 
interest is to be attributed either to accident or to miscalculation. 

Interest and Changes in the Value of Money. 
A further important result follows from the fact that loans of 

capital are always expressed in terms of money, and that the 
return or income on the capital is also so expressed. 
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In a. 1a.ter chapter it will be shown that the prices of com
modities as measured in money are subject to change. One 
hundred pounds in money would purchase in 1919 only one
half of the commodities that could be purchased in 1913 with 
the same sum, i.e., prices had risen and the value of money had 
fallen. Clearly, therefore, a.. capitalist who anticipa.tes such &. 

fall in the value of money will require a greater inducement to 
save than if he could assume that prices would remain steady 
or move to his advantage, i.e., fall. Thus the supply of capital 
tends to fall if prices tend to rise, unle88 intere8t also ri8e8 and 
recompense8. the capitali8t lor the greater "price 01 time". 

Generally speaking, interest rates will rise if prices tend to 
rise, because there will be &. demand for ca.pital from producers 
anxious to extend their operations in order to benefit from the 
increased prices. The tendency of prices to rise thus results in 
the greater estimation of present goods as compared with future 
goods, in accordance with the Austrian Theory previously 
explained, and so tends to raise the rate of interest. 

This close relationship between the general level of prices 
and the rate of interest will be more fully understood when the 
question of the Mechanism of Exchange, discussed in later 
chapters, has been considered. . 



CHAPTER 20 

THE DETERl\IINATION OF PROFITS 

So far our enquiry into the system of Distribution has shown 
us how three of the factors of production are rewarded for their 
contribution to industry. We have seen three important shares 
taken from the product, in the form of rent, wages and interest. 
One last claimant remains-the entrepreneur or organiser-who 
is responsible for bringing together the other three agents and 
who undertakes most of the risk of loss attaching to the enterprise. 
The share of the entrepreneur is designated profits, a compre
hensive term which it is necessary to analyse with care, in the 
same way as we have analysed certain of the other terms 
hitherto considered. For the present we may regard profits 
as the share of the product of industry flowing to the owners 
of a business, and consisting of the excess of receipts over 
expenses. 

The functions of the capitalist and of the entrepreneur were 
not clearly differentiated by the older economists, and they 
did not therefore regard profits as a distinct share of the product 
of industry. They nevertheless recognised that some element, 
in addition to net interest on capital, was included in the gross 
profits which accrued to the employer responsible for the direction 
of the enterprise in which his capital was sunk. This element 
they called" wages of superintendence and of management ", 
regarding it merely as a form of wage payment to the employer 
in return for his special form of labour in managing and in 
organising the concern. 

Profits the Reward of the Entrepreneur. 
It was left to the American economist, F. A. W~Jker, clearly 

to distinguish between the functions of the entrepreneur and 
of the capitalist in modem industry. He showed that the 
possession of capital is by no means the only qualification for 
employing labour and for instituting production. In his view 
the entrepreneur need supply none of the capital, although he 
very frequently contributes a considerable proportion of the 
capital invested in the enterprise for which he is responsible. 
On the other hand, Professor Walker pointed out that the con
tribution of the entrepreneur to production, in the form of 
technical skill and administrative ability, the assumption of 
responsibility and the general institution and control of the 

110 
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industrial machine, is to be clearly distinguished from labour 
of any kind. Further, he maintained that the reward which 
accrues to the entrepreneur in the form of the balance of the 
product, after the payment of rent, interest and wages, is 
determined quite differently from wages. He regarded profits 
as being of the same genus as economic rent, and showed that 
the rate of lrofit was determined in much the same way as the 
J;'ent of Ian. 

In the development of the theory it is, first of all, pointed 
out that success in business is due either to the exceptional 
abilities or to the exceptional opportunities of the entrepreneur, 
and mote frequently to the former. But the range of ability 
among entrepreneurs, as -among any other class in society, is 
very wide, and varies from the rare ability of a Carnegie, 
Leverhulme, or Stinnes, through the medium and numerous 
grade of successful employers, to the lowest class, consisting 
of " men of chequered fortunes, sometimes doing well, but more 
often ill ", and living from day to day on the verge of bankruptcy. 
Corresponding ~o the varying degrees of ability we have different 
degrees of success. In the highest ranks success is remarkable, 
and rewards are magnificent. At the other end of the scale are 
the unfortunate employers who earn only a bare subsistence, 
and are enabled just to meet expenses and to keep their heads 
above water. 

At this point, where success is scarcely better than failure, 
profits are at a minimum; we 'may, in fact, regard such business 
men as the no-profits or marginal class of entrepreneurs, and 
from this low point upwards we measure profits. As the 
ability, foresight and courage of the entrepreneur increase, so 
does his reward in the form of profits become greater, and at any 
particular point the amount of profit is proportionate to the 
superiority of the abilities of the more capable employer over 
those of the employer at the margin. rProfits are, in fact, the 
additional wealth created as a. result of the superior abilities 
of the entrepreneur: they are a true rent oj abilitUJ 

" Profits form no Part of Price". 
In accordance with the general la.w (if value, there can be 

only one price for equal portions of the same product in the 
same market at anyone time, and, in the long run, that price 
is fixed by the expenses of production of the marginal employer. 
If price were lower than this, the marginal employer (whose 
receipts just cover expenses) would be driven out of production; 
if price were higher, the marginal or no-profits employer would 
obtain a. profit and a. lower grade employer could begin or resume 
productive operations. Thus the same pric~ is obtained for 
their products by the superior employers as by the no-profits 
class, and consequently the profits of the former can form 
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no part of that price. r Such profits arise because the superior 
entrepreneurs, by reason of their greater abilities, can produce 
at a lower expense of production than the marginal employers, 
and the rate of profi~Js proportionate to th~ differential ad
vantages enjoyed by each superior employer over the employer 
at the margin.J If the demand for the product is so great that 
its price rises and a very low grade employer is enabled to 
continue producing, then the differential gain or profit of the 
superior classes of employers will be considerable. And with 
every increase in price the gain of the superior employers tends 
also to increase, for not only is the margin lowered, but also 
they are enabled to have recourse to the greater advantages of 
production on a large scale. 

The Analogy of Profits to Rent. 
The foregoing explanation should have impressed the reader 

with the close analogy between the determination of profile 
and of rent. As rent arises from differential advantages of 
fertility or situation, so do profits arise from differential ad
vantages of ability or opportunity. And as the amount of rent 
is measured upwards from the no-rent land, so is the level or 
rate of profit measured upwards from the no-profit class of 
entrepreneurs. Accordingly, if Professor Walker's analysis is 
accepted, no part of profit can enter to determine the price of 
the product, for that price is determined by the cost of pro-·· 
duction of that part of the supply which is obtained from the 
marginal producers. As we shall ·see later, however, modem' 
economists do not accept this theory without some modification .. 

Profits and Wages. 
Socialists in various countries have sought to prove that 

profits are simply a deduction ITerm the produce 01 the u'OTker'lI 
labOUT. For example, Karl Marx endeavoured to show, in 
effect, that profits arise because less is paid to the labourer than 
the real value of his work. The argument depends essentially 
on the acceptance of the labour theory of value already noticed 
(see ante, Chapter 14), but is much too complicated to be 
considered here. It is, however, necessary to note that if the 
foregoing theory of profits is accepted, then profits cannot arise 
at the expense of wages: they cannot be regarded as being 
the result of the exploitation or spoliation of the working 
class. 

To understand this we have but to consider that, if free 
competition is to be assumed, then the rates of wages for the 
same grade of labour in the same industry must tend to approxi
mately the same level. Other things being equal, the superior 
employer will pay the same rates as the no-profits employer. 
Presumably the latter will pay as little as possible, and the 
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superior employer can scarcely pay less. On the other hand, 
the superior employer, if he is assumed to act always in his own 
interest, will not pay more for the same grade ~ labour than has 
to be paid by his less fortunate competitor. ,His profits arise, 
not because he pays his labourers less than they get elsewhere, 
and not because he pays them less than is demanded under the 
existing competitive conditions, but because his superior abilities 
and better judgment enable him to employ labour and the other 
agents of production to better advantage than his inferior rivalsj 
And this does not mean that the labourers have to work longer 
or harder for the same rate of wages: it means simply that 
more efficient organisation permits a greater net return for the 
same outlay and creates a surplus which would not otherwise 
exist. 

Profits a Residuum. 
If the foregoing ana.lysis is correct, it is clear that profits 

are a residual share of the product of industry. They are what 
remains to the entrepreneur after paying (a) rent on any land 
or natural resources used in the undertaking; (b) interest on 
the whole of the capital utilised therein, and (c) wages to the 
labour-force of the enterprise. In such expenses must be included 
rent, interest or wages m respect of any land, capital or labour 
(e.g., in the form of management) supplied by the entrepreneur 
himself. The balance, if any, is ihe reward of the function of 
enterprise. If the employer is of superior ability, and if business 
has been good and his anticipations correct, his share will be 
considerable. If business has been slack-as may be the case 
~th the most capable employers-then any losses incurred 
must, in the long run, be balanced by the profits made in more 
successful years. But the great point to be remembered is that 
if any surplus does remain, it belongs to the employer, and to 
him alone. It is his reward for instituting production, and for 
accepting the risk which is incidental to that production. 

The actual conditions of practical business show that this 
conception of profits is at least a close approximation to the 
truth. The entrepreneur or organiser of a large concern can 
determine fairly accurately in advance what rates he must pay 
for land, capital and la.bour for any given output which he may 
wish to achieve. But his rate of profit is always uncertain:· 
it must reflect. the result of his organisation and his judgment. 
The services of land, capital and labour must be remunerated 
whether profits are made or not i their prices are pre-determined 
and regular, and are generally paid in cash before the results 
of the year's working have been or can be ascertained. .. That 
it is the owners of business who take the chief risks is clear when 
we remember tha.t they have paid for the labour, capital and 
l~nd before the commodity is finished, often before its price 



314 ELEMENTS OF ECONOMICS 

can be known, and if the commodity when made is not wanted 
and cannot be sold, they cannot recover the wages, interest and 
rent expended in the production of it ".1 

The fact that this residue may reach such a munificent pro
portion in the case of employers of exceptional capabilities and 
reasonably good opportunities is the mainspring of modem 
industry, and the force which impels entrepreneurs to great 
effort. Without this incentive to the business organiser, much 
land, labour and capital would remain idle, or at least be employed 
to much less advantage. The greater the efficiency of the various 
factors and of the industrial machine as a whole, the more the 
employer will benefit in the amount of his profit. But the 
greater efficiency of the industrial machine must unquestionably 
be an advantage to the community as a whole, and in this 
respect the interests of the entrepreneur and of the community 
coincide. Thus we may conclude that, within limits, it is to the 
advantage of society that handsome profits should be made by 
experienced and capable men - bankers, traders or manu
facturers - for society as a whole tends to benefit from the 
greater efficiency and productivity of industry which is subject 
to their direction. 

Modern Refinements of the Theory. 
The majority of modern economists accept the essentials 

of the doctrine explained in the preceding paragraphs-that 
profits are of the nature of rent, and determined in a similar 
manner. In recent years, however, a number of refinements 
have been introduced in order to' bring the theory more into 
accord with modern economic conditions. These have been 
postponed until the present stage in order that the reader may 
obtain a clear conception of the basis of the theory of profits, 
but they must now be considered. The first problem has 
already been indicated, and concerns the precise meaning of 
the word profitB. 

The Constituents of Gross Profits. 
The term "profits" in its usual meaning is applied to gr081J 

profitB, i.e., the excess of the receipts of a. business after payment 
of all expenses. It is clear, however, that the method of 
ascertaining profits varies considerably as between one business 
and another, due chiefly to differences in the nature of the 
" expenses" which are or are not deducted before the residual 
profits are determined. Certain of these expenses may be a. 
part or the whole of the rewards due to factors other than 
enterprise, and it is obvious that if they are not deducted before 
the gross profits are determined, allowance must be made for 
them in estimating the pure or net profit which flows to the 

1 ClaY. ECOfIO'I'niu lor tAe General Beob:r. p. 337. 
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entrepreneur in accordance with the foregoing theoretical 
analysis. Among the various elements which may be included 
in gross profits are the following :-

-1. REWARDS DUE TO OTHER FACTORS, i.e., rent of land, 
interest on capital, and wages of labour. Gross profits 
will usually include some or all of these elements in the 
case of businesses wherein the entrepreneur himself supplies 
some or all of the land, labour or capital used in the business. 
Therefore in computing net profits allowance should be made 
for interest on capital and for rent of land owned by the 
employer himself, and if he works in the business either 
as an ordinary worker or as manager, allowance should be 
made for & reasonable wage or salary in respect of such 
services. It is clearly correct that the last allowance should 
be made, for if the services were rendered by & salaried 
manager, adequate remuneration would have to be paid 
for his services. The work thus done by the entrepreneur 
in running the business is to be distinguished from the 
enterprise and organising ability required to set the concern 
in motion and preserve its momentum. No salaried official 
can assume this responsibility. 

2. DEI'REClA.TION .AND MA.INTEN.ANCE CHARGES.-Jf & 

business is to continue and to prosper, its fixed capital in 
the form of buildings and machinery must be kept in an 
efficient state of repair. This involves not only the making 
of necessary repairs as they arise, but also the provision 
for replacements and renewals of worn out and obsolete 
parts. Further, new processes and new machinery must 
be adopted when necessary if the business is to keep pace 
with competitors. Consequently, adequate provision should 
be made out of gross profits to cover these items if no allow
ance has been made for them before the gross profits are 
ascertained. 

3. EXTRA-PERsONAL GAINs.-Modern economists recog
nise that part or possibly all of the profit which accrues 
to some businesses is due, not to the superior abilities of 
the employer, but to n2n-personal c~uses. For example, 
& business may be in possession of monopoly advantages 
over its competitors which enable it to obtain certain 
monopQl!/ gaina, over and above ordinary profits. Again, 
the occurrence of an unexpected event or the conjunction of 
certain unforeseen circumstances may place a business in 
& position to reap additional rewards, described by some 
economists as conjunctural or chance gains, which may, 
to a certain extent-;-he identified with quasi-rent. The 
sudden outbreak of war may greatly benefit & firm with 
& large stock of rifles on hand, while the death of & great 
personage may bring unlooked-for gains to & firm carrying 
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a large stock of black cloth. As such gains do hot usually 
result from any special foresight, ability or enterprise, but 
are quite unexpected, they cannot strictly be regarded as 
pure profits. 

4. PURE OR NET PROFITs.-The balance of gross profit 
which· remains after making the foregoing allowances may be 
regarded as pure or net profit, due to the performance· of 
the strict functions of the entrepreneur. Even here, however, 
a further sub-division is sometimes made into: 

(a) Insurance against Ri8k, i.e., the reward which 
must be allotted to the entrepreneur for assuming the 
risk which is inseparable from all business under the 
system of production in anticipation of demand; and 

(b) Pure Profit, i.e., the reward which accrues to the 
entrepreneur by reason of the fact that his abilities are 
superior to those of the marginal employer whose output 
is necessary to meet the existing demand. 
By some economists the payment for the assumption of 

risk is not regarded as a part of pure or net profit; they 
maintain that it should be classed with the other deductions 
made from gross profit in order to determine net or pure 
profit. It would appear, however, that the assumption of 
risks, such as those of producing in anticipation of demand, 
of marketing and of purchasing, is inseparable from enter
prise and is essentially a function of the entrepreneur; the 
greater his courage and willingness to undertake risks, the 
larger the rewards which are eventually his. 

Pure or net profit is therefore a purely personal differential 
gain which accrues to the entrepreneur by reason of his enter
prise and organising ability, and the amount of that profit is 
determined by the extent to which the abilities of the entre
preneur surpass those of the marginal class of employer. In 
arriving at .such profits due allowance must be made for any 
reward which belongs to the other factors, for wages of manage
ment and for any monopoly or chance gains which cannot be 
attributed to personal capacity. 
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What Is the Marginal Entrepreneur? 
The second refinement of the original theory of profits concerns 

the conception of the marginal or "no~profits" employer, and 
the argument of the original exponents of the theory that profits 
form no part of the expenses of production. It is considered by 
some modem economists that the theory in this respect goes 
too far, and that normal supply price must be assumed to contain 
a certain element of normal profit, for otherwise there would be 
no inducement f~ the inferior grade entrepreneurs to continue 
their activities. \ Marshall was responsible for the conception of 
the Remesentative Firm, which has had a fairly long life IItnd a. 
fair degree ,<;If S1lccess, which is managed with nOrn;lal ability and 
wlii9,rhas.access to the normal economies of production. Side 
by SlUe Wlth the representative or average firm will be some 
firms which are ex~ptionally efficient and others which are 
exceptionally inferiar;'but it is maintained that prices will tend 
to adjust themselves to the expenses of production of the average 
firiil and riot to the expenses of the least capable producer. The 
averagefinri"js assumed to make a. reasonable though not an 
excessive 'rate of profit over a period, and that rate may be 
d~scribed as ,the .. normal 'th0/it for the in,~u~~ry_.~o!l<!~rIled. This 
p:rQfit ~ fo~ p~ of t e mar~tI cost ~J1~oductio,!l which 
determmeStne j>nceot-the' p:r:OdUC, but any pront made by a. 
superi6rentrepreneufinexcess onhis mInimum forms & personal 
re~.t 'and,.will not enter into riorinl!-l supply -price. On the 
other hand, the least capable producers may make no profit 
at all, and may even be involved in loss, but if these con
ditions continue, they must in the long run be forced out of 
productionJ 

The conception of profit as a rent of ability thus remains, 
but it is held that the rent is measured upwards, not from an 
utterly inferior or no-profits entrepreneur, but from the level 
of the entrepreneur who earns a normal profit, which enters 
into the price of the whole supply. If the superior employers 
can sell at that price and yet make a greater margin of profit, 
then the surplus which they make is the reward for their superior 
powers of organisation and enterprise, and is a pure rent of 
ability. The profit made by the marginal entrepreneurs cannot, 
however, be so regarded, because it is not a surplU8, but a part 
of the normal expenses of production and therefore a constituent 
of normal supply price. 

The Rate of Profit. 
It is clearly impossible to define the normal rate of profit 

in any particular industry. We can only say that the modem 
conception is that a minimum rate of profit exists in every 
industry and that if this rate is not obtained by any firm over a 
period then that firm will cease to produce. The normal rate 
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may differ accarding to the nature of the industry and the degree 
of risk it involves. It would seem that a. higher ra.te of profit 
must be anticipated in some industries than in others, for otherwise 
entrepreneurs would have little inducement to enter industries 
which involve greater risk and are more difficult to manage 
successfully than others. We should also expect profits to be 
greater in a new industry than in one which is well established, 
for several reasons. The former must offer a. greater inducement 
to the employer otherwise he will be disinclined to undertake 
the greater risks of enterprise in a new direction. New businesses 
are generally more difficult to direct successfully tha.n those 
which have been established for some time; they may have to 
undertake much pioneer work, to fight much competition, and 
have to develop trade on new lines in the face of custom, habit, 
and possible prejudice. 

Therefore we may say that, as a general rule, the normal 
rate of profit will vary chiefly with the element of risk involved 
in the particular business, but there is no standard by which we 
can estimate or calculate the degree of risk or the rate of profit. 
Further, we may conclude that the rate of profit should tend to 
equality in trades which are different in nature but involve 
approximately equal risk, discomfort and exertion on the part 
of the employer, and necessitate an approximately equal outlay 
on his training. In estimating the rate of profit, the best basis 
seems to be the ratio o! the profit to the total amount of capital 
invested in the conce~ but if this basis is adopted due allow
ance must be made for differences in capital before a. comparison 
is attempted of the relative profits. The dividends paid in one 
or more years afford no true criterion, for modern dividend policy 
aims at placing substantial sums to reserve during prosperous 
years, in order to level up dividends during depressed periods. 
In this way fluctuations in earnings are obscured and actual 
profits require careful computation. 

The Tendency of Profits to Fall. 
In the discussion of interest on capital it was pointed out 

that the rate of interest shows a tendency to fall with the march .J 
of progress. A similar tendency may be assumed in regard to 
the rate of profits. As knowledge increases and becomes diffused 
throughout the community; as invention spreads and an in
creasing number of employers are enabled to obtain access to 
new inventions and new processes; as the organisation of business 
becomes more complete and partakes continually more of the 
nature of routine, and as the number of men of ability in any 
community becomes ever more plentiful with the increasing 
advantages for obtaining mental and other equipment, so do 
the opportunities to make exceptional gains tend to become less 
frequent, and profits as a. whole tend to lower levels. In proof of 
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this we have but to compare the average standard of. intelligence 
as it exists to-day with that of a century or half a century ago. 
There is a. constant increase in the number of men of high 
commercial ability, and a. constant decrease in the chances of 
-the few instituting and continuing great enterprises without 
soon experiencing the vigorous competition of other aspirants 
for success in the same sphere. 

To some extent, ·however, this tendency is offset by the 
rise of new industries, supplying new wants. For example, 
in quite recent years we have witnessed considerable develop
ment in such industries as motor transport, advertising, 
wireless, gramophones, artificial silk, and aviation, all of which 
have afforded new outlets for the abilities and energy of the 
entrepreneur and have entailed a fair degree of risk, with the 
possibilities of considerable profit or of considerable loss. 

In respect of the tendency of its rate to fall, profit resembles 
interest, but is to be distinguished from rent of land. And the 
resemblance and difference are traceable to the same root cause. 
Interest and profits tend to fall because capital and ability tend 
to increase, and in accordance with the universal law of value, 
price falls with the increase in supply. On the other hand, 
rent tends to rise because natural resources are fixed in quantity, 
and consequently supply cannot keep pace with the increased 
demand which follows the growth of population and the 
advancement of civilisation. 

Profits in Practical Life. 
In attempting to apply the foregoing theory of profits to the 

earnings of a business concern it is important to distinguish 
clearly the economio conception of pure profits from the ordinary 
commercial application of the term. The net profit of a. business 
will but rarely consist of pure profit alone, and will almost always 
include some or all of the other elements which have already 
been considered. 

As a rule, the profits of a. private concern employing the 
capital of its owners will, in addition to pure profit, contain 
earnings of management, extra-personal gains. and frequently 
also interest on the capital of the owners. In the case of a. joint
stock company the net profits are usually ascertained after 
deduction of such items as depreciation, insurance premiums, 
interest on capital, and earnings of management (directors' 
fees and managers' salaries). In such concerns the reward of 
enterprise and the remuneration for undertaking risk consist 
of the net profits available for distribution among the ordinary 
and deferred ordinary shareholders, and in some cases also of a. 
sliding scale of commission on net profit sometimes paid to 
directors over and above their usual fees. 

When once the company has been floated, the entrepreneur 



320 ELEMENTS OF ECONOMICS 

as an individual does not exist, although his functions may be 
discharged by a small number of persons, who hold the bulk 
of the ordinary capital and possibly all the deferred capital of 
the concern, and, as a board of directors, control its policy and 
management. In such cases the directors are real entrepreneurs; 
their reward in the form of profit will be determined in the long 
run chiefly by their efficiency and good management of the 
business. 

By some writers directors' fees are regarded a.s pure profit 
on the grounds that if the company is badly managed such fees 
will have to be reduced, or, alternatively, new directors appointed 
to undertake control. Frequently, however, the management and 
direction of a joint-stock company are entrusted to paid officials 
and the remuneration is classified as ordinary wages of labour. 
The burden of risk is then borne chiefly by the holders of the 
ordinary share capital; they benefit most in times of prosperity 
and stand to lose most in periods of depression. Thus the 
dividends on ordinary shares in industrial concerns may be 
regarded as consisting of a proportion of net interest on capital 
and a surplus of pure profit, the latter being the return or reward 
which accrues to such shareholders for their enterprise in risking 
their capital in the expectation of increase. 

These facts should serve to bring out the distinction between 
" dividends" on ordinary shares and interest on such forms of 
capital loans as debentures and preference shares. Dividends 
are subject to the success or non-success of the business; they 
are not determinable until all expenses of the business have 
been met, and, although it is to be assumed that no shareholder 
would invest capital in an undertaking unless he were fairly 
assured of a certain average rate of interest over a period, there 
is no certainty that any return will be forthcoming in respect of 
any particular year, while there always exists the possibility of 
a partial or even total loss of the capital. 

On the other hand, the rate of interest on debentures, for 
example, is determinable by the investor in advance, while the 
payment of such interest must be allowed for by the company 
before its net profits are ascertained. In a sound concern there 
is a reasonable certainty that interest will be duly paid, and 
unless this certainty exists it is unlikely that capital will be 
attracted to the investment. Interest is, therefore, the price 
for the loan of capital, profits are the reward for enterprise. 
The lender has a legal right to demand the return of his 
capital, subject to the conditions of his contract, but the in
vestor possesses no such right, although he may obtain the 
return of all or of part of his capital by selling his interest in the 
concern in the open market. 



CHAPTER 21 

'THE PROBLEMS OF LABOUR AND CAPITAL 

FROM what has already been stated in earlier chapters it 
will be apparent that in the sphere of production the interests 
of Labour and of Capital are largely identical. It is to the 
advantage of both that the national dividend, i.e., the stream 
of wealth out of which, and out of which alone, profits, interest 
on capital, and wages can be paid, shall be as large as possible. 
Unfortunately. however, it cannot be said that the same harmony 
exists in the sphere of distribution. Here, the natural tendency 
is for each of the agents of production to endeavour to increase 
its share of the aggregate product by the exercise of its bargaining 
strength. Along with certain other factors which we shall 
examine later, this conflict of interests between Capital and 
Labour over the distribution of the revenue of industry con
stitutes one of the principal elements in t~e problem of " Labour 
Unrest ". 

Labour Unrest and Its Causes. 
Even before the war Labour Unrest was one of the most 

serious problems confronting this country. In 1913, 11,491,000 
working days were lost through strikes and lock-outs. The 
situation was steadily growing worse when, during four years of 
war, the contending forces united against a common foe, and 
save for a few minor recrudescences of unrest, the old antagonisms 
were held in check by the consciousness of & national danger. 
During the post-war period, however, the conflict has been 
renewed with redoubled force, at what cost is revealed by the 
following figures showing an alarming wastage of industrial 
power, while even more serious is the loss of productivity which 
necessarily results from & general atmosphere of distrust and 
ill-will. 

Year. 
1919 
1920 • 
1921 • 
1922 • 
1923 • 
1924 • 
1925 . 

Number 0/ Working' 
Day. Lo6t. 
34.903,000 
27,111,000 
85,872,000 
19,918.000 
10,640,000 
8,312,000 
7,976.000 

When the causes of labour disputes are analysed it is found 
that wages questions take the foremost place, although trade 

x 
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union principles and the "employment of certain workers It 
have also been prominent. This is indicated by the following 
table, reproduced from the ·Labour Year Book, 1924, and 
relating to the years 1919-22 :-

Causes of Labour Disputes, 1919-22. 
Chief Cause. Number of Di8puJu in 

1919. 1920. 1921. 1922. 
Wages •. 695 1010 445 313 
Hours. 118 22 9 6 
Working arrangements • 57 56 10 15 
Employment of certain workers 149 225 56 40 
Trade Union principles . 21 67 3 11 

Thus, it seems reasonable to assert that the chief cause of 
industrial unrest is the desire o[ t~e worker8 for a higher standard 
o[j~v~ng. This may De attainea in one of two ways; eitliertlie 
real wages of the workers may be raised as a result of an increase 
in the national dividend, or, by the use of its bargaining strength, 
Labour may be able to secure for itself a larger share in the 
revenue of industry. Naturally, it is this second alternative 
which is most favoured by the workers, and, when we consider 
the glaring inequalities in the distribution of wealth which exist 
in advanced industrial.countries, it must be admitted that there 
is considerable justification for the aspirations of the labouring 
class. In illustration, we may quote the following figures given 
by Sir Leo Chiozza Money,l who in 1904 estimated that the 
national income of this country was shared in the following 
proportions :-

Riches : 
Persons with incomes of £700 per annum and upwards, 

and their families 

Comfort: 
Persons with incomes of £160--£700 per annum, and 

their families 

Poverty: 
Persons with incomes less than £160 per annum, 

and their families 

Number of 
PerslYM. 

1,250,000 

3,750,000 

38,000,00 

Income. 
£ MiUiOnB. 

585 

245 

880 

43,000,000 1,710 

From this analysis, which is accepted as substantially correct 
by other eminent statisticians, it will be seen that one-third of 
the national income is enjoyed by one thirty-fifth part of the 
population. The conclusion is that there exists "a great 
multitude of poor, veneered with a thin layer of the comfortable 
and rich ". 

A second cause of labour unrest is tfuul~_ir~ oLthe u·o:rkers_1C!! 
a ~re;ater_ measur~_.9J economic security. It is impossibfe to over-

1 Riches and Poverty. 
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estimate the seriousness of the psychological reaction upon the 
worker of being continually at the mercy of adverse circumstances. 
Self-reliance is undermined, ca.' canny 1 principles are encouraged, 
and a hostility to new methods of production is engendered. 
Hence, it is coming to be generally realised that on economic as 
well as on humanitarian grounds something must be done to 
render the economic position of the manual workers less insecure, 
and modem labour feeling in the matter is reflected in the 
growing intensity of the demand for " work or maintenance". 

Closely associated in some respects with the two causes of 
unrest mentioned above is the demaruJ .0J thewenkers len same 
direct Pf!!1icipation in the. conaucTol iruJustry. It is important 
to realise that a profound change has come over the psychology 
of the workers during the last decade, and to-day the problems 
of Capital and Labour are not confined to differences of opinion 
regarding wage-rates. Two new principles are being asserted: 
first, that the workers have a. vested interest in the industry in 
which they are employed, and secondly, that in view of that 
interest they have also a. right to participate in the actual 
government of the business or industry. 

In connection with each of these elements in the industrial 
oonflict certain special problems arise which call for our con
sideration, but the wider questions of the reorganisation of 
economio society on a socialistio basis, arising directly out of 
Labour's demand for" control '\ is reserved for fuller discussion 
in the next chapter. . 

'Ve may note here, however, that SocialiSm is a vague term 
comprising a. great variety of different shades of opinion, but 
the essential feature of the new industrial order which is proposed 
is the abolition of private property in the means 01 production. 

The STATE SOCIALIST advocates the nationalisation of in
dustry and would place the right to control production and 
distribution in the hands of the State as representative 01 the 
whole body 01 consumers. 

The GUILD SOCIALIST, in reaction against the older state 
socialist proposals, emphasises the need for industrial self
government and would place the chief power in the hands of 
guilds 01 producers representing each industry, but the ownership 
of the means of production, as distinct from the control of the 
work of production, would be vested in the State. In this way 
Guild Socialism stands midway between State Socialism and 
Syndicalism. 

The SYNDICALIST would reorganise economic society by 
placing the entire control of industry into the hands of the 
workers, as producers. The suggested method is that the workers 
in each industry should become members of one large powerful 

1 Ca' canny is a Scotch term for .. going Blow n, and refers to Ule Trade Union 
policy of restricting output per worker in order to make work for others. Such a 
belief is based on the work·fund fallacy, for which _ page 275, allle • 
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trade union, which would overthrow the capitalist by direct 
action such as the general strike. The movement has .made 
most progress in France, but is not strong in this country. 

PROBLEMS OF WAGES AND OF WORKING CONDITIONS 

It is obvious that the chief cause of labour unrest, i.e., the 
desire of the workers for a higher standard of living, centres 
mainly around questions of wages and general working conditions, 
and, accordingly, it is to these that we must now direct our 
attention. 

Methods of Remuneration. 
Naturally, the first essential towards a solution of the wages 

problem is to devise a method of payment which will meet with 
the approval both of workers and employers, and from time to 
time numerous systems of remunerating labour have been 
adopted in an endeavour to devise an equitable and mutually 
satisfactory arrangement. 

The most frequent and important method of remunerating 
the worker is that of time earnings, whereby a fixed sum is paid 
for a certain period of time worked, whether an hour, day, week 
or year. In many respects, however, this system has been 
found unsuitable for the conditions of modern industry, and 
various other methods have been applied from time to time. 
The principal of these is the method of piecework, under which 
the worker is paid a certain sum per unit or piece of work completed 
by him. A brief consideration of the respective advantages 
and disadvantages of these two systems will enable us to 
appreciate more easily the various alternatives to the two 
principal methods, which have been suggested and adopted by 
employers in different parts of the world. 

Time Earnings. 
Although the system of time earnings is not applicable with 

equal success to all employments, its advantages as compared 
with other methods of remunerating labour cause it to be most 
widely used in modern society. In the first place, it is probably 
the oldest known method of paying the worker, and that which 
is most easily understood by all classes. Secondly, it is certain / 
and regular from the standpoint of both employer and workman, 
and under ordinary conditions no difficulties can arise in regard 
to its amount or date of payment. In cases of sickness or/ 
incapacity for short periods, the worker who is paid monthly or 
annually does not usually suffer any loss of remuneration, and 
similar conditions apply in cases where there is a temporary 
shortage of work due to breakdown of machinery, absence of 
raw material or of supplies, or to bad weather. Quite apart 
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from such general benefits, the system of time wages has 
important advantages in so far as the efficiency of the work and 
the quality of the product are concerned. Time wages are not 
only preferable but are almost inevitable in trades involving 
the use of delicate and expensive instruments or machinery, 
or in occupations necessitating unremitting care and attention 
if a product of the requisite delicacy and perfection of workman
ship is to be obtained. In such cases piece rates are obviously 
unsuitable, for hurried or "scamped" labour may result in 
considerable loss, both in connectlOn with the product and with 
the appliances utilised. Finally, the time system of wage payment 
is the only p$ssible method in the case of certain occupations 
where the amount of work done cannot be measured or accurately 
compared with any available standard. Examples are to be 
found in most forms of supervisory and managerial work, and 
in most classes of repair work, such as ship or motor repairing 
and plumbing. • 

The great disadvantage of the time· system is that it offers no 
s~1-inducement to the worker to give of his best, and conse
quently tends to encourge slackness. This is particularly 
noticeable when it is difficult or impossible to judge how much 
work should be performed in a. given time, and in such cases 
the only safeguard is to incur additional expense on forem.en 
and overseers. For similar reasons;-the-tirile system ma:Jres it 
difficult to ~ <:~J!lP!4:e .the.r~l~t!ve ~~!1);S of different workers, 
a:rur--to-dlScnminate between sup-enor and inferior labour. 
Consequently, the quick and accurate worker cannot hope to 
benefit from his greater speed and efficiency as compared with a 
worker of lower standard unless a careful supervision of all the 
workmen is maintained. In many occupations, such as farming, 
building and general repair work, an adequate system of super
vision for this purpose is all but impossible. Resulting also 
from these conditions is the difficulty of estimating the real 
cost of labour, as compared with its nominal cost (see ante, 
page 284). 

Finally, we may note that time payments afford the employer 
little protection in 80 far as he cannot ensure a reasonable 
service for the reward offered: on his part the worker has no 
security tha.t the results of his labour in a given time will come 
up to the employer's expectation. 

Piece Earnings. 
In modern times the system of payment per unit of output 

ha.s achieved considerable importance, and it is apparently extend
inoo in many directions. The essential feature of the piece-work 
m~thod is that the worker shall be paid at the agreed rate per 
unit of his product. Clearly the great advantage of the system 
lies in its incentive to effort and its stimulus to output. The 
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superior worker is induced to give of his best by the prospect 
of a higher rate of remuneration than the low-grade employee, 
a factor which is of great importance when the quantity of the 
work is a primary consideration. There is consequently a. fair 
discrimination between the various classes of workers, and 
extra effort or greater efficiency obtains a. reward in direct 
proportion to the results achieved. The employer benefits not 
only from the greater output per employee, but also by the 
fact that his capital assets, such as machinery, tools and 
buildings, are being used more productively. Further, the 
system operates to his advantage because it permits of a definite 
calculation of the cost of labour per unit of output in relation 
to the total expense of production, and also because it enables 
him to discriminate to some extent between superior and less 
efficient workers, and so, by a rearrangement of his staff, to 
develop his organisation on the most productive and efficient 
lines. . 

In spite of its advantages, the piece-work system suffers 
from a number of serious defects. The most obvious of these 
is the encouragement of defective or "scamped" work. The 
interest of the employee lies in increasing his output so as to 
obtain as high a wage as possible, and this may frequently be 
obtained at the expense of good workmanship and perfection 
of the product. In such cases the efficiency of the worker 
cannot be judged solely by the quantity of his work, and con
sequently the piece-work system is unsuitable in cases where 
the quality (and not the quantity) of the product is the foremost 
consideration, unless satisfactory arrangements can be made for 
a careful inspection 0/ the product. Under such conditions piece
work arrangements may prove highly satisfactory both to 
employer and workman, and are so applied with great success 
in practical business. It must be noted, however, that constant 
work at high pressure in order to earn as much as possible may 
prove detrimental to the worker's general health and may also 
shorten the duration of his working life. In most modem 
applications of the system modifications have been introduced 
with the object of obviating this serious disadvantage. These 
will be discussed below. 

Further objections to the method of piece-rate payments 
are, firstly, that a certain amount of jea.lousy and competitive 
rivalry is fostered among the workers. Each labourer endeaV'ours 
to obtain in wages at least as much as his neighbour, obviously 
a disadvantage in the case of the naturally inferior workers, 
for the perfection of the product must suffer while their own 
health cannot benefit from such undue exertion. Secondly, 
the worker's earnings tend to be less regular than if a. time wage 
were paid, and he must naturally suffer during periods of partial 
or complete incapacity, and also during unavoidable stoppages 
of the work. Then, again, piece wages are not easily applicable 
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in the case of certain occupations such as those referred to above 
in which time earnings are most suitable. Finally, may be 
mentioned the difficulty of determining a. suitable basis for the 
piece-work rate. In this connection have arisen many of the 
abuses of the system, resulting in considerable friction between 
employers and workmen, attributable chiefly to the fact that 
the former have sought to reduce the piece rates originally fixed 
when it has been found that the earnings of the workers on the 
piece basis are considerably in excess of their earnings under 
the /.reviously existing time system of payment. On the one 
han , employers have contended that the great increase in 
weekly earnings is attributable either to an inaccurate basis 
of the piece rate, or to the fact that under the time system the 
workers were not giving of their best. As a rule, there is un
doubtedly much to be said for this view, but on their part the 
workers have frequently had to complain of constant adjust
ments in the piece rates, resulting sometimes in their being 
almost completely deprived of any benefit for increased effort 
and being compelled to maintain a high standard of output 
without any corresponding advantage in the way of increased 
earnings. 

Generally speaking, however, the system of piece rates finds 
greater favour in the ranks of labour, and its practical application 
has usually achieved success, particularly in those trades, such as 
engineering and textile making, fVhere a standardised product 
and standardised methods make a fair basis of payment easily 
determinable. In cases where such arrangements cannot easily 
be applied, rroup piece rates are sometimes paid, i.e., a lump 
sum paymen 18 made-t"o-the whole body of workers in respect 
of the particular task or contract, and is shared out among 
the individual workmen on principles which they themselves 
determine. While the adoption of such rates results in the less 
efficient workers benefiting by the greater energy and ability of 
their more efficient fellows, the system is advantageous where all 
the work cannot be standardised, or where the machinery or raw 
material is not equal and uniform. Thus, where old and new 
machines are running side by side, workers on the latter would 
probably have an advantage unless special rates were fixed for 
the two classes of workers. 

Although the time- and piece-rate methods of payment are 
clearly quite different in their application in practice, it must be 
remembered that the principles underlying the determination of 
wages are the same whichever "System is adopted. In fact, the 
two methods must always be closely related to each other. When 
a. piece rate is fixed, it must inevitably be based on a. careful 
estimate of the time necessary to -perform the unit of work 
concerned. Similarly, a. time rate must be based on a. reason
able estimate of the work which can be done in a. certain 
time. 
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Premium Bonus Systems. 
As has' already been stated, many attempts have been made 

in recent years to devise methods of industrial remuneration 
which will be more suited than time and piece-work methods 
to the requirements of particular occupations, and which will 
also combine the more obvious advantages of these two systems, 
and at the same time obviate their principal defects. The most 
important of these are known collectively as Premium Bonu8 
Systems, of which many different forms have been put into 
operation in this and in other countries, with varying degrees 
of success. 

The Bonus Systems seek to remedy the great defect of the 
tiIl!e-rate system in that the worker has no ~nt to gi~e 
of hi~.ll~t, while at the same time they endeavour to overcome 
the tendenc;y to inferio_r_ or scamped WOIk which characterises 
the simple p~ce-_~or~ system. It is impossible within the limits 
of our space to consider all of the methods which have been 
adopted, but in almost all cases there is an agreed standard 
output for each class of work, and a bonus, calculated in various 
ways but generally on a piece-work basis, is paid in respect of 
any output in excess of the standard. In order to {lrevent th3 
rushing of work and overstrain on the part of the worker, it' ... 
usual to arrange the bonus on a gradually diminishing scale s 
that the incentive to increase the output is gradually reduced. 
The bonus may be paid to the individual worker in respect of 
his own output, or collectively to a group of workers in respect 
of the total output of the group. The latter method is applied 
in certain engineering trades in this country and at the famous 
works of Messrs Cadbury at Bournville. 

Scientific Management. 
The Premium Bonus System is obviously of greatest utility 

in organisations in which a high degree of specialisation and of 
division of labour is possible. In America particularly the 
system has been considerably developed in recent years by 
the application to the problem of the principles of Scientific 
Management. 

This system of industrial administration was first introduced 
in the United States by Mr Frederick W. Taylor in 1882, the 
general object being to organise the agents of production on 
scientific lines in such a way as to secure their maximum pro
ductivity. Thus, whenever a task has to be performed, the 
management chooses the most appropriate men, tools, machinery 
and methods, and links all together in order to achieve the most 
economical organisation of the shop as a whole. 

The functions of scientific management may be summarised 
under four main heads ;-
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1. Its aim is to arrange that work shall be done in the 
best possible way. 

2. The workpeople are trained and selected by a. series 
of tests. 

During recent years attention has frequently been cl\lled 
to the wastefulness of· our present haphazard methods of 
selecting industrial workers. Not only is individual efficiency 
lowered through the "round peg" getting into the "square 
hole ", but labour turnover (involving a serious unproduc
tive burden on the firm) is substantially increased. 

Consequently the necessity for the adoption of more 
scientific principles is being slowly redised and vocational 
selection, i.e., the selection of workers based on psychological 
tests has been successfully applied in progressive firms both 
in the United States and in thiS country. 

3. When these two duties have been performed, it is 
necessary to establish certain 8tandards 01 work and to discover 
the most appropriate methods 01 payment. 

4. Particular attention is devoted to the organisation of 
the workshop as a whole, so that it may function efficiently 
as a well-organised unit. This involves the specialising of 
various officia.ls, the controlling of the flow of work through 
the shop and the maintenance of adequate supervision, 
systematised storekeeping and costing. 

The greater productivity which a.lmost invariably results 
may thus be attributed to better organisation and management, 
and to the greater individua.l efficiency of the workers. 

Two terms which are frequently found in association with 
Scientifio Management are Time Study and Motion Study. 
These express in concise form the lines on which the scientific 
manager works. Time study involves the study of the time 
taken to perform each particular operation in an industrial 
task and, from the data thus .obtained, the estimation as closely 
as possible of the time which should be taken over the task as 
a whole. Motion study is the study of the movements in
volved in a task with a view to eliminating such movements as 
are unnecessary and improving or facilitating those which are 
necessary. 

In this way, a standard time and a standard method are 
arrived at in respect of each particular task, and finally a standard 
method of remuneration is devised which is so adapted as to 
provide the most appropriate stimulus to call forth the maximum 
effort. In this connection many variations of the Premium 
Bonus System are in operation. Sometimes a bonus is paid 
over and above an agreed time rate if the worker achieves the 
"efficienoy rate .. in respect of his output; in other cases, the 
efficienoy rate may be the minimum and a bonus may be paid in 
respect of any output in excess of this minimum. In the Halsey 
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System, well known in the United States, the bonus takcs the 
form of a payment equal to half the ordinary time rate pcr 
hour for the whole of the time saved; e.g., if the time allowed 
for a particular job is 10 hours and the time rate is 10d. per 
hOlll", a worker completing the job in 8 hours would receive 
SOd., plus a bonus of 10d. (2x5d.). In the Rowan System, 
well known in Scotland, every 10 per cent. saved in time adds 
10 per cent. to the hourly earnings of the worker. The formula. 
is as follows :-

(Time Sa.ved) . . 
(Time Allowed) x (Tune taken X Hourly Time ra.te)=Bonul. 

Thus in the example quoted in connection with the Halsey 
System, the worker's remuneration would be calculated on the 
Rowan System as follows :-

(~)(8XIOd.)=16d. Bonus; 80d.+16d.=96d. earned. 

The principles underlying these scientific adjustments are 
sound, and undoubtedly the potentialities of the systems are 
considerable. In cases where the methods described have been 
adopted, productivity has been increased and, in the ideal at 
any rate, there is no implication that any greater effort is 
required on the part of the workers, the fundamental principle 
being that of standardisation in fields where such standardisation 
had not been previously applied. A point generally insisted 
upon in favour of such methods is that under simple piece-rate 
systems there is a tendency for employers to "cut" rates, 
whereas in these schemes this danger is not nearly so great, 
for if the standard rate is based upon scientific methods, it is 
the ideal rate and cannot be departed from without detriment 
to both sides. 

An obvious defect of most b~~lllS ~J.hat _ they are 
so compli~atedas to become to a large extent unintelligible to 
many workmen, with tlie'resWt that' they may easily develop 
into sources of friction. l\{oreover, it cannot be said that 
ScIentific Management is looked upon with favour by organised 
labour. Both in America and in this country the tendency is 
for the workers to regard it as a glorified form of " speeding up " / 
and fundamentally opposed to the ideal of industrial democracy. 
Such criticisms are based entirely on labour's experience of 
scientific management as it occurs in practice generally; they do 
not invalidate the theory of scientific management nor do they 
show that it cannot be rightly applied. What seems to be 
required is an adequate recognition of the principles of democracy 
in industry on the part of advocates of the new system and a 
fuller conception of, and sympathy with, the sociological and 
economic aspirations of the workers. H the antagonism of 
labour is to be overcome, it is essential that no time study be made 
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a.nd no premium or other bonus system introduced without the 
COnBent of the wtYTkers concerned. 

The whole question of Scientific :Management as actually 
found in practice in the United States was thoroughly investigated 
in 1913 by a sub-commission of the Federal Commission on 
Industrial Relations, consisting of an eminent economist, an 
employers' representative and a recognised spokesman of 
organised labour. In the course of the published Report the 
Commissioners state: "Neither organised nor unorganised 
labour finds in Scientific Management any adequate protection 
to their sta.ndards of living, any progressive meanS for industrial 
education, or any opportunity for industrial democracy by which 
labour may create for itself a progressively efficient share in 
efficient management. And, therefore, as unorganised labour 
is totally unequipped to work for these human rights, it becomes 
doubly the duty of organised labour to work unceasingly and 
unswervingly for them, a.nd, if necessary, to combat an industrial 
development which not only does not contain conditions 
favourable to their growth, but, in many respects, is hostile 
soil ".1 

Slidinl1 Scales. 
Until the exigencies of the war led to considerable changes 

in the methods by which wage rates were paid, and, particularly, 
to the development of premium bonus systems, the earnings of 
the vast majority of workmen in this country were based either 
on time or piece rates a.nd were not automatically affected by 
such extraneous factors as the cost of living or the profits of 
the industry. There were, however, some important exceptions 

. which we will briefly consider. 
SLIDING SOALES ACCORDING TO THE PRICE 0]1' THE PRODUCT. 

-The wages of the majority of workers in iron a.nd steel manu
facture a.nd of some miners have long been based on a. sliding 
scale system, the rate of wages 'Varying in acCtYTdance with the 
fluctuationB in the Belling price of tke product. 

Before the war the number of iron a.nd steel workers covered 
by such agreements was about 62,000, and of miners about 
2,000. At the present time, every coal sliding scale has been 
abolished, but the system has been extended in the iron a.nd 
steel trades, a.nd the Ministry of Labour estimates that some 
200,000 workers are now covered. It seems exceedingly improb
able that a.ny other industry will adopt this method of adjusting 
wages, but it is useful to notice the principal defects of the 
system. 

ln the first place, prices ~_llot-_alw~eneI-al throughout 
a~Un<lustry; such is the case only in those industries producing 
staple producers' commodities (such as coal a.nd iron) which 

I R. F. Hoxie, ScientiM Mllnagemenl lind Labou,., pp. 138·139. 
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are dealt in on fairly well-organised markets. Furthermore, 
and this is the real case against the sliding scale system, the 
workers are placed in the humble position of partners entitled 
to share in the product of the industry, but without any voice 
in control. It is true that in some cases joint councils of em
ployers and workers have been set up to discuss the general 
position of the trade, technical efficiency, and the welfare of 
employees, but the indictment remains substantially correct; 
thus base-rates tend to remain stationary when the march of 
invention and increased productivity justify a rise in rea.l wages. 

Although, as has been pointed out, the system of sliding 
scales based on selling price is no longer operative in the coal 
mining industry, it is interesting to notice that the principle 
was revived in the settlement which was reached after the coal 
lock-out of 1921. Wages are now regulated on what has been 
described as a " collective profit sharing" basis. The agreement 
provides that" the wages payable in each district shall be expressed 
in the form of a percentage upon the basis rates prevailing 
in the district, and shall be periodically adjusted in accordance 
with the proceeds of the industry as ascertained in such district ". 
The amount devoted to the payment of wages above " standard 
wages" (at the district rates prevailing in 1914 plus a. certain 
percentage) is to be 83 per cent. of the surplus of the proceeds 
remaining after the deduction of (a) Cost of standard wages; 
(b) Cost of production other than wages; (c) Standard profits 
equivalent to 17 per cent. of standard wages. 

SLIDING SCALES ACCORDING TO THE COST OF LIvING.-It is 
generally recognised that the great increase in industrial unrest 
which took place during the few years immediately preceding 
the war was largely due to the efforts of the workers to maintain 
the level of real wages in face'of the rising cost of living. At the 
outbreak of the war, the position was unsatisfactory and unstable, 
and the race between prices and wages led to an ever-increasing 
number of industrial disputes. 

For a time after the outbreak of war, the struggle was 
suspended and claims for higher wages were held up, but this 
could not be for long. Whereas between 1900 and 1913 retail 
food prices had risen by nearly 15 per cent., in the short space of 
fifteen months (July 1914 to October 1915) the cost of living 
rose by as much as 30 per cent. Thus, while the steady rise in 
prices during the period 1900-1913 resulted in irritation and 
frequent strikes, the rapid rise in the early years of the war, 
along with the necessity for preserving industrial peace, produced 
the elaborate sliding-scales whereby wage8 are automatically 
adjusted to tke fluctuations in the COBt 01 living. 

At present there are at least eighty cost of living sliding scales 
in operation in this country, covering some 2,750,000 workers 
in the following principal industries and services: building, 
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metal (excluding iron and steel), textiles (excluding cotton), 
railways, furnishing, civil service, police and tramways. The 
agreements whereby the scales have been established have in 
the main been negotiated directly by employers and trade 
unions, and with three exceptions all the scales provide for the 
adjustment of wages in accordance with the Ministry of Labour 
Cost of Living Index Number. The usual arrangement is that 
the index at a particular date is chosen as the starting-point 
(as a rule .the current figure at the time of the agreement), and 
adjustments take the form of specified additions to, or sub
tractions from, time or piece rates for specified increases or 
decreases in the index number. Revisions are made at certain 
intervals, or in some cases only when the index number has 
risen or fallen by a certain amount. 

Although there is scarcely a single instance in which the 
operation of a sliding scale ensures that the full amount of the 
increase in the cost of living is automatically made up in wages, 
this comparatively recent method of adjustment has worked 
with a fair amount of success during a difficult period. On the 
other hand, however, several objections to cost of living sliding 
scales have been raised, the most important of which may be 
summarised as follows :-

(a) The imperlectiOll of the .hasia....index_Ill111!Per. It is 
indisputable that during the period 1914-1920 considerable 
changes took place in the distribution of the expenditure of 
the working classes. A greater proportion of the workers' 
income is now spent on clothing, a much greater proportion 
on the .. other items '',1 and less on food and rent. It is 
clear, therefore, that the Ministry's figure, based on an 
enquiry carried out in 1904, is unsatisfactory, and it is 
desirable that a new enquiry should be made as soon as· 
normal working-class consumption is restored. 

(b) The tendency for real wages to remain stationary. 
It is urged that very few improvements in real wages have 
been secured when such scales are in operation. 

(e) The tendency for the full benefit of adjustments 
necessitated by rises in the cost of living to be confined 
to the lower-paid workers. A characteristic feature of the 
scales at present in 'force is that the real wages of higher
paid workers are diminished. 

(el) Lastly, it is urged that such scales provide merely 801 
"fo<ider basis II and are degrading since they suggest that 
only a bare subsistence wage is being paid. 

Against all these objections advoca.tes of the system insist 
tha.t the cost of living sliding scale is merely a piece of machinery 

1 The items included in the official survey are divided into five main Jp'Oupe of 
expenditure :-(1) Food, (2) Rent. (3) Clothing. (4) Fuel and Light. (5) Other Items, 
e.g., soap, Boda. tobacco, ciganlttea, and newspapers. 
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for maintaining the purchasing power of money wages, leaving 
the labour organisations free to concentrate on the improvement 
of real wages. In the term "higher wages" two different 
propositions are really involved; first, higher money wages in 
order to maintain real wages; and secondly, higher real wages 
in order to raise the standard of living. In the past, Labour 
has had to expend its energies on achieving both these objects, 
which have consequently tended to become confused. 

It is claimed for the sliding scale that it puts an end to the 
race between prices and wages, and so enables the workers to 
concentrate their attention upon raising real wages. Further
more, it is urged that all the objections mentioned above apply 
,only to the particular scales now in operation and would be 
obviated if (a) a more satisfactory index number were devised; 
(b) every scale provided for full compensation for higher cost 
of living whatever the basic rate may be; (c) no scale were 
adopted except on the understanding that the claims of the 
workers to higher real wages remained unprejudiced. 

Profit Sharing. 
Among the many schemes which have been devised during 

recent years with the object of creating a greater degree of 
satisfaction in the ranks of the workers, particularly during 
periods of good trade and labour unrest, that of profit 8haring 
takes an important place. This may be defined as an arrangement 
whereby the employees receive a share, fixed in advance, of the 
profits of any industrial concern. Various methods have been 
adopted from time to time, but except in the case of the gas 
industry, the cash bonwJ~heme is greatly preponderant.! Under 
this system a certain proportIon of the net profits of the concern 
is distributed at regular intervals among the workers, this dis
tribution taking the form of a cash bonus, and being an addition 
to the ordinary rates of remuneration based on a time or piece 
rate basis as the case may be. 

The most important advantages claimed for the profit-sharing 
principle are, first, that it minimises social friction and fosters 
goodwill between employer and employed; secondly, that it 
bIDl!Sthe workers more closely to the_§:m; and, finally, that 
the share in profits p!:ovid~s--tIie worKers with an incentive to 
greater o~tr>ut. - On the other hand, very strong objections have been made 
to this method of remuneration, the criticisms emanating 
particularly from the side of labour. It is urged by the workers 
against the system that ;-

1. The primary aim of such schemes is to secure greater 
output, and that even though the workers do receive a share 

1 Of the 252 profit-sharing schemes in existence at the end of 1925, 1().i were 
adopting the cash bonus device. . 
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in profits the benefit to the employer in increased profits is 
still greater. 

2. Such schemes interfere with the solidarity of labour. 
It is pointed out that not only is the worker's allegiance 
divided between his firm and his trade union, but also that 
profit sharing schemes· are necessarily introduced piecemeal 
by individual firms and so tend to re_nder collective bargaining 
more difficult. 

More general arguments against profit sliaring are :-
l; Those schemes which have succeeded have beeJl 

almost invariably introduced by men of outstanding abilit, 
and personality, or in industries enjoying an element oj 
monopoly. 

2. Profit sharing tends to check the mobility of labow 
when this may be socially desirable. 

3. The· reward which is offered to the worker is too long 
deferred to provide an effective stimulus to output. 

4. The process of natural selection and survival of thE 
fittest may be checked, since, unless profit sharing is generall, 
adopted, inefficient firms are able to compete with mOrE 
efficient profit sharing firms. 

o. A steady wage is better for the worker than a 
fluctuating one. 

6. Profit sharing should involve loss sharing. It is 
argued that if the workers are to share in profits they should 
share in losses also. This could scarcely be possible, 
however, unless they were granted a. share in control and 
responsibility. Furthermore, profits are the reward oj 
enterprise, efficient management and risk-bearing, in all oj 
which those who reap the gain should be allowed to share. 

Labour Co-partnership. 
A system closely allied to profit sharing, and in man:y 

respects an extension of the same principle, is that of Labom 
Co-partnership .. 

The distinction usually drawn between the two systems is 
that whereas in the former the workers are excluded from the 
control of the business, in co-partnership the workers are granted 

, a. limited share in control either by being encouraged to acquire 
share capital in the concern and thus gain the ordinary rights 
and responsibilities of shareholders, or by being allowed to 
appoint one or more of their members as their representatives 
on the Board of Directors. During recent years, however, this 
customary distinction has become unreal and out of harmony 
with the facts, since in many profit sharing as well as co
partnership schemes, committees consisting of representatives 
of the management and of the workers have been set up for the 
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purpose of administering the profit sharing or co-partnership 
fund; while such committees frequently exercise wide powers, 
in a consultative capacity, in regard to other details of workshop 
management. 

As in the case of profit sharing, the general argument 
advanced in favour of co-partnership is that it tends to develop 
harmonious relations between employefs and employed. On 
the other hand, all the objections advanced against profit sharing 
apply with greater or less force as the case may be. 

lt is clear that neither system is a panacea for industrial 
ills, as is sometimes claimed; such a conclusion is justified neither 
by the actual results obtained nor by an examination of the 
principles upon which the schemes are founded. 

Perhaps the most noticeable feature of published statistics 
relating to the progress of the profit sharing and co-partnership 
movement in this country as a whole is the large proportion of 
schemes which have ceased to exist. Out of 519 schemes which 
have existed at one time or another, no fewer than 267 have been 
abandoned, and in 90 cases the reason for abandonment was the 
dissatisfaction of either the employers or the workpeople with 
the results achieved. 

The only industry in which profit sharing (or co-partnership) 
has been adopted on anything approaching a national scale is 
the gas industry, and it is important to notice that the wide 
extension of the movement has been largely due to the special 
conditions under which the industry is carried on, including 
(a) local monopoly; (b) a great and assured demand; (e) a 
strict regulation of dividends payable under a sliding scale 
system, according to which the profits are increased in inverse 
ratio to the price of gas. 

It is evident, therefore, that the record of profit sharing 
and similar schemes has not been one of unqualified success, but 
undoubtedly the movement is of great value in the opportunity 
which it provides for the workers to acquire an insight into the 
problems of industrial management. 

Legal Minimum Wages. 
Generally speaking, State regulation of wages is looked upon 

with suspicion not only by employers but also by the workers 
in this country. Towards the fixing of legal minimum rates, 
however, labour has not shown the same opposition and, indeed, 
some sections of the workers have striven to secure a. national 
minimum wage to cover the whole of industry. 

Apart from t4e Coal Mines Minimum Wage Act of 1912, 
temporary war legislation due to the necessity for State control 
of the labour supply and. the elimination of disputes, and special 
minimum wage legislation for agriculture, State intervention in 
the sphere of wages in this country has been confined to the 
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protection of low-paid workers in certain industries under the 
. Proile Boards system. 

The first Trade Boards Act, that of 1909, carried into effect 
a. reform which had been advocated for many yea.rs, a.nd which 
wa.s rendered inevitable by the disclosure of the terrible con
ditions which existed in the 8Weated trades. In 1906, for example, 
an enquiry into Earnings and Hours of Employment in certain 
industries carried out by the Board of Trade revealed the fact 
that in some industries, where the workers were not organised, 
the wages paid were extremely low, too low, in fact, to enable 
the worker to maintain a. reasona.ble level of subsistence. The 
Act of 1909 was essentially experimental, but its main provisions 
were a.s follows :-

1. In those trades to which the Act applied, minimum 
rates of wages were to be fixed by a. body, known a.s a. Proile 
Board, composed of representatives of employers and employed 
in equal numbers, with the addition of some independent 
persons called" appointe<!..Jnembers ", of whom, in the case 
of a trade in which women were largely employed, at least 
one was to be a. woman. 

2. Trade Boards were to be set up in four trades only, 
in which conditions were known to be extremely bad: 
(a) chain making; (b) paper box making; (c) lace 
finishing; (d) ready-made and wholesale bespoke tailoring. 

3. The Board of Trade was to have power to move for 
additional Boards in trades in which the prevailing rate of 
wages was "exceptionally low". The Board of Trade 
could issue a Provisional ,Order for the establishment of a 
Board, but this had to be confirmed by Parliament. 

4. The minimum rates, when fixed and made obligatory, 
were to be enforceable by the machinery of the criminal 
law. 

The Act worked well, and in 1913 four more trades were 
brought within its scope, so that, roughly, half a. million workers 
in all were covered. The advent of the war, however, brought 
about considerable changes. Employment increased, both for 
men and women, and, as the end of the war approached, fea.rs 
were entertained that the wa.ges of unorganised workers, 
partioularly of women, might fall rapidly without a. corresponding 
reduction in the cost of living. 

In 1917, the Whitley Council on the Relations between 
Employers and Employed, which in its First Report had recom
mended the establishment of Joint Standing Industrial Councils / 
in well-organised industries (see post, page 352), issued its Second 
Report, and thereby advocated that, in tlwse indu&triu in which 
there existed little or no organisation, the machinery of the Trade 
Boards Act should be applied " pending the development of such 
degree of .organisation as would render possible the establishment 

y 
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of a National Council or District Councils ". These recom
mendations led to the passing of the Trade Boards Act of 1918, 
which was of much wider scope than the Act of 1909, and which 
aimed at providing a higher standard of life for the workers. 

The passing of the Act of 1918 was followed by a large increase 
in the number of B9ards. Up to December, 1921, sixty-three 
Boards in all had been set up, covering about 3,000,000 workers. 
For some time they appear to have functioned very satisfactorily, 
possibly because during the war and post-war boom the movement 
of trade board wages was almost uniformly upwards, and com
plaints were consequently few. 

In the year 1920, however, the prevailing depression in trade 
and industry caused the high wages to press heavily upon 
manufacturers and traders. Furthermbre, the sudden enlarge
ment in the scope of the Boards involved a great increase in 
administrative work for which the Ministry of Labour was not 
prepared, while the problem of fixing wages was rendered ex
ceptionally difficult on account of the disappearance of " normal" 
rates of wages. As a result of these conditions, the standard of 
administration fell, rates were not strictly enforced, complaints 
of evasion were frequent, and urgent appeals were made for the 
modification of the Acts. 

This situation led to the appointment in 1921 of the Cave 
Committee, which was requested "to enquire into the working 
and effects of the Trade Boards Acts, and to report what changes, 
if any, are required". At the enquiry which was held many 
charges were brought against the Trade Board System by the 
representatives of the employers. The complaints were directed 
mainly to the facts that the minimum rates fixed by the Boards 
were too high and failed to make provision for different local 
conditions; that the rates fixed increased the competition of 
foreign producers and of home traders not employing labour 
(e.g., one-man businesses); that the lines of demarcation between 
different trades, the multiplicity of Boards set up, and the lack 
of co-ordination between them created unfair competition, 
friction and confusion in traders' establishments; and, finally, 
that the length of time required for revision of the rates rendered 
it impossible to modify wage-rates according to prices and the 
cost of living, thus causing hardship and loss. 

None of these complaints was borne out entirely by the 
evidence, but they succeeded in impressing the Committee 
which, while it recognised the valuable work accomplished by 
the Boards in a number of directions, proposed to limit their 
functions to a considerable extent. The main recommendations 
of the Committee were :-

1. That the power of the Minister of Labour to apply 
the Acts to a trade be confined to cases where he is satisfied 
(a) that the rate of wages prevailing in the trade is unduly 
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low (as in the Act of 1909); and (b) that no adequa.te 
machinery exists for the effective regulation of wages 
throughout the trade (as in the Act of 1918). In this way it 
was proposed to limit the application of the Trade Board 
principle to sweated workers only. 

2. That a Trade Board be authorised to fix general 
minimum time and piece rates and, as at the present, that 
such rates should be enforceable by criminal prosecution; 
but that for special classes of workers special minimum time 
and piece rates above the ordinary minimum shall be fixed 
withou~ the interference of the "appointed members", 
and shall be enforceable by civil proceedings only. 

3. That in any case in which, in the opinion of the 
Minister, a prima. facie case exists for applying the Acts to 
any trade, a public enquiry be held and the report of such 
enquiry be duly considered. 

At the time of writing, no legislation embodying the above 
regulations has been passed, but in July, 1922, the Minister of 
Labour announced that no Trades Boards shall be set up in 
future except under the conditions mentioned in the first 
recommendation of the Committee. The findings of the Com
mittee have, however, been subjected to considerable criticism, 
particularly from the workers' side. It is urged that the above 
recommendations have been too much influenced by temporary 
conditions arising out of an abnormal phase of industry, and 
that the Act of 1918 should be given a fair trial m more normal 
conditions. 

Whichever view is justified,. it is an indisputable fact that 
the application of the Trade Board principle has served a useful 
purpose in the industrial system, and that any sacrifice of this 
principle is to be deplored. Wages in Trade Board industries 
have been substantially increased, .. sweating" has been abol-

, ished and the standard of life of the workers has been improved. 
In many industries wages have been raised appreciably simply 
by forcing them up to the level justified by marginal productivity. 
In other cases, marginal productivity has itself been increased, 
partly through the increased efficiency of labour and partly 
through improvements introduced by the employer. Thus the 
Trade Boards tend to divert to low-paid occupations their share 
in the increase of the wealth of society, and to lessen the relative 
superiority in this respect of the more strongly organised trades. 
On the other hand, the enforcement of an effective minimum 
wage protects good employers against unscrupulous competitors 
prepared to take advantage of the economic weakness of the 
workers, and provides an incentive to employers to improve their 
methods of production and to eliminate waste. In other indus
tries in which the workers are well organised this stimulus has 
been provided by trade union pressure, but, contrary to the 
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fears entertained in many quarters, minimum wage legislation 
has not checked the development of trade unions. It has, in 
fact, greatly improved the organisation of the workers. 

National Minimum Wage. 
Hitherto, the Government of this country has accepted the 

general principle that wage fixing is best left to collective bargain
ing between employers and employed, and has been content \lith 
the enforcement of a minimum wage in the "sweated" trades 
covered by the Trade Board machinery. But although several 
million workers are provided for in this way, the arrangements 
fall far short of the legally enforced national minimum wage 
which is advocated in many quarters. 

In favour of such a minimum it is contended that it would 
ensure a minimum standard of existence for the whole of the 
working population, thus increasing efficiency as well as removing 
poverty; that it would lead to the closing down of those 
iiidustries which cannot pay a living wage to the workers engaged 
in. them; and that it would prevent the re-grading and,' 
" shuffiing " of labour by unscrupulous employers in an attempt 
to avoid payment of the legal minimum wages fixed by the Trade 
Boards. Critics of the proposal point, in the first place, to the 
difficulty of determining the level at.which a national minimum 
snouId.l:>e .fixed. If the level were fixed at a low figure the legis
lation would scarcely achieve its object: if, on the other hand, a 
high minimum were introduced, many low grade workers would 
not justify their employment in a competitive system, and would 
be discharged. It is also objected that there would be difficulty 
in determining the relationship between the minimum for men 
and the rilinimum for women workers, and that the fixing of a 
minimum would make for inelasticity in the wages system. Wage
rates, it is contended, should be responsive to changes in demand 
and capable of rapid adjustment to changing conditions. 

By the introduction of exemptions from and modifications of 
the minimum, some of these difficulties might be overcome. Thus, 
some advocates of a national minimum propose that the difficulty 
of fixing the level of the minimum should be met by making 
exceptions in the case of certain workers; others would make 
no such exceptions, and would prefer to maintain any workers 
thrown out of employment as a public charge. 

The success of any such scheme must depend very largely 
on the manner in which these difficulties are overcome, but, in 
any case, it must be borne in mind that the minimum which any 
community can afford to bear is conditioned by the efficiency of 
that community in wealth-production. This is illustrated by 
the fact that in Australia, New Zealand and in certain States of 
America, where experiments in national minimum wage legisla
tion have been made, the legislators are said to have fixed the 
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minimum too low, and thus to have failed to carry their policy 
to its logical conclusion. But it is very questionable whether 
these new, developing countries could support the burden of a 
higher minimum. 

Family Endowment. 
The primary object of a national minimum wage is to secure 

a minimum standard of existence for the worker, considered as 
an individual. The object of family endowment is wider: it 
aims at securing the existence of the average working-class 
family. In recent years, the theory of distribution, especially 
in relation to the remuneration of hired labour, has been much 
criticised on the ground that "too much attention has been 
paid to distribution among factors of production, and not enough 
to distribution among families". It is contended that the family 
as an economio unit has been neglected, and that society, in 
consequence, is not making the best use of its resources. The 
object of family endowment is to ensure that the worker with a 
family shall receive a greater share of the product of industry 
than the worker with no family responsibilities, so that the needs 
of the family-in which any State has a vital interest--Bhall be 
more adequately met. 

To this end a number of different schemes have been pro
posed, and some of them have been put into actual operation. 
Possibly the most important is the system of indu8trial pooling by 
employer" such as is now operative in France, wnere it covers 

"'over half a million workers. In addition to the ordinary wages 
paid to the workers, the employer pays a supplementary sum, 
based on the size of his business, into an equalisation fund, which 
is administered and distributed for the benefit of married men, and 
thus prevents discrimination against the employment of men 
with families. To a large extent, of course, the State is already 
making strong efforts to protect and foster the existence of lower 
class families, for these benefit more than any other section of 
the community by the growth in the sense of publio responsibility, 
now increasingly evidenced in the extension of the principle of 
social insurance, and in the constant increase of state expendi
ture on such publio services as housing, education, school meals, 
and infant welfare. 

Whatever the type of scheme suggested or adopted, the broad 
ground on which family endowment is based is that, by regulat
ing distribution more closely in accordance with need. it will 
increase h'uman welfare. and, indirectly. add to the efficiency of 
the labour force. It is claimed that the making of direct money 
allowances, .. by oonoentrating a larger proportion of the resources 
of the community in the hands of those with young families, 
would stimulate the demand for necessaries and reduce expendi
ture on drink. betting". etc. 
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Clearly, such changes necessarily involve many complicated 
social problems, and opponents of the principle of family endow
ment have directed attention to a number of important dis
advantages. It is urged, in the first place, that the individual, 
and not the family, should be regarded as the economic unit 
for the purposes of wage-payment. Why, it is asked, should 
the single man, doing the same work as a married man, receive 
less for his services, and thus, in effect, have to contribute to 
the support of another man's children 1 Secondly, it is main
tained that unless the system is adopted throughout industry, 
there will be a tendency for single men to shun industries in which 
allowances are granted, and for married men to flock to them. 
H the system is adopted in some industries, the married men 
therein receive a bounty from society as a whole, for it is obvious 
that the employer who contributes to the allowances must 
recoup himself by charging an increased price for his products, 
or by lowering his wage bill. As the latter is unlikely, the com
munity, as a whole, pays the allowances in increased prices for 
the goods concerned. Other objections are that the system might 
lead to a big increase in the birth-rate-with the object of increas
ing the payment due to the family-and that family allowances 
might check production by removing one of the strongest in
centives to effort on the part of the parent. 

As yet, family endowment is only in its infancy. and it is 
impossible to estimate the force of the arguments against it. 
Recently, the possibilities of the system in the mining industry 
were explored by the Coal Commission, and family allowances 
were recommended as a means of mitigating the effects of the 
proposed reduction in wages. So far, however, the recom
mendation has received little support. 

TRADE UNIONS 

It has been explained in an earlier chapter that for a number 
of reasons the individual workman is at a disadvantage in 
bargaining with his employer. Not only is the employer a 
combination in himself, "buying services wholesale while the 
worker sells his labour retail ", but in the art of bargaining the 
employer's education and training place him in a superior position 
as compared with the single worker, usually with little knowledge 
and slender resources. To overcome this difficulty and to pro
tect the interests of the worker modern Trade Unionism came 
into existence, its essential feature being the substitution 0/ 
collective lor individual bargaining. 

Trade Union Development and Structure. 
Associations of members of a trade existed in very early 

times. Thus, in the Middle Ages, the" craft gilds ", to which 
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both masters and men were admitted, established certain common 
rules, and, in spite of a. certain exclusiveness, maintained a high 
standard of work. Such associations, however, belonged to the 
.. small" system of production and differed from the modem 
trade union in the important respect that the latter is essentially 
an association of wage-earners and of wage-earners only. 

During the eighteenth century the Industrial Revolution 
fundamentally changed the structure of industry. Whereas 
previously every master and journeyman had been apprenticed 
and there was a. considerable likelihood of an apprentice 
ultimately becoming a. master, under the new industrial con
ditions such prospects became ever more remote. The inevitable 
tendency was for masters and men to separate into different 
social classes with opposing interests, for large undertakings 
require considerable capital and a. high degree of knowledge 
and ability, which very few workmen can supply. Thus, the 
individual workman could no longer look forward to becoming 
an employer. Consequently, a new type of labour-organisation 
was required to meet the changed conditions, and modem trade 
unionism came into existence. 

During the craft gild period, an important part had been 
played by authoritative regulation in the determination of 
industrial conditions. Under the famous Statute of Appren
tices, 1563, rates of wages, hours of labour and conditions 
of apprenticeship were fixed by justices of the peace. That 
kind of machinery definitely broke down towards the end of 
the eighteenth century, and not unnaturally the period of tran
sition was one of difficulty and confusion. The early trade 
unions looked back to the old machinery and imagined that it 
could still be used and enforced to improve their economic 
position. A new situation had arisen, however, and Parliament 
expressed the view that in future more reliance would have to 
be placed on the working of economic forces and on the freedom 
of competition. It was assumed that the individual could 
safely be left to pursue his own interest, and accordingly, in 
1799, an Act was passed, consolidating previous enactments, 
and prohi~iting all combination with the object of obtaining 
an advance in wages or of lessening the hours of work. The 
Comb~ation Laws were repealed in 1824, and from this date 
up to 1840, Trade Unionism became IL revolutionary movement 
closely associated with Chartism and Owenism. After the 
failure of these idealistio schemes, however, more practical 
counsels prevailed, and in the fifties of the nineteenth century 
the basis of modem Trade Unionism was laid. 

At this period, attention was devoted to the organisation of 
unions on a. cral' basis, i.e., upon the skilled occupation of the 
worker, and not upon the industry in which the worker is 
employed. Such crg/LJtnWns-of which examples are the 
Amalgamated Society of En-gineers, the Bank Officers Guild, and 
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the National Union of Clerks-have certain obvious advantages. 
They emphasise the professional spirit and so are instrumental 
m maintaining a high standard of work; they have an educa.
tional value in that the members, all being engaged in the same 
process, can understand and take an intelligent interest in the 
affairs of the union; lastly, they are strong on the financial and 
friendly society side. Opposed to these advantages are two 
great weaknesse~mployers may playoff one union against 
another, and such unions are unable to institute big Bocial 
changes. 

During this constructive period, the idea of maintaining a. 
permanent staff of skilled officials also arose, and political action, 
although not ignored, did not occupy a prominent place. The 
position may be summed up in the statement that the facts of 
the existing situation were recognised and the unions set out to 
modify these facts in the interests of the workers so far as this 
could be achieved on moderate and conservative lines. 

In the eighties and nineties a more militant policy was 
pursued and general unions organised on a class basis were formed. 
The period was one of great trade depression, and what is known 
as the "new unionism" came into prominence. The New 
Unionists ~ur the friendly society basis of the craft 
unions and the pursuit of the old conciliatory policy. On the 
other hand, they catered for unskilled labour and for workers 
passing from one industry to another, and adopted more vigorous 
methods. They aimed, not at the maintenance of a standard 
in a trade, but at the nationalisation of industry and the· 
enforcement of a national minimum wage. 

After 1911, a still more advanced type of union arose, known 
as the i~txi~fQn, the basis of which is that all the workers 
in one mdustry (including, of course, numerous crafts and 
processes) should belong to one large union. The Miners' 
Federation and the National Union of Railwaymen are important 
examples of industrial unions, which have certain distinct 
advantage,s. They present a united front to employers and 
facilitate national agreements, while they pave the way for 
workers' control of industry (if this is to come). Their disad
vantages are, first, that they must necessarily fuse very hetero
geneous groups, and hence the bonds of union are not as close 
as they Inightotherwise be; secondly, the special interests of 
small groups of special craftsmen may easily be overlooked; 
and, lastly, industrial unionism cuts across craft unionism. 

From the famous definition of a trade union as a " continuous 
association of wage-earners for the purpose of maintaining or 
improving the conditions of their employment" 1 it is clear 
that there is a static and dynamic aspect. The policy is one of 
maintaining and consolidating the present position and of 
striving constantly to improve that position in the future. 

1 B. a.nd S. Webb, Hiatmoy of Trade Unionism, p. 1. 
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On the purely industrial side there are over 1,000 separate 
trade unions in this country, ranging from the large combinations 
described above to small groups, some of which have a member
ship of no more than a dozen. During the last decade, and 
especially during th9 war, the trade union movement has made 
enormous strides, the growth in the total membership reaching 
its climax in 1920. Since that year, owing to the paralysing 
effects of unemployment, membership has fallen off, but, in 
spite of these decreases, the numerical streI)gth of the unions is 
considerably greater than before the war. 

Trade union statistics show that while the number of unions 
has remained practically constant, the total membership of the 
unions has more than doubled. This points to the success which 
in recent years has attended the attempts to secure" less unions 
and_ more unity", a policy which is still being steadilyadvocated 

1Iy a. large section of the movement. So far, however, attempts 
to secure federation on a national scale have not been favourably 
received, although British labour is now represented by several 
strong centralised organisations. The IndUBtrial Alliance of 
labour in the mining, railway, transport, shipping and engineering 
industries, covers upwards of three million workers. Each year 
delegates from trade unions representing between four and five 
million workers meet as the Trade8 C[nion Congre88, the General 
Council of which is graduaUYdeveToping into the central con
trolling and directing organ of the labour movement on all large 
issues. In addition, this General Council is brought into the 
closest touch with the Labour Party, both inside and outside 
Parliament, by the Nq,eionaZ J2i"!-.t Council, the chief duties of 
which are to settle au questions aitecting the labour movement 
as a. whole, and to secure a. common policy and joint action, 
whether by legislation or otherwise, on all matters affecting the 
workers as producers, consumers and citizens. The power of 
these organisations was clearly demonstrated during the great 
General Strike of 1926, when the business life of the community 
was paralysed to such an extent that, on the termination of the 
strike, the Government was led to institute legislation with the 
object of restricting that power so far as seems necessary in the 
interest of the community generally. 

Employers' Associations. 
On the employers' side there is nothing which brings the 

movement to a. focus in tlie same way as the Trades Union 
Congress. the only meetings of such a nature being those of 
the Manufacturers' Association and the Federation of British 
Industries. but in almost all trades there is an organisation of 
employers in the Employers' Federation, which is as exhaustive 
of employers as is the union on the workers' side. Thus, com
binations exist on both sides. and in both cases there is a defensive 
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and offensive aspect. Generally, the employers' side aims at 
, maintaining the 8tatus quo, while the workers' side aims at pre

venting a state of stagnation from being established. 

Trades Unions and Wages. 
Undoubtedly, the most important functions of Trade Union

ism are those which are exercised in regard to wages, and, 
indeed, many of the questions which arise in connection with 
the movement can only be understood by considering them in 
relation to wages; e.g., attempts to restrict output, to resist 
the introduction of new machinery and to limit the number of 
apprentices entering a particular trade. 

In considering the influence of trade unions on wages it is 
important to distinguish between the direct influences (i.e., the 
effect of the substitution of collective for individual bargaining) 
and the indirect influences (i.e., the effects of trade union 
organisation on the general productivity of industry). 

The indirect effects may be briefly summarised as follows;-

A. ADVERSE EFFECTS. 

1. Trade unions tend to make. ~ffective tb~ hostility of 
~he "wo~~r .iQFard~}mp;:oved '°tPethods .oCpr~d~Q.tLon likely 
to lead to a decline m ..the demand. for his sel'Vlce, or to alter 
llt6_conditions ,of his employment. .-

It should be remembered, however, that this policy on 
the part of the workers has a certain justification, in that 
although the introduction of labour-saving devices does not 
cause unemployment in general, the consequences for the 
particular workers affected are serious enough, since they 
are, at least temporarily, deprived of their means of liveli
hood. Furthermore, the introduction of machinery has 
often been the occasion of an attempt to reduce wages, and, 
in certain cases, involves considerable danger to the workers, 
as for example, the introduction into mines of coal-cutting 
machinery and electrical devices, which was resisted by the 
miners on the grounds of safety. 

2. Trade unions are charged with encouraging their 
members to restrict the amount of work performed in a given 
time, in order to make more work for others. This policy of 
ca' can!!:JJ is based on the same" work-fund" fallacy as that of 
reslStmg the introduction of labour-saving devices, and has a 
detrimental influence on the worker's character and efficiency. 
It is justified only in those cases where employers have tended 
to .. cut" rates and unduly to speed-up production. .. 

3. Many unions have attempted to create an artifiCIal 
~city -i.(Ljhe:·::supply oftheirlabour by restricting the 

_umber enterin~~t!ad~!o 
AS a general polIcy this is undesirable and likely to cause 
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re-actions, such as the substitution qf machinery for labour. 
In any case, such restrictions cannot raise the general level 
of wages throughout the country, and any increases in wages 
which may result are secured at the expense either of the 
consumer or of workers in other trades. 

4. By ~K.2!l -a. 8trJ,~rd _ minimum wage 1 men of 
more than average ability are kept40wn to the general 
lever --rrhis disadvantage~ however, is inevitable from the 
workers' point of view. The central feature of Trade 
Unionism, as we have seen, is that it substitutes coUec.tive 
f9t...m<livi<hta.UM'~. Collective bargaining is more or 
Tess impossible unless there is some standard to form a basis 
for bargaining; it would be clearly impracticable for a trade 
union leader to bargain for different rates of wages for 
different individual workmen. 

These difficulties may be overcome to some extent by the 
devising of suitable methods of remuneration which do not 
contravene the principle of the standard wage. 

S. BENEJ'ICIAL EFFECTS. 

1. Trade Union organisation increases the general 
efficiency..2~ ~he ... !p.2ivid'!.al '!.9J'ker. - -
-r-Dy lllSlSting on stan'darli rates, the standard ot-living_ or the. wQ!'Jf~~_p~otectea.. all(L~ superior £la,ss. of workers 

i~ "built up. A low rate of wages, as we have seen in a. 
previous chapter, involves a low standard of living, and 
a consequent low rate of productivity. 

3. Th~_!!lye~i..:Up oJ. '!!l-g~~,tends to eliminate the unfit 
eJ!lll!9yer. - .. _. . 
4. The pressure of rising wages undoubtedly acts as 80 

stimulus to the invention of labour-saving devices and to the 
adoption of economical methods of production. 

1 It baa been pointed out tha.t before the war these standard rates had a high 
degree of stability, and the relations between wages in similar ocoupations varied only 
within narrow limiia. Indeed, there waa a pre-war .. system" of wages in the sense 
that the rates for various ocoupations were well-understood and generally accepted. 
and a change in anyone rate would inevitably lead 00 a change in other rates. The 
t>lIeot of the war waa 00 destroy ibis stability. The rapid rise in prices, the high profits 
in munition making, dilution. Government control of the railways and mines. all 
interrupted the gradual and continuous adjustment of wages 00 changing economic 
conditions which had taken place before the war. The existing machinery of collective 
bargaining was 000 oumbrous to cope with these sudden and extensive changes. In 
the struggle for wage-advances. unslill1ed labour. being for the first time insufficient 00 
meet the demand, WIlo8 ablli 00 improve its relative position. Thill dislocation of pre
war wage relations is an important element in the poa"_ tDGgu probkm. and lies at; 
the root of much of the dissatisfaction which baa resulted in strikes and lock-outs 
since the war. To-day, the old basis of wage settlements--com~n with allied 
trad_is laIJ!ely valueless. since those who have not maintained their ~war 
position are dissatisfied, while those who have improved their relative position are 
unwilling 00 go back. Again, at the llreBent time wages in the ,1aelltred indulriu 
(e.g. the railway ind ustry) are relatively higher than in those trades which are exposed 
to the full blast of foreign competition. 

U is urged that what. is required is not, indeed, a return 00 the pre-war level. but 
a etep forward 00 a new system with the pre-1I·ar stability. 
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In considering the direct effects of trade unions on wages 
it is important to remember that there are forces in operation in 
the economic system which exert a more powerful influence in 
determining the remuneration of labour or of any other agent of 
production than any efforts on the part of either trades unions 
or employers. These are the forces, already discussed in earlier 
chapters, which tend to bring about a position in which the 
agents of production tend to be remunerated according to 
their marginal worth in industry. If these forces operated with 
perfect freedom, and competition were not only free but equal, 
it would be difficult to maintain that trade unions could exercise 
any real influence upon wages. Such conditions, however, do 
not obtain. Tendencies on the part of employers work more 
quickly than tendencies on the part of the worker. This is 
inevitable in the nature of the case, as it is part of the business 
of an employer to know when he can lower wages, but it is not 
part of the business of an individual workman to know when 
he should ask for an increase or consent to a decrease. Again, 
as we have seen, the worker is at a decided disadvantage in 
bargaining with his employer. For these reasons, it is clear 
that unorganised workers may be paid below their marginal 
worth. Through trade unionism, with its skilled officials and 
efficient organisation, the individual workman is brought into a 
position of greater equality in these respects, and the greatest 
function of the trade union is to ensure that the workers are 
paid up to their marginal worth. 

In certain circumstances, the strength of a trade union may 
be such that the particular class of labour concerned may com
mand monopoly wages which may temporarily rise above the 
marginal worth of the workers. The power of the trade union 
to raise wages in this way depends on the elasticity of .demand 
for the product, and the proportion which the wages concerned 
bear to total cost of production. The power will be greatest 
where demand for the labour concerned is highly inelastic owing 
to the existence of a very inelastic demand for its products. On 
the other hand, the power of the union is limited where demand ill 
elastic and wages form a high proportion of total cost, as, for 
example, in the case of coal-mining. Increased wages in that 
industry will add considerably to production costs and be ulti
mately reflected in the supply price of coal, thus resulting in a 
considerable falling off in the demand. Again, wages cannot ~ 
increased beyond the limit set by the marginal worth of labo 
except at the expense of profits, but if profits are decrease 
beyond a normal level, then, in the long run, adequate 8upplie 
of capital and organisation will not be forthcoming, and the 
excess supply of labour will again lower its value. Moreover, 
in the face of trade union attempts to raise wages unduly, em
ployers will seek for 8ubstitutes, new methods and new machinery 
with the object of reducing the need for the services of the 
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monopolistio workers. Thus the power of the bricklayers' and 
stonemasons' unions has been considerably diminished by the 
extended use of concrete, steel, and wood dwellings, while the 
substitution of oil for coal in many industrial and domestic uses 
has to that extent lessened the bargaining power of the Miners' 
Federation. . 

Trade Unions and Hours. 
Statistics show that strikes in favour of the reduction of 

hours have neither been so numerous nor so successful as those 
in fa.vour of increases of wages, the reason apparently being that 
employers find it difficult to forecast the effect of a shorter 
working day. During recent years, however, the increased 
nervous strain caused by the general speeding up of production 
and the development of a machine system of industry have 
increased the demand for reduced hours. 

Again, the essential monotony of modem inQustrial life and 
the greater claims of politics, literature and the arts upon the 
interests of the workers all increase the tendency" to buy more 
leisure". Thus, the case for a shorter day might be justified 
even if it involved an economio loss, but recent psychological 
investigations suggest that in numerous instances the case has 
an economio justification. It has been shown that when hours 
are shortened, .eoonomies are generally effected: overstrain is 
eliminated, accidents are reduced, and generally the fixed 
capital is used more economically, so that losses and expenses 
are diminished. 

The Multiple Shift Systeni. 
In certain industries the reduction of working hours involves 

the establishment of a. system of 8hilts, i.e., the workers are 
divided into groups, whioh work alternately for a. certain number 
of hours per day. Indeed, the late Lord Leverhulme, in his 
book on the Six-hour Day, makes out a. case for the· working 
of multiple 8hilts in all industries. Multiple shifts are, however, 
most likely to be adopted in those industries in which the cost 
of production is mainly interest on capital, and not wages. Thus, 
the highly-capitalised industries, where expensive machinery is 
used, are most favourable for multiple shifts, for in these cases 
the cost of production per unit will be decreased if the machinery 
is worked longer. The .machinery will, it is true, wear out more 
quickly, but this will not be· a. great disadvantage, as new in
ventions frequently cause the scrapping of machinery before it 
has completely worn out. It must be recognised, however, that 
it would be impossible to introduce simultaneously six-hour 
shifts in all branches of industry; it would be difficult, for 
example, to have six-hour shifts in agriculture and in the 
building trade. 
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THE ADVANTAGES OF A SYSTEM OF MULTIPLE SHIFTS may be 
briefly stated to be: (a) Increase of output per person; (b) :More 
leisure for the worker; (c) More opportunities for better educa
tion and physical training; (d) Saving of overhead charges; 
(e) Diminished demand for capital, which would lower the rate 
of interest. 

There are disadvantages, however, both to the employer and 
to the worker :-

THE DISADVANTAGES TO THE EMPLOYER ARE: (a) the lower 
efficiency of night work; (b) the difficulty of making arrange
ments for workers to use the same machinery owing to jealousy, 
etc.; (c) the difficulty of fixing responsibility for broken parts 
and dirty machinery; (d) the additional expense involved in 
the use of artificial light. 

To THE WORKERS THE DISADVANTAGES ARE: (a) the derange
ment of domestic affairs, particularly in the case of women 
workers; (b) the interference of the system with the regularity 
of the workers' life; (c) the social life of the worker is destroyed. 

It is wrong to generalise regarding the effect of shortening 
the working day, because circumstances differ in each industry. 
It is safe to say, however, that as industrial efficiency is increased, 
reductions in hours become more and more practicable. 

THE SETTLEMENT OF INDUSTRIAL DISPUTES 

From all that has been said in the foregoing pages it will 
be seen that there are innumerable points at which the interests 
of Capital and Labour are opposed. It is not surprising. 
therefore, that these differences frequently result in 8trikes and 
lock-outs,l and in this country the strike and the threat to strike 
are regarded as an essential weapon in the bargaining power of 
Labour. But after all allowance has been made for the possible 
advantages of strikes, it is obvious that the less they are needed 
the better, especially when the strike affects the public interest 
and is not strictly confined to the opposing interests or to 
particular classes. Accordingly, various devices have been 
adopted in different countries with a. view to preventing these 
wastages of industrial power, or at least with the object of pre
venting strikes and lock-outs from being undertaken except in 
the last resort, and after full publicity has been given to the 
grievances complained of or to the benefits expected. The 
more important of the schemes which have been adopted are 
briefly reviewed in the following paragraphs. 

1 The strike is, of course, the refusal of workers to continue in their employment 
unless certain conditions are fulfilled or a certain wage paid. The lock·out, on the 
other hand, is the refusal of the employer to allow his workmen to continue their 
duties because they will not accept his terms. 
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Conciliation. 
In this country the first serious legislative attempt to facilitate 

the settlement of industrial disputes was made in 1896, when 
a Conciliation Act was passed. The Act was largely permissive 
in character and provided for the registration of any Conciliation 
or Arbitration Board on application to the Board of Trade, 
which was also given power to enquire into any dispute and 
appoint conciliators or arbitrators for the purpose of bring
ing the parties together, or, with the consent of both sides, of 
adjudicating on the matter in dispute. 

These powers have been used to a considerable extent, and 
such important work was done under the Act that in 1911 the 
Government was inspired to strengthen the scheme by ~~!!l~ing 
a. joint panel oL.employers.~ndJepres~tatives of labour, known 
as tIle Industrial Council, a.ndJ)~_appoj.nting a permanent official. 
This C"ouncilhas-lustifted its existence and has made useful 
inquiries into the causes of strikes. 

The essential feature of conciliation is that a settlement 
is rea.ched between the two sides, with or without the mediation 
of a.n outside person. In 1913, there were 343 Permanent Boards 
in existence in this country (including those not originated under 
the Act), and during the period 1908-13, over 4,000 cases were 
considered, and of these some 2,500 were settled. 

Arbitration. 
The essential feature of voluntary arbitration is that the dis-1 

putants consent to submit the question at issue to an outside 
person who is asked to give a decision, which, however, is not, 
legally binding on the parties. 

Arbitration is rarely resorted to except when other means 
have failed. in which case there may be a. Permanent Board or 
the parties may agree upon an arbitrator or arbitrators, or the 
Ministry of Labour may appoint one or more persons at the 
request of the parties. 

The most important development during recent years has 
been the institution of arbitration machinery under the In
.dustriE.l Oourt.!.fi.ct, 1919. This Act set up a Stan<fu.tgJn_dus~naJ. 
90~r!.. ~nslst~g of independent persoI).s (one orWliom ~ always 
charrman), of workers' representatives and employers repre
sentatives, an appointed by the Minister of Labour, together 
With one or more women. For each case the President of the 
Court nominates such members as he thinks fit. Any dispute 
may, by consent of both parties, be referred to the court for 
settlement. The Minister of Labour may refer to the court for 
advice on any matter connected with trade disputes and, without 
the consent of either party. may hold an inquiry into any dispute. 
In both court and inquiry. however, the a.ward is not binding 
on the parties, although in practice it is generally observed. 
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Already, considerable use has been made of the Act, and 
one or two cases of national importance have been adjudicated 
upon by the Industrial Court, notably the Dockers' dispute of 
1920 and the Engineering lock-out of 1922. The great value of 
such inquiries lies in the publicity they receive; details of costs, 

. profits and wages are brought into the light of day and public 
opinion is thereby influenced. 

The most sensational attempts to diminish industrial warfare 
are unquestionably those which have been made in recent years 
in New Zealand and Australia, where IDtems of compulsaru 

. arbitration have been adopted; under which strikes and lock-outs 
are forbidden. It is impossible to say whether these Australasian 
schemes will eventually prove successful, although great claims 
are made on their behalf. The fundamental difficulty is to secure 
a settlement which, while it is satisfactory to employers and 
workers, will not at the same time retard industrial changes. It 
is pointed out that in Australia and New Zealand the chance 
that any grave results will follow from mistaken decisions is 
greatly reduced by the fact that agriculture, the most important 
industry in those countries, remains outside the scope of the Acts, 
so that any labour or capital which is discouraged from finding 
industrial employment has an outlet in connection with the 
land. 

In so highly industrialised It country as England, however, 
where methods of production are constantly changing, it is 
possible that the adoption of compulsory arbitration might 
result in grave calamity. 

Whitley Councils. 
A iuiler discussion of the Whitley Scheme, recommended 

by the Whitley Committee of 1917, is reserved for the succeeding 
chapter, but the essential features consist in the setting up of 
joint standing industrial councils based on :-

1. WORKS COMMITTEES, repr~~tive of the. management 
and of the workers employed, instituted in particular works to 
act in close co-operation with the district and national machinery. 

2. DISTRICT COUNCILS, repr,!lsentative of. the trade unions 
and of the employers' association in the industry. 

The application of the scheme is purely voluntary and aims 
at the settlement of disputes before they have reached an acute 
stage. Its great importance lies in its recognition of the 

'workers' claim to a. share in the control of industry. 
It will be observed that the distinctive feature of English 

methods at the present time is the confidence reposed in the 
disputants to reach a. settlement of their differences by mutual 
discussion. Neither employers nor workers are willing to accept 
the principle of compulsory arbitration. 



THE PROBLEMS Oll' LABOUR AND CAPITAL 353 

THE PROBLEM OF UNEMPLOYMENT 
In analysing the causes of labour unrest, we found that 

insecurity occupied a prominent place. The contingencies which 
'tlll'eaten the worker's life are numerous-there are the possi
bilities of sickness, old age, or death-but the fear of none of these 
reacts so strongly upon the worker as the risk of unemployment, 
which has been well described as the .. shadow side of progress". 

Throughout the greater part of the nineteenth century the 
view prevailed that unemployment was largely due to defects 
in individual character, but towards the end of the century that 
view became no longer tenable. Specialised industry, necessarily 
carried on ahead of demand, had become subject to cyclical 
depression, and it had to be recognised that unemployment was 
only one symptom of a deeper disease, and that in unemployment 
the workers were reaping the baneful harvest sown by the 
community generally in its organisation of industry and trade. 
General unemployment is due to society's failure to adjust its 
ec~nomio organisation to changing conditions. As we have seen, 
the demand for labour is due to the demand for the commodities 
which that labour produces. But man's need is never satisfied; 
human wants constantly increase both in extent and variety. 
Every increase in population is accompanied by a more than 
proportionate increase in the demand for commodities, and thus 
in the demand for labour. Employment should, therefore, 
increase with the growth in the size of population and with the 
rise in the standard of living, and, in so far as producers are 
themselves consumers, the demand for labour should, theoretic
ally, always be in excess of the supply. Hence unemployment 
is a truly remarkable feature of a society where full satisfaction 
of wants is not achieved, and can only be explained in general 
terms by the fact that the supply of labour is not properly 
adjusted to the demand. 

Even before the war the problem of normal unemployment 
had begun to manifest itself, and in recent years the view has 
gained ground that unemployment is Be pressing social problem 
and a national responsibility. 

The Causes of Unemployment. 
The problem of unemployment is extremely complex. and 

does not arise from anyone cause but from many distinct though 
closely related factors in the economio structure of society. The 
principal of these are :-

1. SEASONAL FLUCTUATIONS Oll' PARTICULAR TRADEs.-The 
differenoes between summer and winter employment in the 
building trade or in agriculture are familiar instances of seasonal 
Buctuations. Detailed inquiry shows, however. that Buctuations 
of this nature are by no means confined to Be few well-known 

z 
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instances, but are found almost everywhere. Most trades have 
their own characteristic periods of fluctuation. Thus, January 
is the busiest month at the docks; May, June and July in the 
clothing trades; July and August for the railway service and all 
occupations at holiday resorts, whilst in December, coal-mining, 
the post-office service and the gas and electricity works all show 
their largest volume of employment. 

Some of these fluctuations are the direct result of climatic 
conditions (for example, those in building and agriculture); others 
appear to depend on fashion alone (for example, those in the print
ing trade) ; in others, both ~limate and fashion have their effects. 

2. PERMANENT CHANGES IN INDUSTRIAL STRUCTURE OR 
METHODS.-Under this head may be included the introduction 
of new ma<;hinery and processes; the substitution of one product 
for another; the transference of an industry from one district 
to another, and similar changes, all of which involve a discon
tinuity of production, with the effect that, in consequence of 
the immobility and specialisation of labour, some workers will 
be either permanently or temporarily thrown out of employment. 

3. A "RESERVE OF LABOUR ".-Irregular va.ria.tions in the 
demand of individual employers for workpeople necessitate and 
produce a standing "reserve of labour" or a "margin of 
idleness" as an integral part of our industrial system. The 
most marked example of this chronic under-employment is the 
case of dock labour, where casual employment ,ja the rule and 
where, even in the periods of greatest activity, there is a. margin 
of unemployed. 

" Broadly speaking, the industrial team of the country, not 
only in general, but also in particular trades, is numerous enough 
to carry on all old-established industries when times are good, 
and when conditions are only moderate or bad there is a. 
varying amount of unemployment which, in the decade before 
the war, caused the annual averages of unemployment to swing 
between, say, 21 per cent. and 71 per cent. The causes we have 
already mentioned are sufficient·to explain the minimum of 
21 per cent. The need of a. reserve of labour to enable the 
country to expand its trade in good times means that even when 
conditions are normal this reserve will account for a further 
21 per cent. of unemployed. . . . But we are of opinion that the 
minimum number of unemployed in insured trades will not, 
save in years of specially good trade, fall below 400,000 or 500,000 
men and women, unless ways are found of modifying the causes 
to which we have referred. This floating surplus-partly the 
reserve and partly the wastage of industry-can probably never 
be entirely dispensable; but it should be easily possible for 
those, at all events, who form the bona fide reserve to be properly 
taken care of and maintained at the charge of industry ".1 

1 W. T. Layton and others, I. UMmP~ IMtlitahk' pp. 6-7. 
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4. THE CYCLICAL FLUCTUATION OJ' INDUSTBY.-This factor, 
which is discussed in Chapter 30, is by far the most important 
element in the unemployment problem and refers to the roughly 
simultaneous alternation between good and bad trade which can 
be observed in nearly all branches of industry. As will be shown 
in the chapter mentioned, this fluctuation extends far beyond 
"industry" in any narrow sense, and leaves its mark on almost 
all economic activity. Moreover, the phenomenon is inter
national in its scope, and a roughly contemporaneous fluctuation 
can be traced in all highly-industrialised countries. In regard 
to unemployment, these cyclical fluctuations exert a most marked 
influence on the "unemployment percentage", which falls when 
trade is good, but shows a marked increase when depression 
sets in. 

5. OTHER FACToRs.-Besides the four main factors mentioned 
above, numerous others have to be considered, among which 
may be mentioned: (a) Deficiencies in industrial training, with 
the consequent tendency to an over-supply of unskilled labour; 
(b) exceftional dislocation, such as strikes or lock-outs in a 
principa industry; (e) the existence of a class of men who, 
through personal deficiencies, whether of intelligence, physique 
or character, are substantially "unemployable"; (d) the ex
pulsion from" blind alley" occupations of untrained and unskilled 
workers who are thrown on the labour market when they come to 
wquire an adult wage which the'industry will not pay, since an 
adequate sUPflyof cheap labour is always available, e.g., children 
leaving schoo ; (e) changes in industry due to changes in fashion, 
foreign competition. or exhaustion of natural resources, as, for 
example, in the case of a coal-mine or fishery; (J) the difficulty 
experienced by children leaving school in choosing and finding 
suitable employment. 

The Present Problem of Unemployment. 
The present problem of unemployment is largely the result 

of the abnormal trade depression from which the country is 
Buffering. During the period 1919-23, there were three distinct 
periods; the first. from the beginning to the end of 1919, 
being one of increasing unemployment, due to the rapid de
mobilisation of the military forces; the second. lasting about 
eight months, being marked by a low rate of unemployment due 
to the great industrial activity of the boom period; and the 
third, beginning towards the end of 1920, and lasting to the 
middle of 1923. being one of unprecedented unemployment. 
From that point up to the time of writing the tendency has been 
towards a gradual improvement, but recovery is slow, and the 
number of unemployed has seldom fallen below 1.000,000. 

The highest trade union unemployment percentage was 
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reached in June, 1921, the mean for the year being 15'3 per 
cent., and the percentages in certain industries, notably the con
structional and equipment industries (iron and steel, engineering, 
shipbuilding, etc.), reaching much higher levels. 

The principal causes of the depression, all of which ma.y be 
ascribed to the influence of the war, may be stated as follows :-

1. The cyclical fluctuation of industry, enormously 
accentuated by the special circumstances of the war. 

2. The diminution of our economic resources. Not only 
has the war diminished the nation's capital reserve, and checked 
normal accumulation, but it has also diverted our resources 
trom more to less remunerative purposes, in that both capital 
and labour were attracted into industries producing for war 
requirements and not for peace-time needs. 

3. The dislocation of world trade and markets. It has 
been pointed out that the effects of this dislocation have 
been particularly serious for this country because in the 
nineteenth century England developed her economic organisa
tion on the basis of free trade and world peace, and allowed 
herself to become in a large measure dependent on foreign 
trade and on foreign supplies of raw materials and food. 

Remedial Measures.· 

From time to time various measures have been taken to 
relieve and to diminish unemployment, and, although none of 
these has offered a complete solution of so complex a. problem, 
each has served a useful purpose within a limited sphere. 

TIm ESTABLISHMENT OF LABOUR ExclIANGEs.-These Ex
changeswere established" in 1909 for the purpose of remedying 
two general defects in the modern industrial organisation
namely, the lack of mobility of labour, and the lack of informa
tion as to employment. They aim, first, at organising frnproved 
methods for engaging labour by the establishment of a. common 
reserieof labour in eachillilustrial centre, from which employers 
may secure workers as required. Secondly, they aim at ~he de
casualisation of _ca8Ua1 employ~nt through the registration of the 
available workers, to whom are allocated successive jobs, under 
different employers. Thus, at our ports work is given only to 
registered dock labourers, and the tendency is to keep away the 
unemployed from other industries. Thirdly, they endeavour to 
dovetail one 8ea80'f!4Z tTad~with. (]i!!-Qther~ by transferring labour 
from iiiaustries which are slack to other industries which are in 
need of labour, the process being set in motion before unemploy
ment occurs. The great difficulty in this connection is the com
parative immobility of labour, particularly that having specialised 
skill, but dovetailing is specially practicable in public construc
tional work which depends largely on unskilled labour. 
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Other objects of the exchanges are the guidance, in conjunc
tion with local education authorities, of boys and girls in the 
choice of careers, so as to divert the stream of juvenile labour 
away from declining and over-crowded occupations to growing 
trades; the abolition of the necessity for any person genuinely 
desiring work to tramp from town to town, and the provision 
of a direct .. test of unemployment", without which any scheme 
of unemployment insurance cannot safely be undertaken. 

THE UNDERTAKING OJ' LARGE SCHEMES OF DEVELOPMENT 
either oy the -Uovernment or by 10011.1- authorities. The con
struction ·of arterial roads, docks, and sewers, the laying out of 
parlis and recreation grounds, and the establishment of water, 
gas, electricity and tramway undertakings are the principal 
ways in which employment has been created. Under the Trade 
Facilities Acts, the Treasury is guaranteeing the repayment of 
considerable sums raised as loans for the purpose of carrying out 
capital undertakings calculated to promote employment. 

THE WORKING OF ORGANISED SXORT-TIME.-In the case of 
skilled workers, the incidtm"ce of unemployment may be lightened 
by resort to short time rather than to dismis~al. When an em
ployer is cutting down production, he has three main alterna
tives: he may dismiss a certain number of workers, and keep 
the remainder in full employment; or he may retain the whole 
staff, but conduct a system of rotation, under which some of the 
workers are employed for, say, !five weeks, but are idle for the 
sixth week; or he may retain the whole staff on short time, 
week &fter week. 

The first method is usually preferred where the work is un
skilled, and where the workers are likely to be in plentiful supply 
when the demand for labour revives. The second alternative is 
not favoured by employers, as a rule, on account of the com
plications involved, but it has been adopted in some quarters 
in preference to the third method because a man who is definitely 
unemployed for a week is entitled to unemployment insurance 
b(fnefit, whereas a worker on short time is not so entitled. The 
third method is generally applied where the work is highly skilled, 
and the employer is anxious to retain the services of his men. 
Furthermore, trade unions prefer this method, so that when
ever the men are strongly organised and have a voice in the 
detemination of the firm's labour policy, this method is usually 
employed. 

If opportunities exist for alternative employment, the dis
missal plan is better than the short time plan; as, for example, 
when an individual firm is encountering a bad period, although 
trade in general is fairly prosperous. But on the whole the' 
advantages lie with the short time method. In the first place, 
it causes less suffering. If a number of families have to cut down 
their expenditure by, say, one-sixth, they will forego comparative 
luxuries. It follows from the law of djminjshing utility that the 
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aggregate sacrifice will be less than one-sixth of the original total 
utility. But if five-sixths of these people retain full-time employ
ment, whilst the other one-sixth are dismissed, the aggregate 
sacrifice will tend to be greater than in the first case, since that 
proportion of the money spent by the fully employed on com
parative luxuries would have been spent by those dismissed on 
the necessaries of life. Secondly, short time involves less danger 
of the worker deteriorating in skill and character. A man who 
is lmemployed tends gradually to drift into the ranks of the 
unemployable. 

TRAINING OF THE UNSKILLED.-The :Ministry of Labour has 
arranged, as an experimen£a:rineasure, to provide a course of 
training for a limited number of young unemployed men, who 
have found difficulty in obtaining employment owing to their 
having no skilled trade. For this purpose several training 
centres have been established, and a number of men will be trained 
specifically with a view to their employment in the overseas 
dominions. 

Compulsory National Unemployment Insurance. 

The relief of unemployment by national insurance resulted from 
the growth of a sense of public responsibility, and in 1911 the 
British Government established the first national system of com
pulsory contributory insurance by the passage of Part II. of the 
National Health Insurance Act. The Act of 1911 was frankly ex
perimental and applied only to seven selected groups of trades 
which were considered to be particularly liable to irregularity 
of employment, although other trades were given" liberty to 
apply". Contributions were levied and benefits paid throughout 
the various trades at uniform rates, and the scheme was administered 
through the employment exchanges to over two million workers. 

The immediate success of the scheme proved conclusively 
that unemployment was an insurable risk and that, in spite of 
administrative problems, a. national compulsory system was 
feasible. Except for a slight extension in 1916, however, no 
further step was taken until 1920, when, with the chief exceptions 
of persons engaged in agriculture and private domestic service, 
the whole of the industrial population-some 12,000,000 workers 
-were compulsorily insured. 

For a. short time after the passing of the Act, trade was still 
booming, and in November, 1920, the Unemployment Fund had 
accumulated a reserve of over £22,000,000. Then began the 
trade slump from the effects of which we are still suffering, and 
within a few months there were over a million registered un
employed. At the risk of straining the reserves Parliament 
grafted upon the scheme a system of " uncovenanted" benefits, 
added increased benefits for those unemployed who had de
pendants,and in this way placed upon the Unemployment Fund 
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financial burdens which were never contempla.ted in the original 
scheme, and which quickly exhausted the reserve. 

The national scheme has been criticised from many angles. 
On the one hand, there are those who would pla.ce the burden 
on each separate indJ;i.stJy; on the other hand, there is the 
Socialist group, which cla.ims that the maintenance of the 
unemployed should be a national obligation, financed solely by the 
S~. The actual working of the scheme has been criticised on 
the ground of its alleged costliness (a. criticism which is not 
supported by the facts), that benefits are paid to persons not 
genuinely seeking employment (a. defect of the scheme which is 
grossly exaggerated), and that the benefits are too small and 
bear no relation to the workers' wages. 

In favour of the proposal that the existing scheme should 
be superseded by arrangements under which each industry would 
be responsible for its own unemployed, it is contended that unem
ployment is a. part of true social cost, and should logically be 
included in the cost of production of the product of each industry. 
It is pointed out, for example, that under our present arrange
ments dock charges are at a lo~er level than is justified from the 
strict economic point of view. If they were higher, unemployment 
among dock labourers would be less. Hence a. part of the true 
social cost of such unemployment is, in effect, borne by other 
industries, which are subsidising the dock industry. Secondly, 
it is argued that the placing of, the responsibility for unemploy
ment on each industry would 'give employers a definite incen
tive to cut down to a minimum the amount of unemployment 
in their trades, and would give each industry an incentive to solve 
its own problems, without ·any interference from the State. 
Other contentions are that it would be possible to adjust con
tributions and benefits to earnings, and that insurance by 
industry would provide a. valuable field for experiment in 
industrial self-government. This is the ground on which the 
Guild Socialists once advocated the proposal. 

Equally important arguments may be advanced against the 
proposals and in favour of the existing system of national insur
ance. In the first place, the general principle of insurance by 
industry is unsound, since the very essence of insurance is the 
pooling of good and bad risks and the spreading of such risks as 
widely as possible. If a. distinction is to be drawn between 
different industries, why not distinguish between different 
establishments in the same industry 1 Secondly, the incentive 
to cut down unemployment would be very small, while the main 
causes of unemployment-the cyclical fluctuations of trade-are 
quite beyond the control of any single industry. Moreover, the 
scheme would delay that unification of the social insurance system 
which appears to be inevitable. 

Apart from these disadvantages, there would be grave 
difficulties in the practical administration of any scheme of 
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insurance by industry. Of these problems the most important 
would be the difficulty of defining each industry-a. most im
possible task. Secondly, there would have to be machinery for 
the transfer of a person's claims from one industry to another. 
This would not only involve a great deal of clerical and adminis
trative work, but the difficulty of transfer from one group to 
another might restrict the mobility of labour. Finally, there 
would have to be. efficient machinery for testing the bona fides 
of applicants. At present, that machinery is the Employment 
Exchange. Under a system of insurance by industry, pre
sumably there would have to be a separate Exchange for each 
industry. The resultant cost would be enormous. 

Social Insurance. 

Recently, opinion both among employers and workers has 
hardened against unemployment insurance by industry, and the 
latest tendency is towards the extension and unification of our 
whole system of social insurance, with the object of enabling the 
insured worker and his family to. maintain a certain standard of 
living even during periods of stress and strain, thus removing 
the fear of economic insecurity from the life of the industrial 
worker. 

Social Insurance has been defined as " that ~art of the total 
field of insura.nce in which the risks or bazar{[ covered result 
from the inabili~y"'9Lt;p~.J!'9.z;!t!ll~~£!~J1_er .. t~ mak~ a wil~.£Q.~trIl:9t 
of a kina which WiIIemt.l!Je_lmnlil JllillIltam~ .satisfa:ctory_stand,ard 
O'f!ivingTo"r ~ ~pd his. fam~ oLtO'£I!UI.jhro~gh.lP~.jlatt 
o! ~§'~ .£.Q.l!1it»-ct.:.Q.w.ing_.Jg :rhy'~IC.al,iIlcapa!J~~y. ".1 The c~ef 
nskSconcemed are those wlllcli anse out of: (a) temparary In
ability to make a living, due to accident, disease, ill-health or 
unemployment; (b) permanent incapacity, due to disablement or 
old age; and (c) death, involving burial expenses, unprovided 
widowhood and orphanhood. 

Compulsory social insurance enforces saving, and has the 
advantages of all enterprises conducted on a large scale in that 
it results in a reduction of costs. But social insura!!£p differs 
from saving and from public relief in that it"gIves tlie worker an 
immed~~ht.to a ~~in Bum. Thus, it may be alternatively 
defined as an agreement,wmch is l€fl!!!!JLn eniarceable, to pay a 
certain sum in money, or in goods and8eiVices, as compensation 
against the loss resulting from undesired contingencies which 
reduce earning capacity or increase expenditure beyond the 
normal. 

In recent years, there has been a great drive towiuds the 
extension of the system both in this and in other countries. In 
our own country, the annual state expenditure 'in this direction 
at the present time exceeds £160,000,000, distributed over 

1 J. L. Cohen, Social Insurance Unifid. page 18. 
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Unemployment Insurance ; Health, Maternity and Disablement 
Insurance; Workmen's Compensatfon Iiisuiance; Old Age and 
Wido~s'_and Orphans' Pensions; and BlUial Insurance. In 
additlon to the amount mentioned, vast sums are annually 
disbursed with the same ultimate object by friendly societies, 
collecting societies, and the benefit sections of the trade unions, 
by the State under the Poor Law, and by the State and industrial 
concerns on pension schemes of various kinds. The extent to 
which the system of social insurance has developed may be 
judged from the fact that the total annual expenditure thereon 
in this cQuntry is estimated to be in the neighbourhood of 
£500,000,000. 

In view of the comparatively recent development of the 
principle of social insurance, it is only to be expected that the 
system as a whole and its several departments should have 
been subject from time to time to considerable criticism. Refer
ence has already been made to the objections advanced against 
unemployment insurance. The system of national health insur
ance is criticised on the grounds that its administration is wasteful, 
undemocratic and inefficient, and that it does not provide medical 
treatment for the worker's family. The main objection to the 
existing scheme of workmen's compensation insurance is that 
about two-thirds of the financial loss resulting from accidents is 
still borne by injured workmen. Critics of the old age pensions 
scheme point chiefly to the inadequate benefits and the present 
limit as to means. They also urge the reduction in the qualify
ing age from seventy to sixty-five years. 

Other criticisms are directed to the system of social insurance 
as·s. whole. It is pointed out, with much truth, that owing to 
the piecemeal nature of our social insurance legislation, the 
present arran~eI!~ ~ .chaotic, and full of anomalies. In 
some branCE.es (e.g., unemployment, health) the principle of 
compulsion is adopted; in others it is not. The rates of benefit 
sho,! great .yariations where the worker's need lathe-same, the 
variety of administrative machinery is amazing, while there is 
much overlapping between the various sections. The existing 
arrangements also stand condemned on the ground that the 
present prDyisiOJlJs inadeQ,Uate to the recognised need. 

These defects have been recognised by several well-known 
reformers, and schemes have been put forward with the object 
of unifying and simplifying the present arrangements. It is 
not possible to deal with these proposals- in this book, but it 
may be stated that, at the time of writing, no steps have been 
taken to put them into practice. 



CHAPTER 22 

THE CONTROL OF INDUSTRY 

IN an elementary text-book of this kind it is obviously 
impossible to deal adequately with the many controversial 
questions which are generally associated with the problem of 
"industrial control ", or the modification of the present capitalist 
control of production. Yet these questions have recently 
assumed such an important place in everyday economic discussion 
that a brief consideration of the main issues involved is advisable 
even in an elementary treatise, particularly as they arise from 
dissatisfaction on the part of the wage-earning class with that 
present system of production and distribution which has been 
analysed in the foregoing chapters. 

The Demand for Control. 
It is well recognised that during the last decade the discussion 

of industrial problems has shifted its centre. Up to the period 
immediately preceding the war reformers were principally 
occupied with questions concerning poverty, and the view was 
prevalent that the problem of labour could be summed up as a 
problem of remuneration. To-day, however, their main interest 
appears to be the government 0/ industry, and the view is 
gaining ground that poverty is merely a symptom of a more 
deeply rooted malady, which they describe as "Industrial 
Autocracy", or the rule of the Capitalist.1 Hence the new demand 
for " control" on the part of the workers is, in effect, a reaction 
against what they regard as the Capitalist System of industry. 

It must not be thought, however, that this demand is a 
unified expression of a single impulse; it is, on the other hand, 
based on a whole mass of reactions, both economic and non
economic, of the workers against the present industrial system, 
and in the general demand for control we may recognise at least 
four main elements :-

1. A DEMAND FOR STATUs.-There can be no doubt as 
to the importance of the moral aspect of subordination to 
discipline in the present-day labour unrest. In part, this 
new claim to status is a natural development of the habit 
of negotiation between organised labour and the employer 

1 One recent writer has even gone BO far as to declare that" the social problem is 
not poverty, but freedom n. 
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or his Association; in part, it is a reaction, accelerated by 
war-time experience, against the social consequences of 
modem large scale industry. The essential fact, however, 
is that the workers are no longer willing to accept the " cog 
in the machine" status and are no longer content to remain 
mere sellers of physical etlort. 

2. A DEMAND FOR SECURITY.-The desire for sure pay 
and for security against unemployment is the chief motive 
in most control schemes. Indeed, in the elaborate plan of 
control suggested for the building industry in the famous but 
abortive Foster Report 1 in 1919, this was the chief immediate 
appeal to the workers. A significant passage reads: "We 
are convinced that the overhanging fear of unemployment 
must be finally removed before the operative can be expected 
whole-heartedly to give of his best ". 

It is conceivable, of course, that both high wages and 
security might be won without control, but the demand for 
them provides much of the impetus of the modem movement. 

3. A DEMAND FOR THE RIGHT TO ~1AKE SUGGESTIONS 
CONCERNING THE CONDUCT OF THE W ORK.-At first sight, it 
might appear that this factor in the control demand is un
important, but modem labour policy is unmistakably inter
ested in the technical efficiency of industry. There is abundant 
evidence of this feeling in fhe detailed suggestions on the 
technique of industry presented to the Coal Commission of 
1919 by the Miners' Federation, and workmanship in this 
geI\.eral sense has been an essential part of the propaganda. of 
workers' control ever since the syndicalist agitation of 1911. 

4. A DEMAND FOR THE PUBLIC OWNERSHIP AND CONTROL 
OF lNDuSTRY.-There is an increasing disinclination on the 
part of the workers "to make unlimited profits for private 
employers JJ; such a feeling of antagonism to private 
ownership was frankly expressed by the miners' repre
sentatives before the Coal Commission. It is true that a. 
characteristio feature of the control movement is that it is 
concerned primarily with the internal control of production, 
but, at the same time, the demand for a larger share in the 
revenue of industry remains, and in this country the two 
sets of motives are closely related. 

Positive and Negative Control. 
In order to avoid confusion of thought it is necessary to draw 

a. careful distinction between two senses in which the word 
.. control" is frequently used. On the one hand, we have 

I A Report of .. Sub-Committee of the Joint Industrial Council for the Building 
Industry, under the ohlilimanahip of Mr Thomas Foster, .. master deoorator of Burnley. 
The oentral f8/loture of the BOheme put forward was that the industry should oarry its 
own unemployed. 
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" negative" control, a control in the sense of regulation, and 
on the other, "positive" control, i.e., control in the sense of 
direction. 

It is clear that by an elaborate code of commercia.llaw, factory 
law, and so forth, the State exercises a "negative control" in 
numerous ways over the actions of those who are responsible for 
the conduct of industry, while organised labour by its bargaining 
strength sets limits to the freedom of the employer .. to do as he 
likes with his own". In the course of time such powers of 
obstruction and regulation may easily develop into powers which 
are more positive and constructive-the .. frontier of control " 1 

is ever changing-but for our present purposes we must exclude 
from our discussion any such forms of negative interference, 
and consider the operations of the State or of the workers only 
in so far as they exercise or propose to exercise directive powers 
in the conduct of industry. 

FEATURES OF CAPITALIST CONTROL 
Before we proceed to examine the attempts and proposals 

which have been made to supplement or to supplant private 
enterprise in industry, we may briefly review the essential features 
of what is loosely described as " the existing system ". 

The System of Free Enterprise. 
In the first place, it is important to· bear in mind that the 

most striking of all economic problems-that of determining 
how the limited economic resources of the country shall be 
allocated among an infinite variety of possible uses - is not 
submitted to any conscious decision at all. Although it is not 
immediately apparent, the final decision rests with the consumer, 
whose preferences and aversions, when translated into effective 
demand, regulate the organisation and utilisation of the 
productive resources of society. It is true that the immediate 
agents are the entrepreneurs, in whose hands lie the delicate 
tasks of gauging the desires of consumers and of producing in 
anticipation of demand, but the essential fact about modem 
industry is its government by Value or Price-the" automatic 
indicator which production follows ". 

The merits of such a system are not always apparent, but 
they are well described in the following passage: .. A magnificent 
scope is offered to individual judgment and initiative and courage. 
Vested interests are hurled aside out of the path of economic 
progress. Within the wide limits allowed by the law, and the 

1 The phrase is taken from the title of a book by Mr. Carter L. Goodrich. Ques
tions of wages, hours, and physical eonditions of employment have long been the 
subject of collective bargaining, and, in eertain eaaea, of State intervention. Mr 
Goodrich takes questions of .. discipline and managemen$ .... indicating the real ern of 
the control issue. 
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stricter bounds set by social opportunity, each man is at liberty 
to spend both his life and his income as he chooses. Even in 
bad times the vast majority of the productive resources of society, 
both human and material, are being utilised, and the faith in 
which they have been launched into various channels of endeavour 
is found to have been not misplaced ".1 

Two conclusions seem to be justified. First, that the existing 
arrangements have the outstanding merits of adaptability and 
elasticity, while any experimental forms of industrial organisation 
can, and, as we shall see, frequently do " try their luck" alongside 
private enterprise. Secondly, that freedom of enterprise in one 
form or another must be the basis of any system of specialised 
production, since the only alternative to the more or less unregu
lated interaction of economic forces is to allow the State to decide 
in detail what everyone shall do and what everyone shall receive. 

The Assumption of Risk •. 
The next important feature of capitalist control which must 

be noticed is the association of control with risk. Capitalism 
says, in effect, that "he who bears the risk shall exercise the 
control". Under modem industrial conditions nothing is assured. 
The shrewdest forecasts may be upset by a multitude of events 
over which the entrepreneur has little or no control. Strikes 
may occur, the tastes of consumers may change, an internationa.l 
crisis may cause widespread depression, new processes or- new 
products may drive the entrepreneur from the market, while 
new taxes or tariffs may deprive him of all his anticipated 
profit. Nevertheless, such risks are the price of industrial 
progress, and it seems reasonable to assume (a) that better 
decisions will be made by those who have to bear any resultant 
loss; and (b) that capital for speculative enterprises will not 
be forthcoming unless the owners of that capital are allowed a. 
reasonable tneasure of directive power. 

These two assumptions lie at the root of our existing arrange
ments, but many regard as unjustified the claim of the capitalist 
to exercise control of industry because he assumes the burden 
of risk. In the first place, it is urged that those who bear the 
main risks of modern industry delegate their control almost 
entirely to paid officials, who may not always be efficient. 
"Joint-stock companies, by limiting the liability of the great 
majority of capitalists, have weakened their incentive to exercise 
care in the investment of their capital and in the control of the 
business in which it is employed. Ha.ving limited stakes in a. 
variety of different enterprises, most investors have neither the 
time, the knowledge, nor the opportunity to exercise any personal 
skill, energy or initiative in the conduct of these enterprises, 
which are left for the most part to a salaried management and a. 

1 D. H. Roberteoo. Tile Conlrol o/lfulrutry, p. 86. 
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directorate whose sanction is required for a few major acts of 
policy. The body of shareholders normally exercise no real 
economic function after their initial act of investment has been 
performed, and the variations in the dividends they receive lie 
outside their effective control. The direct and real government 
of the business world has passed more and more into the hands 
of small groups of persons, financiers, entrepreneurs, managers, 
who wield the vast capital resources of great bodies of almost 
inert investors ".1 

It would, nevertheless, be unwise to draw hasty conclusions. 
In many companies most of the shares are in the hands of an 
inner ring who control the management and policy; and in the 
majority of cases the shareholders are induced to delegate their 
powers by the knowledge that the directors are themselves 
financially interested to a substantial degree in the welfare and 
prosperity of the concern. 

The second important qualification which has been put 
forward is to the effect that much of the risk in modem industry 
is borne by many who have not the least share in control. Thus, 
it is contended that the manual workers invest the whole of their 
personal capital (i.e., their strength and skill) in enterprises in 
the direction of which they have no voice. In the event of the 
enterprise proving a failure, it is not only the capitalist who is 
involved in loss; the employees also are thrown out of employment 
and are compelled to rely on their slender resources. 

But here, again, close examination reveals the fact that the 
necessary qualifications are not serious. The most important 
element in the "normal" unemployment problem is the trade 
cycle; and the greatest risk ~o which the worker is exposed is 
that of the resulting general depression in business. The causes 
of these depressions are as yet very little known, but they are so 
deeply rooted in our economic organisation that it appears beyond 
the power of employers or even of industries to control them. 
In this respect, therefore, it would seem that the workers' parti
cipation in the government of industry could render little real 
service. 

Thus, the infringements of the general rule that control i~ 
associated with risk are not as serious as they at first appear, 
and the objections which we have mentioned seem to have a 
very limited application. 

The Growth of Class Distinction. 
One last feature of Capitalism must be mentioned, and that 

is the widening of the gulf between those who give and those who 
receive orders, between employer and employed. The division 
of labour and joint-stock enterprise--the foremost characteristics 
of modem industrial organisation-have both tended to accentuate 

1 J. A. Hobson, Inctntivu in /he Nelli IMUltrial Order, pp. 23. 24. 
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this class distinction. Productivity has certa.inly been vastly 
increased-but only at the cost of pleasure and of interest in 
work; hence has arisen the vital problem of restoring to the 
workers some sense of economio responsibility without, at the 
same time, sacrificing industrial efficiency. 

Suggested Modifications of the Capitalist System. 
The foregoing preliminary observations should now enable 

us to examine the chief attempts which have been made and the 
principal 'suggestions which are being put forward either to 
supersede Capitalism altogether or to modify its methods of 
industrial government. In view of what has already been said 
concerning the various elements which constitute the demand 
for control, it is not surprising to find that to different sections 
of opinion this demand should stand for quite different types 
of industrial structure, but it is possible to distinguish three 
main theories of control, viz.: (I) Workers' control; (2) Con
sumers' control; and (3) Joint control. 

WORKERS' CONTROL 

Productive Co-operation. 
As its name suggests, the idea underlying the theory of 

workers' control is that the direction and conduct of industry 
shall be vested in the workers themselves in their capacity 
as producers, and consequently the element which is most 
strongly emphasised in the demand for control is the claim 
to status. 

This aspect of social reconstruction was stressed by the 
early French and English Socialists, and the twenties and thirties 
of the nineteenth century were prolific in schemes for self-governing 
workshops, the object of which was to scrap the factory system 
and return once again to the self-sufficing communes. But 
most of these productive societies have been short-lived, and 
in this country their number declined from 125 in 1904 to 76 
in 1918. The majority of these were in the boot and shoe, 
printing and textile industries, and for 1918 showed a profit of 
over £303,000 on a total loan and share capital of approximately 
£1,000,000. 

In the great majority of cases these undertakings were 
initiated by working men, but a few of,them, originally established 
by employers in the ordinary way as private businesses, have 
been converted into productive societies by the admission of the 
employees to a very extensive share in the profit, capital, control. 
and responsibility. Several of the most famous of profit sharing 
organisations on the Continent belong to this class. 
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It is obvious that there are serious obstacles to the progress 
of any genuine productive society. In the first place, there is 
the difficulty of obtaining capital and of securing markets, but 
more important still is the question of management. It has 
been well stated that "the essential difficulty in the way of 
co-operation in production is that it attempts to supersede the 
business man where he is most needed. Its failure is at once a. 
result and a proof of the variety and importance of business 
leadership. Intelligence, imagination, judgment, courage, powers 
of organisation and administration-all the qualities needed 
for success in business managemen~are possessed in the right 
combination by few individuals ".1 

It is not surprising, therefore, that an analysis of statistics 
shows that very few of the societies have remained true to the 
early ideals of the movement. The membership of these 
associations is nowadays by no means confined to the workers 
employed in them, while a. substantial proportion of the capital 
is owned by the retail distributive societies (who are the chief 
customers), and these appoint delegates to the management 
committees. Thus, in 17 societies, with 31·5 per cent. of the 
total sales, the employees are not represented on the managing 
committee at all; in 27 societies, with 25·8 per cent. of the sales, 
some of the committee-men, but not a. majority, are employees; 
and in 23 societies, with 42·7 per cent. of the total sales, employees 
formed a majority on the managing committees .. 

The main position is clear. Productive co-operation has not 
revolutionised industry and shows no signs of doing so, while 
it is significant that its failure has been mainly on the side of 
management and discipline. 

Guild Socialism. 
In spite of the long record of ill-success attending associations 

of producers, the idea. of workers' control has by no means dis
appeared. To-day, its strongest and most vigorous exponents 
are the Guild Socialists who, although insignificant in enrolled 
membership, exert so powerful an influence among the more 

. militant section of Trade Unionism that their doctrines have 
found expression in the official policy of two of the most powerful 
of British trade unions. It is significant that both the Miners' 
Federation, with its 750,000 members, and the National Union 
of Railwaymen, with its 327,000, have recently expanded their 
demand for nationalisation into a. demand for State ownership 
and control with some measure of joint control and administration 
by the workmen and the State . 

.As in the case of productive co-operation, guild socialism 
lays special stress upon the status of the worker. The dominant 
idea is stated to be that" the individual worker must be regarded 

1 F. W. Taussig, Prindplu 0/ Et:OMmiu, voL iL, p. 358. 
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not simply as a • hand', a decreasingly important adjunct to 
the industrial machine, but as a man among men, with rights 
and responsibilities, with a human soul and a desire for sell
expression, sell-government and personal freedom ".1 

Not unnaturally, the main criticism of the Guild Socialists 
is levelled against. the U wage-system ", of which the four main 
objectionable features are stated to be as follows :--:-3 

1. U The wage-system abstracts 'labour' from the 
labourer, so that the one can be bought and sold without 
the other". 

2. U Consequently, wages are paid to the wage-worker 
only when it is profitable to the capitalist to· employ his 
labour ". 

3. U The wage-worker, in return for his wage, surrenders 
all control over the organisation of production". 

4. U The wage-worker, in return for his wage, surrenders 
all claim upon the product of his labour". 

It is claimed by the exponents of Guild Socialism that these 
characteristics of the wage-system are marks of degraded status, 
which must be removed if democracy is to be applied to industry 
as well as to politics. 

This, very briefly, is the diagnosis of the malady. What is 
the suggested remedy' The main idea is that the control of 
industry shall be placed in the hil.Dds of guilds of producers who 
would co-operate with a democratised State representing· the 
people as consumers. To achieve this, each industry would be 
reconstituted as a. publio service under the control of those who 
actually work in it, whether with hand or brain. The Guild 
Socialist proposes to a.void the dangers of bureaucracy and of 
that inefficiency which is usually associated with nationalised 
effort by the establishment of complete industrial sell-government 
(through an elaborate system of committees), and he claims 
that the interests of consumers will be adequately safeguarded 
by the vesting of the final rights of ownership of each industry 
in the State. Whether the consumer would be efiectively 
protected is a subject of controversy, but the dangers of the 
establishment of a system comprising monopolistic guilds of 
producers require little emphasis. In the first place, there would 
be a great temptation for each guild to use its power for its own 
ends. Furthermore, each industry would tend to pursue a 
conservative policy, and then the constant introduction of new 
industrial processes and the rapid movement of productive 
resources between different occupations might be seriously 
checked, with a resultant loss in economio efficiency. 

It is impossible within the limits of our space to describe the 
extremely interesting and instructive experiments which have 

1 O. D. H. Cole, Bel/.GoverRmt:,., IIIIMUII"", p. 5. 
I Ibid., pp. 154, 155. 
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been undertaken in an endeavour to institute guild socialist 
organisations in this country, but a brief reference may be made 
to the most important movement initiated in 1920 in connection 
with the building trade. Originating in London and Manchester, 
the movement had as its object the construction of working-class 
houses by local guild committees in conju,nction with local 
authorities. Considerable building work was undertaken by the 
guilds, and ~n 1921 the numerous guilds which had sprung up 
in various parts of the country were amalgamated into the 
National Building Guild, Limited, which undertook certain 
centralised work of finance, insurance and supply. The actual 
making of contracts was left in the hands of the Regional Councils, 
formed in each area to link up local guild committees which were 
elected from the building trades' unions and were responsible 
for the labour supply. 

Capital was borrowed from the Co-operative Wholesale 
Society's Bank, from trade unions, and from individuals, at a 
fixed rate of interest, and during the currency of the contract, 
wages at the full trade union rates were paid to all workers in 
sickness and during incapacity from accident, in bad weather 
and on holidays. This complete removal of the fear of unemploy
ment was possible, however, only in the case of workers actually 
engaged on guild contracts; except in the case of a very small 
permanent staff, the full conception of "continuous pay" (a 
distinctive feature of Guild Socialist theory) was not and could 
not .be realised by the Building Guild alone. 

In spite of a period of apparent success, the activities of the 
Guild were brought to an end in 1923, when, partly through 
mismanagement and partly through taking on more work than 
it could finance, this promising organisation was compelled to 
go into voluntary liquidation. 

Guild enterprise in this country is now confined to local 
guilds operating on a small scale, a cautious policy being followed 
in order to avoid another collapse. Such local organisations exist 
in the building, agricultural, furnishing, clothing, engineering, 
and piano industries. 

In estimating the significance of the achievements of the 
National Building Guild, it should be borne in mind that 
the experiment began under peculiarly favourable conditions. 
Building is usually a small-scale industry requiring little fixed 
capital and one in which the craft instinct is strong. The co
operative movement assisted in the supply of materials and in 
guaranteeing the fulfilment of contracts, while the urgent demand 
for houses provided a sure market. 

The founders of the experiment themselves admit that, 
although the contracts which were completed showed a large 
savin~ in cost to the purchaser as well as a high standard of 
work, the National Building Guild did not establish conclusively 
that guild organisation can function well and serve the community 
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efficiently. Even an unqua.lified success in the building trade 
would not have proved that a similar organisation would succeed 
in factory industries. Undoubtedly the most serious obstacle 
to progress along guild lines, however, is the difficulty of securing 
adequate capital at: a fixed rate of interest, without giving the 
lenders any powers of control other than the right of withdrawal 
at three or six months' notice. If associated labour is to hire 
capital it must develop a form of business organisation that will 
inspire confidence in the mind of the investor; on the other 
hand, the guild experiment, if it is to have a reasonable chance of 
succesEl, must not be attempted on too small a scale. It seems 
certain, therefore, that the guild movement, if it grows at ~ll, 
will grow but slowly. 

CONSUMERS'COPTROL 

The fundamental idea underlying the theory of consumers' 
control is that although under the existing system all economic 
activities are directed towards the satisfaction of consumers' 
demands, yet in one way or another the interests of consumers, 
particularly of the poorer classes, are endangered and consequently 
require protection. The main grievances of the consumer may 
be stated as follows :-

1. Tha, he may be induced ro buy 80mething different 
from wha' he intended ro buy. The exponents of Capitalism 
maintain that in their economic relations consumers may 
safely be relied upon to pursue their own interest, and that 
they can be expected 'to secure full value by playing off 
competing producers against one another. On the other 
side it is objected that in modem industry the mighty 
resources of advertisement are all directed to inducing the 
purchaser to buy commodities which he would not buy if 
he relied only on rational self-interest. 

It cannot be said that the consumers' grievances under 
this head reach serious dimensions, but, nevertheless, it 
must be recognised that they do exist. 

2. That the 8Upply 0/ certain good8 which the conaumer 
buys is curtailed and the price raised by the action 0/ m0no
polistic bodies 0/ 'JYToducers. That this grievance may be 
a very real one will be judged from what has been said in 
a. previous chapter concerning monopolistic organisations. 
Before the war, in many branches of industry, commerce, 
transport and finance, free competition had given place to 
combinations and associations, which were strong enough 
to exercise considerable control over output and over buying 
and selling prices. Great manufacturing businesses, insurance 
companies, banks, railways, and shipping lines were either 
taking over small businesses or (in order to avoid .. cut-
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throat" competition) were inducing them to enter into 
agreements to fix prices on a " fair basis ". 

During and after the war this tendency was vastly 
strengthened. The general stimulus to organisation, the 
Government control which had been necessitated by war 
requirements, the natural and artificial shortages due to the 
prevailing abnormal conditions, and the weakness of small 
firms during the post-war depression, have all accelerated 
and extended the combination movement. The danger. as 
we have seen in our earlier investigation of monopolies, is 
not necessarily that the trust, kartel, or other combine will 
raise prices; but that the monopolist will find it advantageous 
to sell a smaller quantity of goods at a higher price rather 
than a larger quantity at a lower price. In this way he 
cancels the tendency towards full supply, and thus diminishes 
the aggregate satisfaction of the consuming public. 

3. That the prices 01 goods are llrulvly 1oadeJ, with pay
ments to middlemen. Among consumers there is a. widespread 
suspicion, more or less well-founded but generally exaggerated, 
that the price paid by society for marketing functions is 
out of proportion to the services rendered by the middlemen 
who discharge such functions. 

4. That although production 101l<YWs the indicator 0/ 
demand, many 01 the real needs 01 consumers are left lln8atisfi,ed, 
beca'UBe they cannot be expressed in terms 01 a money oUer. 
Either the consumer may be unaware that he needs some
thing or he may realise that he needs something and yet be 
unable to offer a money price for it. 

It is clear on reviewing the foregoing grievances that some 
of them are partially remedied by the regulatory powers of the 
State. The first of those mentioned above is to some extent 
remedied by the Adulteration Acts, the second by a. variety of 
devices, the chief of which are the prohibition of certain " unfair 
methods of competition" and the undertaking by the State of 
certain powers of investigation. On the efficacy or lack of efficacy 
of such alternative device.'jl depends to a. certain extent the case 
for the more thoroughgoing methods of consumers' control, but, 
as has already been indicated, the general discussion of negative 
control lies outside our present scope. 

The schemes which must be examined, however, are those 
which, in one way or another, propose to hand over the supreme 
direction of industry to the representatives of the consuming 
public. Those to which brief consideration will now be given 
are (a) Consumers' Co-operation; (b) Collectivism, i.e., National
isation and Municipalisation; and (c) Communism. 
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Consumers' Co-operation. 
The essential idea. of this method of industrial organisation 

is that consumers should voluntarily combine to acquire and 
manage some business on their own behalf. The rapid progress 
of the movement in thi» ·country is in striking contrast with the 
limited achievements of associations of producers as economic 
units, and it is significant that whereas in the minds of its English 
pioneers the movement was only one aspect of the wider vision 
of the self-governing commune, each successive step in the 
development of co-operation has tended to weaken the relative 
strength in its counsels of those in whose breast the original 
co-operative faith is cherished. Especially since the establish
ment of the famous co-operative society of Rochdale weavers 
in 1844, the movement has crystallised into a much more 
practical form of industrial organisation the underlying principles 
of which may be quite simply described. 

1. TIm CO-OPERATIVE STORE.-The unit· is the local 
co-operative society, the members of which are not only 
the customers but also the owners of their own retail shop 
or shops. Membership is open to anyone who is willing to 
take one or more shares, and carries with it the right to one 
vote per person in the election of the members of the com
mittee of management and on other matters submitted to 
general meetings. ' 

The manager of the shop is a full-time aalaned official 
and is responsible to the committee of management, -which 
usually consists of members of the society, who give only a. 
fraction of their time to the work, and who are remunerated 
by small fees. Recently, however, there has been introduced 
the l'Ixperlment of a full-time paid executive, and in a. few 
of the larger societies important developments are being 
made along these lines. The capital of each society is raised 
entirely from its members and is paid a fixed rate of interest. 
The retail prices charged are usually at the level of those 
ruling in the neighbourhood, and what in an ordinary business 
would be called the "profits" are devoted paIt-ly to the 
extension of the operations of the society, partly to various 
social and educational objects, and partly to the payment 
of the dividend on the purchases of the members. This 
dividend, in the majority of cases, is re-invested in the 
business, and it is noteworthy that the greater part of the 
steadily increasing share capital of the societies has been 
accumulated in this way. 

2. TIm WHOLESALE DEl'AltTMENTS. - Consumers' co
operation has not stopped short at retail trading. The 
local societies have achieved independence of the capitalist 
wholesaler by federating to form central wholesale societies 
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which are controlled by quarterly meetings of delegates of 
the local societies and are owned and managed on the same 
general principles as the local societies. The number of 
delegates to which each society is entitled is definitely fixed, 
and, as a rule, each delegate casts one vote but has a second 
vote for the first £6,000 of purchases in the preceding year, 
and an additional vote for every £12,000 of purchases. 

The nature of the representative assemblies which are held, 
and the striking contrast between these and the shareholders' 
meetings of a joint-stock company, have been graphically 
described by Mr and Mrs Sidney Webb in their recent work 
dealing with the movement. 1 They write--" Instead of, 
in normal times, the little clique of tame shareholders con· 
nected with the directors, and, in times of panic, the un· 
organised mob of men and women fuming at the passing of 
the dividend, the visitor to the quarterly delegate meetings 
of the C.W.S. observes an almost permanent and highly 
selected representative assembly-the presidents, secretaries 
and committee men of the local societies, reinforced by 
delegates chosen by the Women's Guilds or other organised 
groups of members, and by the most pertinacious and in
quisitive of the rank and file of the membership. Each and 
all feel themselves to be there, not wholly or even mainly. 
to express their own personal views, but as representatives 
to voice the wishes and needs of tens of thousands of consuming 
members ". 

The contrast with the shareholders' meeting is strengthened 
when we consider the extent of the information supplied 
and the nature of the business discussed. Each delegate is 
.provided with a detailed report containing facts and figures 
portraying the development of the various departments of 
the C.W.S., and with a separate" business paper" which 
forms the agenda, while the issues which come under dis
cussion range from the merely formal business of admitting 
new societies as members, to the expert criticism of the 
working of the various departments and the consideration 
of the wider questions of general co-operative policy. 

A Real Democracy? 
The management of each of the English and Scottish Wholesale 

Societies is vested in a general committee (consisting of thirty
two members in England and twelve in Scotland) all of whom now 
receive salaries and give their whole time to the work, and it is 

. justly claimed that these two committees, directing in unison, 
and sometimes in partnership, business enterprises with an 
aggregate annual turnover of over a. hundred millions sterling, 
are a lasting proof of the capacity of the workers to undertake 

J Ths O_mer.' Oo-operaliue Momnent. pp. 118-20. 



THE CONTROL OJ' INDUSTRY 375 

some form of industrial self-government. Yet the movement 
has been- subjected to a considerable amount of criticism both 
from the point of view of industrial democracy and of efficiency. 

On the first count, criticism is directed towards those defects 
which are inevitably associated with large organisations wherein 
the consumers' interests are paramount. Though in the local 
societies an effective contact is maintained between management 
and consumers, in the wider business operations of the wholesale 
societies the electoral machinery works with greater difficulty 
and only a small proportion of the co-operative membership 
takes any intelligent part in the higher control of policy. This 
tendency of the average co-operator to _relapse into apathy and 
indifference has fostered some of the besetting evils of the move
ment. It tempts the executive to slackness and makes it possible 
for bureaucracy, favouritism and corruption to creep in. Thus, 
it is admitted that the movement" has some of the weaknesses of 
an honest but somewhat impervious bureaucracy--secretiveness, a 
dislike of publicity, an impatience of criticism, and, it is commonly 
alleged, a certain amount of favouritism in appointments and 
promotions ".1 The complicated administration is wrapped in 
obscurity and the directors habitually regard themselves as per
sonally deciding the policy of the business. Though they cannot 
ignore entirely any definite decision of the delegate meetings to 
which they present their reports, they claim that the right to 
decide upon executive issues IQ.ust be vested in themselves, to 
the exclusion of the affiliated local societies who collectively own 
the concern. 

From the point of view of the democratic control of industry, 
however, perhaps the most serious criticism of the movement 
concerns its relations with its employees. Here we see very 
clearly the conflict between two rival theories of industrial 
government. The question arises as to whether the final control 
shall be vested in the workers engaged in the production of the 
commodities and services which the movement supplies, or, on the 
other hand, whether the supreme power shall be placed in the 
hands of the vast army of consumers in whose interest the 
organisation has come into existence. In practice, consumers' 
co-operation adopts the latter alternative, and in actual fact 
its mode of direction differs little from that which exists in the
so-called capitalist concern. While Trade Unionism is recognised 
and works committees have been established in a few cases, the 
general rule is that workpeople have no share in the -management 
and are not eligible for election to the management committees. 
The conception of industrial democracy embodied in the co
operative movement is that the final word shall rest, not with the 
200,000 employees, but with the four million purchasers. 

In the matter of efficiency. although there are the inevitable 
drawbacks which result from any form of committee management 

I Beatrioe and Sydney Webb. TAe Ccm.tllmera' Co-operotiw M_I, p. 126 
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(the chief of which is slowness of executive action), the directorate 
of the two wholesale societies, with its elaborate system of sub
committees, regular tours of inspection and reports, is generally 
admitted to be an efficient administrative organ. 

The Present Extent of the Co-operative System. 
Whatever its shortcomings, the Co-operative movement has 

cert.ainly passed the experimental stage and is in this country a. 
firmly established form of industrial organisation. Thus, for 
1924, Co-operative Retail Trading Societies in Great Britain and 
Ireland, with a total membership of nearly 5,000,000, and share 
and loan capital of £137,000,000, reported sales exceeding 
£275,000,000, and a year's surplus of nearly £18,000,000. }~or 
the same year, the Wholesale Societies, with 2129 retail society 
members, reported total sales in excess of £90,000,000. 

The English Wholesale Society, in addition to producing in 
its own factories a vast variety of food and of other household 
goods, owns its own ships, farms and tea plantations, and 
transacts banking and insurance business on a considerable 
scale. Further, it is said that the goods sold by the retail 
societies reach one-third of the families of the country. Thus 
it appears that roughly five per cent. of the business of Great 
Britain is already under the democratic control of the consumer. 
IIi other countries also, as in France, Ireland and the Scandi
navian countries, co-operative trading, especially in agriculture, 
has made remarkable progress, and with the rapid extension 
of the principle to insurance and banking, many enthusiastic 
co-operators set no limits to future developments. 

Limitations of the Co-operative Movement. 
Close inquiry into the essential characteristics of the movement, 

however, does not justify such expectations. The sphere in 
which the methods of consumers' co-operation are likely to be 
successful, although wide, has definite limits. 

There are three main types of industrial enterprise in which 
it seems unlikely that the co-operative principle could be 
successfully applied :-

1. Those in which there ia a large element 0/ apeculation. 
If co-operative enterprise is to be extended to speculative 
undertakings serious problems are likely to arise in con
sequence of the dissociation of control from the ownership 
of capital which is involved in consumers' co-operation. In 
the first place, it is not likely that capital for risky businesses 
will be forthcoming in sufficient quantities if its owners are 
expected to be content with a. fixed rate of interest and no 
voice in the management. They will naturally require a. 
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return commensurate with the risk of loss, and also rights 
similar to those of shareholders in ordinary business concerns. 

2. Tkoae involving the production 0/ finer and more in
dividual commodities, in which high qualities 0/ 8kill and 
adaptation are called lor. One of the reasons why the co
operative store has not achieved an overwhelming success, 
even among the working-classes, is that there is a tendency 
to economise by eschewing variety and novelty. Consumers' 
co-operation has shown itself best adapted for the production 
of standard household goods. 

3. Th08e indu8tries which demand highly centrali8ed pro
duction but wherein the purchaser8 are 8cattered over wide 
areas. Where such conditions obtain and where the demand 
is irregular, as in the engineering and cotton industries, 
voluntary associations of purchasers do not seem adapted 
as units for industrial control. 

Collectivism-Nationalisation and Municipalisation. 
The essence of Collectivism is that it entails the ownership 

and management of a business by compulsory associations of 
consumers (either the State or the municipality), at the 8ame 
time retaining the ordinary mechanism 01 exchange between pro
ducers and consumers. The expedients of price and of marketing 
are not abandoned, but private enterprise is replaced by the 
publio ownership and exploitation of the means of production. 

The type of industry in which it is generally recognised that 
the consumers' interests reqUire protection is that which, under 
modern conditions, tends to be subject to monopolistic control. 
The public utility services, the railways, the postal and the 
telegraph services, all belong to this class; competition in such 
cases is either technically undesirable or impossible. Obviously, 
therefore, some intervention on the part of the State is inevitable, 
and there is an increasing tendency in these cases for private enter
prise to be superseded altogether by public ownership and control. 

There are further powerful arguments in favour of the 
application of the collectivist principle to other industries
arguments which are based primarily on the waste and reckless 
exploitation of national resources associated with private owner
ship, as in the case of the coal industry, or on moral considerations, 
as in the demand for " disinterested management" in the drink 
trade. But the crux of the nationalisation problem lies in the 
question of efficient management. On the one hand, it is urged 
that the nationalisation of industry will increase production by 
enlisting the hearty co-operation of the workers and by abolishing 
various forms of waste; on the other hand, stress is laid upon the 
dangers of bureaucracy, incompetence, formalism and corruption 
entailed by public enterprise. 
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The Difficulties of Collectivism. 
Whether the one view or the other is justified is a highly 

controversial question, but past experience appears to offer 
conclusive evidence that there are serious difficulties in the 
way of public enterprise. In the first place, it is clear that the 
administrative machinery of a Government department would 
scarcely be suitable for the conduct of ordinary business. 

Secondly, those who control public enterprise are inevitably 
constrained to pursue a more timid and unenterprising policy 
than the private trader or even the directors of a joint-stock 
company. The initiative, resourcefulness, and adaptability of 
private.enterprise are absent chiefly because the public adminis
trator has not the incentive which exists in the possibilities of 
making high profits, and because (at any rate on these large 
issues) he is peculiarly sensitive to the criticism of the taxpayer. 
For those reasons, it is obvious that Collectivism is not well 
adapted to· industries which call for rapid decisions and bold 
changes of policy; especially do these considerations apply 
where an industry has international connections, as in the case 
of the cotton and coal industry. 

A third difficulty of Collectivism is that the most suitable 
unit for political government if! often not the most suitable unit 
of industrial control. For example, in the case of the supply 
of electricity, it has been found in recent years that the munici
pality is too small a unit. This drawback may be overcome to 
some extent by the establishment of special boards composed of 
representatives of ordinary public bodies, to control a particular 
industry over a given area. 

Many of the nati01UJl,isation proposals which are being put 
forward at the present time contain similar devices designed to 
obviate some of the difficulties associated with ordinary Col
lectivism. Proposals are being made to avoid the dangers of 
placing the conduct of industry in the hands of a Government 
Department by setting up an independent expert body on which 
those actually engaged in the industry would be represented. 
Thus, the miners' scheme for the nationalisation of the coal 
industry proposed to place the supreme power in the hands of 
a National Council consisting of ten Government nominees 
(representing only the technical and administrative sides of the 
industry itseH) and ten members chosen by the :Miners' Federa
tion. Whatever administrative device is adopted, however, the 
great issue involved in a complete system of nationalised in
dustries would still remain: once the principle of private 
enterprise is abandoned, the State must inevitably face the 
infinitely difficult task of regulating the flow of the productive 
resources of the community among its different industries. 
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The Present Extent of the Collectivist Movement. 
When we consider the extent of collectivist production, we 

find that public ownership, like co-operation, is a. well-established 
form of industrial organisation within a. limited sphere. 

In the first place, all na.tional governments own and control 
their postal systems and also the various establishments incidental 
to the service of government. Many own and operate the 
national railways, but only in rare cases does the State engage 
in ordinary manufacture and commerce. 

Secondly, most municipalities operate their own "public 
utility" services, such as urban transport, the supply of gas, of 
water, and of electricity. Thus we find that even in England, 
where municipalisation has not developed to so great an extent 
as in some other countries (notably Germany), the aggregate 
product of municipal trading forms a considerable proportion 
of the national income. Moreover, there is reason to believe 
that the scope of this type of enterprise may be extended in the 
future, as, for example, to the supply of milk. and of banking 
facilities. At the present time, there is only one bank in this 
country which is genuinely owned and managed by a municipality, 
the Birmingham Municipal Savings Bank, established under an Act 
of 1916. Other attempts to establish municipal banks have since 
been made, but the Parliamentary Committee which considered 
the applications wished to have longer experience of the working 
of the Birmingham Bank before sanctioning further experiments. 
It cannot, therefore, be said that municipalisation, like the 
Building Guilds, Productive Co-operation and the Co-operative 
Movement, finds a. perfectly' open field within the Capita.list 
structure, for Parliament exercises a strict control over the types 
of industrjal enterprise in which municipalities may engage and 
maintains a. careful supervision over their general financial 
powers. 

Communism. 
Communism involves the government of industry by the 

same methods as in Collectivism, but without the exaction of 
payment for serviCe.! rendered. . 

At the present time the application of the communistic 
principle to industry is confined to two sets of conditions :-

l. Where the' public authority provides a service for which 
it is impossible to exact a specific payment in proportion to the 
benefit derived by each individual. Perhaps the best illustra.
tion is the case of the provision by the State of the various 
means of defence .. It is clear that if industry is to be 
successfully carried on individuals must be provided with a. 
substantial measure of security. At the same time, it is 
equally clear that no satisfactory mp,ans of defence could be 
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provided by individuals themselves. Hence, in the modem 
State, certain members of the community are withdrawn from 
ordinary "productive" occupations and their services are 
applied in the special tasks of defence. As it is impossible 
to determine how much benefit each individual member of 
the community derives from such services, the only alterna
tive is to meet the cost out of general taxation. 

2. Where people are either unwiUing or unable to oDer lor 
certain commodities and services a price which measures their 
real need lor the commodity of service. Since private industry 
is organised on a profit-making basis, it is clear that in such 
cases a real need may be left unsati.efied, with a. resulta.nt 
loss to economic welfare. Hence, the State has assumed 
the responsibility of providing or assisting in the provision 
of a great number of services which were formcrly left to 
private enterprise; for example, education, sanitation, and, 
to a certain extent, the care of the sick. 

It is clear from the foregoing considerations that the case 
for at least a partial application of the principle of Communism 
is very strong, but there are a number of dangers inherent in 
the system. In the first place may be mentioned the general 
objections to Collectivism which have already been dealt with. 
Secondly, there is the defect, so much emphasised at the present 
time, that the high taxation required for the maintenance of 
communist services discourages enterprise. In the third place, 
it is essential, if a communist undertaking is to be successful, 
that it should be comprehensive. This difficulty is exemplified 
in the present housing problem, in regard to which the arguments 
for the application of the communist principle are especially 
strong. The consumers are poor, the need for working-class 
houses is great, but the Government has vacillated between the 
policy of complete control and of assisting private enterprise, 
and consequently confusion has resulted. 

The problems involved in a thoroughgoing system of Com
munism are much more serious than those difficulties which we 
have briefly reviewed, for the State would be faced \lith the 
well-nigh impossible task of the complete administration of 
industry without any reference to the relation between prices 
and costs. 

JOINT CONTROL 

The Guild Socialist advocates of workers' control insist that 
the workers shall acquire their new status independently. The 
power of the employer is to be wrested from him by the pursuit 
of a policy of "encroaching control", and any proposals for 
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association with Capitalism must be rejected as palliatives which 
are lia.ble to be distorted into further means of enslavement. 

On the other hand, there are many employers who believe in 
the restriction of the functions of the trade union to the exercise 
of those .. negative" powers of regulation which it already 
possesses. They insist that the average workman has no desire 
to take any active part in the government of industry, and 
will be well satisfied with short hours and high wages. 

At first sight the latter theory of industrial relationships 
appears to be 'plausible enough, but it leaves certain essential 
factors olit of account. In the first place, experience shows that 
great strength witho11t responsibility is liable to be abused. 
To-day, the regulative powers of trade unions are very extensive 
indeed. By the threat of the strike the workers are able to ensure 
that they shall not be obliged to work under conditions which 
they deem 'unfavourable or unfair, or with workmates whose 
principles do not accord with their own. They have also in many 
cases been able to insist' on the observance of certain rules as 
to hiring, apprenticeship, demarcation, dismissal and the like. 
With a. few exceptions, however, they have always been in the 
position of .. an Opposition that never becomes a'Government ", 
with the result that there has been an inevitable tendency to 
use their powers in reckless fashion. 

It seems reasonable, therefore, to assume that, if the workers 
can be associated in some way with the actual conduct of affairs, 
their powers are likely to be more cautiously employed and, 
furthermore, that much effort which is now spent in combating 
the decisions of employers may be saved if the workers are 
allowed to have a voice in making the decision in the first 
instance. 

Secondly, as we have seen in our analysis of the" control" 
demand, the modem labour problem cannot be summed up in 
terms of remuneration. It goes far deeper than mere differences 
over wages and hours. Even if the desire to take an active 
part in industrial government is confined to a small minority, 
there is no doubt that the desire for status and for the right to 
appoint representatives with some powers of control is much 
more widely distributed. 

Assuming, therefore, that it is accepted that the essentials of 
the existing system must be preserved, there would appear to be 
material advantages in the institution of some measure of joint 
control, whereby the workers would be associated in the conduct 
of industry. The recognition of these benefits was largely 
responsible for the appointment in 1917 of the famous Whitley 
Committee. In its Report the Committee advocated a tripartite 
scheme, involving the establishment in each industry of a Joint 
Council of employers and of employed representing the trade 
as a whole, the Joint Councils to be linked up with Joint Works 
Committees by a. series of District Councils. 
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Joint Industrial Councils. 
In August, 1927, there were fifty-four Joint Standing Indus

trial Councils and Interim Industrial Reconstruction Committees 
established under the Whitley scheme, and it is estimated 
that roughly 3.000,000 workers are now covered by these 
organisations. The principal groups of workers outside the scope 
of such organisations are the miners, the iron and steel workers, 
and the cotton workers, all of whom are well-organised groups 
with elaborate machinery for negotiation already in existence. 

The actual constitution and procedure of the Councils are 
left to themselves, but the universal rule is that employers and 
workers have equal numbers of representatives, that each side 
appoints a chairman and secretary, and that there must be a 
majority on each side for any decision. In many cases, each 
side meets separately prior to the joint meeting, and usua.lly, 
though not invariably, the chairman of the employers' side acts 
as chairman of the full meeting. 

The questions within the purview of a Whitley Council were 
summarised by the Whitley Committee in its Interim Report as 
follows :-

1. The better utilisation of the practical knowledge and 
experience of the workpeople. 

2. Means for securing to the workpeople a greater share 
in and responsibility for the determination and observance 
of the conditions under which their work is carried on. 

3. The settlement of the general principles governing the 
conditions of employment, including the methods of fixing, 
paying and re-adjusting wages, having regard to the need 
for securing to the workpeople a share in the increased 
prosperity of the industry. 

4. The establishment of regular methods of negotiation 
for issues arising between employers and workpeople, with a 
view both to the prevention of differences and to their better 
adjustment when they appear. 

5. Means of ensuring to the workpeople the greatest 
possible security of earnings and employment without undue 
restriction upon change of occupation or employer. 

6. Methods of fixing and adjusting earnings, piecework 
prices, etc., and of dealing with the many difficulties which 
arise with regard to the method and amount of payment 
apart from the fixing of general standard rates which are 
already covered by paragraph 3. 

7. Technical education and training. 
8. Industrial research and the full utilisation of its results. 
9. The provision of facilities for the full consideration and 

utilisation of inventions and improvements designed by the 
workpeople, and for the adequate safeguarding of the rights 
of the designers of such improvements. 
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10. Improvements of processes, machinery and organisa.
tion, and appropriate questions relating to management and 
the examination of industrial experiments, with special 
reference to co-operation in carrying new ideas into effect 
and full consideration of the workpeople's point of view in 
relation to them. . 

11. Proposed legislation affecting the industry. 

Naturally, the emphasis which different Councils have placed 
on one or other of these objects has varied according to the nature 
of the problems associated with each industry, but as a general 
rule, points 3, 4 and 6 have received the greatest attention. 

The activities of the Councils have been concerned, for the 
most part, with wage negotiations. Apart from these, considera
tion has been given to other matters such as organisation, 
education, apprenticeship, industrial research and Government 
relations. A number of valuable reports have been prepared, 
but as yet it cannot be said that the Joint Industrial Council 
movement represents any effective measure of control of in
dustry by the workers. In fact, the Whitley Council has not 
introduced any striking advance on the older machinery but it 
has certainly encouraged and extended some desirable features 
of an ordinary negotiating body. In the first place, it has brought 
together for joint action assemblies covering similar classes of 
labour or classes of labour common to the industry. The second 
great advance lies in the fact that the Councils are 8tanding 
Councils,and are not, &s in the case of the Conciliation Boards, 
isolated pieces of machinery set up for one specific purpose, and 
called together 9nIy -w:hen a disp:ute actually arises. A process 
of more or less continuous barga.ining is secured, with the great 
benefits of the elimination of vexatious delays and a more ready 
response to changes of opinion. 

Works Committees. 
Probably the most important feature of the Whitley Scheme 

is its provision for the establishment of Works Committees, since 
the .. control" demand is more closely related to the workshop 
than to industry as a whole. Thus, it has been stated: "The 
centre of gravity, at any rate at present, lies inside the works; 
it is there that the real clash occurs. Labour's demand for 
control of industry in general, however sincerely held, is just a 
little doctrinaire; but the demand for a changed status in the 
workshop is vital and immediate. It is in the workshop, in his 
daily life, that the worker actually comes up against "the 
System"; it is there that he actually meets and resents the 
arbitrary exercise of authority, by a management he has had no 
voice in appointing, in the execution of a policy he has had no 
opportunity of understanding or influencing, and in the. interest 
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of that" Capital" which he-mistakenly-regards as, inherently, 
his enemy ".1 . 

Even before the Whitley proposals, the workers had in ccrtain 
cases acquired an interest in the conduct of the particular concern 
in which they were engaged. In a few trades shop stewards 
exercised important directive functions, and in a large number of 
cases the workers enjoyed a limited share in control through 
profit sharing and co-partnership committees. This movement 
was greatly accelerated under the Whitley system and at present 
there are over 1,000 Works Committees in actual operation. 
The constitution and procedure of these Committees is naturally 
subject to great variations. Some are joint committees consL"ting 
of representatives of the management and the workers; others 
consist of workers only, with opportunities of ready access to the 
management. Again, some have regular meetings at intervals 
of a week, a fortnight, or a month; others meet only when 
occasion arises. 

It is clearly the functions of these Committees which are 
important from the point of view of joint control, but here also 
there is considerable variation due to the different types of Works 
Committees actually in existence. It is important, however, 
to consider two questions: Are the powers of the Committees 
merely consultative, or are they allowed to take part in executive 
decisions ~ Again, are they concerned merely with the ad
ministration of welfare, pension and bonus schemes, and \lith 
general working conditions, or do their powers extend to those 
questions of " discipline and management" which lie on the real 
" frontier of control " ~ 

As far as the first question is concerned, it would appear that 
the functions of a Works Committee are in almost every case 
purely consultative. Usually such a committee can bring matters 
to the notice of the management, discuss them with the manage
ment and press its own views on the management. In the last 
resort it may induce the trade union to call a strike, but, as a 
rule, it cannot ensure that its view shall be carried into action by 
any direct machinery. Under the existing system the executive 
power is vested in the management. 

The second question is not quite so easily answered since the 
range of functions which the Committees undertake is necessarily 
indefinite, but it is true to say that as yet there has been very 
little devolution of what are ordinarily regarded as " managerial 
functions". In the important matters of discipline, technique, 
commercial and financial policy, the" right to sack ", and the 
choice of foremen, the workers' control remains almost entirely 
negative. Efforts are being made, however, to alter the existing 
arrangements, and it seems certain that when the trade depression 
is over, bolder experiments will be carried out. 

In the majority of cases the great service which Works Com
a O. G. Renold, Woruhop Commitlu6. 
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mittees have rendered is that they have tended to produce greater 
harmony, and, in consequence, greater efficiency of production. 
They afford, too, an opportunity for the workers to get an insight 
into the difficult problems with which management is faced, and 
tend to develop a greater sense of responsibility. 

Perhaps the greatest obstacle in the way of the democratisa
tion of industry is the fear that it will inevitably lead to in
efficiency. Whatever may be the shortcomings of the existing 
system there can be no doubt that it has enabled a. growing 
population to enjoy a high standard of living. Before the 
workers will be prepared to accept the new duties and responsi
bilities which are inseparable from the real direction of industry, 
a long period of education and experience must elapse. The 
outstanding merit of the system of joint control established 
under the Whitley Scheme is that it offers a training ground 
wherein such education and experience may be acquired. 

Recently considerable attention has been focused on the 
Whitley scheme through the efforts of the Association of Joint 
Industrial Councils to induce the Government to introduce 
legislation for the legalisation of the voluntary agreements which 
the Councils have established between employers and employed. 
Such legalisation is necessary in order to ensure the adherence 
of both employers and workers to the agreements and decisions 
reached. It would limit the danger of employers paying labour 
lower rates, and of workers selling their labour for lower rates, than 
those fixed by the Councils. 

Unfortunately, the proposals are being opposed for political 
reasons by organised labour, in "pite of the fact that the Trades 
Union Congress has expressed itself in favour of the principles 
of legalisation. Nevertheless, the work of the Joint Industri8,1 
Councils has received such striking commendation from the 
Government, from the Ministry of Labour and from the Balfour 
Committee appointed to enquire into the post-wltr problems of 
industry and trade, that there is little doubt that a measure 
legalising the decisions of the Councils will at a not. very distant 
date be placed upon the Statute Book. Such a measure would 
so obviously be directed to securing better and more suitable 
conditions for the workers that it. is unlikely to be opposed when 
once the political difficulties are removed. 

2B 



THE MECHANISM OF EXCHANGE 

CHAPTER 23 

.FROM BARTER TO MONEY 

AT an early' stage in evolution man must have found it to his 
advantage to exchange some product, of which he possessed more 
than sufficient, for another product which his neighbour had in 
excess. The 4.unter could not have been long in discovering the 
benefit of offering some of his surplus meat for the surplus milk 
or wool of the flock-tender, or the fisherman in seeking to exchange 
some of his fish for the skins or flesh of the hunter. 

This direct' exchange of one commodity for another is termed 
barter, and it exists even to-day among the savage peoples of the 
-earth. When wants are primitive and the number of exchange
able articles is small, barter may persist almost indefinitely. It 
is not difficult to decide upon some equivalent as a basis for the 
exchange of wheat for a sheep, or of fish for a certain number of 
apples, or of a cow for a certain number of days' work. But the 
difficulties and inconvenience of such a system become obvious 
with the increase in the number of exchangeable articles and 
with an incrMse ill the number of times those articles are ex
changed. Not only.does barter involve the ~atisfaction of both 

, parties to the bargain; it requires also that one man must need 
what the other has to give, and that he shall give what the 
other happens to want. The hunter may wish to exchange furs 
for goat's mil.k, but the herdsman with goats' milk to spare may 
want fruit and not furs. The exchange of services is even more 
difficult than the exchange of goods, and it is easy to understand 
why, in any organised communi~y, the time and trouble involved 
in thus seeking for ~ doUble coincidence 0/ wanta and 0/ POS8e88ion8 
make barter quite impracticable. 

Barter is impossible under any but primitive conditions 
because it provides no standard of measurement. no means of 
estimating the relative values of two commodities, and no method 
of exchanging goods unless one thing can immediately be trans
ferred and another immediately accepted. Even under primitive 
conditions barter may be impossible if a man's possessions cannot 
be subdivided without loss: if his wealth consists of cows only, 
for example, it is well-nigh impossible for him to obtain posses
sion of an article of small value by direct exchange. Thus at a 
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very early period were men obliged to fix upon some intermediate 
commodity which would always be accepted in exchange for 
goods and services, and which would form a basis for the measure
ment and comparison of the values of various other commodities. 

The nature of the article thus chosen did not matter, so long 
as it was familiar, easily recognisable, and generally accepted. 
So, in the many di1Ierent parts of the world where the need for 
Buch an intermediary has been recognised, articles in great variety 
have been utilised in this important role. Examples which may 
seem strange to our modem ideas include the use of oxen in 
ancient Greece, cowrie shells on the African Coast, bricks of tea 
in Tibet, and rice in Japan. Clearly such instruments of exchange 
were'subject to-many disadvantages: some were b~y, ,indi
visible and inconvenient; others were perishable and clearly 
uDsUitable as a means of holding wealth for any period of time. 
But all of them had the advantage that their possessors could 
at any time transfer them to others in exchange for such com
modities or services as they required. 

Even under such arrangements the old system of barter is 
still recognisable, but it is divided into two sections by. the 
intervention of the third commodity. H for any reason the 
chosen commodity becomes unacceptable, then p,~I1er has to 
be resorted to again: its operation is IIlerely facilitated by the 
interyention of the medium of ex$ange. Thus does the direct 
exchange of goods 'for goods become indirect, and thus does 
barter give way to the principle of purchase and sale by the use 
of a recognised medium. ,This medium is called money. 

Apart from the question of inconvenience in handling, the 
chief objection to the use of the commodities mentioned Jay in 
the fact that they had littltf permanent or stabl~ value intrinsic 
in themselves. Oxen may die; grain, rice and tea--may perish. 
As soon as this occurs they become valueless; they cease to be 
acceptable and can no longer function as money. Some more 
durable, more compact commodity is required, which possesses 
value and attraction in itself. Therefore, from very early times men 
have adopted for exchange purposes the precious metals-gold, 
silver and cop:;er-now used as money by all civilised communities. 

These metals, because of their lustre and scarcity, have always 
been attractive to man as a means of ornament, and their universal 
acceptability for these purposes naturally led to their being 
offered and taken in exchange for other articles, and to their 
being regarded eventually as a store of value,-a. mode of pre
serving wealth' for future enjoyment. 

Definition of Money. 
Money is therefore a commodity chosen by common C07J.8en1 to I 

be a measure 0/ mlue and a metl1I8 0/ uchange between all othe:r 
.wmmoditiu. The commodity used as money must be universally 
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accepted within the community in exchange for goods and 
services, and must be received without demur in final settle
ment of obligations. Although money may exist in countless 
forms, the idea underlying all of them is that they can be used, 
either now or in the future, to command in exchange the labour 
or the product of the labour of others. Money is a kind of claim 
upon all other members of the community; a sort of order or 
promise to deliver which can be enforced whenever the owncr 
pleases. It is a .-means to an end, held temporarily, not for its 
own sake, but as a_!Deans of obtaining other articles or of com
manding the services of others. Money enables the consumer 
to generalise his purchasing power, and to make his claims on 
society at the time and in the form which suit him best. It 
eliminates the waste and inconvenience which would attend pay
ments in kind, and ensures that anyone with the means of 
enjoyment may obtain actual enjoyment with the minimum of 
trouble and 1lela.y:.- To the producer the use of money is really 
a most important aspect of the division of labour. Without it, 
production on the modern scale would be impossible, for present 
day producers could spare neither the time nor the energy 
required to make payments in kind for labour and capital, and 
to barter their goods for the products of others. But for the 
existence and development of the money economy, man as 
producer could not minister to the increasingly varied and 
extending wants of man as consumer. Finally, the use of money 
:lacJlit!!<ies_.the transfer of capital by the making of IC?ans and 
payments of aU kinds, and it has made possible that extemlion 
®<lefficiency _ of the credit system which has contributed so 
materially to the progress of mankind. 

Strictly speaking, the definitiOIf of money which we have 
given is the definition of ~tandard money, i.e., the commodity, 
usually gold, which is used as a standard of value and unit of 
account. Very frequently, however, the term "money" is 
applied in a far more general sense to mean anything which is 
widely used and acceptei1 U8 a means of exchange. According to 
this application of the term, a -thing is regarded as money even 
though it cannot function as a standard of value, provided that 
it is expressed in terms of the standard. Thus, notes, che.!l!!es 
and bills of exchange are regarded as money 80 long -as they pass 
in payment for goods or in discharge of debts. "Money is as 
money. does", and all such media are effective money 80 long as 
they facilitate exchange and are actually doing the money work. 
The only essential to their acceptance in this way (excluding for 
the moment any question of credit) is that jheir amount should 
be a multiple or sub-multiple of the unit of account, Le., the unit 
regarded as a measure or standard of the value of things in 
general. We must remember, however, that such circulating 
media, being merely pieces of ~, cannot function as a 
standard or store of value except in so far as they represent the-
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standard of value. If there is any doubt as to the value for 
which they stand, they cease to be acceptable and cease to 
function as money. Hence, if we adhere to our conception of 
money as something which operates both as a medium of exchange 
and a standard of value, then we may reasonably regard bills, 
cheques, notes and any other instruments of exchange as npre
srnlative mG1tey, i.e., as convenient substitutes for the standard 
of value. In the following pages, however, it will make for 
clearness if we understand the term " money " to include standard 
money and the various media of exchange which are used in the 
modetn community as substitutes for the standard. 

Having thus arrived at an understanding of the meaning of 
the term .. money", we may safely apply our definition in one 
or two special cases with a view to clarifying still further our 
ideas. We may add to the utility of our test cases by bearing 
in mind that anything which serves the community as money 
has an effect on the general level of prices because, as is more 
fully explained in the next chapter, it adds to the supply of 
money which is available to do the money work. Let us consider 
first of all the Bank of England note, the paper promise to pay 
of a privately owned institution. Such a note is certainly money 
because it is generally accepted for exchange purposes, it is 
expressed in terms of the standard of value and is ordinarily 
convertible into that standard. It makes no difference whether 
that note is backed pound fOr pound by gold, or that it forms 
part of the bank's fiduciary issue, or, indeed, that it forms part 
of an emergency issue in excess of the fiduciary maximum, 
provided that-and this is an important provision-the notes 
continue to be acceptable as a convenient representative of the 
standard of value. What then can we say of the gold bullion 
held by the bank against its notes 1 Clearly, such gold is no 
more money than unmined gold, or gold which lies in the hold 
of a sunken ship. It certainly can be bought and sold on the 
bullion market, and it may be exchanged for metallic or paper 
currency, but the bullion itself is not expressed in terms of the 
standard of value and would not be generally acceptable as a 
medium of exchange. . Again, can we include in the money 
category the sums lying to the credit of depositors in the hands 
of the banks! By some writers these sums are included in the 
total of money available in the community. In so far as such 
deposits are turned into cheques, this is no doubt true, but we 
know that only a small part of the total deposits in the hands of 
the banks circulates in this way at any particular time. Hence, 
only that proportion of the deposits actually in use can be strictly 
regarded as performing the money work. Bank deposits, like 
unmined gold or gold bullion, can have no effect on prices unless 
and until they become available in the form which the community 
will accept. Then and then only they become factors in the 
effective quantity of money. 
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Currency. 

The term currency is frequently used to indicate any form of 
p10 ney which passes current within a country, and in this sense 
it i~cJ.!l_des metallic money and most kinds of credit instruments. 
It is better, however, to confine the term t<f money which is issued 
by th~ ~~~e, and which is regarded as tliecuiiellt medIUm of 
exc:§.ange ~.Jjrtue of thEt.gQy..eJl!m~ntJwtlwiltiJ)ehilldl!J • 

The Functions of Standard Money. 
The commodity used as st!!:.J.l9ard money must be capable 

of acting as:-:-

1. A MEDIUM OF EXCHANGE.-The fundamental function 
is that the commodity used as money shall be universally 
accepted in exchange for all other commodities or service~. 
Its possession must enable its owner to obtain satisfaction of 
his own wants without difficulty. The intervention of money 
does aWi1Y with the inconvenience of barter. 

2. A MEASURE OF V ALuE.-The value of commodities 
exchanged must be capable of measurement by reference to 
the standard commodity. The measurement of their value 
in this way facilitates comparisolL of the utility of articles, 
and thus simplifies their exchange. 

3. A STORE OF V ALuE.-The intermediate commodity 
must not deteriorate with time. Its owner should be 
enabled to retain it on hand indefinitely so that he can at any 
time exchange it without loss for the satisfaction of his 
wants. Money would lose its usefulness if its owner were 

'prejudiced by not exchanging it at once. 

4. A STANDARD OF DEFERRED PAYMENTs.-Persons who 
arrange now to receive payment at a future date must be 
assured that the value they will receive in the future will 
correspond to what they could demand now. A lender who 
advances money now must be assured that, on the future 
date of repayment, the money he receives will exchange 
for approximately the same quantity of other commodities 
as it would on the date of the loan. /?ome commodity must 
be. chosen the value of which is reasonably steady over 
maAr years, and the supply of which is not subject to violent 
Changes. 'rhe relationship between individuals and between 
CoIDmur:.ities must be equitably and reasonably maintained; 
debtors .must not gain at the expense of creditors, or creditors 
at the expense of debtors: This can be achieved only if the 
basis of the credit transactions is of reasonably stable pur-' 
c~~~g power.--
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The Properties or Qualities of a Good Money Material. 
By no means all of the forms of money to which reference 

has been made can be regarded as satisfactory if adjudged by 
the fo'regoing analysis. Only incompletely would many of them 
fulfil the functions mentioned, and their use would certainly be 
a hindrance rather than an asset under modem conditions. A 
good money material must possess the following qualities ;-

1. P.Q~J'4BJLITY OR EASE OF TRANSPORT.-A satisfactory 
money- must be of high value for its bulk, and be 
capable of being carried from place to place without 
inconvenience, expense or difficulty. Not only does this 
characteristio permit of the commodity being easily hidden 
when necessary, but also it provides that inoney may flow 
80 easily from one place to another as to prevent any appreci
able difference arising between its values in the two places. 
Ease of transport makes for a general equilibrium throughout 
the world. 

The precious metals. possessing high value for small 
bulk, are very satisfactory in this respect, gold being 
naturally much more so than silver. Under modem con
ditions the bulk and weight of gold itself make its use for 
transmission oonstantly less frequent than formerly, and its 
place is taken by .pl!-per promises to pay which are issued 
and accepted on the condition that gold will always be 
forthcoming in exchange if demanded. Thus the attribute of 
portability so far as metallio currency is concerned becomes 
of less importance with the extension of the credit system. 

2. GENERAL AcCEPTABILITY.-The material must be such 
that anyone will take it '!ithout hesitation in exchange for 
[oods or setvices. 

The precious metals are always acceptable; apart from 
their monetary use, they possess utility in themselves, e.g., 
for oJJl8JDent, and consequently their possession is desired 
in all countries. 

3. DURABILITY.-The material must not deteriorate in 
itself. or-as a result of wear and tear. Indestructibility is 
essential if the commodity is to last for any reasonable 
period and if it is to be oapable of transport over long 
distances without deterioration. Durability is essential also 
if stability of value (see below) is to be maintained. 

Gold coins may last for many years without great 
deterioration; it has been estimated that a. SQvereign would 

, take ,8000 years to wear out completely. Silver coins are 
far less durable, but nevertheless they retain their lustre 
and are not subject to rust or tarnish. S 

4. HQMOGENElTY. DIVISIBILITY AND M.u.LEABILITY.-All 
coins of the same metal mUst be as nearly as Possible of the 
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f!..1!~~ ... quality throughout: clearly one coin must not be 
superior to another. Further, they must be capable of 
division without difficulty, so that all pieces, of whatever 
value, are of uniform quality and of value as material in 
proportion to their weight. They must also be easily re-
JPlited without loss. . 

Precious s-!~I).es have many of the qualities of good money 
material, but they are incapable of division without loss, are 
by no means homogeneous, and cannot of course be stamped 
o.rmoulded. On the other hand, the !Dechanical properties 
of the precious metals are excellent: they are capable of 
easy division; their standard of purity can be fixed and 
maintained with remarkable accuracy, while their great 
malleability permits of their being easily stamped and 
impressed with intricate designs. 

5. COGNISABILITy.-The material of which money is 
made must be instantly recognisable and QJ~tinguishable from 
all other materials whether by the eye, the ear or the touch. 
This is essential if counterfeiting is to be made difficult. 

Gold and silver are at once recognised by their distinctive 
colour, metallic ring and heavy weight for small bulk. 

6. STABILITY OF V ALuE.-Commodities which are subject 
to violent changes in supply and demand are useless as 
money. It is no less disadvantageous to have a fluctuating 
standard of value than it is to have a changing unit of weight 
or of measurement. The value of a material which is used 
to measure the value of other materials must be consistent 
and stable. Instability is the root of unacceptability. 

The value of gcld is maintained with fair E!.!eadiness 
l?eClause the yearly production is small compared with the 
great quantity in existence. Small changes in value do 
occur; but they are normally so gradual as not to occasion 
anY.widespread distrust in the metal as a monetary material. 
Obviously a community can more easily adapt itself to a 
gradual rise or fall in the value of money material than to 
violent fluctuations, which cause loss and considerable 
inconvenience. Of late years the value of si!Yer has fluctu
ated considerably and its stability is not comparable to that 
of gold, chiefly because vast supplies of the metal have been 
opened up in modern times. 

A bill or cheque is accepted because of the knowledge 
~4at it can at any time be converted instantly into legal tender 
issued against metallic reserves. Consequently, the stability 
of value of the metals which form the basis of the modern 
cr~t.!?:.ystem is of paramount importance. Fortunately, the 
comparatively 1ilP~I.l annual supply. the existence of a large 
stack, and the universal demand for gold and silver tend to 
maintain their value at a reasonably steady level. 
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PAPER MONEY 

Under modem conditions, the precious metals, and particu
larly gold, have tended to be used for exchange purposes in a 
constantly decreasing degree. The inhabitants of the Q~ted 
States have always preferred the use of notes and cheques for 
-everyday purposes to the use of the heaVier metallic currency, 
and since the Great War continental nations have, by force of 
circumstances, also adopted paller media of exchange, with the 
result that in all but very few countries, gold has almost dis
appeared from circulation. 

The term" paper money" is applied to bank notes and 
government notes which pass from hand to hand without diffi
culty or question, and no~ generally to cheques and bills, _~hich 
have a limited circulation only. Paper money is usually issued 
by the State, although in many countries, such as En~nd, Scot
land and Ireland, it may be issued by private banking institutions 
which are subject to legal control. 

Paper money play be either convertible or inconvertible. In the 
former case the holder has the right of conversion on demand into 
gold or silver, held as a reserve against the issue, whereas in the 
case of inconvertible paper the holder has no such right of con
version. There is merely an indefinite promise to repa.y in 
metallio currenoy, but in pra.ctiCe'such a promise is not fulfilled, 
nor as a rule is it intended by t!l.e issuers that it shall be fulfilled. 

Convertible Paper Money. 
This type of money may perf()rm the functions of a good 

money .in the highest degree, provided that the promise to 
!,cpay is, unmistakable and is always fulfilled immediately on 
demand. Its oognisll.bility can be made almost perfect j it is light 
and portable, it can easily be issued for various amounts .and 
can be made unmistakably homogeneous. The use of paper is 
obviously a great economy, and ilthough it is not very durabl~ 
in itself, the difficulty in the case of paper money is overcome by 
the frequent withdrawal of soiled notes,and the issue of new ones. 
The stability of value of such notes can be maintained in a high 
degree if sufficient care is exercised by the issuers to ensure good 
reserves and free convertibility into the standard of value. In 
this way any issue in excess of the wants of the community is 
converted into metallic money, and inflation of the currency is 
consequently obviated. Bank of England notes prior to the 
war were the classio example of a strictly convertible currency: 
tIley were recognised everywhere as being as good as gold, and 
enjoyed almost universal acceptability. 

Sometimes a distinction is made between notes which are 
backed .unit for unit by gold, and those against which is held a 
reserv~ partly of securities and partly of notes. Both may be 
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absolutely convertible, but the former are regarded as being 
issued, for convimience, in place 0/ the metal which is reserved 
against 11lem; they are really bullion certi{icate8, the possession 
of which entails _no risk. On the other hand, the latter may 
conceivably become inconvertible if so many are tendered for 
encashment at one time as to exhaust the actual bullion reserve 
and make conversion of the securities impossible within the time 
at the disposal of the issuers. There is consequently a slight 
risk of inability to encash the notes if they are presented ill large 
q:UJ1ntities at the same time. 

Inconvertible Paper Money. 
Unfortunately, the history of paper currencies almost always 

ends in a period of inconvertibility, short or prolonged. It 
requires the utmost good faith and most careful management 
to ensure the convertibility of paper notes, particularly in timcs 
of stress and financial stringency, when the temptation to over
issue is very great. Then more notes are issued than are 
warranted by the state of the reserve, and when demand slackens 
and the notes return for encashment, it becomes difficult and 
eventually impossible to redeem them. They may then become 
in~on.vertible and subject to all the evils of a depreciated paper 
currency. . 

Of course, a government may at the outset issue a currency 
which it has no intention of redeeming. In one or two cases !!!
co~!ertible notes have been issued and the currency very success
fUlly maintained without depreciation by a_strict limitation of its 
quantity and a careful regard for public requirements. If this can 
be done-as it was done by Fra!!ce in the case of the notes issued 
in 1870 after her war with -ncrmany-then such inconvertible 
issues-are subject to many advantages. They are cheaJ!.and con
v:enient and Q!?Yiate t1IeneCfeSsity'of"keeping heavy reserves. 

The great danger of excessive issues is, however, always 
present, and few countries have been able to resist the tempta
tion to over-issue. Many countries to-day are flooded with notes 
which it woUld be quite impossible to repay in gold or silver; 
for ~xample, Italy and E:rance. Such issues are in the nature of 
forced loans, iind the notes can be kept in circulation only by 
virtue of the power of the State which lies behind them. Obviously 
the value of a paper currency with no metallic backing must 
fluctuate considerably: people estimate its value accordipg to 
the stability of the issuing government, and according to the 
fortunes of the ship of State. Such money has almost always 
been issued because of the force of circumstances, and again and 
again history has repeated itself in so far as the issuing State 
has constantly resorted to fresh issues in an endeavour to relieve 
itself of increasing embarrassment. With every fresh issue the 
value of the note falls: it rarely happens that demand is such 
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as to keep up tho value in face of the steady output of the 
printing machine. The absence of any reserve leads eventually 
to uncertainty, discredit and depreciation, which harm the 
nation's credit, disorganise trade and upset the foreign exchanges. 

Trade and the exchanges are influenced because in foreign 
states there is always a fear that when inconvertible paper is 
once issued it will eventually be allowed to depreciate in value. 
A good currency is self-regulating. Gold is universally demanded 
and consequently tends to flow from one country to another 
whenever there is an excess in one place and a shortage in another. 
There is an automatic par of exchange which is absent in the case 
of an in~.onvertible paper currency, for the latter is useless outside 
the boundaries of the issuing state and will not be accepte~ by 
other nations for international payments. 

Thus both the history and practical utility of an inconvertible 
currency bristle with difficulties. On the other hand, much 
theoretical argument may be advanced in favour of a currency 
consisting entirely of strictly convertible notes. . Paper money is 
economical and convenient, it is easily issued and controlled; 
there is no wastage by wear and tear, and no loss on reminting 
as in tIie case of gold coins. A strictly convertible currency 
would be self-regulating. Immediately the value of notes fell 
below the value of bullion, the position would be adjusted by 
the conversion of notes into bullion; and vice versa. .F.o~.inter
national purposes, gold would generally be used, but the notes 
themselves, being really rights to receive gold. would not be 
refused. Some such system exists in this country at present. for 
although bank notes and treasury notes are convertible only at 
the option of the Bank. the latter is nevertheless compelled to 
sell gold in quantity in exchange for its notes. Accordingly. 
there does not seem to be any valid objection to the retention of 
the treasury note issue even if more favourable conditions made 
possible the return of gold to ordinary circulation. 

COINS AND COINAGE 
At first the media of exchange consisted simply of :r2.1.:1gh 

ingots of the chosen metal, which had to be weighed and ass~yed 
each time an exchange was effected. This system persists even 
to:day in C~a where in some districts the sycee or "shoe" of 
silver, a variable weight of the metal, is used for purposes of 
exchange.. . 

The disadvantages of such arrangements led eventually to 
the adoption of shaped pieces of the metal. upon which the weight 
and-- fineness had already been certified by a. mark or ~t~glp. 
The Chinese sycee is nowadays marked with the" chop" or stamp 
of the native bullion dealer, in token of its purity and weight. 
:Money in this form possesses. the advantage that its nlue_~ _at 
op'ce.asc~~tainable, and that it can be counted. . 
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The next step marks the advent of the coin, a piece of metal 
~tamped with a die in such (L way that Us metallio contents 
cannot be chipped or abraded without detection. Under modern 
conditions the edges of the coin are milled, and an intricate design 
is impressed on its surface as a protection against fraudulent 
use and as a guarantee by the State of the genuineness of the 
coin. 

Remedy Allowance and Fineness. 
The coining or minting of metallic money is usually a rigidly 

protected monopoly of the S~te,.the operation being carried out 
~y:the State mints. The actual ~ight of each type of coin 
and the degree of purity required ~Je prescribed by law, and 
must be maintained by the mint subject to certain specified 
" remedy allowances", within the narrow limits of which the coins 
may vary in weight or in " fineness". .Fineness is the proportion 
o~'p~e metal to alloy in the coins: the sovereign is eleven-twelfths 
fine, that is, it consists of eleven parts of pure gold and one part 
of alloy, the latter being inserted in order to harden the money 
material and to improve its wearing qualities. Under modern 
conditions, with the existence of extremely accurate machinery 
and delicate measuring instruments, the remedy allowances in 
weight and fineness are scarcely necessary. 

Gratuitous and .Fr~.e Coinage. 
The arrangements under which metal is coined vary in different 

states. Modern arrangements differ also from those ruling in 
past times. '!'.o-day, coinage of the standard metal in most 
countries is botu' gratuit0u8, i.e.,}ree of any charge for minting, 
and/ree, i.e., anyone may have any amount of the metal accepted 
by the mint for conversion into coin, without any restrictions. 

Mintage and Seigniorage. 
In some countries a chjl;rge known as '!!}i1Jtage or brassage is 

still made to cover the actual cost of converting bullion into 
gQin, but it is not now usual, as it was at one time, for the State 
t~.abstract more precious metal than is needed to cover the actual 
expenses of coinage, the excess being retained as a profit. The 
charge in such circumstances is called se.ign!l!!.af/(LOr 8eigneurage. 
It may be taken in two ways: (a) a certain proportion of alloy 
may be inserted in the coins instead of the precious meral; 
(b) the coins J,ll.ay contain the full weight of precious metal, but 
a direct charge for the convenience of minting may be exacted 
from the person leaving the bullion for coinage. 

The coining of metal is obviously a great convenience to the 
public, and one which may rightly be subject to .a small charge. 
Coinage has a special utility in that it satisfies the need for a 
~~\lIIl of exchange, ana. therefore the metal is worth more as 
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coin than as bullion. Labour and capital are expended in the 
manufacture and issue of coins, and should be paid for by the 
users; m?reover, a seigniora~e charge act~_ a'!_~~~rr~nta.g~.!!Ist 
the meltmg d0'!ll. of tmtnTor export"1t&.»U1IiOILOt,Iw:..usem the 
artlr,llnlt"provlded it"is-iiot8Ui1lciently high to impair the demand 
for currency, it cannot affect the purchasing power of money, 
since this is determined by the interaction of supply and demand. 
The principle underlying this is precisely the same as that at work 
in the case of an inconvertible currency. In both cases, the 
currency may be maintained at a value far in excess of its value 
as a commodity'provided that it~q.~.antity is strictly Ji~!~ed-_to 
legitimate ·demanas;··a:iinh.!!ti1!EisoI.1fi9!:lI)..Ce._Q{.the...!.l'!oney-using 
pop.ulation ~'"}~.~~~.d liillp_ an~ sol~nc;y.C?~!..1?:~_~~lljpgJ!!!tJiQr
it~lS notBIialieIl-=Ul.OUlex..lroI~.cur.rency must be acceptable. 
If,nowever, the seigniorage (i.e., the metal retained) is itself 
coined, then the quantity of money will be increased and its 
purchasing power reduced. 

On the other hand,Jree coinage is advocated on a number of 
grounds: In the first place it is one of the functions of the State 
to provide an efficient currency, and therefore no specific charge 
should be levied for this service. The cost of minting is relatively 
small and should be defrayed from tax~revenue, just as the cost 
of other state-services is defrayed. Secondly, 1..he.pa.rity between 
fu-v(l.luf;l of gold as bullion and as coinage provides an automatic 
chel,l.k on inflation, as coins are melted or exported immediately 
anexccssive issue causes any divergence from this parity. Such 
an export of home currency is in itself an advertisement which 
enhances the nation's reputaticn, and is obtained at a very low 
cost to the community (less than one penny per sovereign). In 
this country and in many others, the standard metal is coined 
free of charge, but a profit is made by the State on the minting 
of the less valuable token currencies . 

. The Mint Price and the Market Price of Gold. 
The mint ~rice of gold in any country is the price at which 

the metana coined into the standard currency. In England, 
for example, the ~fint a.ccepts gold for coinage at the rate of 
£3, 17s. 101d. per ounce standard, eleven-twelfths fine; in other 
words, approximately 3'894 sovereigns are coined from one ounce 
of . standard gold. Silice the co~nage is gratuitous, the whole of 
the' metal is returned in. the form of sovereigns, which accordingly 
contain 123'27447 grains of standard gold. The mint price may 
be below but can rarely be above the markel priu, i.e., the price 
at which gold bullion can be purchased in the bullion market, 
due allowance being made for its fineness and for varying con
venience of handling. 

During and since the ~..lY'~ the market ~ce of gold in this 
country rose considerably above the mint price'l\and consequently 
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very heavy penalties were necessary to prevent the melting down 
of sovereigns for use as bullion. The rise in the market price 
of gold would have been impossible had our treasury notes been 
fully convertible into specie. Although until recently they were 
technically convertible on demand, the restrictions on the export 
of the metal and on the melting down of gold coins made the 
right of convertibility a purely nominal one. Consequently, the 
market price of gold bullion rose in 1920 to over 115s. per fine 
ounce, as compared with the mint parity pr!ce of approximately 
85s. per fine ounce. .--

Debasement and Depreciation. 

Many methods of debasement and depreciation of the coinage 
have· peen adopted from time to time in various countries. 
Debase:ment may be due to the action of the State itself, as 
where coins are issued mucl~ below the legally fixed weight or 
quality, or may result from felonious interference with the 
coinage after issue, with the object of extracting some of the 
valuable material. Among the methods adopted for this purpose 
are (a) __ QJippf.ry], i.e., cutting away small portions from the 
edge of the coins-now made impracticable!>y- milling or other
wise distinctively marking the edges; (b) Sweating, i.e., reducing 
the quantity of metal in the coins by the action of corrosive 
chemicals; and (c) 4brasion, e.g., shaking up the coins in a bag 
and thereby remov:mgIriiD.1ite particles of the metal. 

Under modern conditions the strict enforcement of penalties 
for the debasement of the coinage and for the issue of counterfeit 
coins has done much to perfect and to protect the issues in circula
tion. So far as the State itself is concerned it cannot now tamper 
with its standard currency without incurring discredit and 
national dishonour. Nevertheless, the ~reciation of currency 
l:>ythe. over-issue of notes was more widespread after the 
war than ever before, the nations engaged in the late conflict 
having been forced by the exigencies of war to resort to this 
method of extracting forced loans from their subjects, first of all 
in order to fill deficiencies in the currency, and later in order to 
meet part of their extraordinary expenditure. Such issues can 
have only one result: the discredit of the paper currency, a fall 
in its value, a rise in prices and a disorganisation of credit, of 
trade, and of the foreign exchanges. 

·Gresham's Law. 

During the reign of Elizabeth (1558-1603) her councillors had 
good reason to be perturbed by the existence in this- country of· 
a· currency which had been badly tampered with in previous 
reigns. The coins in circulation had been so debased, clipped 
and sweated as to· be a reproach to a nation well on the high-road 
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to prosperity, but all attempts to improve matters by the issue 
of new coins proved useless. The new issues disappeared as soon 
as they were placed in circulation, leaving the currency in a state 
but little better than before. 

The young Queen and her advisers sought the advice of Sir 
Thomas Gresham, a merchant of great experience and famous to 
posterity as the founder of the' Royal Exchange. In a series of 
letters to Elizabeth, Cresha.m propounded the law which now 
bears his name (although it had been previously enunciated 
several times) to the effect that" baiL1!}f!!tey tends to drive good 
money out oj __ circulation ". Gresllam explained that when a 
currency consisted of 'good and bad coins circulating together, 
people tended to hoard the better coins, to melt them dOwn~. tlr 
to export them in settlement of debt or for profit, thus Ie . 'g 
only bad coins in circulation. Goldsmiths and banker,s' w 0 

traded in gold kept back the full-weight coins coming into their 
hands, and passed on those which were worn or debased. Heavier 
coins were obviously more profitable to export because the metal 
was sold by weight, whereas light-weight coins could be used 
for internal purposes just as well as those fresh from the mint, 
so long as no law prohibited their tender or acceptance. 

In modern times the operation of Gresham's law in this way 
is obviated by a very careful.control of the circulating coins. 
Light-weight coins are b~g constantly withdrawn and reminted, 
and in this and other countriea cease to be legal tender if they fall 
below certain legally fixed minima. 

Some economists argue that Gresham's law cannot be applied 
at all to modern conditions. as it was applicable only to such 
unscientifio monetary systems as existed during the time of 
Gresham and throughout the Middle Ages. In Gresham's day 
its influence was emphasised by the endeavour of the various 
nations to estA.blish and maintain independent systems of 
bimelalli8m, i.e., ~he adoption by each state of a double standard 
of silver and of gold, the, two metals circulating side by side and 
being legal tender for the discharge of debts at' a ratio fixed by 
the nation concerned. Bimetallism will be dealt with hereafter, 
but we may note at this point that its great cWliculty lies in the 
faot that the ratio between the market prices of the two metals 
frequently differs from the ratio fixed by law. The market 
price has no fixity: it varies with changes in the production of 
the metals, and with- the variations in the demand for them for 
coinage and for other purposes. Thus the State may decree that 
llLunits of silver are to be taken as equal to 1 unit of gold, but 
the relative market prices may make It units of silver equal to 
1 of gold. This means that silver is undervalued at the legal 
ratio or overvalued at the marketratio; while 8.o1d is overrated 
at the legal ratio; consequently the silver currency'follows'the 
tendency of "good money" 1!Jlder Gresham's law and disappears 
from circulation; . 
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Usually the tendency has been in the other direction: the 
great discoveries of silver in modern times have lowered the value 
of the metal below the ratio legally fixed in bimetallic countries. 
Consequently gold has disappeared from circulation in those 
countries and silver has remained. In the absence of an inter
national agreement to maintain the market price of gold and silver, 
the ratiO" between their values can never be constant, so that if 
some countries adopt bimetallic systems based on fixed ratios 
between the metals, there is a constant movement of one or 
other of the metals from the currencies in accordance with 
Gresham's law. 

Similarly, the law operates to drive from circulation a gold 
or silver currency circulating along with a depreciated paper 
currency which is made legal tender by the State. The good 
metallic money disappears, leaving the bild paper currency in 
ciir()ulation. This principle has been in widespread operation 
during and since the Gr.~t War, many continental countries 
now having currencies whiCh consist almost entirely of paper 
money of varying degrees of worthlessness. 

By some economists it is maintained that the disappearance 
of the sovereign from circulation in this country and its replace
ment by treasury notes was not an instance of the working of 
Gresham's law. Under the Defence of the Realm Regulations 
it was made a penal offence to melt down or export gold coin 
from England. In consequence paper money in England became 
practically inconvertible, and the banks were free to withdraw 
from circulation all the gold coin which passed to them. This, 
it is stated, was carried out as a deliberate policy for increasing 
the Reserve of the Bank of England, and was not a true instance 
of "bad money driving out good". When in 1919·20, owing to 
the rise in the bullion price of silver, it became profitable to 
melt down shillings, and to meet this difficulty the content of 
the silver coinage was reduced by 50 per cent., one might say 
that we witnessed an instance of the working of Gresham's Law 
in some degree similar no the conditions which constantly pre
vailed in Europe in the eighteenth and nineteenth centuries. 

It will be clear that two conditions are essential for the operation 
of. Gresham's Law in any of the foregoing circumstances. In the 
first place, there must be in circulation sufficje.~t IIJ.Q!!.~ for effect
ing the necessary exchanges within a commuiuty. Good money 
cannot be hoarded or exported if the circulating medium is 
scarce and is urgently needed for business requirements. Secondly, 
Qad money cannot displace good if the community as a whole 
refuses to accept and to circulate it for exchange purposes. Under 
such conditions the good money will be retained against any 
pressure tending to its removal. An interesting example of this 
occurred in Germany in consequence of the vast post-war inflation 
of her currenc~m spite of the fact that the almost worthless 
J?1~rk notes were legal tender. goods were frequently ~priced in 
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sterling and francs, and British treasury notes were freely accepted 
in preference to the" bad" mark paper. 

'Legal Tender and Token Money. 
Among the many forms' of money and representative money 

which exist in a. community, there are some which a. creditor 
need not necessarily accept in full settlement from his debtor. 
For example, there is no obligation on a creditor in this country 
to accept a. cheque or bill of exchange or a. private bank note. 
In fact, many people will not take such instruments. A cheque 
rarely circulates except between people who are known to one 
another and can be relied upon not to pass a worthless instrument. 
Bills have a wider and more general circulation than cheques, 
but neither of these circulates to the same extent as a treasury 
or Bank of England note. 

In order to facilitate exchange and to obviate all difficulty, 
the custom arose for the Sta&e . .Jo_ declare one or more forms of 
money to be a stand\l.rdoIValue and unlimited legal tender, i.e., 

lnat whicK must be accepted by a creditoT1ip ro any amount when 
offered in. fi.naZ discharge. oj debt or in. lull payment Jor commodities. 
The refusal of a creditor to accept a paYment in legal tender 
places him in a difficult position. As a rule, the standard 

. adopted is gold, but in some countries silver is the standard, 
while others have adopted a blmetallic or dual system, under 
which both metals are equally acceptable. 

The .high. :value of gold makes it impracticable for use for 
small coins, and so coins of a low denomination in a cheaper 
metal become necessary. These are known as token.! ortoken 
cO~n.!, because their face value is greater than tliEi8.ctual com
gfodit.Y value of thema.terial of which they are made. They 
are representatives or substitutes for the more valuable standard 
metal, and are maintained in circulation because (a) only sufficient 
are issued to satisfy the requirements of the commuiiity for 
making small payments ; (b) they are more valuable as coins 
than as bullion, and (c) they are made"1;mi!ed legal Under, i.e., 
legal tender for payment of small amountiOnly .. As a rule. the 
State makes a profit on the issue of token coins because the value 
of material used is not as great as the face value of the coins 
manufactured therefrom. A rise.in the market price of the 
metal material may, of course:--remove such profit altogether, 
and a reduction in the proportion of precious metal may become 
necessary if the profit of the State is to be maintained. In so 
far as a profit is made by the State on the issue of token money. 
_such money _may clearly be regarded as being subject to a. seignior
~ge charge. Moreover, paper money may be regarded as token 
money-on which the seigniorage charge is one hundred per cent. 
It is essential that the manufacture of such money should be a. 
s!a.te.-monopoly and that its amount should be carefunrregu-

20 
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lated according to the community's need, for, if it were other
wIse, Gresham's Law would operate and the standard coinage 
would oe driven out of circulation by the overvalued tok('n 
currency. 

MONOMETALLISM AND BIMETALLISM 

/ Monometallism. 
MO!lg!Detallism is that system of currency wherein one metal 

onlyTsadopted as the standard and is made legal tencterfor all 
payments. Token coins of cheaper metal, or notes of small 
denomination, may also circulate, but in the strictly monometallic 
system, i.e., the Single Legal Tender System, only the standard 
metal is made legal tender. Between 1664 and 1717 England 
had a monometallic currency based on silver as the sole legal 
tender. The present system, which is not strictly monometallic, 
is described later in this chapter. 

Bimetallism. 
Bimetallism involves the adoption of two metals-usually gold 

andsllver-as legal tender for the payment of any amounC at 
a legaJIy fixed ratio, and the coinage of both metals with equal 
facilities. Bimetallism is otherwise known as a J[ultiple Legal 
Teruler SY8tem, and was adopted in 1803 by France, and in 1865 
by the Latin Union, comprising France, Belgium, Switzerland 
and I~aly. Other continental countries afterwards adopted 
the same principle, and the majority of the nations concerned 
ag~eed by convention on -the mintage of gold and silver coins of 
fixed weight and fineness, to be freely accepted for exchange 
plllJ>oses in any of the countries which were parties to the agree
ment. The Great War has demonstrated how futile are such 
arrangements to regulate economic forces and to control the 
economic adjustment of monetary values, for the wide qifferences 
~_ the financial and economic situation in the variou8 countries, 
particularly as between belligerents and neutrals in the late 
war, made impossible the continuance of the agreement that 
the various currencies should be legal tender in any of the 
participating countries, and, in consequence, the. Union was 
qissolved. 

In the latter years of the nineteenth century France made 
strenuous efforts to induce Britain and other nations to adopt 
bimetallism, but without success. Most of the leading nations 
have preferred the simplicity and proved practicability of the 
single standard, and consequently the exponents of bimetallism 
are nowadays considerably in the minority. The chief arguments 
01 the bimetallists are: (a) that the joint production of both 
metals would Ilgt. vary so much as that of either of them; (b) that 
the dual system w?uld te~d to steady prices; and (c) that the 
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supply of gold is insufficient for the currency requirements of 
all countries if universal monometallism were adopted. These 
arguments have not outweighed the following proved <!!.sadvan
ta.ges of the bimetallio system: (a) the great ~fficulty ormam
taIi!lug..-the. mint ratio between the metals in face of constant 
fluctuations in the market ratio; and (b) the w..ration of 
Gresham's Law in driving from circulation the underratelr metal 
as soon as the market prices diverge from the mint ratio, resulting 
in an alternating coinage of gold and silver. 

In spite of the disadvantages which have resulted in practice 
from the adoption of bimetallism, many leading economists, such 
as Professor H. F. Foxwell, Wolowski, Dana Horton and Lord 
BaHour, have advocated a unlversal bimetallic system on a 
scientifio basis. - They contend that if several of the leading 
countries co-operated to maintain the circulation of the two 
lIl(l~aIFJj\1t a ratio fixed by international agreement, then no profit 
would accrue by exporting one of the metals from one country 
to another, and consequently Gresham's Law would not operate. 
X·strong combine of mints could arrange to maintain the joint 
standard by controlling the market price of bullion, and could 
prevent any serious divergence between the universal mint ratio 
and the market ratio. Such arrangements would not only make 
possible the advantages, already enumerated, of a bimetallic 
system.. but ~o~d also solve, the difficulties .nowadays experi
enced m excnangmg gold standard currencies for the currencies 
of silver standard countries. 
. As Gide points out,! the p;.e~td.ifficulty would lie in obtaining 

international agreement: ' Each country makes it a point of 
honour to adopt a gold standard. The English government in 
particular, whose aid would be indispensable in re-establishing 
bimetallism, has always set its face against it". 

The "Etalon Boiteux". 
France is now said to have an "etalon boiteux" or limpi!J.g 2 

standard; that is to say, there is n_~Jree miIltag(l of silver.~JUld 
Bold .. is consequently the standard. Legally the national unit 
of account is still the frano defined as one gramme of silver, 
nil'l~tenths fine, although the franc in circulation is '835 fine. 
'I'lie silver 5 frano piece remains legal tender for any amount, 
and when there is a demand for gold the Bank of France has 
the right to pay in silver 5 franc pieces. In addition there are 
stilI in force renmants of the old agreements of the Latin Union 
under which the gold and 5 franc pieces and subsidiary coins of 
the other countries are accepted at par. 

I Prindplu 01 Political Economy, page 237. 
• This term Implies that silver, having lost its equal status as a standard is 

regarded as "limping" or functioning with difficulty alongside the superior metaJ, 
gold. 
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THE BRITISH MONETARY SYSTEM 

During the eighteenth century and until 1816, Britain had a. 
bimetallio ourrency system, under which silver and gold were 
freely coined on an equal basis, and were legal tender for all 
payments at a certain fixed ratio. The relative production of 
the two metals varied continually during this period and great 
difficulty was experienoed by the government in maintaining the 
regal _ratio, whioh had to be constantly altered to meet the 
clraiiging conditions. By !..~~O the production of silver had in
creased considerably; the silver currency was overrated and 
tended to drive gold from circulation. Consequently, in 1816, the 
free _p.oinage of silver was discontinued, and gold was definitely 
adopr~l as the sole standard of value, being made legal tender 
for a payments. Our ooinage is now regulated by the Coinage 
Act of !~~~, as modffled by that of 1920, and the present currency 
system is as described in the following paragraphs. 

Metallic Currency. 
GOLD COINS, consisting of sovereigns and half-sovereigns, are 

legal tender for payment of any amount. A sovereign consists 
of 123·27447 grains of standard gold, Hths or 22 (out of 24) 
carats fine, and is legal tender so long as it does not weigh less 
than 122·5 grains. A half-sovereign is exactly half the weight 
of a sovereign, but its minimum legal weight is 61·1250 grains. 
In normal times the Mint accepts gold for coinage a.t the rate of 
£3 17s. 101d. per ounce standard, provided that it is of the 
required fineness and of sufficiently large quantity, but at the 
present time, by virtue of the provisions of the Gold Standard 
Act, 1925, all gold has to pass to the ~fint through the Bank of 
England, by which gold is purchasable at the rate of £3 17s. !)d. 
per ounce standard. The difference of lid. per ounce between 
the Mint and Bank prices is not profit; it is a margin intended 
merely to cover the expenses and loss of interest involved in 
passing gold through the ~fint for coinage. The Bank pays over 
gold coins in exchange for bullion immediately, or gives immediate 
credit for the gold in account, and it must accordingly be reoom
pensed for the expense and loss of interest involved in having 
the bullion converted into sovereigns if it so desires. 

SILVER COINS are legal tender for payments up to 40s. only. 
Those at present in circulation are of two kinds: (a) The old 
8ilver coins issued under the Coinage Act, 1891, which decreed that 
five shillings and one sixpence were to be coined from one ounce 
of silver, tiths or 925 (out of 1000) fine. As the price of an 
ounce of silver was genera.lly about 2s. 6d., the Mint usually 
made a handsome profit, or "seigniorage", on the coinage of 
silver. (b) T.he new 8ilver-nickel currency, issued under the 
Coinage Act, 1920. These coins are only 500 (out of 1000) fine, 
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being composed of an alloy of silver and nickel. The decreased 
proportion of silver was nlade necessary by the great rise in the 
price of the metal during and after the war period, consequent 
on the widespread shortage which resulted from a. greatly increased 
demand for the metal for currency purposes and the withdrawal 
of coins for melting and export. 

COPPER COINS are ma<ie oi bronze, an alloy of copper, nickel 
and tin.· They are legal tender for payments up to Is. only. 

English Paper Currency. 
BANK OF ENGLAND NOTES, of £5 and multiples thereof, are 

issued by the Bank of England in London, and by its various 
branches in Manchester, Birmingham, Bristol, etc. By the Bank 
of England Act, 1833, the notes were made legal tender for pay
ment of all amounts above £5, except by the Bank itself or its 
branches. They are not legal tender in Scotland and Ireland. 

These notes are normally convertible into gold on demand, 
and are really in the nature of bullion certificates (see, however, 
page 394) by virtue of the large metallic reserve held against them. 
The Bank of England has now a. monopoly of bank note issue 
in England and Wales, and is required to make and publish a. 
weekly return of the position of its Issue Department. 

TREASURY NOTES for £1 and lOs. are issued by the Treasury 
under the Currency and Bank Notes Act, 1914, which made them 
legal tender for payment of any amount. The notes are.issued 
through the Bank of England, and are secured by a. fluctuating 
proportion of silver bullion 1 and of Bank of England notes, 
the remainder being Government securities. A weekly return is 
issued showing the amount of notes outstanding and giving 
details of the position of the redemption account. 

CuRRENCY 

Notes and Certifioates 
outstanding. • 

Inveatments Reserve 
Aooount 

NOTES ACCOUNT, 8TH JUNE 1927. 
£ Redemption Account. £ 

Silver Bullion • '. 5,650,000 
302,460,000 Bank of England Notes 56,250,000 

Government Securities 252,650,000 
12,395,000 Balance at the Bank 

of England • 305,000 

£314,855,000 £314,855,000 

Siuce July 21, 1920, notes and certificates outstanding include notes called in 
but not yet cancelled. In aooordance with the reoommendations of the CunlifIe 
CommitWe, 1918 (see below), the maximum fiduciary issue for 1920 was fixed 
at £320,000,000, and for each succeeding year the maximum was lowered. 
For 1927, the maximum was fixed at £246,011,000. 

1 In April, 1925, £27,000,000 in gold was transferred from the currency notes 
reserve to the Bank of England in exchange for bank notes, with the object of 
strengthening the central gold reserve preparatory to our return to gold. 
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Under the Gold Standard Act, 1925, neither Bank of England 
notes nor treasury notes are convertible into gold coin for internal 
purposes, the object of this provision being" to prevent the inter
ternal cir;culation of gold coin until such time as the gold standard 
has been firmly re-established for the purpose of international 
transactions" . On the other hand, holders of any " legal tender" 
are entitled to demand in exchange, at the head office of the Bank 
and during office hours, gold bars containing approximately 
400 ounces of fine gold, at the rate of £3 17s. 101d. per standard 
ounce. 

The Committee on Currency and Foreign Exchanges, ap
pointed by the Treasury in 1918, urgently recommended tho 
legal limitation of the treasury note issue by the fixing of tho 
maximum fiduciary issue in one year as the maximum legal issue 
for the following year. Ever since 1920, this limit-known as 
the" Cunliffe limit "-has been adhered to, and, as is indicated 
by the figures quoted at the foot of the return on the previous 
page, has resulted in a gradual reduction in the amount of un
covered notes. It must be remembered, however, that the 
Cunliffe limit is not fixed by law; it is embodied only in a Treasury 
Minute, which may be rescinded by the Treasury at any time. 
Moreover, under Section 3 of the Currency and Bank Notes Act, 
1914, the Treasury still has power (although it is unlikely that it 
will be exercised) to issue currency notes in exCe88 of any limits 
fixed by law. Mainly for this reason, and in order to place the 
issue of treasury notes on a proper basis, the Cunliffe Committee 
recommended that, after two years' experience of the working of 
the restored gold standard with a gold reserve of £150,000,000, 
steps should be taken to combine the treasury note issue with 
that of the Bank of England, thus placing the whole of the paper 
currency under Bank of England control. This amalgamation, 
which is expected to take place early in 1928, will necessitate a 
change in the provisions of the Bank Charter Act, 1844, and in 
the Bank Act, 1826, by which the issue of notes below £5 was 
prohibited in England and Wales. 

Currency in the Irish Free State. 
The Coinage Act, 1926, and the Currency Act, 1927, provided 

for the establishment in the Irish Free State of a composite legal 
tender system. Gold coins are to be unlimited legal tender, 
while the limited legal tender is to consist of token coins of silver 
up to 40s., of nickel up to lOs., of bronze up to Is. The silver and 
bronze coins are the same size and weight as the similar British 
coins, the former being 750 fine. 

Irish paper currency has hitherto consisted of British treasury 
notes and of bank notes issued by six Irish banks under the pro
visions of the Bank Charter (Ireland) Act, 1845. These bank 
notes are not legal tender, although notes of the Bank of Ireland 
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are legal tender for payment of Irish Revenue. The Currency 
Act, 1927, provides for the establishment in the Irish Free State 
of an independent Currency Commission formed of representatives 
of the Government and of the existing banks. The Commission 
is empowered to issue to the shareholding banks legal tender rwte8 
in denominations of lOs., .£l, £5 and upwards, in exchange for 
British Government securities, British legal tender or bank drafts 
payable in London. These notes are to be secured by gold, 
British legal tender or Government securities, or sterling balances 
at a British bank, and to be convertible on demand into sterling 
(and eventually into gold). In addition, all shareholding banks 
are empowered to issue C<Y1UJolidated bank rwte8 convertible into 
legal tender at their head offices in Dublin. The bank notes are 
to be all of uniform design, except that they will bear the name 
of the issuing bank. Any bank may exceed the proportion of 
the total note issue allocated to it on payment of a tax on the 
excess. 

Currency in Scotland. 
The currency of Scotland is similar to that of England, except 

that Bank of England notes are not legal tender, while a consider
able proportion of the circulating currency consists of bank notes 
of £1 and upwards issued by eight banks under the provisions of 
the Bank Charter (Scotland) Act, 1845. The authorised issues of 
each of these banks is limited to the average amount of their 
issue in the twelve months preceding the passing of the Act, but 
any bank may exceed the limit if it holds coin or bullion against 
the excess issue at its head office or principal place of issue. 
Scotch bank notes are rwt legal tender. 

'l'he Gold Standard. 
The definite adoption of the gold_standard by Britain in 1816 

was 80 vital step in the economic history of this country. It was 
followed by a. wonderful period of progress, marked by the 
ascendancy of this country in industry and commerce and by the 
rise of London to supremacy as the foremost financial centre of 
the wprld. The gold standard was maintained in this country 
in the face of great opposition, both at home and aQroad, but 
·one by one all the learung nations have adopted the same system 
in practice, althougnlli theory they may still pretend to adhere 
to the bimetallic standard: 

'O:!!!~~j:onditions are essential to the maintenance of a. lull 
gold standard. In the first place, all forms of ~uurrency 
ciiculiitiri.g - within the country· must be redeemable without 
f!striction in gold coin of equivalent face value. Secondly,j>oth 
nQt~.liand coins must stand at ab~?ll!...te""pati~y with gold bullion. 
This means that there must be no restrictions on the movement 
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of gold or on the exchange of the gold currency of the country 
with the gold currency of other countries having a gold standard, 
at mint par rates or approximately so. In measuring mint 
par rates, due allowance must be made for any tax on gold 
imports or exports, or for any subsidy given for the encourage
ment of gold mining or for the exportation of gold. Thirdly, 
any person must be entitled to receive gold coin or legal tender 
in exchange for gold bullion from the Mint or Central Bank, 
free of all charge for minting and without any restrictions as tQ 
amount. 

These conditions were fulfilled in Britain before the war and 
are at present fulfilled in the United States. The systems now 
existing in most of the so-called gold standard countries are 
really modifications of the full gold .sta~dard. In Great Britain, 
the Argentine and certain other countries, the existing system 
is described as a gold bullion 8tandard. This implies that gold 
bullion, but not necessarily gold coin, must be freely issued or 
accepted by the Central Bank in exchange for legal tender 
currency. Circulating legal tender notes are not convertible 
into gold coin, and a holder of gold bullion is not entitled to 
demand that it shall be minted into gold coin. A second modi
fication of the full gold standard which is now being widely 
adopted is the gold exchange 8tandard. The essential of this 
system, which is operative in India, Germany, Austria and a 
number of other countries, is that the country concerned shall 
use an internal currency of silver or paper which is maintained 
at a fixed parity with gold by artificial control of the currency and 
of the foreign exchanges. This usually involves, first, regulations 
entitling the holder of currency to exchange it for gold at the 
fixed parity, and entitling the holder of gold to exchange it for 
currency at the same rates; secondly, the maintenance of reserves 
of foreign exchange on gold standard countries in the form of 
bills, notes or securities of those countries, exchange being sold 
against those reserves in order to maintain the currency at a 
parity with gold. 

The Advantages of the Gold Standard. 
Apart from the eminent suitability of gold as a metal for 

coinage purposes, on account of its convenience and physical 
properties (see ante, page 391), the pea.tes~_ merit of the gold 
standard is that the metal .has UDlversal acceptability, being 
acceptedWitnouthesitatioD. by the nationals of all countries, and 
therefore such a standard establishes an international meaaUTe 0/ 
'Vl!~ue. Under an effective gold standard a-coUntry has an auto
matic machinery by which credit expansion and exchange fluctua
tion are regula.ted. One other advantage of such an arrange
lXlent is worthy of mention-dhfl_conjidence u,hich it inapiTu. As 
Mr. McKenna has stated, the psychological and moral aspect:, 
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are as vital in this matter as the purely economic conditions, 
for, as he has stated, " So long as nine people out of ten in every 
country think the gold standard the best, it is the best." 

. Disadvantages of the Gold Standard. 
Against these very powerful advantages must be set the 

following disadvantages. In the first place, it is frequently 
objected that gold is not a stable standard of value as measured 
in terms of goods and services, owing to the effect of the supply of 
new gold on world prices-an effect which, though slight, makes 
itself felt over a period of years. Secondly, the expansion in bank 
cre,dit depends rather on new suppli~s oi.t.h6metal than on eco
nomio and .naturalconditions. In the third place, it is con
tenuenhat the gold standard does not act as a compenSating 
balance to the tendency of varying economic and psychological 
influences to affect prices, while, lastly, the opponents of the 
system point to the fact that the gQ..d. .Bta.nda.rd collapsed during 
the Wa.r in European belligerent nations, e.g., Germany, while 
at the same time other nations were flooded with unwanted gold, 
as. for example, the United States of America.. 

The recognition of these disadvantages by a number of 
eminent economists has in recent years occasioned ulUch contro
ve!]Y over the advisability of restoring the gold standard in this 
Country, and two schools of t40ught have arisen, holding widely 
divergent views on the matter. This question is further considered 
in relation to the Foreign Exchanges in Chapter 29, to which. 
reference may be made at this point with adva.ntage. 



CHAPTER 24 

:rHE THEORY OF MONEY AND PRICES 

CONSIDERABLE speculation and much controversy have 
centred in recent years around the theory of money and the 
means by which the value of money is determined. In so far 
as money is to be regarded as 0._ ~ommodity, its value must be 
determined, like that of all other commodities, by the ordinary 
laws of supply and demand. Nevertheless, in seeking to explain 
the determination of the value of money, a difficulty arises at 
the outset by reason of the fact that whereas the value of all 
other commodities is nowadays expressed in terms of one com
modity-money (i.e., gold or its representative)-there is no 
one commodity in terms of which the value of glill~ itself may' 
oeineasured. But just as we can measure the value of a. table 
in terms of so many bushels of wheat, for example, so can we 
measure the yalue of a sovereign also in terms of so many bushels 
of w. heat. ~he value 0L mone;Ir can .... 11!EZ.r.e!9h'.~. ~. _;mEl.a..~ur.e~t.EL 
~he. quantit~s .. ot ot~er CQPJ!DO_ tiesJQ~ __ ! ~V1~Le~<!.ha?~; 
It nses if a gIven umt of money will~urchase more commOdItieS, 
a.nd' Tans'~if_a; small~i:· qlia~t~ty-=:.oIiIior the' same 'coplIDodities 

,c!tri" '1;>~J'iQ:yghl. Now the values of commodities expressed in 
terms of money are called price8, so..§ualu~ of money in terms 
of commodities is measure~_ by, .t~e _g~neral level of prlces,i.,e., 
Dy·itiq~eiiefa1"JnIi'1lhasm~ower. If a unit of money purchases 
more or cM'taiii rloffiinolesto-day than it did yesterday, its 
value is said to have risen. Conversely, its value falls if it pur
chases less of the same commodities than before. In other 
words, the 1J!llue of 'UJOn~ varie8 inversely a8 the general level 0/ 
~ ... - . - --------. - .,------

INDEX NUMBERS 

It would be obviously impossible to obtain any precise informa
!ioll as to_ the general level of the prices of all commoditics at 
any particular time. Not only are the commo~~ bought and 
sold almost inp,umefJ.ple, but the~ricell. a~ whlc similar trans
actions are effected in the same commo<lity are also .subject to 
great variation. On the other hand, it would be useless to rely 
upon changes1n the value of one or two selected articles as an 
indication of general changes in prices. Consequently it becomes 

. necessary to fix upon an arbitrary selection of .commodities, a.nd 
to obtain an indication 01 the changes in the general level of 
pnce,sbycoiisidering an averllge_ot. the Hg~tuatio~_in th~ 

410 
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priccs of a la~e number of representative articles. Such an 
-lillIagelli calle an IUd§: tyu1n]er. -

In thiS country several weIr-known index numbers are com
piled periodically, and although the methods adopted vary 
considerably, the results approximate very closely. Essentially, 
the method adopted is to choose a number of ~reseutative 
comIIl()dities in .constant demand, and to note the average .price 
or-a gi!!n ,guantit,y:. of each ~<>..~()ditY:)~-.!l'ny year.or serjes 
Ofyears w~<l..nit_IS.illtenaed"1.? ~~ .a~~_1?aslsL .. 9ptiously. the 
%8-r cnol:!en must be normal so rar as' possible ; it must not fall 
nnJie -midaTe 'of -a.""War period; -or in the middle of a long period 
of peace, ·or too early in history to make it acceptable as a basis 
for modem calculations. Consequently the base years of some 
index numbers have been changed from time to time, although 
others have been continued without alteration. The index 
number of the weekly Economist (commenced in 1869) was 
originally based on the period 1845-50, but is now based on the 
average prices of forty-four chosen commodities during the 
period 1901-1905; 1 that of the Board of Trade is now based 
on the average prices in 1913 of one hundred and fifty important 
commodities. The total of the average "prices so determin.e.<l 
forms ~ basis .~""'w..¥~--:are::compared·)im!Ii),f totals 16r~ the 
ga.me .a~icles l~earss.ub~equent ,to tlie base period. A.s a 
rwe, the total ill the basic p~ci!2d. ~ lOa, and the 
sum of the averages in subsequent years is easily indicated as 
a percentage rise or fall on the figures of the base period. Thus, 
if the index number in one year is stated to be 123, it indicates 
a rise of 23 per cent as compared with the period adopted as the 
standard of comparison. 

A brief description of the Economist index number will serve 
to explain the principles on which the comparative figures are 
compiled. The commodities chosen are divided into five groups: 
respectively Cereals and Meat, Other Food Products, Textiles, 
Minerals, anal\fiscellaneous. In the case of very important 
commodities two or more wholesale prices of different varieties 
are taken, and the basic figure for each group (e.g., 500 for cereals 
and meat) bears to the total figure of 2,200 a proportion estimated 
to correspond to the relative importance of each group in the 
national economy. The basic total of 2,200 is equated to 100, 
and totals for subsequent periods are expressed as & percentage 
.of this figure, as in the table on page 412, taken from the 
Economise. 

It will be noted that the index number reached its highest point 
(379'6) in March, 1920, during the post-war boom period. From 
December. 1921, to the end of 1923 the index keptfairly steady, 
showing & gradual tendency to rise at the end of the latter year. 

1 Since 1923. the Economj8' has published a second index number which is based 
on prices ruling in July 191~ immediately before the outbreak of the G~at War. 
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Wholesale Commodity Prices 

6'; .§~ &:;"'. Eo<'":' ~Eo< II> 

"" ",,-.E 
I:l 0 '" g ':..5' 

Date. col • ~::i j .!!i Clll'~ % .!I.c 0 
1~ .. " .., f '8&l .: 3 ~" "'''" ~ '" ~~ ~'·tHlJ H 

~ ~_1l 
~ 0 

0 Eo< 
------------ --~ 

Basis (avg.1901-5) 500 300 500 400 500 2200 100·0 
End July, 1914 • 579 352 6161 4641 653 2565 116·6 

.. Dec., 1915 897 446 731 7111 8481 3634 165·1 .. Dec., 1917 12861 686 16841 8391 13481 6845 263·2 .. Nov., 1918 1289 7821 1848 903 13891 6212 282·6 .. Mar., 1920 1508 914 29741 1246 17091 8352 379·6 .. Dec. 1344 805 1284 1216 1275 6924 269·3 .. Dec., ui2i 9211 636 1106 762 9311 4357 198·0 

" June, 1922 10001 6761 1135 690 887 4389 199·5 
,. Dec. 861 706 11841 705 8071 4264 193-8 .. Dec., 1923 853 8151 13821 774 755 4580 208·2 .. Dec., 1924 992 7891 1452 8151 806 4855 220·7 .. Dec., 1925 9361 6i9 1120 733 7821 4251 193·2 .. June, 1926 8931 6821 9631 735 760i 4035 183'4 .. Dec. .. 875 7361 859 7731 731 3975 180'7 .. Jan., 1927 8671 734 8731 7341 71Si 3928 178·6 .. Feb. .. 8971 7401 904 742 728 4012 182'4 .. Mar. .. 8801 704 9091 725 725 3944 179·3 .. ApI. .. 886 697 9171 7041 716 3921 178·2 .. May .. 911 724 9611 6731 716 3986 181·2 .. June .. 9131 716 1007 6621 705 4004 1820() .. July .. 872 707 1068 6501 7041 4002 181·9 .. Aug. .. 883 731 1111 640 706 4071 185·0 

The Formation of Index Numbers. 
The compilation of index numbers, involving as it does the 

comparison of prices over a series of years, is necessarily a task 
requiring the greatest possible care. As in other departments 
of statistics, an entirely unbiassed and unprejudiced mind is 
necessary, together with a wide general knowledge and adequate 
sources of information. 

THE CHOICE OF COMMODITIES is naturally the first and most 
important essential. The articles selected must be in cQ.~ta,nt 
demand, and such as are purchased with regularity by all classes 
ofthe community. Uncertain demand causes considerable fluctu
ations - which would not give a true perspective; consequently 
articles of ordinary consumption a.re those chiefly used. On 
some commodities a larger proportion of small incomes is spent 
than on others; bread is a far more. important article of diet 
to the poor than to the rich, who have a greater variety of food 
at their disposal. Then, again, bread is a more important article 
of general use than is silk or frtiIt; far more people buy bread 
every day than buy silk every week. On the other hand, a 



THE THEORY OJ!' MONEY AND PRICES 413 

fair proportion must be maintained between manufactured goods 
and raw materials, for the average income is about equally 
divided between the two classes. To overcome these difficulties 
and to give important articles their due proportion of influence 
on the final result, the system of ".l!..~gl].ting" is adopted, i.e., 
the a!erage -lIrice _ of_ each. ~oIIlIUodity, or the percentage rise or 
fall in that price, is multiplied 01 a number indica~ive of its 
estimated comparative importance (so far as tIle- quantity con
sumed is concerned) in the general list of commodities; e.g., the 
average price of bread may be multiplied by 11, that of meat 
by 7, that of tobacco by 1, and so on. The system of weighting 
is not used·in the Economist index number but is replaced by 
the method of using several prices of different varieties of one 
commodity in determining the average; e.g., two wheat prices 
and four cotton prices are taken. Small differences in the 
weights do not greatly affect the final result, but a weighted 
index is likely to inspire greater confidence than one which is 
not weighted. 

In spite of the care which is bestowed on the selection of 
commodities, it is frequently oEie_cted that the _results obtained 
~. arbitrary and that the commodities chosen are too limited 
both in number and scope. In ordinary index numbers the 
costs of many items such as the rent of houses and land, the 
cost of clothes, furniture and amusements, etc .. .a.re. OUUtted, 
olthough, 'of course, pa.rt of all incomeru spent thereon. .Attempts 
are made to obviate these difficulties in the case of certain cost 
of living ligures, the chief of which is that of the ]!iIl.istry of 
Labour. This is based on Ute average cost, inJ~14. of _such
items as food, rent. clothing, fuel and light, the index in sub
sequent years being shown as a percentage rise or fall on the 
basic period. The table on the following page, also from the 
Economist, shows the method of presenting this index. 

THE DETERMINATION OJ!' PRICES is a task of considerable 
difficUlty:- and one which-necessitates Unremitting care. Indeed, 
the "Collection of reliable data concerning retail prices is so diffi
cult that it is not generally adopted, although it is made the 
basis of the Ministry 0/ LahQUr cost of living index already 
quoted. As a rule, wholesale prices are taken, chiefly because 
wholesale articles, and particularly raw materials, are suhiect 
to smaller fluctuation in price and to less variation j · . ....,."l~w~ 
than manufactured articles, and because it is easier tJl a np 
acourate figures from records supplied by the Board of: l-;, 
Chambers of Commerce. wholesale dealers and others, than hom 
ret8.iJ. shopkeepers and the ordinary consumers of goods. Whole
sale prices tend to approximately the same level for the whole 
country. and are cut much finer than retail prices, which may 
differ widely as between one district and another, or indeed, as 
between one shop and another in the same locality. 
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Ministry of Labour Cost of Living Figure 

AVERAGE PERCENTAGE INCREASE SINCE JULY, 1914.-Au. ITEM8. 

(Food, Rent, Clothing, Fuel, and Light, etc.) 

I : 
Month 

(beginning of). 1918. 

I 
1919. 1920. 1921. 1922. 192-&. 

I 
19!!II. 

------
% % % % % % Of 

January 
to 

85-90 120 125 165 92 77 75 
February 90 120 130 151 88 79 73 

. March 90 115 130 141 86 78 72 
April 90-95 110 132 133 82 73 ml 
May 95-100 105 141 128 81 71 

I 
Il7 

June 100 105 150 119 80 6:1 68 
July 100-105 105-110 152 119 84 70 70 
August llO ll5 155 122 81 71 711 
September 110 115 161 120 79 72 72 
October 115-120 120 164 110 78 76 74 
November 120-125 125 176 103 80 80 7!J 
December 120 125 169 99 80 81 7!J 

-~-

Retail prices are also more subject than wholesale prices to 
the many influences affecting the consumption of the same 
commodities as between one period and another. Changes 
in relative prices may result in the complete or partial sub
stitution of one commodity, the price of which has risen, by 
another, the price of which has not changed or has fallen. 
Further, some articles of consumption may in a later period 
replace other articles formerly used: "A generation which 
knows not butter may have supplanted a generation which 
knew not margarine".1 

Nevertheless, retail prices are better as a basis for cost of 
living index numbers, on which are now based the wages paid 
to certain classes of workers. It is only right that the figures 
determining remuneration should be based on the prices of 
articles on which that remuneration is actually spent. Changes 
in wholesale prices may not necessarily result in proportional 
changes in retail prices, and the latter may vary even though 
the former remain unchanged. 

The comparison of prices over several years is rendered 
pa1iili'~orly difficult. beca~ articles. change considerably in 
des ns - 10n and quality. This factor 18, however, less marked 
in a" wholesale than in the retail markets, and is a further 
reason for the general adoption of wholesale prices as the basis 
of most index numbers. 

In spite of the difficulties mentioned and the many objections 
which are made to the method of index numbers, it is found 
that the results obtained by various methods are generally in 

I Money, D. H. Robertson. page 25. 
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broad agreement. Index numbers are at best only approximate ; 
their very construction shows that they are not intended to 
be meticulously accurate, but merely an approximate indication 
of the trend of prices over a period. They have certainly proved 
of the greatest utility to the economist and politician, to the 
statesman and business organiser alike, and in any case the 
general accuracy of their conclusions is so well recognised as 
to permit of the cost of living figure being used in modem com
munities as a basis on which are calculated the wages and salaries 
of large numbers of industrial and commercial workers. 

Th~_~et~~<L.C!!.Jn.dex num~e~~gives~ us a reasonably accu
ra~ baSIS Tor c?mp.al!n~<:.~a.nges ~ "!-ne .. va!ue of money over a 
penoaor years, out It gives us no-mdicabon of the cause of 
thosoIrtictuiitlons. Rising prices mean a fall in the value of 
money, falling prices mean that the value of money is rising. 
But what are the factors which influence or determine these 
movements 1 Obviously the matter can be approached in two 
ways: we may endeavour to discover the causes of fluctuations 
in the prices of commodities, or we may try to find the reasons 
for changes in the value of money, for a change on the bne side 
results in a change in the other. However, the prices of com
modities are subject to innumerable factors which are incapable 
of accurate estimation; as, for example, fluctuations in harvests, 
floods and insect pests, political and social conditions and the 
prospects of peace or of war. On the other hand, it is possible 
to reach certain general conclusions with regard to money itself 
considered as a commodity, and consequently it is usual to 
approach the problem fr6m this side. 

The Quan~ity 'rheory of Money. 
A;~~dy stated, the value of money is measured by the 

~n1itr of other articles for wIDcn it can De exchanged. Alterna
tively, we may say that the general level of prices at which goods 
are sold ~ends _on _the _ quantity of moneL a_vail~ble _ to effect 
purchases. Thus a sudden increase in the quantIty of money 
available, without any corresponding increase in the volume of 
goods, will result in a rise in prices, for more units of money 
will be available to purchase each unit of commodities. Con
versely, a decrease in the quantity of money, with no change 
in the available quantity of commodities, :will result in a fall in 
the prices of the commodities bought, because less money can be 
offered in exchange, This, in short, is the Quantity Theory 0/ 
Money, and in its barest form it may be thus stated :-" Every 
cMin'J~_in the quantity 01 money in circulation prodUce8, €?the:r tlriig8 
lieiitg equal, a directly propm:tional change in prices .. , 
---..rws-statement of the tendency was that adopted by the older 
economists, but' in recent times it has been much discredited. 
It is undoubtedly tine -as a general statement that an increase 
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of money in circulation does result in a.. rise in prices: since the 
,,:at:, we have had numerous examples of soaring prices (i.e., a 
IaU in the value of money) resulting from too great an issue 
(~f paper currency in various states. It is also common know
. ledge that in gold and silver. mining communities, where the 
precious metals are comparatively abundant and commodities 
are comparatively scarce, prices are very high. Further, in the 
past marked rises in prices have often followed great discoveries 
of the precious metals in various parts of the world. 

Nevertheless, this bald statement of the theory is scarcely 
applicable to modern conditions, although it might possibly 
apply in a hypothetical community wherein the only forms of 
money are gold coins, where every piece of money exchanges but 
once, no hoarding takes place and money is used for monetary 
purposes only. Then the value of money will be the value of 
gold, and such an "equation of exchange" as is embodied in 
the theory may be obtained; [ivery increase in the quantity of 
money, unaccompanied by a change in the number of CODl

modities, will raise prices and so lower the value of the medium 
of exchange) whilst the converse would also be true. If the 
quantity of goods remained constant while the quantity of 
money doubled, prices would also double; if the quantity of 
money decreased by 50 per cent., prices also would fall by half . 
.8iririlar results would accrue if the quantity of money remained 
constant while the number of commodities varied: if the quantity 
of-conllnodities doubles while money remains constant, then will 
prices fall by half and the value of money be doubled. In such 
circumstances, the elasticity of demand for money is equal to 
unity. 

In modern communities :t!.o such hypothetical conditions exist, 
and the bare statement of the Quantity Theory has to be modified 
b~(lause account must be taken of the following factors :-

THE USE OF CREDIT INSTRUMENTS AS MONEY.-Nowadays 
by far the greater proportion of the world's currency consists of 
cheques, bills and bank notes. These pass from hand to hand in 
diScIlarge of debts and in payment for commodities. Their use 
economises that of metallic currency, and must obviously be 
taken into consideration in computing the- quantity of money 
in circulation. Further, the s'ystem of modern banking and of 
book-credits permits a great· reduction in the use of money for 
the settlement of debt, and has undoubtedly prevented that 
enormous rise in the value of money which must otherwise have 
resulted from the difficulty of keeping the supply of metallic 
currency proportionate to the demand. 

THE RAl'IDITY OF CmCULATION.-To-day one piece of money 
may function in a thousand transactions, and each time it circu
lates it does as much work as if an entirely new piece were used. 
In other words, a shilling which <jrculates 10,000 times does as 
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much work as 10,000 shillings each circulating once only. Thus 
in endeavouring !~ estima.te .lhe quantity of effective money in 
circulation one must consider eacli unit of money ~ !elation to 
tIle number of times it passes or circulates. H two countries have 
exaclly-the same number of units of money, but in one country 
those units circulate twice ·as quickly as in the other, i.e., the 
II momentum~'.!>f mone}:.in one country is twice as great as in 
tJie-other, then -tD:e" 9!!~ty...9! effect.ive m~ey in the former 
count~e<;lessanly fuW1<;.e as "peat as that m the latter. 
-- Thus the p.~_ of cre t mstruments and the increased.J1Lpid,ity 
of circulation of all forms of money increase the supply 0/ 
eUecIive-money, i.e., th~"_total" quantity·'of. money available to 
seu,retransactions, and r:ccordingly cause a lowering oj its value. 

THE ACTIVITY OF EXCHANGE OR THE VOLUME OJ' TRADE.
The greater the activity of exchange or the greater the volume of 
trade, the more sales and purchases, advances and loans, wage and 
salary payments, etc., which have to be effected by the use of 
money. The more transactions there are to be made, the greater 
the demand for-·the money commodity, and, consequently, lite, 
higher its value, and the lower the general level of prices. Con
versely, stagnant industry mEiaiis a surplus of money and a fall in 
its value. This is indicated at once by the high rate of interest 
for money when trade is brisk, and by the low rate which prevails 
when trade is stagnant.. I 

The Value of Money. 
We may conclude, therefore, that, at any moment, the value of 

m~e1l, like that oj other commodities, i8 determined by the relation 
1Jetween the aemand lor mone"!! and its supply. 
'-\.. By sup Iy of money we must understand the quantity of 
MI fonns 0 exc nue media multiplied by the rapidity of their 
C1!'c.a.t!.~!l, i.e., the BUPP y of effective money; and by demand 
for money we must understand the total number of exchanges 
which have to be effected by the use -of money. H, therefore, 
the supply of money remains constant during any period of 
time, while the demand for money increases because of greater 
trade activity, then will a given quantity of money purchase 
more goods than before, that is, jts value will rise and general 
prices will fall. Conversely, if the total quantity of goods to be 
exchanged remains the same, while the supply of money increases, 
either through an increase in the quantity of exchange media 
or through an increase in the rapidity of their circulation, the 
value of money will fall and general prices will rise. To proceed 
a. step further, if_ the demand for money at any time increases 
more quickly' than the supply, the result will be a. rise in the 
value OlmOney and a. corresponding fall in general prices; while, 
if the Bupply of money increases more quickly than the demand, 

.. , 
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~er~ will be a f~Il in the value of money and a corresponding 
!'¥le m general pnces. 

An important difference requires to be noticed between the 
determination of the value of money and the determination of 
Uie value of ordinary commodities. Whereas in the case of an 
ordin~.commodity, say, s~~l, there is no proportional relation
ship oetween fluctuations in demand and supply\and variation~ 
in price. in the case of money, by hypothesis, the value at any 
mOI!lent varies in ex~ct proportion to the changes'in demand 
Orsupply. If supply is do'!bkd while demand is unchanged, 
'tlie""value of money is exactly halved. If demand is halved 
while supply is doubled, the value of money is reduced to ·one
quarter. 

There is, however, a similari.!r, in the f~ that, as the normal 
va!!le. ofa commodity reD.asto a Ji1iiii'ate to its cost ofJro
uuction, so, in the long run, the va ue 0 money': is influenc by 
the cost of production of the precious. metals. \l>ear money and 
cheap goods make mining cheaper aJ)dmore profitable, and 
hence tend to increase the output of the precious metals. Con
versely, cheap money and dear goods lessen the incentive to 
mining, and hence tend to decrease the supply of the monetary 
metal or to diminish its rate of increase~, 

The Equation of Exchange. 
We may therefore state the Quantity Theory of Money in 

more general terms as follows :-The general level of prices tends 
to vary directly wi~h the quantity of money and its rapidity of 
~culation (i.e.; its supply), and inversely with the actiritr of 

)exchacte (i.e., the ·aema~d. for money in?icated by the number 
, bf goo exchanged multIplied by theIr pnces). 

Professor Irving ~her 1 calls this "the equation of 
exchange" and expresses it mathematically tli~:~ . . -

MxV 
Poc-'.I'-' 

where P is the priCJ.elevel; M is the Quantitypf Money in circula
tion; V is the velocity of circulation of that money, M; and T is 
the volume,of trade'effected, or the total amount of debts anaall 
forms of transactions to be liquidated by the use of the money. 

Alternatively, it may be expressed thus :-

PT=MY. 

In this case PT is described as the .. goods side" of the 
equation and MY as the" money side". In oruer to include the 
settlement of debts by the-transfer of cr~~~ inst~ments, 80 

1 The Purckaaing Power 0/ Money, Chap. XI., Sec. 2. 
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pronounced a feature in modem communities, the equation is 
extended as follows :-

PT=~+M'V'. 

where M' is the total amount of all forms of cheques, notes and 
instruments of credjj; in circulation; V' is the average velocity of 
the circulation of these credit instruments. Then M'V' is the 
total value of purchases by means of credit instruments. 

Ll~tions of the Quantity Theory. 
It is very necessary in estimating the position of the Quan:tity 

Theory in economio science to avoid, on the one hand, the danger 
of accepting the statement of the theory as an exact explanation of_ 
the way_~ ~high the value-of money is dete~d;-and, on-the 
Otnerhand, the mistake made by those who dismiss the theory 
as a J!9rt.hlesa.. truism, 

In the first plaoe, it must be understood that the theory, like 
most economio laws, is merely indicative ofa tendency, and, 
while it depends essentialfy on the acceptance of the proposition 
that money is a commodity, and, as such, that its value is deter
mined by the laws of supply and demand, it does not imply that 
every change in the volume of mon!lY,has a corresponding effect 
onpnces (and, inversely, on the value of money itself). It some
times happens that a slight increase in the quantity of money 
stimula.tes the demand for money (i.e., the supply of goods) to 
such an extent that the ultimate effect of the increased volume 
of money is actually to lower prices, and thus to raise the value of 
money. Again, while brisk trade may result in an increase in 
the volume of transac]'ons, it may nevertheless coincide with a 
period of high prices as in 1919-20); conversely, a period of 
slack trade may coinci e with the prevalence of low prices (as in 
1920-25). This may be explained by the fact that during a boom 
period the volume of trade increases, but the value of money (at 
the beginning of the boom at any rate) increases more than propor
tionately. Similarly, in a slack period, although the volume or 
trade contracts, the value of money also contracts to an even 
greater extent. 

The charge that the theory is merely a truism, or in other 
words that it merely shows that the general level of prices is 
determined by the formula, 

G _. Pri I.e el Quantity of money exchanged for goods '" eneuu co vex:. ~a • I Quantity of 6~ exchanged for money 

seems plausible at first. But it is evident that the ~heory tells 
~ more ~bout_the determination otprices than this. The value 
orthe quantity theory, as mOdified to a.now for modem conditions 
lies in its explanation of the effect which is likely to result fro~ 
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• changes in, say, the rapidity of circulation of money, new dis
coveries of gold, a contraction of credit, huge issues of paper 
money, or from improvements in industry leading to a. vastly 
increased output of goods. In considering the effect of anyone 
of those influences we must be very careful to watch for other 
factors which may balance or even outweigh the particular 
influence under consideration. 

Apart from these necessary limitations, a number of lDaterial 
objections to the quantity theory have been made from time to 
tmle:-- Thus one school of economists (of whom the chief exponent 
is the German professor, G. F. ~-fPp, in his historical work, The 
State Theory 01 Money) holds tha II!0ney derives its value, not 
from _ll.ny intrinsic worth which it may possess-as is the case \'lith 
gold-bur solely from -toe action of the State in declaring it to be 
leia,l tender. According to this school, pieces of tin, stamped with 
tlie government fiat, would serve as money just as well as gold, 
provided (and this is a very important proviso) that the issue of 
such money pieces was strictly controlled, and provided also that 
forgery was effectively guarded against. 

Then, again, there are certain economists who di~like the 
orthodox statement of the theory, whick assumes that "iiiOiiey (or 
at least gold, which is the basis of most monetary systems) is a 
commodity and that its value as such is determined by the laws of 
supply and demand. Professor C_a1!!lan,l for instance, stresses 
the fact that unlike most commodities money is not ~overned 
by the strict law of supply and demand because there 18 always 
such a ~uge stock already in existence that an additional supply 
is.J>arely felt unless it is of extraordinary amount. Accordingly, 
he takes the view that the demand for currency is furnished .. not 
by the number and amount- of traTUlactiOTUl, but by the ability and 
willingness of persons to hold cUiTency~ in the same way as we 
think of the d~mand for h~es as coming not from the persons 
who buy and re-sell or lease and sub-lease houses, but from the 
persons who occupy houses". 
I Other economists take exception to the heterogeneous char
acter of the terms involved in the "equation of exchange" 
previously mentioned, and contend that the amount of cheques in 
circulation cannot be added to the amount of gold in circulation 
any more than two per cent. per annum can be added to £100. 
"The proposition which we have laid down respecting the 
dependence of general prices upon the quantity of money in 
circulatioI;l must be understood as applying only to a state of 
things in which money, that is gold or silver, is the exclusive 
instrument of exchange, and actually passes from hand to hand, 
at every purchase, credit in any 01 ita shape8 being unlcnoum. When 
credit comes into playas a means of purchasing distinct from 
money in hand, we shall hereafter find that the connection between 

1 See .. The Application of the Theoretio Apparatus of Supply and Demand to 
Units of Currency," ECOfI()1IISc Jounwl, Deo., 1921, also Monty, page 72. 
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prices and the amount of the circulating medium is much less • 
direct and intimate, and that such connection as does exist no 
longer admits of so simple a mode of expression ".1 

Finally, it is sometimes objected that the th_eory. cannot be 
~plie(t to the conditio~ obtaining in IS partIcular country to 
explain the rise or faJI of prices within it without taking into 
account the position of prices all over the world. In the same 
way that the oceans have approximately the same level through
out the worla;BO money always tends by the process of inter
national exchange toobtain the same value notwithstanding 
that social or political conditions in a particular country may 
raise or lower its value there for the time being. 

Arguments in Favour of the Theory. 

On behalf of the theory it has been claimed that a law similar 
to that enunciated regu!ates prices in proportion to the amount of 
money of all kinds in circulation, and that this law has applied 
1ii8ome degree to conditions of trade and labour in all countries 
and at all times;-aIrpersons having some appreciation of its exist
ence. Secondly, it is held that the law is applicable to conditions 
r.revailing in England to-day, but the complexity of the term 
'money" considered in all its forms prevents the law from being 

enunciated in such a manner as permits of close definition, and 
which admits of positive proo~ by substitution of numerical va.lues 
for the terms involved. Nevertheless it is apparent that, by 
reason of the issue of treasury notes, the increase in the issue of 
Bank of England notes and the extension of credit as a result of the 
war, 'prices in this country have risen-auring and since the war 
ir!~.accordance with .the .theory. 

- Thirdly, it is maintained that the theory must be considered 
as ~g!llating the rise in prices throughout the world, and that when 
iris applied to explain movements in prices in a particular country, 
the indirect working of the theory in regulating prices in other 
countries must likewise be taken into consideration. 

FinaJIy, it is pointed out that a clear case can be established 
for the acceptance of the theory in its relation to the general 
level of prices, because it is possible to~r, to_sJa~ilise. or to 
raise the general level of prices b.x any of the following methods of 
~~ating the amount of money in circulation or by a combina
tion of some of these methods, as, for example, by (a) cont!!>lling 
the working of the gold mines and c:urtailing or subsidiSing the 
production of. gold, wmen plan was considered and rejected by 
the Monetary Conference of 1892; (b) ~.ating the.amount 
of gold.in circulation ~'ysontrolling the mintage, as was done 
in the Scandinavian countries during the war, when the central 
banks were no longer obliged to buy gold ~t the legal rates of 
mintage; (c) varying the standard of value, while retaining the 

1 John S. Mill, Pol"ical ECOfIOf7III, Book 3, Chapter mI., Sec. '" 
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name of the unit of account, as suggested by Professor Irving 
Fisher in his plan for an " unshrinkable " dollar j (d) controlling 
the circulation of bank and government notes j (e) l1'gulating 
the circulation of ch~~:s and instruments of credit by fixing 
tgl:Lproportions of ba: . g reserves; (f) encouraging an increaBe 
intlle volume of trade, for the liquidation of which money in 
al! its forms is required.--

'Fluctuations in Prices. 

The"IeaSODS for Jluctuatianain prices have been hotly debated 
by economists for many years. The lJ.illW1ity theory _in its 
older form. was. obviously an jnade~ate .explanation of the 
c~nsiderable changes in price levels w ~ch took place in modcrn 
times, but if the foregoing explanation of the equation is accepted, 
it is clear that fl!lctuatio.~_.j,Il_ tbegeneral price level.may be 
attJjJ!utable to fluctuations in the demand for money (Le., 
variations in the number of transactions} or to fluctuations 
in ~he s~ of money, .<>!Jo_a combination orboth of these 
causes. 

FLUCTUATIONS IN THE DEMAND FOR MONEY (i.e. on the" goods 
side "), may be attributable to one or both of two factors: 
(a) Changes in the volume 01 turnover, i.e. changes in the tota.l 
q!l~.ntlty of goods exchanged. The quantity tends to increase 
under modern conditions, with the great extension of output 
which follows industrial development; on the other hand, a. con
traction of credit induces traders to sell stocks at low prices in 
order to obtain ready capital. (b) Changes in the rapidity 0/ turn
over, i.e. chlID~~.m. t4e_n\!mber of times certain goods are 
E)xchanged. Just as one piece of money may circulate several 
times, so may a..Jdven article be the subject of several bargains, 
being purchased and sold again and again. 

FLUCTUATIONS IN THE ~~fLY 011' MONEY (i.e. on the" money 
side ") may also result from one or both of two causes: (a) 
Changes in the amount 01 money.available for effecting exchanges. 
The amouritttmds to increase with the extension of the use of 
bills, nq~s, and c~qlles, and with the vast expansion of credit 
arrangements in recent years. On the other hand, the increase in 
the use of the precious metals for hoarding and for the arts ~ds 
tQ..J,ll.stri..Qt . .their supply and to enhanc-etlieir value. (b) Q.hangea 
iTL1lJ,~.J)£Zacity or rapidity 01 circulation 01 money. Circulation 
depends on the wwne of trade, influenced chiefly by the density 
of a population and the stage of industrial development, ana on 
the development of the credit system, which facilitates and extends 
the use of cheques and bank notes. 

Subject to the modifications which we have noted, the truth 
of the quantity theory of money has been often proved by past 
events in the history of this country, and the fluctuations in 
prices which have occurred at certain times are generally re-

\ n 
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cognised as being due to_ the o~ration of the law. The following 
.summary may be useTur iIi tw'coiulection :-

Period. State oJ Pricu. Ca'U8u. 
182G-49. Falling Prioee The Industria!jkyolutiQ1l.Jn the country 

caused a vaali iru:reasQ in trade aud in the 
amount of goOds produced. -, -

1849-74. 

1874-96. 

1896-1900. 

1900-14. 

1914-20. 

Rising Prices. 
(1849-57-rapid; 
1857-74-i110w.) 

Falling Prices. 

Rapid Rise. 

Slow Rise. 

The demand for money was greater than 
its supply, hence prices f~ rapidly and 
consistently. 

Great supplies of gold from the new mines 
in California and Australia liicreased 
the available amount of money and 
caused its value to fall arid price.& to rise. 

A falling 011 in the output of the mines was 
accompanied by a vast demand for gold 
for special purposes, particularly for cur
rency. In 1871 Germany adopted the gold 
3tandard, and Italy followed suit in 1873. 
Thus the value of gold tended to rise, and 
prices tenaed to fall, a result which was 
accentuated by the great output of com
modities resulting from the opening, up 
of the new countries and from the vast 
increase in industrial production. 

The great increase in the supply of gold 
from the South African ---mines and 
the' widespread -development of the 
.l2n~Jdrig system, with its use of cheques 
Blld of ~t, payments, caused a great 
increase m the amount of money and 
in its velocity of circulation. Hence 
gold fell in value and prices rose very 
rapidly. 

The output of gold was maintained, but 
production as a whole tended to be fairly 
constant. Hence prices were tending to 
rise slowly but steadily. 

Unparalleled Rise. The amount of money was enormously 
increased by the ~uddition of paper 
money to the worfd's currencies, whilst 
t1le' quantity of goods coming forward 
for exchange was greatly restricted ,and 
was accompanied also by a certain de
!!r.,uction Of goods.oo~f senioee for w'liich 
paymen\ had usually to be made. Enor
mous expansion took' place also in the use 
of credit, particularly by the Government. 
War loans were issued by the State and 
taken up by the publio with loans from 
the banks. The latter increased their 
advances against Government securities, 
whilst the State purchased goods with the 
money borrowed and 80 increased pur
chasing power in the hands of the public. 
Fresh issues of paper muney were con
stantly required to enable employetB to 
pay advancing wages and to enable 
labourers to pay for goods at advancjng 
prices. (See also Chapter 30.) • 
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Period. 
1920-22. 

1922-24. 

1925-27. 
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Slate oj Prices. 
Falling Prices. 

Slow Rise. 

Falling Prices. 

CalUU. 
The riM in prioee oontinued until i~ aasumed 

the ... UBua.l .. boom" appearance. Gn:at 
quantities of goods were produoed and 
vast stocks were unloaded by produoen 
to secure the advantage of the high prioee. 
Prices fell rapidly, the fall being accentu
ated by the GOvernment'8 adoption of 
t~ poli.c)': of defia.tJon (see P08t, page 427), 
and by the restriction of credit fa.ciliti("II 
and the calling ID of loans by the banks. 
Credit sutlered a Bevere blow and every
where conditions became extremely de
pressed, while the diminution in the cur
rency and the demand Tor gold for export 
P-unx>BeB foroed its value to a great 
lieight. (See also Chapter 29.) 

The lowest point in the post-war slump was 
reached in September 11l22, when the 
Board of Trade Index Number stood at 
154·3. From that time up to December 
1924, as confidence revived and the 
purchasing power of the belligerent 
countries increased, thcre was a gradual 
rise in prices. 

After the first half of 1925, however, the 
upward movement was checked. and, 
mainly on account of the deflationary 
measures adopted in connection with the 
restoration and maintenance of the gold 
standard, the tendency has been for price'! 
to fall. 

The Effects of Fluctuations in Prices. 

~e. value of any person's income depends on its power to 
purchase the goods and services produced by others. IL1hfL 
:egwer o.LDne.perSOI!'S income :to purchase.the products of other 
~ple varielijne]!:actly the same proportion as the power of 
~~ in~~me to purchase his produ.cts, g~~erat fluctuations in 
pnces nught not have any very senous results. But unfortu
iiately this is not what happens in actual fact. Changes in the 
value of money, i.e., 1!P-J!!!!ations in prices, are generally harmful 
because they distw1>.t}le even basis of trade and industry, and 
because they ~_lQ..benefit.some.cl.asses atthe expense of others . ./ 

From this. point of view people may be divided into two 
hroJl.d clas~es: fir~t, those who are able to adjust their incomes 
compar.atively quickly to changes in prices; -and secondly, those 

_ 'WIlose ~~~~~~~~~d.. foU!..Jong time ahead in terms of money. 
In the first group are producers of commodities in fairly regular 
demand, who can a.di!!§Ltlteir .prices-and consequently their 
profits-accordingJ;o~he changes in tlte value of money. The 
second group includes professional men whose charges are fixed 
by custom, persons receiving pensions, annuities, retired pay, -. 
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or allowances, and the rentier class, i.e., persons whose income 
consists primarily of interest from investments. Clearly, the 
fO!!D~{tre a.ffected less than the latter by price fluctuations. 
. In considering the general effects of fluctuations in prices it 
is convenient to distinguish between their reactions on the 
Production of wealth (or, as it is sometimes stated, on the volume 
of the National Dividend), and their reactions on the Distribu
tion of that wealth or dividend . 

.EF¥]!:Q~s _O~j>l!.ODtrCTION.-Violent _fluctuations in prices re
act advel'selyon the production of wealth because they ~e 
uncertainty, one of the greatest enemies of healthy business 
enterprise. In modem industry, Pl'oduction is almost always 
initi~t~d long ~hcad of demll;nd. on . .!!!l_ ':lstimate of what that de
lPand is likely to be. Countless operations are nowadays con
ducted on a credit basis underlying which are faith, hope, and 
expectation. Appreciable changes in the general price-level
in other words, in the purchasing power of money-destroy this 
~s of sound trading because they cause purely arbitrary, and 
usually unforeseeable, Chariges in the relationships between those 
w.hO-have-to pay and those who have to receive. Even when 
such changes are spread over a I~E9~, thex.maY-PJ.'Qduce 
seriQua.efiects i when they take place during relatively short 
pe~~ds they do iP,calculable harm. These reactions are particu
hilly evident in international trade, since violent price fluctuations 
are always reflected in movements of the exchanges, and such 
movements reduce. foreign trade _to a chaotic speculation. 

EFFECTS ON· DISTRIBUTION Oll' RISING PrucEs.-Of the broad 
classe~.'-iIi· the community -which F.e have distinguished-tliOse 
Who are readily ahle..tQ adjust their income,il toehanges in the 
pri!?e level, and those who are l!)s!,! fortunately placed-those in 
the first class, roughly synonymous with the business or producing 
community, are beneficially affected by rising prices. Theat:rices 
~!. the goods and services produced by these classes imme awry' 
respQDd_ t.o. 8._ fall in the value of money, ..hWi... the costs of labour 
(wagesLand of capital (int~rs!) rise more sTciWly.--niere is 8.Iways 
a. -ra~etween the upwar movement of prices and the rise in 
'!!lges aiid other items incC!sts. Even when profits are rapidlj 
expanding; the workers have usually to fight hard for additional 
earnings to meet the higher cost of living. Moreover,yroducers 
Ke.!l~!,~lly obtain higher prices for their goods than those on wmch 
-the~ .. estimates were based. Consequently, profit margins are 
widened, business is stimulated, and the b~ess classes reap 
rich rewards. . - -- - _.-

~his gain of the producing class is, of course, illusDl'Y. in so far 
as the mcreased P!o.fjts hQ"Y~_ to be expended on consumers' go~, 
the prices of w,Illch haye risen -()r ~ rising. For this reason 
rapidly rising .pnces may result in a considerable inflation of book 
..E!.~ts, and make these appear very much greater than theY 
rea y _are. This reacts psychologically on business confidence--
,-- ~---- ... '-
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already increased by the real gains-and leads to a rapid increase 
:m.prodw:tive activity. ~ising prices, therefore, IU"c said to be 
" gru>.d.ior .trade ". 

On the other hand, since wages and salaries lag behind prices. 
the w-.9xking classes teI!d to lOSe, and there is a growth of discon
tent alld J:tardship. The duration of this time lag, and therefore 
t1ieextent of the loss to the workers, depends chiefly on the 
efficacy of the trade union organisation, and of the machinery. 
if any, for the automatic regulation of wages in the industry 
concerned. 

Probably the most-.Serious . .effects-Llf rising prices rcsult . .from 
the f~ct that debtors gain at the expense of creditors, since 
money borrowed wh.!ln it was dear is paid back when it is cheap, 
wlille interest payments are lightened from the debtor's stand
point and become of less real value to the creditor. Rising 
prices are thus politically beneficial in so far as a country's 
national debt becomes a smaller real burden to the taxpayer. 
Indeed, one of the greatest inducements to inflation-as the 
events of the last few years have proved-is that national debts 
may be virtually repudiated by constant currency inflation, as 
happened, for example, in the case of Germany. Very adverse 
effects, however, fall upon the rentier class, for the real value 
of their incomes, as well as of their capital, falls as prices rise. 

EFFECTS ON DISTRIBUTION OF FALLING PRlcEs.-Falling 
prices have exactly opposite effects. People of the rentier class 
are benefited by the increase in the purchasing power of their 
incomes, and by the increased real value of their capital. 
Creditors (e.g., war loan stockholders) gain at the expense of 
debtors (e.g., the taxpayers), so that the internal debt and its 
annual charge becomes a greater real burden to the community. 

The producing classes suffer because prices fall more rapidly 
than wages and other production costs can be reduced. Profit 
margins are narrowed; they may even disappear and be con
verted into losses. Hence business is depressed. Producers aim 
at curtailing, or at any rate at not expanding production, while 
the fall in the prices of consumers' goods tends to the under
statement of profits or to the overstatement of losses. The 
psychological effect is to increase the existing depression, and it 
is universally agreed that falling prices are "bad for trade". 
To some extent the wage-earners gain because wage-reductions 
are strenuously resisted and lag behind the fall in prices, but 
labour, as a whole, bears its main share of a depression in the 
form of unemployment. Thus, falling prices, or a rise in the 
value of money, mean that non-producers benefit at the expense 
of producers; labourers are put on short time and unemploy
ment increases, and there is a continual drag on credit, current 
industry, and enterprise, due to the enhancement of past burdens 
in the form of debt and fixed charges. 

Clearly, fluctuations in prices are of the profoundest Bocial 
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significance, and may exert immeasurable influences on the 
production and distribution of wealth. Indeed, it has been 
said with a great deal of truth that the instability of the value 
of money is the greatest economic drawback of modem times. 

Inflation and Deflation. 
It should be clear from the foregoing explanation that the 

~ffectsof rising and falling'prices are the effects of a changing 
and_not of a changed currency. It is the process of change in 
the value of money which bI"ings about important reactions on 
production and distribution, and such- reactions will continue 
until the community has adjusted itselfto the new currency 
.JI:Qliditions. It is, therefore, not difficult to appreciate the great 
r~Qnsibility which rests upon the authority-either the Govern
men~ or centraL bank-which in the modem community -cLlJltrols 
t1ie volume of currency, nor is it difficult to understand the 
controversy which in recent years has surrounded the monetary 
policy of forcing prices up or down by" inflation" or " de~ation." 

~FLATION may be c!efined as an g/rlUJrmal and _ conscious 
e~o~of ~~en~y _ and credit beyond the amount necessary 
~()_supply the needs of trade at the existing level of prices. It 
is quite dist~~Urp_Ip._ an _ ordinary _expansion of currenc.L~d. 
c!!dit, suCllas may be rendered necessary by an increase in trade 
or population. - -
-J:!.EFLATION denotes a QQm.~llction of currency (and usually 
of c.reQ!t) r~latiyElly to trade .requir~Dlents at the existing levelo! 
12Wes. Deflation, like inflation, !m.plies con~iol:!~ action by the 
monetary authority, but this time in the tQ..i;ltractionary direction. 

Professor C~p describes defl~M<?l!. as "~ocess by 
which tl?e internal value of the monetary unit is increased. 

"This means a deliberate raising of the purchasing power of the 
unit in regard to commodities and services-i.e., a general and 
uniform reduction of prices, wages and .salaries as measured in 
terms of~the monetary unit '';'''"Wwch is effected by a restriction 
in the supply of the means of payment and a. consequent 
reduction of the nominal purchasing power in the hands of 
the publio. This, of oourse, involves a. rise in the Bank rate, 
a reduotion of credit faoilities and a greaterdiscrimination in 
granting loans. At the same time, inoreased taxation and reduced 
government expenditure are usually necessary in order to raise a. 
fund for the reduction of excessive note issues. 

Some writers, espeoially those who are criti~al of. the gold 
standard,--ta.ke a. much '!Vida_view.oLinflii:tion and deflation, 
alid point out that upward and downward swings of the price

JeV'eLha.ve_occurred independently.oLconscious monetary policy. 
Thus, these writers speak of gold ~nflation, i.e., an upward 
movement of prioes due to a ~!,~~dance of gold, and gold 

1 Tilt World', Monetary ProbletM, p. 112. 
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deflation, i.e., a downward movement of prices due to a shortage 
of gold. It is on the existence of fluctuations of this kind that 
they base their criticism of the gold standard and put forward 
various schemes for the stabilisation of prices. 

When currency is inflated, as it was, in varying degrees, by 
most countries during the war, five main stages may be detected. 
In the first place, prices, profits, and money wages rise, but 
despite the apparent prosperity there is no rise in the general 

. standard of living. Secondly, inflation breeds further inflation. 
As the rise in prices continues, the cost of Government supplies 
becomes heavier, and the increased expenditure has to be met 
by further inflation. Thirdly, the currency becomes an un-

• suitable store of value, and people give up saving in domestic 
money. Some purchase foreign currencies which are still 
effectively tied to gold; others purchase goods the value of which 
is likely to endure, while business firms invest their profits 
immediately in new machinery and plant. The spendthrifts 
indulge in an orgy of extravagance. The fourth stage consists 
of violent fluctuations in prices. In most cases people have 
become accustomed to inflation, and knowing the probability 
of its continuance, endeavour to anticipate it by charging 
"to-morrow's price". Thus, although currency i8 abundant, it 
i8 alwaY8 8earce relative to the level of price8. When finally, 
inflation is stopped and the currency is stabilised, it is found 
that practically all the issued currency is actually circulating, 
and there is a shortage of liquid capital. Both these effects 
have been amply demonstrated in the case of Germany during 
the last few years. Finally, the currency breaks down as a 
standard measure of value. People refuse to enter into long 
term contracts in terms of a rapidly depreciating currency, the 
currency loses its acceptability for all purposes, and may finally 
become valueless. 

During this process, great changes will have taken plR{!c in 
the distribution of wealth. The rentier class will have suffered 
severely, while producers, particularly those of the profiteering 
class, will have reaped extensive profits. 

On the other hand, tire effects of rapid and pronounced 
deflation are not such as to be welcomed, for, when prices are 
rapidly falling, capital development practically ceases, and 
repairs and renewals are reduced to a minimum. Producers, 
as we have seen, curtail their output, and workers suffer through 
unemployment. Profits diminish and trade generally becomes 
depressed. Both inflation and deflation have thus most 
important psychological effects on the economic organisation. 
'Vhile inflation tends to over-confidence, dangerous speculation, 
and an extension of business which is not justified by the real 
economic position, deflation tends to IR{!k of confidence, stagna
tion, and a greater general depression than is justified by the 
underlying strength of the economic fabric. 



CHAPTER 25 

THE FUNCTIONS OF CREDIT AND BANKING 

CREDIT AND ITS FUNCTIONS 

THE word credit in its original meaning connotes simply 
belief or trust, but in the modem commercial world it has a far 
wider significance and yet, in some ways, a more restricted 
sense. The term is now applied to that belief in a man's Ifrobitv 
and solvency which will permit Qf...hisJleiilg £lltClsfed wjt some. 
tfiinS t valUe helonliiPg, to anoth~~ther that .. something" 
coiiius of money, goods, services or even credit itself, as when 
one man entrusts to another the use of his good name and 
reputation. 

The most simple form of credit transaction arises when one 
man tran8J~B.JlQodLtQ...anoJ..her i1L!..etltffl_.hrJJ..promisU4 ,[XliII_an 
~uiva7ent val,,!~ at Bome J:ture tiw'- This is an arrangement for 
deferred payment;1ts e ements are confidence, amount .. and time. 
A more advanced stage is reached when money and not goods 
is transferred in the present in return for a promise to pay its 
equivalent in the future; i.e., a system of loan develops, in which 
the borrower must use the. ~d money pro~vely and 
profitably, while the l~ must run a certain amount of mlt 
that his loan will never be repaid. 

The arrangements are still further complicated by their 
extension to embrace the whole world and by the system of 
contra accounts, wherein each party may be at the same time 
borrower and lender and debts may be settled by a mere process 
of compensation, cancellation or set-off. Underlying the whole 
is the foundation of mutu!!l...kusJi, the idea. that prompt payment 
may be demanded and will be given at any time. These factors 
enable men in various countries to accept the written word of 
?thers ,!hom they have never seen as eqwvl!:lent to payment 
m gold Itself, and permit of the transfer of goods from one end 
of the earth to another merely against the signature of some one 
wllOse word is a ~.-"'. --

A man's credit lS, therefore, sa.id to be good or bad according 
to the ease with which people are willing to accept his word or 
signature as a bond for future payment. This depends, of 
course, on his known ability and willingness to meet his obliga
tions promptly, and in the business world the highest value is 
placed on the retention of such eo reputation for solvency and 
}!rompt payment as will ensure an immediate acceptance of the 

U9 
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name of a person or firm as good for any obligations undertaken. 
Apart from this moral basis, credit transactions are protected 
also by law, inasmuch as a creditor can always obtain the assistance 
of the law in enforcing his Wht agajnst the debtor, and in com
pelling the latter to discharge ~Ql.JiabiliiJI. It is therefore 
natural to find the highest development of the credit system in 
those countries where there exists a high standard of business 
morality, a well-maintained security of private property, and a 
strict enforcement of the law. 

Credit Instruments. 
As we have seen, one element of a credit transaction is the 

giving of a promise to repay at a future time. Usually such a 
promise is given on paper, and in a modern community it may 
exist in several forms, known collectively as credit instrument8. 
These may be bank notes, government notes, cheques, bills of 
exchange, promissory notes, postal orders and money orders. 

BANK NOTES are issued by authorised banking institu
tions in the various countries. The issues are nowadays 
strictly regulated and limited by law, and adequate reserves 
of gold must ordinarily be maintained to ensure free con
vertibility. Bank notes are issued for round sums, and are 
frequently legal tender. They are consequently accepted 
freely, and where convertibility is maintained they paEs 
as gold to all intents and purposes. A bank note is in form 
and legal effect similar to a. promissory note payable to 
bearer on demand. 

GOVERNMENT NOTES are similar to bank notes except 
that they are issued by the State. Unfortunately, the 
history of state issues has not been a happy one. The notes 
are frequently over-issued to meet Government demands, 
and since the war especially, little attempt is made in some 
countries to provide an adequate reserve. Such notes are 
usually legal tender for all payments, and are frequently 
the principal means of exchange within a community. Hence 
they must be used for internal transactions, although their 
value may be permitted to fall considerably. 

Underlying all such instruments is the idea. of confidence-
the knowledge that the holder can, at any time to suit his con
venience, exchange the instrument or instruments in his pos
session for gold, the basis of all credit in highly civilised com
munities. The credit instruments mentioned are, in fact, simply 
s~bstitutes ~or _g91~; their intervention economises its use and 
alSo facilitates exchange on a large scale. 

In the case of the cheque, bill of exchange and promissory 
note, the confidence is a strictly personal one: the promise 
to pay is clearly evidenced by the signature of the giver of the 
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instrument, and by that signature he is both morally and legally 
bound. By that signature, also, is the worth of the instrument 
judged: iLthe credit of th~ signer ~ good, the c,heque, bill or 
note may lass as a mew,1llIl of exchan~in sever~l transactions ; 
i(iHs ba l ~he circulation. of .the.J.nstrument is restriCted accord
!ng1Y. Thus we find tha.t, as a general rule, cheques and bills 
pass current only in a limited ~ircle within which the financial 
soundness of the parties is known; and again that bills pass 
current far more frequently than cheques, which are used prin
cipally for single transactions only as between drawer and payee. 

Bank and government notes are on a different footing. Under 
normal conditions in the principal countries the credit ..QLt}le 
i~sJlers-1~~:tI!LJ!y--undQl.l.hled-;l.nd the s~1l!'i:t.Y..9l th~ _Dotes i.e. 
g~ner~!!y' mainta~ed. bL t.he.-PIQvisiOJ;I of a,mpla. metaJ!jc re
s~rvefl. Consequently, when such notes are passed from hand 
to hand they are accepted not so much on account of the credit of 
the....tr.a.nsferor but b~cause.o! the ,credit of the .issuers. In fact, 
they act. merely as re~mt~nt!!<tiy~s 9tgQl<Uts~~, and the question 
of credit or solvencyJ).~<t9D)eS of.a1mostnegligible importance .. 

lt must be understood, of course, that this explanation does 
not apply to depreciated inconvertible note issues, such as those 
which are now so prevalent on the Continent. Such notes are 
taken only because no other form of exchange medium is avail
able, and the diminished credit of the issuers is clearly shown by 
the depths of worthlessness t9 which such paper may sink; for 
example, Austrian notes issued after the war are said to have 
been used as labels for beer bottles because they were cheaper 
than the ordinary printed labels I 

The distinction between bank notes and cheques and bills 
is important also from the point of view of their effect on 
prices. Obviously & man's reputation for solvency, i.e., the 
question as to whether his credit is good or bad, can have little 
effect on the prioe level; but when credit instruplents are used. 
for settlements in plaoe of metallio ourrenoy, they affeot prioes 
to the same extent as would metallio ourrenoy of the same amount. 
Bank notes pass far more frequently and far more readily than 
oneques· and bills; they are rarely hoarded, and are not kept 
out of oiroulation in the same way as bills of exohange whioh 
are disoounted and looked away in & banker's or broker's port
folio. Consequently, the effeot on prices of the circulation. of) 
bank notes is far greater than the effect of the use of cheques,! 
and partioularly of bills of exohange. J 

Book Debts and Loans. 
Evidenoes of the giving of credit may exist in forms other 

than suoh instruments already mentioned. A sale on credit 
by a tradesman or an advance of money by & banker is evidenced 
simply by an entry in the books of the tradesman or of the banker, 
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and no promise signed by the borrower may exist. But the right 
of action on the one hand and the liability on the other are just 
as clear as if an instrument existed, and the transfer of credit 
by book entries is recognised universally as involving a legal 
and a moral obligation. A feature of modem commercial 
organisation is the enormous increase in the transfer of credit 
by means of book entries, and the development of that vast 
system of contra accounts and set-off which is practised between 
countless business firms, and reaches its highest pitch of 
intricacy and yet wonderful perfection in the clearing houses and 
stock markets. The greater the civilisation of a community 
and the higher its development, the more efficient usually is 
its system of credit and method of cancelling indebtedness. 
Mention of the clearing houses brings home to us the dependence 
of the modem credit system on the organisation of banking 
institutions; in fact, the present day credit system owes its 
vast development to the wonderful efficiency of banks and bankers, 
whose chief function it is to deal in loanable credit. These 
functions are considered in detail hereafter. 

Frequently loans by one person to another are evidenced by 
instruments of various kinds, such as bonds and debentures. 
Joint stock companies, especially, obtain considerable amounts 
of capital by the issue of debenture bonds or debenture stock. 
Debentures to bearer are negotiable instruments in the same 
way as bills or cheques, but they are not used to the same extent 
for the settlement of transactions in the ordinary course of 
business. 

The Functions of Credit. 

As we have shown, the.use of credit instruments economises the 
1l1l~qtJ;netall!!Lll!q]!~, and provides ~veIT-convenient'Jnedium 'of 
e.!9!tll.:l}..gILf9l:.the...settIelIlent ,oLdebts. lJU£ -tllis- by no 'means 
exhausts the functions of credit in a well organised community. 
The great advantage of credit, in its broadest meaning, is that 
tge reputation o~ .on~ .m.an oJ.:Ji.rm.Jnay be made use of lor trading 
purp~s_~s..l>y_.aIlQ.th~r .. A great bank, with almost unlimited credit 
iii-the sense of reputatIOn for solvency, may transfer the benefit of 
that reputation in a multitude of directions: to enable an enter
prising but perhaps little known London merchant, not possessed 
of much capital, to buy goods to the value of thousands of pounds 
in the Argentine; to enable a reliable farmer, of little means, 
to become possessed of a farm which he can cultivate successfully 
and profitably; to enable a great railway or a newly-developing 
state to borrow considerable sums of money, collected by the 
bank from balances small and large, in the names of numerous 
depositors living in widely scattered localities. 

The great function of credit is to finance the producer who 
is engaged in turning out goods in anticipation of demand. This 
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8y8tem of production, a8 we have 8een, is a characteristic of 
modern indu8try,-a characteristic which would have been 
incapable of development in the absence of credit facilities 
8ufficiently elastic and progressive to keep pace with a constantly 
increasing demand. The moderate expansion and contraction 
of credit in modern 80ciety is accomplished easily and con
veniently, and producers are enabled to apply themselves without 
undue limitation to that 8pecialisation and organisation which 
is 80 marked So feature of modern business. 

We may therefore say that the chief functions of credit are, 
firstly, thAt it economises metallic currency, and substitutes a 
chea ~l!1edium _Qlexchan~e J<n:.~ JnQ!"!l. J~Xll!l~S.~v~_ lLP<t tess. _coJi~ 
Wii~AUib~:~liich w~uld not m any case be available in amounts 
sufficient for mo.dern requiremeuta. Secondly, it enable.~ 'pay
ments to be deferred. until it is convenient for tlieDorrower or 
promisor -to make them. a.nd _co~equently diminishes difficulty 
and hardship. Thirdly, it ltdi~ _the ~oJl.!l~.tiOJLoLa_ JIlUltitude 
oLsJ!!aII am.Q!1nts into centra se reservoirs (Le. the banks) whence 
they canoe draWn;-iilsmall or-large quantities, for productive 
purposes; The proportion-of idle capital is thus minimised, large 
undertakings involving huge capital are made possible, and 
production as a. whqle is stimul~kd. In the fourth place, the 
careful regulation of credit tends ~. minimise fluctuations in prices 
and to stabilise trade conditions. This is achieved by So restriction 
of credit facilities when So " boom " is imminent and speculation 
is rife, and by an expansion of credit when trade is reviving slowly 
after a period of depression. (See post, chap. 30.) Finally, there 
is little doubt that the modern credit mechanism does much to 
promote progress, aid development, and to encourage invention 
and industry. I 

The Dangers of Credit. 
The creation of credit is necessarily a matter subject to human 

control: notes can be issued to almost any extent if reserves 
are disregarded, while advances by So banker can be increased 
beyond the limit of safety for a. considerable period before & 

crash ensues. There_i!jD9 automati~_limit to the expansion 
Qf a credit system as there is to an expansion of So .metallic .cir
culation. and the intervention of the human element, with its 
usual accompaniments of uncertainty and variableness, is the 
chief source of danger in So credit organisation. 

Hence the greatest danger of credit lies in its liabilitLto 
ex~~s. There is always So possibility that more notes-WilJOO 
~ued than are necess~nd healthy, or that more bank advances_ 
will be granted than are safe to the community. "The confidence 
induced by general Eros:cirity in trade and industrY-very frequentJi 
Ieads~ to. ex.cessive._"ict\l:-over-pr~uction and s~()11Jati~1!: .An
enormous superstructure of credit-may"ooouilt up on So small 

211: 
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metallic re.s~e, and any outstanding event which shakes public 
confidence may se!'Yej;Q_b~ 1l.bout a~ violent contraction of 
c~~dit facilities, wit!! conseque.nt commercial and financial 
stringency. .. 
- There is also little doubt that the modern credit system tends 

to the disguisinL2LfLnmwial JI.:e!Jkne§§, for it enables a low 
grade entrepreneur to continue a losing business with the help 
of borrowed capitaL In the absence of credit facilities such an 
employer would be forced to cease his operations, but by borrow
ing he can continue until his e~p.tua.lJ~ilure J>ring!UVidespre~d 
loss and hardship. to the . many _ whose.capitalwas committed to_ 
1!iS keeping. Such men are enabled to persist because an extensive 
credit system means low interest rates and a consequent com
petition of capitalists to sink money in enterprises which cannot 
hope to succeed. 

Furthermore, it is frequently pointed out that the modern 
credit organisation makes possible the control oj vast capital by 
monopolistic combinatiort8of producers, and, although the results 
are not necessarily harmful, they may not be so beneficial 
as when the capital is in the hands of a number of individual 
producers. Only too frequently, the control of large capital by 
certain individuals and organisations !e!J.ds to the exploitation of 
labourers? to an exaggeration of pnces, to large combinations 
and -to umair competition. 
. Lastly, it must be recognised that credit is so easily obtained 
in periods of expanding trade that waste may be encouraged, par
tic1!!.a}"lY.Qnj;~j2~rt of government departments and irrespollsible 
entrepreneurs. 

Influences Determining the Volume of Credit. 
The expansion or contraction of credit is influenced by a 

number of important factors. In the first place may be men
tioned the influence of Trade and Industrial Oonditi0rt8 at home 
and abroad. When trade is gc;>od, credit is usually abundant 
but bad trade creates distrust and fear of the future, which are 
accompanied by depressed conditions of credit. The second factor 
is The State 01 Public Oonfidence and General Security. When 
confidence is high, credit is good, but the superstructure of credit 
is quickly contracted by any ~vent which shakes public confidence, 
such as the outbreak of war, a great earthquake, or widespread 
anticipation of governmental interference with the currency. 
Marked instances occurred in 1923-24, when the Japanese earth
quake and the proposals to inflate the currency in this country 
caused a considerable disturbance of credit conditions. 

Foreign Affairs and the Political Outlook are important chiefly 
because of theit influence on public confidence and the feeling of 
security. The outbreak of a war (cp. 1914) is always followed 
by a contraction of credit, for the uncertainty causes bankers and 
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others to strengthen their reserves and to reduce their commit
ments. A change of government has a similar effect, particularly 
if its polioy is distrusted. The advent of Britain's first Labour 
Government in 1924 was preceded by considerable apprehension 
in the money market, largely because of the threat of a levy on 
capital, and a large contraction of credit resulted. 

Speculation is an important influence by reason of the fact 
that most speculative enterprises are instituted and conducted on 
borrowed money, i.e., on credit. Consequently in a period of 
active trade culminating in a boom, speculation is rife. S'pecula
tion and credit expansion go hand in hand, and ~s specUlative 
eriterprises are the first to suffer -when credit contracts, so is a 
threat of reduced oi dearer credit facilities followed at once by 
a decrease in speculation. 

Lastly, may be mentioned the effect of the State.oJ the Ourrency. 
A sound currenoy system based on an adequate gold basis pro
motes an expansion of the credit superstructure. As we shall see 
later, a fundamental principle of modem banking is that credit 
can be created to several times the extent of the actual metallic 
reserve held. .consequently, l'!Q.~d metallio currency permits 
bankers to increase their reserves and so to extend their credit 
facilities. On the other hand, the eXistence of a bad currency in 
itself creates distrust and uncertainty, resulting in a restriction 
of credit. 

As was shown in discussing the quantity theory of money. 
the amount of credit ~ .... ,!-d~~~~~an~ 01-the _ general, level of 
~ces. Consequentry1t IS of paramount l!D~ol1iance thatcreClit 
facilities should be su.~jec!to -'carefuf control. Under an 
effective gold standard system .the principal factors influencing 
the volume of credit are movements of gold to and from the 
country. When gold flows into a country, it strengthens the 
reserve of the central bank and so increases the basis of credit. 
Money rates become easier.and the volume of credit is expanded. 
When gold flows out of a country, the central bank's reserve is 
weakened, money rates tend to rise, and credit is curtailed. But 
the actual extent to which the movement of gold is allowed to 
influence the volume of credit depends partly on current banking 
policy and partly on the policy of the authority which controls 
the legal tender currency. This important and controversial 
matter is discussed below. 

Credit and Capital. 
Credit must be distinguished from capital. The former 

Qo.nnQt.ml~w:weaJ.th and,jlU~ot..itsc)f an instrument pf pr.od!lc~~QIJ. 
It is, however, an instrument or mechanism which L by its inte!";: 
v~tiOD. enables prodyctiQn.J2...hILcarried on Credit nrrsrmits 
the . ~r..ans~re.!lc~ of weaIt.U:[!')QLth()S~!J.oca~ot ut. ~_ It_ 
elrectlvely to those who can tum it to profitable use. -n ~ 
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being, only the permission to use the capital of anothcr person, 
the means of production cannot be increased 'by it, but only 
"transferred" (J. S. Mill). "Credit ... does not create capital, 
it only .determines by whom that capitarsnan' be employed" 
(Ricardo). Only in an indirect sense can the granting of credit, 
as, for example, in the form of bank advances, result in the 
creation of capital. As we have seen, an expansion of credit 
fo!.~e~_~p th~$e~E..a~ le'y~l. oLPriPes. Tfieeffec.t 18 t~at some 
aegree oreconomy ill the purchase of goods for Immediate con
sumption is forced upon the community; in other words, a. 
greater proportion of the community's total purchasing power 
is devoted to capital uses as distinct from immediate consumption 
uses. In that sense, and in that sense only, an expansion of 
credit may be said to result in a creation of capital. 

Credit is thus of enormous importance in production, and 
benefits not only the immediate parties but also the community 
as a whole, by its functiQ!! ig .. chl!-ngingJa~~t. or j,cJlc . capital 
~to. capitalwhlcp. caD,. be actively used for productivepurpo~cs. 

It'is sometimes said that a credit instrument, such as a bill 
of exchange or bank note, is capital in itself; this is not strictly 
correct. Such instruments represent _CApital; they stand for 
houses and land, machinery and raw materials, the transfer of 
which is greatly facilitated by their use. The transfer of a. credit 
instrument always involves two elements: a right on the part 
of a creditor, and an obligation on the part of a debtor. It does 
not itself create wealth 0.( enter intQPx:oduction, but the material 
<;>bjects for which ij; stands may.so enter. am} may yield great 
inC!~Jl-~. 

Credit and Prices. 
It has been shown that the use of credit instruments for 

exchange purposes affects prices in tbj same way as the increased 
or decreased use of metallic currency, whilst the effect of the use 
of bank ~otes is greater than that which follows the use of cheques 
and bills. One other aspect needs to be mentioned, and that is 
the considerable temporary effect on prices which may follow 
an expansion of all forms of credit (principally book credit) 
consequent on speculative activity. Most speculators work on 
borrowed money, and an extension of credit is bound to follow 
action by several speculators who borrow in order to purchase 
goods or otherwise embark on speculative transactions in anti
cipation of rising prices. One speculator may anticipate a. rise 
in the price of wheat, and, with the object of making a profit, 
may buy now so as to sell later at an enhanced figure. Other 
speculators do the same, practically all of them buying on 
credit or with funds borrowed from a. bank. The increased pur
chases-other things being equal-will force up the price of wheat, 
and the rising price of the commodity will stimulate further 
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speculation. If such operations are overdone, the rise may be 
far greater than was ever anticipated by the original dealers, 
and any fall which ensues will be all the greater by reason of the 
over-speculation. If trade is expanding and a boom period 
is anticipated, speculation. on a credit basis may extend in all 
directions, and prices of a great number of commodities may be 
forced up. Thus is speculation made possible by the develop
ment of credit, and speculation may result in considerable 
fluctuation in the prices of commodities. 

BANKING AND ITS FUNCTIONS 

The functions and organisation of banking are intimately 
related to the functions and organisation of credit. The develop
ment of modem banking and the extension of credit have gone 
hand in hand; the system of credit is the basis upon which 
is built the structure of a modem bank, while the extension of 
credit facilities has been made possible only because banking 
arrangements have kept pace with modem requirements. 

Banking . institutions are, in fact, a part of the credit 
mecliarusin of a. pres~nt day community: they organise an~ 
clmtror-the- issue and circulation of credit instruments, and 
ri:iguTaIe-the griiiiting of book qredltin 'the form 01 advances ana 
loans-.' 'Capital, we have seen, is one of the essential agents or 
production. It is the prime function of a banker to arrange 
for the ,supply of this factor., t~c~or!lina.~e_ i.t~ ~:lemand arid'its, 
supply, and to-a~r!!Qri iL~.I!!QPg..tM..Y.a.ri.OlllLprod.ucel:lLwithin 
tEe , co~~.!!i.!I~. e have said that the efficient entrepreneur 
can 8lways obtain funds for his enterprises; in supplying these 
funds banks discharge an economic function of the first import
ance. In effect if not in name, they are traders in loanable 
cMlital, bupnehat capital fr~m depositors 1Il orQert(J'St)1t1t, 
~OJ>orrowers. 

Money Changers. 
The earliest banks were merely money changers, facilitating 

trade by changing one currency for another and enabling mer
chants to obtain good currency at a time when a great variety 
of debased coinage was in existence. Gradually they undertook 
to safeguard money on behalf of its owners, to whom receipts 
were issued signed by the bank. Here was the germ of that 
confidence which now permeates the credit organisation: belief 
in the soundness of the bank was sufficient to induce & man to 
leave his gold in exchange for a signed slip of paper. The holders 
of the receipts were not long in making the importc;.nt discovery 
that & most convenient way of pa~g debts was to hand their 
creditors the receipts carrying the nght to gold at & certain bank. 
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To facilitate this use, the receipts were made out in such a form 
that the gold held against them could be demanded by any 
holder, and a further advance was 'made when each depositor 
was given, not one receipt, but a number of receipts for small 
and convenient sums. Thus was the signed slip beginning to 
discharge the functions of the bank note as we know it to-day. 

The Issue of Notes. 
But the safe-keeping of gold was a troublesome and expensive 

matter. The bankers found themselves continually with a large 
accumulation of gold on hand, only a small proportion of which 
was required at any time to exchange such receipts as were 
presented. For those who owned the gold were well content to 
leave it in safe-keeping, and those creditors who were handed 
the receipts or notes were quite content to pass them on again 
without troubling to ask the banker for money in exchange. 
At the same time, many people existed who desired loans against 
security, and so we find the bankers arranging to make a little profit 
for themselves by lending out part of the gold in their keeping in 
consideration of the payment of an agreed rate of interest. To 
some borrowers gold itself would be given; others were content to 
take the banker's signed notes for such amounts as they required. 

The system of credit was thus developing in several directions : 
the depositor of gold accepted the banker's credit as evidenced by 
his signature on the note; the banker accepted the credit of the 
borrower, and the borrower who was content to take notes for 
his purposes, accepted the credit instrument of the banker as 
a means of discharging his own obligations. For many years 
banking in this and in other countries consisted of the issue of 
notes to depositors and to borrowers. The bank money was 
much preferred to coin and bullion because it was so much more 
easily carried and protected from robbery and accident, whilst 
the fact that counting or weighing was unnecessary made it a 
more convenient means of settlement. An important advance 
was made when the bankers offered to pay interest on the money 
left with them; i.e., the notes' or deposit receipts bore interest 
from the date of issue to the date of repayment. 

Unhappily, there was for a considerable time no attempt 
by the State to control such activities, and consequently the 
history of pure note-issuing banks is one long record of failure 
due to the keeping of inadequate reserves. Such failures natur
ally caused widespread distress, frequently resulting in a financial 
crisis and panic, so in course of time governments have been 
compelled to assume responsibility for the note issues. The 
method generally adopted was to confine the right of issue 
to certain institutions which conformed with the necessary 
requirements, or were granted the special privilege of issue on 
account of their association with the central government or 
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for other reasons. Control was instituted in this country early 
in the eighteenth century, when the Bank of England, established 
in 1694, was given certain monopolistic rights of note issue so 
far as joint-stock banks were concerned. This matter will be 
dealt with hereafter. 

The Cheque System. 
The issue of notes to depositors and also to borrower! 

is still an important function of banking in this and in other 
countries; but, in Britain particularly, notes have largely given 
way to cheques. The distinctive features of cheques .and 
bank notes have already been noticed, and they make evident 
the reasons which have led to the state regulation of the latter 
and the perfect freedom of the former. The bank note passes 
as money, and is so accepted by persons who have no know
ledge of the stability of the issuers. The cheque serves a 
limited circle, and is accepted only if known to be good. There 
is less danger of hardship in the latter than in the former case. 

Consequently the cheque system afforded an outlet for the 
development of those banks which were restrained from issuing 
notes. The essential of the system is that customers are given 
the right of drawing cheques on current or drawing accounts 
kept with their bankers, at their convenience and for such 
amounts as they may require .. The limit to the amount which 
may be drawn is fixed in two ways: (a) according to the amount 
of the customer's funds held by the banker; or (b) according to 
the amount of credit which the banker is willing to grant the 
customer on loan account. 

The drawing of cheques against money left with a banker 
is not very different from the acceptance of notes by a customer 
against money lodged with a banker for safe-keeping. But in 
many respects the cheque is a far safer and more convenient 
instrument than the note. A bank note is regarded as money, 
and is consequently liable to be stolen or lost. A cheque is 
valueless until it is filled in and signed, and even when it is so 
completed the owner has certain safeguards against loss of his 
money by theft or misappropriation. Further, the cheque can 
be filled up at any convenient time, and for any amount, within 
the prescribed limits mentioned. For these reasons, the cheque 
system has been developed to a state of perfection, and cheques 
are issued for the settlement of an enormous volume of 
transactions. 

On the other hand, the bank or government note is still 
preferred in some countries, notably in France. The chief 
reason for this is the wider acceptability of the note, and the fact 
that it can be received and transferred without difficulty by all 
classes-by those who cannot afford a banking account as well 
as by those who are able to do so. 
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The advantages arising from this proruuon of credit in
struments are enormous. The amount of gold in existence is 
totally inadequate to perform all the exchanges in modern com
munities, apart from the fact that gold is such an expensive and 
inconvenient medium of settlement as compared with notes, 
bills and cheques, which have considerably facilitated exchange 
and made possible the perfection of modern large-scale organisa.
tions for the cancellation of indebtedness. 

Other Functions of the Modern Bank. 

Apart from the issue and control of credit instruments, modern 
banks perform ilie fUiictions of 1enders andliorrowers on a vast 
scale. Deposits are accepted from every class and from evcry 
source, and in all cases an ~plied undertaking is given by the 
banker to repay the money either in part or in whole in legal 
tender. Such money becomes the banker's absolute property, 
and he is free to dispose of it as he pleases. A substantial 
margin must necessarily be kept to provide for any demands 
for the withdrawal of funds, but the modern banker acts 
on knowledge gained as the result of generations of experi
ence that only a small part of the total left with him will be 
required at anyone time. Consequently, he employs most of 
the balance to grant loans and advances to the multitude of 
borrowers in a modern community who are anxious to make 
profitable use of the capital of other people. In addition to 
lending the money which he borrows, a banker employs such of 
his own capital for this purpose as remains after the provision of 
premises and equipment, but by far the larger proportion of his 
loanable capital is obtained from the deposits of his customers. 
The borrowers are required to pay a. higher rate to the banker 
for accommodation than is paid by him for money deposited by 
other customers. The difference represents his gross profit, 
from which must be deducted all necessary expenses and over
head charges. 
. Thus the merchant or manufacturer is enabled. to obtain 

adequate funds for his operations, aiid the small depositor is 
granted facilities ·for the safe investment of his -s~lus money. 
The bank is a. great reservoir of loanable capital, into which 
flow countless small rivulets gathered from every source and 
direction, and from which flow many streams, small and large, 
destined to drive the wheels of industry and float the vessels of 
commerce. By assisting the entrepreneur, and by providing the 
sinews of trade and business, banks perform a prod}lctive function 
of the first importance. 

Because the banker· makes his profits mainly by loaning 
other people's money, he has been accused of .. reaping where 
he does not sow, and taking the interest which is the reward 
of other people's saving". Clearly, however, the function of 
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banking in the modern community is well deserving of reward, 
and the profits of the banker, as in the case of every other 
entrepreneur, accrue to him by virtue of his organising ability 
and the risk which he undertakes. 

Advances made by a banker may be made either (a) On 
Current Account; (b) 0.0: Loan Account; (c) By Discounting 
Bills and Notes, or (d) By Investment in Securities. 

When an advance is granted on Ourrent Account, the customer 
is allowed to" overdraw II by cheque up to a certain limit in such 
amounts as suit his convenience. Security is generally required, 
although many small overdrafts are granted on the mere estima
tion by the bank manager of a customer's integrity and worth. 
No specifio appropriation of funds is made by the banker in 
respect of such loans, although he may limit the amount which 
may be drawn at anyone time or within a given period. On the 
other. hand, in the case of advances on Loan Account a definite 
amount is placed to the credit of the borrower, while a loan account 
is debited with an equivalent sum and charged with the agreed 
interest. Loans of this kind are granted only against adequate 
seourity. 

A feature of English banking which distinguishes it from 
banking in many continental oountries, especially in Germany 
and Italy, is that the majority of advances made are for 8hort 
period.! only, rarely for more than six months, at the end of 
whioh period they are reconsidered and may either be terminated 
or renewed. British banks furnish commercial as distinct from 
investment capital, i.e., capital which may be locked up for 
lengthy, indefinite periods. In Germany and Italy, on the other 
hand, the banks furnish permanent investment capital, and are 
thus muoh more olosely linked up with industrial enterprises and 
their fortunes. In Germany, the intimate relationship between 
finanoe and industry has been an important factor in the 
development of her closely knit kartel system. 

Discounting a bill or note means its purchase at its market 
worth; i.e., an amOlmt is given for it which is equivalent to its 
face value, less the in terest that would be earned by the amount of 
the instrument during the period remaining before its maturity, 
the proceeds being I,aid to the customer or placed to his credit in 
the bank's books. Bills of exchange are so easily saleable or 
rediscounted that the process of discounting is a valuable method 
of utilising a banker's surplus of liquid funds. 

Investment. A large proportion of a bank's funds is loaned 
to home and foreign governments, local ~authorities and munici
palities, railways and other large undertakings, through invest
ment in stocks and shares. In Britain such investment is confined 
to securities which are undoubtedly safe and can be readily realised 
if necessary. 

In. addition to issuing notes, accepting deposits and making 
loans against security, bankers perform a number of other imp or-
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ta.nt functions as ~~ for their customers and other bankers, 
by taking care o~anIes and securities, such as bonds, 
title-deeds, plate and jewels; collecting and paying COUPOllii and 
dividends; transacting stock exch~.nglLan<Ljo~ign ~fh~nge 
business; aCting in various other capacities, for example, ill' 
t~, a~eys or e~rs, and as clearing agents, London 
agents, or correspondents of other banks; and, finally, by wuing 
le.tters of credit, circular notes and traveller's cheS!.les for the 
convenience of their customers. -

For most of these services a banker obtains a commission 
which adds to the amount of profit obtained by him from his 
more essential functions of money-lending. 

The Maintenance of Adequate Reserves. 
The principle upon which modern banking rests is that but a 

small proportion of the funds left in the hands of a banker will be 
demanded at anyone time. On this basis sufficient legal tender 
money is kept at hand to meet any likely contingencies. The 
proportion varies with different banks, and is necessarily deter
mined by the nature of the business and the individual experi
ence. It also varies in accordance with the general state of 
confidence and the state of trade: in depressed and uncertain 
periods a greater proportion of reserve is necessary than when 
confidence is high and credit is good. A bank with an extensive 
town business may require a. larger proportion of liquid funds 
than one with a wide country connection. In all cases, however, 
it is essential that a reserve be maintained which is sufficient to 
meet all demands, normal and abnormal, otherwise the bank's 
reputation and stability· may suffer considerably, and a panic 
may thus be started amongst its customers. 

The first line of defence must consist of legal tender currency 
kept by the bank itself or by a central bank on its behalf. After 
this comes money lent at call or very short notice to market 
operators and stock exchange dealers, all of which can be recalled 
very quickly and easily. Money employed in the discount of 
first-class bills is of equal liquidity, for such bills may be sold 
or rediscounted without difficulty, and there is always some 
proportion of their total falling due for repayment as the dates of 
maturity arrive. Three considerations must influence a banker 
in apportioning his funds--{l) security; (2) ready converti
bility; and (3) the necessity of making profits for the share
holders in the concern. In all first-class banks to-day, the third 
consideration is subordinated to the others, and never is the 
desire to make profits by loans and investments allowed to out
weigh the necessity of keeping a high proportion of liquid funds. 
For these reasons, modern banks are well content to pay a higher 
rate of interest on deposits than on current accounts because 
of the great advantage, in the case of the former, of the right 
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to several days' notice of withdrawal during which prOVlSlon 
may be made to meet large demands. Further, banks which 
are essentially banks of deposit or savings banks, cannot lock 
up as large a proportion of their capital in industrial under
takings and in loans against land as, for example, the discount 
banks and agricultural credit banks of the continent, which exist 
essentially for such purposes and are specially organised and 
capitalised to fulfil such functions. 

The Creation of Credit. 
The great importance of bankers in a modem community 

rests primarily on the extent to which they have been responsible 
for the erection of a vast superstructure of credit on the basis 
of comparatively small cash reserves. As a general rule the basis 
for an expansion of credit is gold, but it may consist, as we 
shall see later in discussing the Bank of England, of a credit 
balance with a central bank, and may not necessarily be gold. 
If we assume that, as the result of his experience, a banker has 
determined on maintaining a reserve of gold equal to 331 per 
cent. of his liabilities, then it is not difficult to understand that 
'for every £1,000 in gold which he receives from depositors he 
can create credit to the extent of £3,000. He may do this by 
allowing merchants to draw upon him, or by discounting bills, 
or by investing in stocks and shares. If the advances are made 
against good security and the stocks are discreetly chosen, there 
is not much danger. The banker's experience teaches him 
that of the many amounts of £1,000 in gold which he receives, 
only a small proportion will be demanded within any given time. 
But the remarkable fact about modem banking is that the 
reserve need not be kept by the banker himself in actual gold; 
he may entrust it to a central or government bank, which carries 
on an ordinary banking busines8 and itselJ utilises any gold left 
with it as a basis Jor creating credit. The first banker regards 
his credit balance at the central bank as being as good as gold: 
he relies on obtaining the gold whenever he wants it, although 
the central bank makes no more provision for the banker in 
this respect than it does for any of its other customers. Thus 
the original £1,000 in gold may act as a basis for £3,000 in 
credit at the first bank, and possibly for a further £2,000 at 
the central bank, the actual amount depending on the proportion 
of reserve to liabilities which the latter seeks to maintain. 

But there is a still more remarkable stage. The money 
received by a banker from his customers may not be gold at all : 
it may consist of notes issued by the government in order to 
meet its liabilities. So long as these notes are legal tender they 
can be placed in the reserve, or added to the reserve of the central 
bank, and against them may be issued credits to several times 
their amount. If the notes are all convertible into gold there 
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is no difference in the general result, but if they are merely in
convertible paper promises to pay, the evils are obvious. Herein 
then lies the great danger which is inherent in the credit system. 

Fortunately, there are in normal circumstances definite limits 
to the powers of the banks to increase the volume of credit, 
while all modern states recognise that effective control of the 
credit mechanism is an essential to stable and prosperous con
ditions. This important question is discussed in Chapter 27. 

Banking Concentration and Specialisation. 
The performance by banks of the specialised functions 

mentioned above is an indication of the application to banking 
of that division of labour which exists in other branches of 
commerce. In Britain there are many notable instances: such 
are the British Overseas Bank, specialising in the financing of 
overseas trade; the Yorkshire Penny Bank, catering for the 
poorer classes in the Yorkshire manufacturing centres; the 
now almost obsolete army banks in London, and the Post Office 
Savings Bank, which provides a safe deposit for the lower classes 
and a secure investment for the small capitalist. In Germany 
are many banks specialising in the financing of trade and 
industry; others devoting themselves to the co-operative finance 
of agriculture, and the large central banks, which issue notes 
and discount bills in great quantity. 

The trend towards concentration or amalgamation is also 
much in evidence, and banking functions in most countries tend 
to be centralised in a few large institutions, with a large number 
of branches and agencies throughout the community, controlled 
directly from the head office. The United States is a notable 
exception, the system of branch banking being still little 
developed in that country. In most countries also the general 
banking policy is determined by a central bank, which is usually 
under government direction and is able to exercise a certain 
amount of control over all other institutions, particularly in 80 
far as the regulation of interest rates is concerned. This tendency 
will be further considered in the 8ucceeding chapter. 

Branch and Independent Unit Banking Compared. 
It has been pointed out that whereas the American banking 

system, chiefly on account of Government restrictions, is pre
ponderantly one of independent units 1 with a central banking 
system superimposed, in this country the tendency has been for 
banking to become concentrated in the hands of a very small 
number of banks each having a large number of branches. Not 
unnaturally, considerable controversy has arisen as to which 
type of organisation can serve the community most efficiently, 

1 In the United States there are 28,468 National and State Banks, only 681 
of which have branches. 
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and it is interesting and useful to examine the main arguments 
which have been put forward on both sides. 

Perhaps the most important argument adduced in favour of 
branch banking is that it permits the easy transfer of capital from 
regions which have a. surplus to regions not so well endowed, and 
also that it enables funds to be distributed to different regions 
according to seasonal needs. The result is that interest rates 
tend to be equalised throughout the country, whereas, in the 
absence of branch banking, rates would tend to be low in old, 
well-developed districts and high in the new, developing dis
tricts. Again, a. branch bank can spread its risks over the whole 
range of industries, wherE!as an independent local bank must 
rely mainly on important local industries; indeed a bank of 
this kind may actually be organised and controlled by local 
borrowing interests. Hence it is claimed that branch banking 
tends to greater stability, for local" runs " and depressions can 
be more easily met than by independent unit banks with smaller 
average reserves. Lastly,. the advocates of branch banking point 
to the efficiency of the services which it is able to provide. The 
advantages of first-class skill and business efficiency at head
quarters can be given to all districts; internal and foreign 
exchange business can be handled economically, while adequate 
banking facilities can be provided in even the smallest village 
where no independent bank could survive. 

Opponents of the branch banking system urge that some of 
the above advantages are not realised in practice, while others 
are equaJIy available to independent unit banks. Furthermore, 
it is contended that there are many evils incident to branch 
banking from which independent unit banking is either wholly 
or comparatively free. The most important arguments, how
ever, are directed, not against the organisation of branch banking, 
but against the dangers of monopoly, and experience would seem 
to show that the danger of a large proportion of the financial 
resources of the community becoming concentrated in a few 
hMds is much greater under a. continued process of amalgamation 
such as exists in this country than under an independent unit 
bMking system. 

Other arguments put forward point to the competitive waste 
of branch banking, to the high rates charged in well-established 
localities to cover low rates in developing regions, to the prefer
entia.! treatment granted to concerns situated near head offices, 
and to the fact that branch managers do not remain long enough 
at one branch to become thoroughly acquainted with local needs. 

The Utility of Bankinl1 to the Community. 
The great services rendered by banks to industry and trade 

have already been indicated in the foregoing paragraphs, but 
they are sufficiently important to deserve recapitula.tion. 
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In the first place, it is to be noted that the mere existence of 
a sound banking organisation tends to the encouragement of 
saving, tPrift, e.llonomy and iJ.l,=estment, it f!\~1litates the infer
change of goods and creates a. g~neral feeung of security and 
prosperity which enhances the nationa.l dividena and strengthens 
the morale of the people. - . 

Secondly, an economic function of first importance is per
formed by the banks in t.ransferring the surplus capital of one 
d}.strict (as, for example, a wealthy residential neighbourhood) to 
others where it can be usefully and efficiently employed (as, for 
example, busy industrial areas). In this way, production is 
stimulated by the increase of mone1. in circulation -and by the 
facility of obtaining necessary capital to tide over difficult times, 
and to purchase widely when the funds of the producers concerned 
are temporarily locked up. Bank loans to manufacturers enable 
them to increase productive capacity, to adopt new methods and 
better machinery, to improve working conditions and generally 
to speed up production. Furthermore, the careful regulation by 
modern banks of eredit granted to manufacture and commerce 
tends to check speculation and to prevent the recurrence of crises, 
while the service rendered by the banks in acting as referees as 
to respectability and standing is of considerable influence in 
putting trade relations on a sound basis. 

In the third place, bankers render great service in controlling 
a.nd regulating the currency by withdrawing light coins -and oy_ 
issUing new ones. by transferring specie to those districts where 
it is required, and by supplying notes when and where required 
as currency. At the same time, tEe use of cheques for the settle
ment of the great majority of commercial transactions effects an 
enormous saving in specie currency, with the added advantages 
ffiatpayments by clieque are safely and easily made, while losses 
are minimised by the fact that a record and a receipt are auto
matically obtained. 

The banks also serve the community generally in a number of 
other ways, as, for instance, in the provision of convenient and 
safe places of deposit for valuables and securities, in transacting 
foreign exchange business and in placing their established reputa
tion at the service of merchants and travellers by the issue of 
various forms of letters of credit. 



CHAPTER 26 

THE DEVELOPMENT OF THE ENGLISH 
BANKING SYSTEM 

BRITISH banking is recognised as the most highly efficient 
and the best organised in the world. For many years British 
bankers have maintained a reputation for sound finance and 
absolute integrity which is' second to none, and by their efforts 
in this respect they have succeeded in establishing London as 
the world's chief monetary centre, and the Bank of England as 
the hub of international finance. A brief historical survey of 
the development of banking in this country will enable us to 
appreciate the difficulties of this great achievement, and will 
permit us also to understand the intricacy and economic bases 
of an organisation which is as wc~>nderfully sound as it is remark
ably elastic and adaptable. 

Banking in this country may be said to have originated 
many centuries ago in the lending of money by rich merchants 
to those who desired to borrow. The Jews were the first to 
transact business in this way, although their operations were 
subject to much hindrance, culminating finally in their expulsion 
from the country. Later, in the fourteenth century, merchants 
from the Lombard States in Italy conducted a similar business, 
and have left their mark to posterity in the name of that most 
famous of all streets, Lombard Street, E.C. The term " bank " 
is attributed by some to the custom of these traders of acting 
as money changers on benches (" banco") in various centres, 
and particularly in Lombard Street. 

There is little real connection between banking as we know 
it to-day and this simple form of money changing and money
lending. The money-lenders were simply usurers; they made 
profits by loaning their own private capital and performed only 
one side of the characteristic function of banking in a modern 
community, i.e., borrowing from some in order to lend to others. 
It was not until about 1645 that any organisation similar to 
that of a modern bank began to take shape. At this period, 
merchants found it necessary to find some place of safe deposit 
for their surplus wealth against the dangers of war, of theft 
and especially of appropriation by the king. Hitherto, the 
Mint had been used for this purpose, but the appropriation by 
Charles I. in 1640 of £130,000 left at the Mint for safe custody 
determined the merchants to seek some other place of security. 

&47 
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The strong rooms of the goldsmiths offered undeniable attractions, 
and consequently large sums were left with them for safe-keeping 
against signed receipts called "goldsmiths' notes", which were 
an undertaking to return the money to the bearer of the notes 
on demand. 

As has been explained in the preceding chapter, the gold
smiths soon discovered that they could safely lend out a part of 
the funds left with them, for only a comparatively small pro
portion of gold was required to meet current withdrawals and 
probable demands. The loaning of other people's money at 
interest proved a very profitable operation, so much so that the 
more enterprising merchants began to offer an inducement for 
the deposit of money with them by the payment of interest, at 
a lower rate, of course, than they cJ!.arged for loans, while the 
goldsmiths discontinued their original functions and applied 
their whole energies to this new business. At the same time, 
competitors sprang up who were bankers first and last, and 
who performed no other function than that of dealing in 
money. 

Thus began that system of lending and borrowing which 
now characterises banking, but for more than a century this 
function was discharged chiefly by the issue of notes payable to 
bearer on demand, which were transferable from hand to hand, 
and formed a convenient mode of payment. 

The Foundation of the Bank of England. 
It is frequently stated that modem English banking had its 

origin in the foundation of the Bank of England in 1694. It 
is certainly true that the formation of the Bank of England 
was the first step in the direction of joint-stock banking as 
it exists to-day in this country, and so closely was the future 
development of banking as a whole bound up with the pro
gress of the Bank, that a consideration of the latter is essential 
to an understanding of the former. 

The Bank of England owes its foundation to a Scotsman, 
William Paterson, who was responsible for the scheme under 
which an amount of £1,200,000 was subscribed as a loan to the 
Government of William III., then in financial difficulties. In 
return for lending this sum to the Government at 8 per cent., 
the subscribers were granted a charter incorporating them as 
the Bank of England, with the privilege of issuing notes to the 
extent of the sum lent. This loaning of capital at interest, 
rather than the issue of notes, was the primary object of the 
Bank, although nowadays its issue is particularly important, 
inasmuch as its notes have a monopoly in England and Wales, 
and are part of the legal tender of the country. The new bank 
proved an immediate success, and in order to prevent the forma
tion of rival institutions, an Act was passed in 1708 forbidding 
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the issue of notes by joint-stock banks other than the Bank of 
England. 

The Act of 1708 was of first importanca in the subsequent 
history of British banking. In the first place, it gave the Ba.nk 
a monopoly of joint-stock banking which contributed essentially 
to its predominance in succeeding years. Secondly, by for
bidding joint-stock banks to issue notes, it confined such issues to 
the multitude of small private banks throughout the country, 
the activities of which were quite unregulated, and which were in 
many cases totally unfitted to bear their responsibilities. The 
third important result of the Act was its effect on the functions 
of bankers in London. Here, and in the surrounding district, 
the Bank of England note was supreme, and its predominance 
eventually caused the London private bankers to abandon the 
issue of notes, and, about 1780, to apply themselves to the 
system of deposit banking; i.e., they accepted deposits, which 
were withdrawable at first by letter and later by cheque, and 
with the funds so placed at their disposal they made advances 
at interest to borrowers. So successfully did they develop this 
system, that in later years it became of much greater importance 
than the issue of bank notes. 

For more than a century after 1708, the Bank of England 
was the only joint-stock bank in the country, and was enabled by 
its state-granted privileges to grow in importance and superiority. 
In London itself the small private bankers, in spite of the 
competition of the Bank, were fostering deposit banking and 
establishing a reputation for soundness and business ability. 
But outside this area were the uncontrolled private banks, and 
a constant recurrence of failure and distress. The persistence 
of these conditions and a number of severe crises in the early 
years of the last century resulted in efforts, extending over several 
years, to place the banking and currency system on a better 
footing. 

The Restriction of Cash Payments and the Bullion Report. 
During the Napoleonic wars, England had incurred such 

expenditure that her financial position became menaced. The 
gold reserve at the Bank of England had been seriously depleted, 
and when rumours of a French landing brought about a panic 
and a demand for gold, an Order in Council had to be issued 
in 1797 permitting the Bank to suspend payments in cash. 
Extra notes were issued to meet the deficiency in the currency, 
but the issue was in excess of actual requirements, with the 
result that the notes became depreciated in value, while gold 
coins disappeared from circulation. The price of gold rose to 
such a height that in 1810 a House of Commons Committee 
was appointed to consider the whole question of the high price 
of bullion. 

2F 
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THE BULLION REPORT, ISI0.-The famous report of this 
Committee set forth a. number of important conclusions in l't'gard 
to the currency and the exchange, and in spite of the fact that 

'more than a century has elapsed since these conclusions were 
first promulgated, they are still recognised as fundamentally 
sound. The propositions enunciated were, firstly, that the 
variations of the metallic exchange with foreign countries can 
never for any considerable time exceed the expense of tramporting 
and insuring the precious metals from one country to another; 
secondly, that the considerable variation in the chief exchange 
rates beyond these limits was due to the excess issue of Bank of 
England notes and their depreciation as compared with gold, 
which had to be used for foreign payments; thirdly, that the 
market price of gold could not exceed the mint price unless the 
purchasing medium-in this case paper-was depreciated; and, 
finally, that the depreciation was measured by the difference 
between the mint price and the market price of gold. 

The Committee regretted the continuance of the suspension 
of cash payments, and expressed the opinion that the only safe
guard against excess issues of paper currency was convertibility 
into specie, and that the increased price of gold and unfavourable 
exchanges were the best criteria for judging the sufficiency or 
otherwise of the paper currency and for regulating the issucs of 
Bank of England notes. 

Banking Failures and Currency Troubles. 
The House of Commons for party reasons refused to adopt 

the recommendations of the Committee, but the views expressed 
were upheld by subsequent events. Violent speculation and 
disaster followed the declaration of peace with Napoleon in ISI4, 
and hundreds of note-issuing banks failed. The collapse of the 
issues meant that the paper currency was reduced, so gold fell 
in price, and the exchanges moved above par. In IS16 the system 
of gold monometallism was adopted and the Bank attempted 
to resume cash payments. This attempt failed on account of 
large withdrawals to France, but in IS19 the bank-note currency 
was finally established on a convertible basis. 

In some quarters, the unsatisfactory position of the currency 
and banking systems was attributed to the monopolistic privi
leges of the Bank of England, and a number of Acts were passed 

-in subsequent years with the object of mitigating the effects of 
the monopoly. 

In IS26 an Act was passed which permitted the establishment 
of joint-stock banks of issue with unlimited liability, provided 
that they did not conduct business within a radius of sixty
five miles of London. This was an important departure, for it 
not only lessened the monopoly of the Bank so far as joint-stock 
banking was concerned, but also strengthened the system of 
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banking in the country, which hitherto had been conducted by 
a great number of weak private bankers. 

It is in the Bank Act of 1833, however, that we find the begin
ning of the really modem period, inasmuch as it contained a 
provision which permitted ,the establishment in London itself of 
joint-stock banks for the transaction of all banking business 
other than the issue of notes to bearer on demand. In this 
respect the Act still further modified the power of the Bank 
of England, although the fact that by the same Act the Bank's 
notes we~e made legal tender for all payments over £5 (except by 
the Bank itself or its branches) added considerably to its prestige. 

The passing of the Act of 1833 was followed immediately by 
the establishment in London of several joint-stock banks, the 
forerunners of the great institutions of to-day. 

The Banking and Currency 'Theories. 
The constant trouble concerning the currency at this period 

and the recurrence of failures among the banks and of commercial 
crises throughout the community caused widespread alarm and 
much dissatisfaction. By many the evils were attributed to 
the over-issue of notes by the Bank of England and by the 
small private banks, and considerable controversy arose in 
financial circles as to the best, method of controlling the issue 
of paper money; Gradually two opposing schools of thought 
could be identified, advocating the Banking Principle or Theory 
and the Ourrency Principle or Thwry respectively. 

THE CURRENCY THEORY _The exponents of this theory 
held that bank notes were issued merely to provide convenient 
and economical substitutes for metallic money, and not in order 
to provide instruments of credit. They maintained, therefore, 
that the issues should be limited to the amount of gold held 
against the notes, and that they should be regulated according 
to the flow of gold into and out of the country. The Currency 
School maintained also that the banks should create credit only 
in return for specie, but obviously their ideas were not altogether 
compatible with that great development which was still to come. 
The chief objections to the theory were that it provided for a. 
non-elastio paper currency, which could not vary as trade condi
tions varied, and also that it made no provision for a. temporary 
shortage of gold. As later events proved, note issues may be an 
effective addition to the currency provided they are adequately 
controlled, even though they are not necessarily a. substitute for 
the actual metal. 

THE BANKING THEORY.-The members of the banking school 
took the view that the issues of notes could safely be left to the 
discretion of the bankers, whose object it should be to limit the 
circulatinO' currency to the legitimate demands of business and 
trade. They held that any notes in excess of trade requirements 
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would be presented for encashment, and so long as an adequate 
reserve was maintained, strict convertibility could be ensured 
and inflation prevented. But this did not necessitate the holding 
of gold to cover every note issued. 

Those who objected to the Banking Principle had the experi
ence of past years to give weight to their arguments. They 
contended that bankers were not always in a position to judge 
the operations for which notes were required, neither were they 
always sufficiently prudent and careful, while to leave to them 
the control of note issues was to place too much power and 
responsibility in the hands of one class of business men. 

The Bank Charter Act, 1844. 
The government of the day was eventually won over by 

the Currency School, and many of their recommendations were 
embodied in the Bank Charter Act of 1844, which has since 
regulated the issue of notes in England and Wales. In some 
respects the Act was a compromise, for it did not altogether 
exclude the ideas of the Banking School: although it has ensured 
t:Q.e maintenance of adequate gold reserves behind the Bank of 
England note, it provided also for a limited issue against 
securities. 

The following is a summary of its chief provisions :-
1. The Bank was to be divided into two distinct depart

ments, called the Issue Department and the Banking Depart
ment respectively. 

2. The Issue Department was authorised to issue notes 
against securities (the Fiduciary Issue) to the amount of 
£14,000,000, all issue in excess of this to be covered by gold 
and silver in reserve. 

3. The silver in reserve was not to exceed one-fourth of 
the gold held. 

4. Anyone might demand notes from the Issue Depart
ment in return for gold bullion at the rate of £3 17s. 9d. 
per ounce standard. 

5. H, after the passing of the Act, any country bank 
ceased to issue notes, the Bank could obtain an Order in 
Council empowering it to increase its fiduciary issue by two
thirds of the lapsed issue. 

6. The Bank was to publish a. weekly return of both 
departments in the London Gazette (see post, page 473). 

7. No further banks of issue were to be established, and 
any existing bank losing the right of issue through bank
ruptcy, amalgamation, the opening of an office in London, 
etc., could not resume such issues. 

8. Every existing bank of issue was to forward a. weekly 
return of its issues to the Stamp Office for publication in the 
London Gazette, and its issues were not to exceed its average 
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circulation for the twelve weeks/receding 27th April, 1844, 
otherwise the right of issue woul be forfeited. 

The principal object of the Act of 1844 was to ensure the 
absolute ponvertibility of note issues in this country and to ensure 
full publicity regarding the amount of the issues and of the 
reserves held against them. It aimed also at so regulating the 
paper currency that inflation would be prevented, speculation 
and crises obviated, and the foreign exchanges stabilised. Its 
object of limitin$ and finally abolishing all note issues in England 
and Wales except those of the Bank of England was finally 
achieved in 1921, when the last private bank of issue was absorbed 
by one of the large joint-stock banks. In accordance with the 
fifth provision in the foregoing summary, the Bank has obtained 
the necessary power to increase its fiduciary issue from its original 
figure of £14,000,000 to £19,750,000, which is the maximum 
fiduciary issue permissible under the Bank Charter Act. The 
aim of centralising the note issues of the country in one institution 
80 as to facilitate control was thus accomplished after three
quarters of a century, and to-day the Bank has a complete mono
poly of the right to issue notes of the value of £5 and upwards 
throughout England and Wales. 

Criticisms of the Bank Charter Act, 1844. 
From time to time the provisions and operation of the Bank 

Charter Act have been subjected to much criticism. For example, 
it is frequently pointed out that the Act has failed to prevent 
financial crises by its control of note issues. Serious crises 
occurred in 1847, 1857, and 1866, which were relieved, not by 
aid of the provisions of the Act, but by their 8U8pe1UJion, thereby 
enabling the Bank to increase its fiduciary issue of notes, supply 
currency to those who required it and at the same time make 
its own position secure. Similarly, during the 1914 crisis, the 
Bank of England was authorised by the Treasury to increase 
its fiduciary issue against securities, although it was not found 
necessary to do this, or to secure parliamentary sanction for 
the suspension of the Bank Act, since the issue of treasury notes 
filled the gap in the currency caused by the withdrawal of gold. 

Again, it is held in many quarters that the fiduciary circula.
tion is too small, and that no provision exists to enable it to be 
increased when necessary to meet modem requirements, for with 
the constantly increasing demands for currency, notes are required 
in addition to gold and not instead of gold. In the third place, 
it is argued that the note .circulation cannot be increased in 
times of pressure or panio except by the uncertain interference 
of the Government. The note issue should be elastic, as in the 
German and American systems (see also below), and should be so 
adjusted as to enable bona-fide traders to obtain accommodation 
for legitimate purposes in times of stress. Finally, it is urged 
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that although the Act has had the effect of restricting the note 
issues, it has exercised no control over the issue of cheques, 
which may be just as much subject to over-issue as are bank 
notes. 

In favour of the Act it is contended that its first object of 
controlling the paper currency has been well achieved, and 
there is now ample publicity regarding the financial position 
of the Bank and the reserve which it maintains. The note 
issues are certainly restricted and inelastic, but any deficiency 
in this respect is adequately made up by the circulation of cheques, 
which is easily expanded or contracted to meet demands for 
credit facilities, while the cheques themselves are frequently 
preferred to bank notes. Finally, it is maintained that, although 
no provision exists for the expansion of the note issue to meet 
currency requirements in times of stress, the suspension of the 
Bank Act has almost invariably resulted in a restoration of con
fidence and in a collapse of the crisis. 

System& of Note Issue in Other Countries. 
The system of note issue regulated by the Bank Charter Act 

is described as the Partial Deposit System (i.e., some notes are 
issued against securities) in contrast to the Simple Deposit System, 
under which every note must be backed by its equivalent in 
gold. The latter method has the disadvantage of being expensive 
and unprofitable, while the former permits the utilisation of a 
portion of the gold reserves for profitable purposes, and at the 
same time it ensures an adequate reserve of gold for maintaining 
convertibility in all likely circumstances. 

The partial deposit system has now been adopted in all 
countries, but there are important differences between our system 
of bank note issue and the systems adopted by other nations. 
The following brief examination of the more important foreign 
systems will enable the reader to appreciate the criticisms, di'l
cussed hereafter, which have been directed against the method 
of control instituted by the Bank Charter Act. 

FRANCE: MAxrnuM ISSUE METHOD.-In France, the monopoly 
of note issue is in the hands of the Bank of France, which is a 
semi-private institution like the Bank of England, but is under 
strict government control. The issue is based on the maximum 
issue principle, but the maximum, originally fixed at 6,800 million 
francs, has been raised several times to meet emergency demands 
for currency, as, for example, during the Franco-Prussian 'Var 
and the Great War. 

There is no legal restriction as to the form or amount of the 
reserve, but a large reserve of gold and silver has usually been 
maintained and protected by exceptional measures. Thus, in 
times of emergency, advantage has been taken of the fact that 
the notes are convertible into either gold or silver, and, if silver 
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would not be accepted by the note-holders, a premium has been 
charged on conversion of the notes into gold. The whole of the 
huge fiduciary issue of the Bank of France represents a loan to 
the Government, i.e., the notes are backed by Government 
securities. In consequence of the Great War, the coined currency 
has practically disappeared and notes have had to be issued for 
small amounts to take the place of the minor currency. The 
effect has been to increase enormously the maximum circulation 
of notes, and consequently to give rise to widespread anxiety 
concerning French finances. 

GERMANY: ELASTIO LIMIT. - During and since the war 
huge note issues of small and large denomination altogether 
replaced the coined money, and resulted in such an inflation of 
the currency that it became practically valueless. The notes 
were largely issued against Government Treasury Bills, the 
restrictions on the note issue of the Reichsbank having been 
removed at the commencement of the war. In 1923, the Dawes 
scheme was adopted with a view to putting the currency upon 
a more stable basis, and, as a preliminary expedient, Rentenmark 
notes were issued by the Rentenbank, the rentenmark being made 
nominally equivalent to the pre-war gold mark and to one billion 
paper marks. The next step was the reorganisation of the 
Reichsbank to form a new central bank, and, in November 1924, 
the paper and rentenmark issues were replaced by a new currency 
based on the gold reiclwnark, ' made equivalent for exchange 
purposes to the rentenmark and to one billion paper marks. 

The Reichsbank has a virtual monopoly of note issue, other 
existing issues being of negligible amount. Against its notes a 
reserve of 40 per cent. must be maintained, 30 per cent .. being in 
gold and 10 per cent. consisting of certain foreign currencies, 
or foreign credits which are readily convertible into gold. In an 
emergency this reserve can be reduced, subject to (a) the imposition 
of a graduated tax' on the difference, and (b) the discount rate 
being at least 5 per cent., rising as the reserve falls. The system 
thus possesses elasticity in that extraordinary demands can be 
met without difficulty or delay by increasing the fiduciary issue 
in the manner legally provided for. 

UNITED STATES: ELASTIO Lmrr.-The United States note 
issue is controlled by the Federal Reserve Act, 1913, which 
established in the principal towns twelve Federal Reserve Banks 
under the control of a Federal Reserve Board. Each of these 
banks was empowered to issue notes against securities of a liquid 
character and a gold reserve which was fixed at a minimum of 40 
per cent., but which could be reduced in emergency on payment 
of a steeply graduated tax, as in the German system. 

Prior to 1913. the bulk of the United States note circulation 
consisted of notes issued by the National Banks, secured by 
United States Government Bonds of nominal amount equal 
to the authorised issue, deposited at the United States Treasury. 
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A fixed proportion of gold to deposits had to be kept by each 
National Bank, and there was no method of providing for an 
increased demand for notes except by restricting credit and 
calling in loans. The 1913 Act was designed to overcome this 
difficulty, and provides for the eventual transfer of the right of 
issue from the National to the Federal Reserve Banks. It 
aimed at centralising the gold reserve of the country under 
the control of the Federal Reserve Board, and changing the 
decentralised system of independent banking into a more 
centralised system. Thus, our own reserve system was adapted 
to the conditions of the United States: there is no single central 
bl\nk, but all the banks are subject to central control. 

As the great creditor nation of the war period, the United 
States have benefited greatly. About one-half of the world's 
gold has flowed into the coffers of the Federal Reserve Banks, 
whose gold reserves have reached the remarkable proportion of 
about 80 per cent. of the notes outstanding. The Americans 
prefer notes to coins for currency purposes, and the banks have 
been well able to meet the increased demands for currency-due to 
the vast expansion in trade-by issuing notes against the immense 
reserves of gold. Other methods of increasing the note issue8 
have thus been unnecessary. 

BELGIUM AND SPAIN: PROPORTIONAL RESERVE SYSTEM.
Under the proportional reserve system a fixed fiduciary issue 
is ordained, and any notes issued above this limit are covered. 
not in full, but by a proportion of gold. This system has worked 
fairly well in Belgium and Spain, but would not be suitable for 
this country with her heavy foreign payments, since withdrawals 
of gold for export would cause great fluctuations in the note
issue. For example, if the proportion of gold to note8 was 
fixed at one-third, an export of gold would involve a contraction 
in the note-issue in the ratio of three to one. 

Criticisms of the English System of Note Issue. 
It will be observed that the systems of note-issue in the 

United States and in Germany provide for an automatic increase 
of the fiduciary issue either in times of financial stringency or 
to meet the increased demands of expanding trade. In France. 
an endeavour was made to achieve the same object by fixing 
the maximum issue so high that it was never likely to be 
exceeded. Since 1870, however, the directors of the Bank of 
France have several times found it necessary to raise the 
maximum, so that the control of the fiduciary issue is virtually 
in their hands. On the other hand, the fiduciary issue of the 
Bank of England is rigidly fixed under the Bank Charter 
Act, 1844, and no provision exists for its automatic increase. 
The issue of treasury notes has modified the position to some 
extent, but the inelasticity of the Bank note issue has in recent 
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years been subjected to much criticism and has given rise to 
considerable controversy. In 1926, the late Dr Walter Leaf 
expressed the view that the stringent provisions of the Bank 
Charter Act had proved a failure, and suggested that, when 
the Bank and treasury note issues were amalgamated, we should 
replace the hard-and-fast limit to the fiduciary issue bY' a more 
elastic system such as that of the reorganised RelChsbank. 
Some months later, Mr M'Kenna contended that the inelasticity 
of our currency system partly explained the prolonged post-war 
depression in this country, particularly as compared with the 
prosperous conditions prevailing in the United States, where 
the more elastio system, which he advocated for adoption in 
this country, has made possible the expansion of credit to keep 
pace with business demands. 

Equally strong support has been forthcoming for the existing 
system. In 1918 the Cunliffe Committee recorded their view 
that" the stringent provisions of the Act have often had the 
effect of preventing dangerous developments; and the fact 
that they have had to be temporarily suspended on certain rare 
and exceptional occasions (and those limited to the earlier years 
of the Act's operations, when experience of working the system 
was still immature) does not, in our opinion, invalidate this 
conclusion". The Cunliffe Committee recommended the con
tinuance of the principle of the Bank Charter Act, but with a 
slight modification to provide ready means of supplying emergency 
currency in time of acute difficulty. Previous to 1914, such 
currency could be issued only by breaking the law, and after
wards obtaining an indemnity from Parliament (as in 1847, 
1857, and 1866), but the Currency and Bank Notes Act of 1914 
gave the Bank of England, with the consent of the Treasury, 
the right to issue notes .. in excess of any legal limit". The 
recommendation of the Committee was that this provision should 
be continued in force subject to the conditions that Parliament 
should at once be informed of any step taken by the Treasury 
in this matter; that any profits from the excess issue should be 
surrendered by the Bank to the Exchequer; and that the Bank 
Rate should be raised to as high a figure as would ensure the 
earliest possible retirement of the excess issue. 

In opposing the suggestion that we should institute the more 
elastio American system, Mr F. C. Goodenough has directed 
attention to two important objections to the adoption of the 
ratio plan. He pointed out, in the first place, that as the Federal 
Reserve banks issue their notes against a backing of not less 
than 40 per cent. in gold, the balance being covered by approved 
notes and bills of exchange, the plan would necessitate a larger 
supply of ordinary commercial bills than is available in this 
country. Hence its adoption would completely disorganise the 
London bill market and would call for considerable modifications 
of banking practice. His second objection was based on the fact 
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that the American system is elastic in both directions, expan
sionary and contractionary. It seems doubtful whether elasticity 
in the latter direction would be desirable in the case of a country, 
such as our own, which, with its big export trade and responsi
bilities as an international monetary centre, is very liable to 
external demands for gold. Our credit system certainly ought 
not to be made more sensitive to the effects of gold movements 
than it already is under the existing system. 

The Amalgamation of the English Note Issues. 
Two Committees have reported in favour of the amalgamation 

of the note issue of the Bank of England with the issue of currency 
notes, and in financial circles it is generally recognised that 
amalgamation sooner or later is a corollary of the return to the 
gold standard. The Cunliffe Committee, in its interim report, 
published in 1918, recommended that the note issue in England 
and Wales should be entirely in the hands of the Bank of England, 
and the Committee on the Currency and Bank of England Note 
Issues, whose report became available in February 1925, ex
pressed the view that the policy with regard to the amalgamation 
of the two note issues "should remain as recommended by the 
Cunliffe Committee ". 

The Cunliffe Committee advised that the contemplated 
combination should not be effected until the country had obtained 
the benefit of at least a year's experience of satisfactory work
ing of the exchanges with a normal minimum gold reserve of 
£150,000,000. The Bank of England's gold holdings have fluctu
ated around this figure for some time past. Gold exports have 
been resumed, and the exchanges have worked satisfactorily, 80 

that there can be little doubt that the amalgamation of the issues 
will take place in the not distant future. 

As the Bank of England's fiduciary issue is now fixed under 
the Bank Charter Act at £19,750,000, the provisions of this Act 
would doubtles!,! be modified if the currency note issue, by far the 
greater part of which is fiduciary, were taken over by the Bank. 
On the other hand, the transfer of the currency note issue to the 
Bank would be covered by Section 3 of the Currency and Bank 
Notes Act, 1914, which provides that the Bank of England may, 
subject to Treasury sanction, issue notes "in excess of limits 
fixed by law". Legislation would be required, however, to repeal 
the Bank Act of 1826, under which no bank notes of less value 
than £5 may be issued in England and Wales. 

More important is the question of the change of control. 
While the connection between the Government and the Bank is, 
and must be, very close, the Bank is under no obligation to fall 
in with the Government's wishes on currency matters. On the 
other hand, it is generally considered desirable that the note issue 
should be free from political influence and not subject to the 
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possibility of radical changes in policy. For these reasons, a 
transfer of control to the Bank of England would be welcomed 
in financial circles in this country. 

The Growth of the Joint-Stock Banks. 
The Bank Charter Act established the Bank of England as 

the supreme institution in English banking, and succeeding 
years saw a great increase in its power and influence. Its note 
issues were the sole legal tender paper currency until the outbreak 
of war in 1914; it acted as the banker to the British Government 
and, in course of time, to aJl the other joint-stock banks in the 
country, who came to leave their surplus balances on deposit 
with the central bank. This arrangement, as we shall see later, 
is of vital significance in its relation to the structure of the English 
banking system. 

But while the bank of banks was thus passing from infancy 
to virile maturity the joint-stock banks were by no means at a. 
standstill. Faced from the outset with jealousy and even open 
hostility on the part of the Bank of England and the private 
bankers, hampered by the difficulties which necessarily attended 
inexperience, and, by reason of their inability to issue notes, 
forced to develop the comparatively new deposit system of 
banking, these early joint-stock banks nevertheless made great 
progress. At a time when Britain was opening up her vast 
resources and was rapidly placing herseH ahead in the industrial 
race, the birth and growth of the joint-stock banks supplied a. 
pressing need. While their remarkable development may be 
traceable in part to that genersJ. advance which marked British 
industry in the last century, there is no doubt that they are 
entitled to a. considerable share of distinction for having made 
that development possible. 

Two important amendments of the law relating to banks 
were made in succeeding years, and did much to strengthen 
the posj.tion of the joint-stock concerns and to facilitate their 
development. These were: 

THE EXTENSION OF I..nnTED I..IABILITY TO BANKS, 1858.-The 
shareholders in the first joint-stock banks were liable in full for 
aJl debts of the companies, and it was not until 1858 that an act 
extended to banks the principle of limited liability which had 
already been applied to other corporations. The removal of 
this anomaly gave a further impetus to the expansion of banking, 
as it widened the area of investment in bank shares by attracting 
a wealthier class of investor. 

THE INSTITUTION OF RESERVED I..IABILITY, 1879.-An Act 
of 1879 authorised limited companies to increase the nominal 
amount of their shares, provided that a. certain amount over and 
a. bove that paid up on each share could be caJIed up only in the 
event of liquidation of the company. The adoption of this 
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principle by the more important banks gave depositors and 
creditors an added security by creating a reserve which could 
be called upon if necessary, and also had the effect of restricting 
the holding of bank shares to wealthier persons who would be 
able to fulfil the obligation if called upon. 

THE CHARACTERISTICS OF MODERN ENGLISH 
BANKING. 

The development of the joint-stock banks never faltered; 
their progress has naturally been bound up with that of the 
country as a whole, and their organisation has been constantly 
j.mproved to keep pace with modern conditions. One of the 
most striking developments in recent years has been the 
tendency of banking in England to become concentrated by 
amalgamation and absorption in the hands of a small number 
of very large institutions, which now have capital and deposits 
of enormous size. Other important characteristics are the 
establishment by the largest institutions of branches throughout 
the country, the extension of the activities of English banks 
to other countries, the organisation of the Clearing House Sys
tem, and the development of the Central Reserve System. 

The Process of Amalgamation in English Banking. 
As mentioned above, the process of amalgamation between 

banking institutions in this country has resulted in the 
development of vast organisations, which rival in importance the 
world's greatest industrial combinations. The five great banks 
-the " Big Five" (namely, the :Midland, Uoyds, Barclays, the 
Westminster, and the National Provincial)-are tIle largest 
banking institutions in the world, and have at their disposal 
almost incredible resources and facilities for the convenience of 
customers. The following are the chief methods by whi,ch this 
concentration has been achieved :-

THE ABSORPTION OF PRIVATE COUNTRY BANKS BY J OINT
STOCK BANKs.-Some of the largest banks of t~day are simply 
amalgamations of large numbers of small private and local banks, 
e.g. Uoyds Bank and Barclays Bank. Among the chief reasons 
for these absorptions were: (a) The fact that London bankers 
with country connections can maintain their profits more easily, 
as interest rates in the country are generally lower and more 
constant than in the city, and a wider field of business is opened 
up. (b) Private bankers saw the advantages of increased capital, 
and the possibilities of expansion of a business which was not so 
dependent on local reputation. (e) The terms offered by the 
joint-stock banks were usually too good to refuse, or the threat 
of their competition was too vital to ignore. 
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THE ABSORPTION OF SMALLER LoNDON BANKS BY LARGE 
PROVINCIAL BANKs.-Among the reasons for such absorptions 
were: (a) The necessity of having a head office in London in order 
to keep pace with the growth of modem banking. (b) The fact 
that admission to the Clearing House obviates the necessity and 
expense of an agent in London. (e) The necessity for competing 
on equal terms and under the same advantages as the large 
London banks. 

THE AMALGAMATION OF LARGER JOINT-STOCK BANKS.-This 
process was particularly active during 1918-1920, and has resulted 
in the establishment of five banks with enormous resources and 
ramifications. 

The Economic and Social Effects of Bank Amalgamations. 
In several quarters the constant growth in the size of English 

banks is regarded with considerable uneasiness. It is considered 
by many statesmen and business leaders that the concentra
tion of enormous resources under the control of a small number 
of men constitutes a danger to the community. Some fear the 
harmful effects of monopoly, whilst others are concerned with the 
more obvious danger. that such large institutions may become 
unsound. 

In 1918 the Chancellor of the Exchequer appointed a com
mittee to .. consider and report 'to what extent if at all amalga.
mations between banks may affect prejudicially the interest of 

. the industrial and mercantile community, and whether it is 
desirable that legislation shoulJ be introduced to prohibit such 
amalgamations or to provide safeguards under which they might 
continue to be permitted ". 

The committee examined about twenty-two witnesses, of 
whom thirteen were bankers and the others professors of eco
nomics or business men, and in its Report divided amalga
mations into two classes: (a) The old type 0/ amalgamation; 
i.e., the a.bsorption of local banks by a larger and more widely 
spread joint-stock bank; and (b) The new type 0/ amalgamation; 
i.e., the union of one large joint-stock bank with another similar 
bank (see above). 

IN F AVOUB OF AMALGAMATION the Committee reported that 
ama.lgamations of the first type seem inevitable owing to the 
force of competition, unless the loca.! bank is able to give its 
customers a specia.! type of service, as in Lancashire and York
shire, where the local banks, by reason of their intimate associa
tion with the cotton and woollen· industries, can well hold their 
own against outside competition. . 

As regards the second type, it was pointed out that amalgama
tion usually results from one or more of several reasons, as, for 
example, (a) From the convenience to trade secured by an exten
sion of bank areas. (b) Because of the advantages of size. 
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Larger banks have larger resources a.nd can afford to make 
greater individual advances on a. more generous scale. (c) From 
special reasons; e.g., to gain admission to the Clearing House, or 
to secure a monopoly in a certain area, or to prevent another 
bank from obtaining a monopoly in a particular area.. 

In addition to those indicated by the Committee a. number of 
other advantages of amalgamation may be mentioned. In the 
first place, there is an increased facility for the control of banking 
as a whole when the business is in few hands, and consequently 
concerted action in time of emergency is more easily obtainable, 
as, for example, was the case on the outbreak of the Great War. 
Secondly, large organisation makes for greater economy, increased 
efficiency, and greater uniformity, while national efficiency and 
productive capacity are increased because capital is cheapened, 
is more easily obtainable and is provided where required. Further
more there is a tendency to greater security when reserves are well 
managed, dividends well regulated, and when accounts are made 
public and subject to searching criticism. 

THE ARGUMENTS AGAINST .AMALGAMATION were summarised 
under three headings: (a) Reduction 0/ capital. Amalgamations 
usually result in the reduction of bank capital because the shares 
of the absorbing bank are usually worth more than those of the 
smaller bank it swallows up, and the exchange of shares in the 
amalgamated concern for the shares of the absorbed bank results 
in a reduction of the nominal capital of the two considered 
separately. (b) The dangerB 0/ reduced competition. Strong 
representations on this ground were received from the stock 
exchange and discount houses. (c) The danger 0/ '1T/,Q1Wpoly, i.e., 
the possibility of the creation of a money trust which would be 
detrimental to the national welfare. 

From the point of view of the customer the process of amal
gamation is attended by the marked disadvantages involved in 
the disappearance of the personal element. As a. rule, the modem 
bank manager has merely a temporary interest in local affairs, 
and there is an absence both on the part of the manager and of 
the head office of that essentially specialised knowledge of local 
occupations, industries, customs and prejudices so characteristic 
of the old private banker. Furthermore, there is undoubtedly 
some danger that the constant growth of the banking institutions 
may result in a liability to cumbrousness and over-expansion, 
leading eventually to lack of efficiency and possibly to financial 
instability. This danger might reveal itself in an inadequate 
supervision of loans, and possibly in the granting of more 
accommodation than is strictly justified by the nature and 
extent of the bank's business and cash resources. 

The Committee of 1918 recommended that legislation be 
passed to make it necessary to obtain the approval of the 
Treasury before any amalgamation was announced or carried 
into effect. To prevent secret amalgamations by the inter-
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locking of directorates, it was recommended that such arrange
ments should also be submitted to the Treasury for approval. 
The committee recommended that if a scheme of amalgamation 
is designed to secure important new facilities for the public it 
should be approved, but that if an amalgamation involved an 
appreciable overlap of area without securing such advantages, 
or if it involved an unusual aggregation of deposits without 
adequate capital and reserves, then it should be refused. 

The proposed law that no banks might amalgamate without 
the previous sanction of the Treasury was never enacted, but 
prior to' an amalgamation the scheme has hitherto been laid 
before the Treasury for its approval. In 1924, and again in 
1925, the Chancellor of the Exchequer announced that no further 
amalgamations of the large joint-stock banks would be favoured, 
so that the limit of expansion by amalgamation has apparently 
been reached so far as the great banking institutions are 
concerned. 

The Expansion of Branch Banking. 
The reasons for this development include: (a) the intensity 

of competition between the leading institutions; (b) the desire 
to provide every convenience for customers; (c) the expansion 
of business and increased profits obtained by tapping new 
resources; (d) the economy effected by saving agents' com
missions and expenses. This centralisation of the direction 
and management of the banking organisation, and the extinction 
of the private banker with his local interests and sentiments, 
has resulted in a. loosening of old-established ties between the 
local banks and the people and industries of the relative areas. 
To some extent the" Big Five" have endeavoured to counteract 
this tendency by the formation of local directorates, but the 
large banks must necessarily remain far more cosmopolitan 
than their predecessors of the Victorian era. 

The Expansion of English Banks to Other Countries. 
Until recent years English banks were noted for the peculiar 

conservatism of their methods as compared with those of foreign 
banking institutions, and particularly in so far as they had not 
previously attempted to establish their own branches in other 
countries. For a. long period of years foreign banks have had 
branches in London and other world centres, but prior to 1911 
the interests of English banks in places outside this country 
were entirely served through the agency of foreign institutions. 
In the past this policy applied even to the neighbouring countries 
of Scotland and Ireland, and it was consequently a marked 
departure from established practice when certain leading English 
banks opened branches in important continental towns, and 
followed this up by obtaining direct representation in Scotland, 
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Irelanq, and other countries by fusions with established banks in 
those countries. 

The most recent development in overseas expansion took 
place in August 1925, when the Colonial Bank, the Anglo
Egyptian Bank, and the National Bank of South Africa were 
merged into one institution known as Barclay's Bank (Dominion, 
Colonial, and Overseas), Ltd. This latest move seems to open a. 
new chapter in the history of joint-stock banking, and to presage 
future developments on an even more extensive scale. J uat as 
the last few years have witnessed the virtual concentration of 
banking interests in this country into the hands of the "Big 
Five ", so it may well be that in the comparatively near future 
we shall see the emergence of a huge consolidated Empire banking 
system. 

Such a development seems to be the natural outcome of 
general economic conditions. The evolution of domestic industry 
called for a strengthening and consolidating of internal banking 
resources; to-day, the expansion of international trading re
lationships, together with the keenness of competition in inter
national markets, demands that the fullest financial facilities shall 
be available not only for domestic but also for foreign business. 

Already the needs of this new situation have been partially 
met by the policy of our big banks (with the notable exception 
of the Midland) of acquiring interests in, and establishing working 
arritngements with, overseas banks, both colonial and foreign, 
but it is being realised that in this, as in other spheres, economy 
demands consolidation as well as expansion. 

Numerous advantages might be realised-the essential func
tion of gathering deposits and directing them into productive 
channeLS of employment could be more efficiently rendered by 
the widening of the sphere of operations, while a. consolidation 
of Empire banking resources would undoubtedly tend to closer 
economic relationship between the various parts of the Empire. 
At the same time, however, the development is exposed to the 
dangers which inevitably accompany amalgamation in industry. 
There is a loss of personal touch, a tendency to stereotyped 
and unenterprising policy, while if the advantages of consolida
tion are to be fully realised, increasing attention will have to be 
paid to the problem of management. 

The Clearing House Organisation. 
The extraordinary development of modem banking, and the 

enormous extension in the use of cheques for making payments, 
made imperative the establishment of Clearing Houses, the chief 
of which is in London. Others exist in several provincial centres, 
such as Manchester, Liverpool' and Birmingham, but cheques 
on local banks only are dealt with at these clearings, cheques 
outside a given radius being collected through London. 
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THE LoNDON CLEARING HOUSE was established about 1775 
between the London private banks, but it was not till 1854 that 
the joint-stock banks, which are now practically the only members, 
were admitted. In that year the principle of settlement of 
differences by transfers at the Bank of England on account 
of each banker was inaugura.ted. The London Clearing is geo
graphically divided into three sections: (a) The Town Olearing, 
embracing all banks in the Central·London or City area., around 
the Bank of England; (b) The Metropolitan Olearing, embracing 
all banks and branches outside the Town Clearing, but within an 
area. roughly corresponding to the London Postal District; and 
(c) The Oountry Olearing, dealing with cheques only on those 
branches and correspondents of the clearing ba.nkers, which are 
outside the range of the other two collections. All balances 
are settled by a transfer from each bank's account at the Bank 
of England to the Clearing Banker's Account or vice versa. 
'rhe enormous growth in this system of settlement, and the 
importance of the part played by the cheque and bill of exchange 
in the British currency and credit system, are indicated by the 
fact that the total of the London Clearings increased from 
afproximately £9,000 millions in 1900 to the stupendous total 
o nearly £40,000 millions in 1926. 

The Development of the Ce~tral Reserve System. 
The other important characteristic of modem English 

banking is the unique arrangement whereby the liquid cash 
reserves of the great banks have come to be concentrated in the 
hands of the Bank of England, which thus acts as the banker's 
bank, and has almost automatically attained a position of pre
eminent importance among the banks of the world. 

Practically the whole of the banking business of England is 
centralised in the hands of a few large institutions, operating 
chiefly from London. The local banks are controlled by branch 
managers, who are subject to the direction of officials at the 
various head offices, advised in many instances by local boards 
of directors. 

The local banks maintain on hand only sufficient cash to meet 
their ordinary requirements for till money. The bulk of the 
funds are transferred to the central offices, which maintain a. 
current account with each local branch. On the same principle 
each Head Office retains only sufficient cash on hand to meet 
its estimated requirements, leaving any surplus funds on current 
account with the Bank of England, whence they may be with
drawn in legal tender on demand. As the account of the Clearing 
House is also kept at the Bank, the maintenance by each clearing 
banker of a current account with the central institution facilitates 
the vast transfers necessary for clearing pUrposes. 

The Bank of England is therefore the "bankers' bank", 
2Q 
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and so is liable to be drawn upon at any time to meet demands 
for money in any part of the country. The customer depends 
on the branch bank for supplies of currency; the branch banks 
look to their London offices, and these, in turn, depend on 
the Bank of England. But in spite of this, the Bank conducts 
its business in the same way as other banking institutions, 
and is under no legal obligation to make special provision to 
meet demands from the other banks. Nevertheless, its moral 
obligation to safeguard the nation's ultimate cash reserve is not 
unrecognised, and accordingly special precautions are taken to 
prevent any undue depletion. 

The vast responsibility thus resting upon the Bank is a.c
centuated by the fact that in normal times London is a free gold 
market, and any gold required for export is most easily obtained 
from the Bank of England Reserve. Foreign nations are not 
slow to take advantage of this availability of gold supplies, so 
that the Bank is liable to be drawn upon, not only to satisfy 
the needs of a multitude of small banks within the country, but 
also to meet the requirements of a foreign nation for gold bullion, 
whether for currency or for other purposes. The methods which 
the Bank adopts to safeguard its Reserve will be dealt with in 
the following chapter. 



CHAPTER 27 

THE LONDON MONEY MARKET 

IN our discussion of the term .. market" we showed that it 
was frequently interpreted in two ways: first, as a place of 
assembly for buyers and sellers of a commodity; secondly, as 
indicating all the operations which centre around one commodity. 
The London Money Market is no exception to the general rule. 
In the localised sense it is taken to apply to the world famous 
institutions and streets which centre around Lombard Street 
and the Bank of England; in its wider significance it connotes 
the operations of all the bankers, brokers, discount houses and 
financiers in the city of London who tra~act business in the 
commodity-money, and its representative, credit. 

Members of the Money Market. 

THE BANK OF ENGLAND is the pivot of the Money Market, 
the comer-stone of the whole edifice. Its position as the holdpl" 
of the nation's ultimate cash reserve gives it a pre-eminent 
importance, and enables it to exercise a great influence on the 
rates of interest charged on the market and in the country 
generally for loans of money. 

TH:m LENDERS OF FuNDS on the market are chiefly the bankers, 
including the Bank of England. Their disposable funds which 
are lent out at low interest for short periods (frequently overnight) 
consist of the floating surplus of their deposits after reserving 
sufficient to meet current demands, and employing what is 
deemed to be a safe proportion in loans, investments, and other 
ways. 

THE BORROWERS OF MONEY are chiefly the bill brokers and 
discount houses, who employ the funds borrowed in discounting 
bills, and stock exchange brokers and operators. who utilise the 
funds for dealing in securities. 

In addition, the British, Foreign and Colonial Governments. 
and foreign banks with agencies in London. lend or borrow 
considerable BumS on the market. At the present time the 
influence exerted by the operations of the British Government 
is particularly marked, but as this is an abnormal factor its 
discussion is postponed until the end of the chapter. 
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The International Aspect of the Money Market. 
The world-wide importance of the London Money Market is 

indicated by the number of specialised organisations existent 
therein which are occupied essentially in international finance. 
Among these are the discount market, the foreign exchange 
market, and the bullion market. 

The di8count market, consisting of the discount houses 1 acting 
in close conjunction with the bill brokers, the London accepting 
houses 2 and the banks, applies itself to the buying and selling 
of bills of exchange. Its creation of a free market for good bills 
and its insistence on a high degree of business integrity, together 
with the fact that the sterling bill can be at any time converted into 
cash in London, have contributed very largely to the world-wide 
acceptability and negotiability of the bill of exchange on London. 
Moreover, the market organisation is so efficient and competition 
so keen, that the rates charged for discounting the acceptances 
of well-known English financial houses are much lower than 
the rates charged on ordinary commercial acceptances, and the 
difference is usually sufficient to cover the cost of arranging the 
acceptance facilities: 

The development of the accepting houses is a feature peculiar 
to the London financial organisation, and accounts in no small 
degree for the superiority of London as an international monetary 
centre when compared with New York or Amsterdam. These 
houses are now private banking firms of first-class credit who 
undertake to accept bills drawn upon them under arrangement, 
in return for an acceptance commission. The term "merchant 
bankers", sometimes applied to these well-known firms, is 
indicative of their origin in the ranks of merchant traders of 
established reputation, who found themselves able to develop 
a lucrative business by lending their names on the bills of less 
well-known firms. So high is the reputation of the accepting 
houses that their services are used to finance not only the import 
and export trade of this country, but also direct trade between 
foreign countries in goods which never touch our shores. 

Consideration of the foreign exchange market is deferred to 
a later chapter, but at this point it may be observed that the 
peculiarly international character of the London money market 
proved to be a factor of considerable importance during the 
great post-war foreign exchange boom in enabling London to 
obtain a hold on the bulk of foreign exchange business and establish 
herself even more firmly as the world's leading monetary centre. 
Working in close conjunction with the foreign exchange market 
is the bullion market. As the British Empire supplies the world 
with the greater proportion of its supplies of new gold, the bulk 
of this finds its way to the London bullion market, where it is 
put up for international competition. The intimate relationship 

1 Such as Alexander's Discount Co., Ltd., National Discount, Ltd., and Union Dis-
count Co. of London, Ltd. I E.g., Brown, Shipley & Co.; Frederick Hoth & Co. 
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of London with India, Hong-Kong, and Shanghai, has invested 
her silver market with a similar importance. So highly developed 
is the mechanism of the bullion market, and so sensitive its 
reaction to exchange conditions throughout the world, that its 
prices may be regarded as a world barometer of the values of the 
precious metals. Moreover; the existence in London of a free 
and open market in bullion implies that the bullion market is a 
constant handmaid of the foreign exchange organisation. 

Working in close co-operation with the foregoing organisations 
and performing functions of first importance in relation to inter
national finance and trade, are the home, colonial, and foreign 
banks having offices in London. Apart from undertaking purely 
banking business, these institutions also undertake many of the 
functions performed .by the specialist organisations to which 
reference has been made. Thus they transact the bulk of present
day foreign exchange operations. They undertake acceptance 
business, grant loans against goods entering into international 
trade, provide short-term credit for the bill brokers and discount 
houses, and assist the underwriters and issuing houses in raising 
capital from the investing public. 

The Money Market and the Capital Market. 
. The nucleus of specialised agencies mentioned in the foregoing 
para.graphs is usually regarded as constituting the money market 
proper, in contradistinction to the far wider organisation some
times referred to as the EngZi.sh Oapital Market, which embraces 
not only the monel market itself, but also the whole of that 
specialised and centralised machinery in the City of London 
primarily concerned with the transfer of capital from those who 
wish to invest it to those by whom it is required, together with a 
wide circle of other less defined agencies which perform a similar 
function. The Capital Market may. in fact, be regarded as com
prising an inner and an outer ring. the first of which includes not 
only the specialised institutions of the money market, but also 
the market in new securities consisting of the many forms of trust 
and finance companies in the City. the company promoters. 
underwriters, brokers. issue and advertisement houses, all of 
which are engaged in company flotation. together with the 
market in iS8'Ued securities represented by the highly organised 
London and Provincial Stock Exchanges. The outer market. 
however. is much less centralised, and comprises the services of 
the solicitor. of the provincial broker and of building societies. 
together with the system of trade credit and all those less definite 
but widespread arrangements which facilitate the movement of 
capital from investor to borrower. 

The Inner Capital Mark~t. 
The joint-stock banks are undoubtedly the foremost members 

of the market organisation which deals with the supply of short-
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term capital. They relieve the capitalist of the entire work of 
management of his disposable funds, and, through an elaborate 
system of some 5000 branches, establish business relations with 
large numbers of people who have capital available for investment 
and people who are desirous of turning it to account. 

The trust and finance companies comprise a large group of 
several hundreds of institutions, ranging from the highly reputable 
trust company proper to less well-known financial houses engaged 
in more speculative operations. Many and varied are the 
purposes for which such institutions are formed. Those. which 
operate mainly at home invest funds, discount bills, underwrite 
issues of new securities, convert businesses into joint-stock com
panies, act as trustees and agents, purchase assets of insolvent 
estates, acquire and develop property, and generally assist 
commercial undertakings. The companies operating mainly 
abroad have even more varied objects, being formed to invest 
in all types of foreign securities, in real estate mortgages, railway 
bonds, rubber, tea and coffee plantations; to assist industrial 
development, acquire freehold land and work railways; and to 
carry on general financial business, and act as trustees and agents. 
In fact, the great variety of purposes for which such trust and 
finance companies are formed tends to obscure their principal 
function-that of supplying capital. 

" Essentially they are expert investment agencies, on the one 
hand collecting capital from the public, and on the other supply
ing it in many different ways and to many different employments 
at home and abroad. They may supply it by way of loan or 
investment, by the promotion of new ventures or by undertaking 
themselves the administration of some business enterprise; in 
every case they take over from the investor practically the whole 
work of management of his capital, and increase its yield by their 
expert knowledge of the field of investment. . . . Regarded 
broadly, the nature of the work done by these companies seems 
to be midway between that of the banks and that of the market 
for new negotiable securities. They resemble the banks in their 
operation, inasmuch as they take over from the public the work of 
management of the capital entrusted to them, administer it as 
principals, and depend for their profits on their success in carry
ing it to the points of highest return. But their work is more 
nearly akin to that of the securities market in that it is concerned 
with the supply of capital for long periods of time. As a broad 
generalisation it may perhaps be said that their typical service lies 
in supplying capital for the more speculative kinds of industrial 
enterprises mainly in foreign countries ".1 

The market for negotiable securities is primarily concerned with 
the supply of capital for longperi0d8, and as already indicated, really 
consists of two distinct organisations-the market /qr new 8ecuritiea, 
and the market /qr old 8ecuritiea. The function of the first of 

1 F. Lavington, The Engli8A Capital Mariet, pp. 117-21. 
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these is to formulate the demand for capital by expressing it 
in the form of a large. number of negotiable securities adapted 
both in amount and the degree of risk to appeal to a widespread 
publio. Underwriters may gua.rantee the subscription of the 
whole or pa.rt of the issue; well-known brokers lend their names 
to prospectuses and open up a market among their clients; 
bankers receive subscriptions and issue securities in return; while 
the specialised machinery of the advertisement houses enables 
them to distribute an enormous number of prospectuses among 
a selected publio. . 

The work ·of the second half of the market, the Stock 
Exchanges, is ancillary to the main function of obtaining 
supplies of new capital from the public. It contributes to this 
end by providing facilities by which seourities after they have 
been purchased may be readily exchanged among the people who 
hold them. The organisation of the market as a whole enables 
an immense number of small portions of capital to be collected 
annually from a wide publio and placed at the disposal of states, 
municipalities and industrial and commercial enterprises in 
all parts of the world. (See also Chapter 12.) 

The Outer Capital Market. 
While the inner capital market flays a most important part 

in linking up the demand for capita with its supply, it is seldom 
realised to what extent industry in this country is financed 
through the less defined but none the less important agencies 
already referred to as constituting the outer market. Thus 
loans of large and small amount are daily made by solicitors 
and friends on little or no security other than faith in the 
borrower's integrity and ability j professional moneylenders 
advance huge amounts to individuals of every class j business 
men raise large sums on security, particularly on mortgage j 

while in many industries capital is supplied for short periods 
through merchants, dealers, and middlemen, who provide trade 
credit. Most of such traders have a much larger amount of 
capital in .their business than is represented by assets, and thus 
it may be said that the typical merchant is not merely a buyer 
and seller, but that he is also a financier in the true sense of the 
word, utilising a certain proportion of his capital in advancing 
trade credit and accepting similar facilities in return. In some 
industries, particularly in the cotton industry, this aspect is one 
of first importance, for by reason of the intimate knowledge 
which traders in .this industry have of their customers, they are 
able to perform services which no banker would undertake. 

The relative importance of the inner and outer markets is 
well summarised in the following passage: "But if account 
is taken only of. the specialised institutions forming the Money 
Market proper, it seems reasonable to conclude that the resources 
which are annuaJIy applied, through their agency, for the 
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expansion of the business capacity of the country, do not amount 
to one-half of the total annual stream of new home investment. 
It seems still to be true that the predominant methods by which 
business men in this country are supplied with the resources they 
require to extend their operations are those where the economio 
distance to be bridged is small, where capital has not" far to go", 
where the sources of demand and supply are connected by personal 
and business ties, or in the limit are identical. It is supplied 
mainly, it may be presumed, by way of partnership in that 
broad sense of the term in which it includes private joint-stock 
companies; by way of borrowing from personal and business 
friends, and above all in the persistent reinvestment of profits by 
which small businesses are continually growing into large under
takings in almost all branches of industry and trade ".1 

Market Rates of Discount or Interest. 
The rate charged on the Money Market for loans of 'mOney for 

short periods, chiefly by the purchase and sale of bills of exchange, is 
referred to as Discount, in contradistinction to the term InteT€8t, 
which is used in reference to the charge made for the loan of capital 
for long periods. Discount, as the word implies, is deducted from 
the amount of money advanced at the time of the loan, whereas 
interest charged is added to the principal amount lent, either 
periodically or at the time of repayment. Economically, also, 

. there is a marked difference between the two charges. 
It has already been stated (see page 306) that discount, by 

rea,son of its frequent adjustment to prevailing monetary con
ditions, may be regarded as the market price for money, whereas 
interest is properly likened to the normal or long-period price 
about which discount rates fluctuate. 

Pure interest is properly considered under the heading of Dis
tribution, because it represents the proportion of the product 
of industry which accrues to the capitalist. Discount, on the 
other hand, contains elements (such as the reward for risk) in 
addition to pure interest, and belongs to the departments of 
Production and of Exchange in so far as it is an essential factor 
in the adjustment of the demand and supply of loanable money 
. for productive purposes. When due allowances are made, how
ever, there can be little or no difference between the two rates, 
for any difference must result in a flow of loanable capital from 
one purpose to the other, i.e., if discount is higher than interest, 
capital will be used for discounting operations rather than for 
loans for long periods in return for interest. 

From· an economic standpoint, the London Money Market 
consists of several distinct markets, each of which has its own 
dealers, with its own price for the commodity in which it deals, 
i.e., rates of interest for loanable capital. These rates are 
distinguished as follows ;-

1 Ibid., p. 281. 
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THE BANK RATE, i.e., the official advertised minimum rate 
of discount at which the Bank of England will discount approved 
bills of exchange and make advances for short periods on market
able securities. For its regular customers the Bank may discount 
at slightly lower rates. Tl1e Bank rate is fixed by the Bank 
Court of Directors on Thursday in each week, and regulates all 
other rates in the money market. 

THE MARKET RATE is the rate of discount charged by the 
various members of the money market, other than the Bank,' 
for discounting bills and advancing money. Various market 
rates are quoted, depending chiefly on the length of the period 
for which the loan is made: the longer the period the higher is 
the discount. The Market rate, sometimes called the" private" 
rate, is nearly always lower than the Bank of England rate. 

THE BANKERS' DEPOSIT RATE is that paid by the bankers 
on deposits left with them by their customers. This rate is 
regulated by the Bank rate: until a few years ago it was fixed at 
Ii per cent. below the latter, but nowadays the difference is 
2 per cent. 

THE BROKERS' DEPOSIT RATE is slightly higher than the 
bankers' deposit rate, and is paid by brokers and discount houses 
on money left with them at call and short notice. 

THE BANKERS' CALL RATE and SEVEN-DAY RATE are charged 
by bankers for loans of money ,at call and at seven days' notice 
respectively. 

The following table, taken from the Economist of 24th May, 
1924, indicates the methods of quoting the various rates:-

LONDON RATES OF DISCOUNT AND INTEREST 

% % % % % 
Bank rate (ohanged from 3% 

July 6, 1923) • • ., 

% % 

Market ratea of discount-
60 daya' bankers' drafts 
3 months' do. 

21 2U 3 2ft 3 2U 3 3 3,1. 3 3 n 3 y'. 
3 3 1 3 r. 3 3n 3t'. 1 3 1 31 
3 3t'. 30 t 30 1 3t 31 31 
30 1 31 3t 31 3 31 31 

4 months' do. 
6 months' do. 

Disoount. (Treasury Bills)-
21 21 21 21 21 21 .. 3 months. • • 

Loans-
Day to day • 
Short • • 

II 21 1 21 2 21 21 1 21 31 21 
• 21 21 I 21 I 21 21 t 21 

~pomt.allowano~ 
Banks.. • II 
Discount hoUBell at call • II 
At. notice. • 21 

2 
II 
21 

II 
II 
21 

2 
2 
21 

2 
2 
21 

• I Additional to those offered by tender in the preceding week. 

21 
21 

2 
II 
21 
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The Short Loan Fund of the Money Market. 
Most of the money in which the market deals consists of that 

surplus, already mentioned, of the deposits of the bankers. The 
banks must keep this surplus as liquid as possible, for it is their 
second line of defence. The method of loaning "Money at 
Call and at Short Notice" on the market has the advantage of 
providing them with a ready means of utilising their surplus 
money and at the same time preserving its liquidity, for the 
loans can be recalled almost at once. In his famous work, 
Lombard Street, written over fifty years ago, Bagehot comments 
on the vast" floating loan fund which can be lent to anyone 
or for any purpose ", but the loan fund of 1873 was scarcely 
a tithe of that which exists to-day. Bagehot gives the total 
deposits of London banks which published their figures in his 
day as £120 millions. At the end of 1926, the total deposits of 
nine English clearing banks amounted to no less than £1,734 
millions, of which more than £130 millions is utilised on the 
market as "Money at Call." 

The Barometer of the Money Market. 
Before considering the interrelation of the various rates of 

interest on the London Money Market, we may usefully devote 
our attention to the weekly return which the Bank of England 
is required to make under the provisions of the Bank Charter 
Act, 1844. This return gives such indications of the state of 
monetary conditions generally that it has been well described as 
the" Barometer of the Money Market ", and an appreciation 
of its meaning is necessary to a correct understanding of the 
movements in the market rates of interest. The Return is issued 
on Thursday in each week after a meeting of the Bank Court of 
Directors, and appears as follows : 

Notes issued 

Proprietol'S' capital 
Rest . . . 

BANK OF ENGLAND 
Week ended Wednesday, July 8, 1925 

ISSUE DEPARTMENT 
£ 

• 176,797,415 Government debt 
Other securities • 
Gold coin & bullion 

£176,797,415 

BANKING DEPARTMENT 

Publio deposits 1 • • 

£ 
14,553,000 
3,456,151 

11,250,201 
118,652,498 

3,171 

Government securities • 
Other securities • 
Notes • • 
Gold and silver coin Other deposits. • 

Seven-day & other bills 
----
£147,915,021 

£ 
11,015,100 
8,734,900 

157,0!7,415 

£176,797,415 

£ 
42,516,733 
71,992,302 
31,591,665 

1,814,321 

£147,915,021 

1 Including Exchequer, Saviugs Banks, Commissioners of National Debt, and 
Dividend Accounts. 
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The Issue Department. 
The Fiduciary I88ue now stands at £19,750,000, the Bank 

having obtained an Order in Council in 1923 authorising it to 
increase the fiduciary issue by taking up two-thirds of other 
issues which had lapsed since 1903. It thus a4ded £1,300,000 to 
its fiduciary issue, and was enabled to strengthen its Reserve 
in the Banking Department. Since the War the nation's gold has 
been concentrated at the Bank, and the stock in the Issue Depart
ment represents practically all the gold in the country at the 
present time which is available for the discharge of obligations. 
No other bank keeps gold in its tills, and there is none in general 
circulation as in pre-war days. 

The Bank's active circulation, obtained by deducting from 
.. Notes Issued" the 311 millions of notes in the Banking Depart
ment, is shown to be about 145 millions. It is to be noted, 
however, that with the withdrawal of gold from circulation, 
bank-notes are held by the banks and others in their ready cash 
as being equivalent to gold, so that a proportion of the 145 
millions does not pass from hand to hand. In addition, 54 
millions of notes are held by the Treasury as security against 
the issue of currency notes, so that the Bank's actual active 
ciroulation is less than 100 millions at the date of the Return 
given above. Another point to note is that the Bank holds no 
silver against its notes, althougq it is empowered to do so to the 
extent of one-fifth of the total. 

The Government Debt has been unchanged since 1833, and 
is represented by a. book entry a.t the bank. This, with other 
securities of the best kind, fonna the backing against the 191 
millions of the Bank's fiduciary issue. It has been suggested 
from time to time that the security of the bank-note would be 
inoreased if the Government would every year apply a million 
or so of publio money from the Sinking Fund to reduce this 
debt to the Bank of England, and so gradually wipe out the 
.. paper backing", as it is termed. 

The Banking Department-Liabilities. 
THE PROl'BlBTORS' CAl'ITAL. Like the Government debt, this 

also has been unchanged since 1833. It is divided into fully-paid 
stook, which earns about 9 or 10 per cent. on the nominaJ amount. 

TlIB REST is a general reserve of the Bank, representing the 
accumulation of undivided profits, and the balance of Profit and 
Loss Aooount. It is never allowed to fall below three millions, 
and its gradual increase during the year gives stockholders an 
indication of the amount of profit which will be available for 
distribution. 

PuBLIO DEl'oSITS represent the sums sU;wding to the credit of 
the Government Departments, and vary with the collection of 
inoome tax, payment of dividends on Government stock, etc. 
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OTHER DEPOSITS are the deposits of the Bank's other 
customers, including the balances of the other banks. As the 
balances to the credit of sundry customers are comparatively 
stable, whereas the balances of the bankers vary considerably, 
it is possible to judge the amount of the disposable funds of the 
Money Market, and the trend of financial affairs by the move
ments in the total of this item in the Return. 

In normal times Public Deposits and Other Deposits vary 
inversely. Amounts paid by .the Government as dividends 
out of the former help to swell the latter, whereas Other Deposits 
are decreased and Public Deposits swollen when income-tax 
payments are made to the State by the customers of other banks. 
This relation has been obscured during the war period by heavy 
borrowings on the part of the Government from the Bank, as a 
result of which Public Deposits and Government Securities tend to 
increase together. The relation was, however, very marked on 
the issue of the War Loans, which added enormous amounts to 
the Public Deposits at the expense of the balances of the other 
banks. 

In general, a high level of Other Deposits indicates that the 
banks have a large surplus of unemployed funds, and is usually 
coincident with low interest rates and cheap money. If a monetary 
crisis or a disturbance of credit is impending, Other Deposits may 
rise suddenly at the same time as the Bank rate; the rise in the 
Other Deposits indicates that bankers are strengthening their 
position by calling in loans or realising securities, whilst the rise 
in the Bank rate indicates that the Bank finds it necessary to 
raise the rate of interest in order to protect its Reserve and check 
borrowing by brokers and others (see post, page 478). 

SEVEN-DAY AND OTHER BILLS are chiefly Bank Post Bills at 
seven or sixty days' sight issued by the Bank of England and 
requiring acceptance. They were originally issued in order to 
prevent loss by theft of money in transmission, but are nowadays 
almost confined to the remittance of funds by government officials 
to the Bank and to various towns. 

Banking Department-Assets. 
GOVERNMENT SECURITIES represent the extent of the Bank's 

investments in British Government stocks, and Exchequer and 
Treasury Bills, but include also loans to the Government on 
"Ways al!-d Means Advances" and" Deficiency Bills". This 
mode of borrowing money was much resorted to during the war 
to tide over temporary shortage, but was originally used to finance 
Government expenditure until the tax payments came in. 

OTHER SECURITIES include the investments of the Bank in 
securities other than ·those under the first heading, and also 
advances to bill brokers and its customers other than the State. 

The reader will note the absence of the term .. advances or 



THE LONDON MONEY MARKET 477 

loans II from the Return-the Ba.nk grouping under the two 
headings of "Securities II its loans and also its investments, 
differentiating only between Government loans and securities and 
those of its other customers. A rise in Other Securities coincident 
with' a. rise in Other Deposits is generally evidence that bankers 
are strengthening their position. This results in borrowers being 
driven to the Ba.nk, causing an increase in Other Securities, whUst 
Other Deposits are increased by the accumulation of funds in the 
hands of the bankers. 

The Bank of England Reserve. 
The last two items on the assets side of the statement of the 

Banking Department, amounting to about 33 millions in the 
Return given above, are probably the most significant of all, 
as they represent what is known as the Bank'8 Reserve. This 
must be clearly distinguished from the reserve of gold held by 
the Issue Department, for the latter reserve is held and appro
priated solely to redeem the notes in circulation and the notes 
which are held by the Banking Department, by the Treasury 
and by other banks. 

Gold is withdrawn from the Bank for export and other 
purposes by obtaining some of these notes from the Banking 
Department, either by withdrawal from deposits or by obtaining 
an advance against securities. In times of stress the Reserve 
has been almost exhausted and sanction has had to be obtained 
by the Bank from the Government by an Order in Council, 
empowering the Issue Department to increase its fiduciary issue, 
and thereby issue bank-notes to those who require them. In 
such times it is found that panic can be alleviated to a great 
extent if bank-notes can be freely obtained j the solvency of the 
Bank is never questioned, its notes being received as equivalent 
to gold. 

The Ratio of Reserve to Liabilities. 
In normal times the Reserve was maintained at about 45-55 

per cent. of the total liabilities, but since the war the proportion 
has, by force of circumstances, been allowed to fall considera.bly. 
In the Return quoted above, the proportion stands at about 
26 per cent., which is considerably below the pre-war figure, 
although much higher than the average ratio maintained during 
and since the war, when the fall in the proportion of our cen
tral gold reserve quite naturally occasioned much ~easiness in 
financial ciroles. 

The item Other Deposits on the liabilities side of the Return 
consists to a. large extent of that item which is described in the 
balance-sheets of the banks as .. Money at the Bank of England", 
and which, for practical purposes, is treated as equivalent to 
Cash. In calculating the ratio of their cash on hand to their 
liabilities the bankers treat as cash their funds at the Bank. 



478 ELEMENTS OF ECONomcs 

These are included in the total of "Other Deposits", but a 
perusal of the Bank Return shows that the item "Other 
Deposits" is treated by the Bank as an ordinary liability, and 
no provision is made to set aside a special cash reserve which can 
be used to meet the demands of the bankers for repayment. 
As the ratio of the Bank's Reserve to its liabilities now stands 
at about 30 per cent., somewhat less than one-third of the 
bankers' "Money at the Bank of England" is represented by 
bank-notes or coin, and of this 30 per cent., about one-eighth 
is backed by securities in the Issue Department. It follows, 
therefore, that the bankers' "Cash at the Bank of England", 
totalling close on 100 millions, is represented by only 26 per 
cent. of coin and bullion. 

The Protection of the Reserve. 
As we have shown in the preceding chapter, the Bank's 

Reserve is liable to be depleted by demands from two sources: 
(a) Demands for internal requirements; and (b) Demands from 
foreign sources and for export purposes. 

Generally speaking, inland demands are fairly regular and 
periodic, as when money is required for haH-yearly dividend 
payments, for the harvests and holidays, and so on. Con
sequently the Bank is enabled to make adequate and timely 
provision to meet these demands upon its resources, and so to 
maintain the proportion of its Reserve. On the other hand, the 
liability of the Bank to a foreign drain is not only spasmodic, but 
also more important in its results on the Reserve in the Banking 
Department. 

There are three recognised contingencies which may result 
in a serious depletion of the Reserve: first, when, in circum
stances such as those existent in pre-war days, a monetary crisis 
abroad causes a world-wide demand for gold and seriously 
affects London's position as a free gold market; secondly, under 
abnormal conditions, such as the outbreak of war or a. failure of 
national credit, when the Reserve is again threatened by the 
foreign demand for gold and the pressure to encash the numerous 
foreign claims on London; and thirdly, when a. heavy periodic 
drain for internal purposes coincides with a. drain for external 
purposes. 

In any of these circumstances the Bank is compelled to 
resort to measures to protect its holding of gold, otherwise its 
financial stability and that of the country as a. whole may be 
endangered by an excessive depletion. The method usually 
adopted is the raising of its rate of discount, which tends to raise 
all other rates of interest in the money market, thereby attract
ing foreign floating balances for investment in this country, and 
so inducing an inflow of gold. 
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The Influence of the Bank Rate. 
The Bank rate is ordinarily effective as a lever for raising 

rates of interest in the market chiefly by reason of its relation 
to the bankers' deposit rate; which by custom is based on the 
Bank rate, and is nowadays'fixed at a rate of two per cent. below. 
Every movement in the rate of the Bank of England is followed 
by a corresponding adjustment of the deposit rate. When the 
former rises, depositors expect to get more for their money, and 
the bankers, who are thus compelled to pay more for their 
borrowed funds, necessarily attempt to recoup themselves by 
charging higher rates of interest for loaning that surplus money 
which, as we have shown, forms the bulk of the short loan fund 
on the market. Further, the bill brokers and other market 
borrowers, who have thus to pay more for their loans, increase 
their own charges for discounting bills and making loans. So 
under ordinary circumstances the Bank is enabled to raise interest 
rates, not only in the London Market, but also in the country 
at large. 

The influence of the Bank rate is most effective when money 
is scarce, for then not only are lenders anxious to make the best 
of the shortage of supply, but borrowers are frequently com
pelled to resort to the Bank for the necessary accommodation. 
Under such circumstances the Bank naturally charges such a 
high rate as it deems necessary,' and thus tends to force other 
market lenders to do likewise. At some periods, however, when 
supplies of money are plentiful, the effectiveness of the Bank 
rate is less marked. Then the banks and other lenders endeavour 
to get whatever rate they can for their funds, and competition 
between them tends to keep down their rates for loans. As in 
other markets, the prices in the money market depend essentially 
on the relation between the demand for and the supply of the . 
commodity-money, and no artificial lever such as the Bank rate 
can operate effectively in the face of opposing economic tendencies. 
Under such circumstances the Bank must adopt other measures 
in order to influence market rates, and its usual plan is to re
duce the available supplies of loanable money by resorting to what 
is described as the "open market policy ", i.e., borrowing the 
surplus itself against the security of Consols or other stock. 
This has generally the required effect of so reducing the supplies 
of funds as to drive the bill brokers to the Bank for accommoda
tion, which is, of course, granted on the Bank's own terms. 

Fluctuations in the Supply of Floating Money. 
The supply of market money depends chiefly on all the factors 

which combine to influence the amounts deposited with bankers, 
such as trade conditions, the political and industrial outlook, 
foreign affairs, the .prospects of peace or war. the state of the 
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foreign exchanges, and the general state of credit both at home 
and abroad. These are contingent or unforeseen causes, but as 
previously indicated there are certain periodic influences :-

1. GOVERNMENT DIVIDEND PAYMENTS at the four 
quarterly periods increase the funds of the other banks, and 
lessen the Government accounts. In the Bank's books this 
simply results in a transfer entry from Public Deposits to Other 
Deposits, but the increase in the available funds of the other 
banks has its effect on interest rates and prevailing conditions. 

2. TAX PAYMENTS during the March quarter have a con
trary effect, as money is transferred from Other Deposits to 
the Government account at the Bank, thus reducing market 
supplies of money, and increasing the influence of the Bank 
and the effectiveness of its rate. The instalment payments 
in July have a similar effect. 

3. TRADE REQUIREMENTS.-In the autumn trade is usually 
more brisk and extra money is required for harvesting wages 
and for paying for imports of cotton and com from America. 
The result is a demand on the Bank for both home and foreign 
payments. 

4. SCOTCH AND IRIsH DRAINS occur regularly during May 
and November, when payments of rent and interest are made 
in those countries, causing a demand for an increased circula
tion of notes. The latter a.re issued by the Scotch and Irish 
Banks, but as any increase in circulation has to be backed by 
gold, this must be obtained from the Bank of England, thus 
diminishing its reserves and tending to raise interest rates. 

5. "WINDOW DRESSING" is the term applied to the action of 
some of the joint-stock banks, who in order to show a strong 
position in their half-yearly balance-sheets, call in their loans 
at short notice. In this way they increase their funds at the 
Bank of England, which are shown in their statements as 
"Cash at the Bank of England", or as actual cash. These 
operations reduce. the funds in the hands of the bill brokers, 
and may drive them to the Bank for loans. 

Criticisms of the Central Reserve System. 
The Central Reserve System here described has from time 

to time been subjected to considerable criticism, and several 
alternatives have been advocated with the object of obviating 
the remarkable dependence of the whole financial arrangements 
in the country on the policy of one institution which is purely a 
private organisation and is not responsible to the nation for any 
steps taken by its management. Although the moral obligation 
upon the Bank is actually quite as strong as any legal bond, it is 
nevertheless a constant source of wonder to foreigners that our 
entire credit superstructure shop.ld thus depend on the judgment 
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and dccision of a private institution which is quite independent of 
State control. 

The criticisms of the present system may be divided under 
three heads-(a) The Inadequacy of the Reserve; (b) The 
Measures taken to protect the Reserve; (c) The Inelasticity of 
the System. The last of these has been already discussed in 
the preceding chapter. . 

THE INADEQUAOY OF THE RESERvE.-Prominent bankers are 
the first to complain of the insufficiency of the Reserve, and 
some of them at one time signified their intention to increase 
their holdings of specie as much as possible. By certain banks 
the practice of maintaining large independent reserves was 
actually commenced before the war, but the course of hostilities 
upset all calculations, and British bankers now co-operate to 
protect and to strengthen the Bank's holding of gold. 

The main argument in favour of an increased reserve is that 
if it were larger, frequent and violent changes in the discount 
rate would be unnecessary, while the entire monetary system 
of the country would not be so sensitive to the movements of 
gold which are an inevitable feature of a free gold market. 

THE MEASURES TAKEN TO PROTECT THE RESERvE.-Some 
of the above criticisms apply here also. In the first place, it is 
pointed out that the measures of protection are in the hands of 
a. private board of directors, who, though they must take steps 
to safeguard the security of the. Bank, are under no legal obliga
tion to protect the "cash" basis of the other banks, or to ensure 
the adequacy of the gold reserve upon which depends the financial 
stability of the nation. Secondly, it is argued that changes in the 
discount rate are not a.tways effective, particularly in recent years, 
because, by reason of the enormous growth in their resources, 
the larger ba.nks may not always find it to their advantage to 
follow the Ba.nk rate and thereby cause the market rates to rise. 
The fact that the other banks are in competition as lenders 
both with one another and also with the Ba.nk of England does 
not tend to concerted action, for they are necessarily anxious to 
make profits and must frequently be guided by individual and not 
national circumstanccs. The presence of foreign banks in London 
also complicates matters in this direction. In the third place, it 
is contended that frequent changes in the discount rate cause 
similar changes in other lending rates throughout the country, 
with consequent ill effects on trade, progress, efficiency, and 
stability, while in many cases loss is caused to innocent persons, 
particularly to the bill brokers, whose profits depend on the ruling 
rates of interest. 

Suggested Remedies and Improvements. 
Many remedies and improvements have been suggested, but 

it should be noted that the Committee on Currency and Foreign 
Exchanges after the War, the interim report of which is dated 

2H 
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August, 1918 (see Chap. 29), considered the present system best 
suited to the requirements of this country, and approved the 
present regulation of the Bank, as modified by the changes made 
during the war. 

Among the suggested remedies may be mentioned, in the 
first place, the assurance of concerted action on the part 01 the 
banks. This would give the Bank control over the market 
rates, and increase its power to attract gold and to influence 
the exchanges. 

Prior to the war the Bank of England was disposed to keep 
the clearing banks at arm's-length, while they did not willingly 
accept its leadership. More enlightened control at the Bank, 
together with the exigencies of war, remedied the position, and 
co-operation was made possible by the formation of the" Treasury 
Committee" of London and provincial bankers, which keeps 
in touch with the Chancellor of the Exchequer, and by the 
establishment of constant relations between the Governor of 
the Bank and the Clearing House Committee. But in spite of 
the fact that frequent conferences take place, the joint-stock 
banks are never consulted on such important matters affecting 
banking generally as changes in the Bank rate, and for this 
reason the Bank is still criticised on the grounds of the excessive 
secreiiveness of its banking policy. 

Apart from the proposals discussed in Chapter 26, that the 
constitution of the Bank should be modified ",ith the object of 
increasing the elasticity of our credit mechanism, other sug
gestions which have been made from time to time are that the 
Bank should be recognised as a State institution, or alternatively 
that an independent central bank should be established, quite 
distinct from the Bank of England, to hold the gold reserves of 
the large clearing banks, and to perform the recognised functions 
of a State-directed central banking institution. 

The General Effects of Changes in Discount Rates. 
Changes in discount rates are of first importance, inasmuch 

as they considerably affect the relative amount3 of credit instru
ments of exchange which are issued and brought forward for 
discount, and because they influence the demand for and the 
supply of loanable capital. 

On the one hand, fresh borrowing of all kinds is discouraged 
by high charges for accommodation, and those who have already 
borrowed endeavour to reduce their commitments. Speculation, 
particularly, is disoouraged, for as it is conducted principally on 
borrowed money, high rates of interest reduce the possible 
margin of profit and make speculative enterprises less attractive. 
Consequently the prices of stocks and shares tend to fall as a. 
result. of realisations by those who conduct operations on the 
stock markets with borrowed capital. 
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On the other hand, fresh lending is encouraged because 
bankers and capitalists can obtain a higher return, and for the 
same reason endeavour to a.rrange a continuance of their advances. 
Merchants and bankers in other countries are more content to 
leave money in this country, and are also prepared to extend 
any credits they may have granted; they may even send mQney 
here for investment. The raising of the rate of discount makes 
commercial bills cheaper to buy, and consequently induces 
investment therein, particularly by foreigners. The raising of 
the bankers' deposit rates attracts deposits and induces people 
to leave their capital in the banks rather than withdraw it for 
other purposes. Consequently, the general eagerness to lend 
money results in less being spent on commodities, and general 
prices tend to fall. The fall is accentuated because business men 
who trade in borrowed capital endeavour to realise stocks even 
at lower prices. The general fall in the values of goods discourages 
imports but encourages exports, because the country is a good 
market in which to buy but a bad market in which to s£'ll. 
Finally, the attraction of funds to this country for investment 
and the tendency for exports to exceed imports move the foreign 
exchanges in favour of this country and attract imports of gold. 
In this way the Bank Reserve is increased and the position of 
the Bank of England as the cornerstone of Britain's finances is 
safeguarded. 

The lowering of the rate of discount is followed by reverse 
effects, but it-should be noted that the explanation given above 
is general. Foreign investment in this country is not likely to 
be encouraged if interest rates here are not raised as high as 
they are abroad; money-other things being equal-tends always 
to flow to the best market. Nevertheless London's position in 
the international market is so supreme, and her investment 
facilities are so unrivalled, that the prevalence of high rates in her 
market is sufficient as a general rule to induce the flow of foreign 
capital into this country. 

The Influence of the Treasury Bill Rate. 
Since the war the British Government has exerted a. profound 

influence on money market conditions by reason of the enormous 
amounts of money it has borrowed to cover its temporary needs 
by the issue of Treasury Bills, which are instruments signed by 
the Secretary of the Treasury entitling the bearer or a named 
payee to payment of a. specified sum of money from the Bank 
of England on the expiration of a given period, usually three 
months. 

Tenders are invited for these bills by advertisement in the 
London Gazette, and allotments are made to those who offer the 
highest price per cent., i.e., the lowest rate of discount. At 
intervals during recent years the system of sale by tender was 
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suspended, and bills were allotted to any applicants at fixed 
rates. Nowadays, however, tenders are accepted for bills on 
Friday in each week, and allotments are made to the highest 
bidders, but on ather days" additional" bills are sometimes 
obtainable through the Bank of England at what are known 
as "tap" rates, i.e., rates slightly dearer than the average rate 
tendered for the ordinary bills. 

As the weekly allotments amount to considerable sums, the 
issue of these bills must obviously exert a considerable influence 
on monetary conditions by absorbing a large proportion of the 
market surplus of floating money. This factor is particularly 
accentuated when the bills are on sale at fixed rates, because 
market rates of discount for first-class bills must of necessity be 
maintained at approximately the same level as the rates fixed 
by the Government, for it is clear that an investor of funds 
in first-class market bills will not be content with a lower rate 
of discount than can be obtained on Treasury bills of undoubted 
security. 

Consequently, it is true to say that for several years during and 
after the war the rate of interest obtainable on Treasury bills 
was of first importance in regulating the rates of interest ruling 
in the London money market and also in the country at large. On 
the other hand, it is to be anticipated that, with the restoration 
of the gold standard and the gradual reduction in the total of the 
floating debt, the Bank of England rate of discount will eventually 
regain its former power to control the prevailing rates for money. 
At the same time, there is little doubt that the monetary policy 
of this country for many years to come will be considerably 
influenced by the informal consultations between the Bank 
and the Treasury, which in recent years have always pre
ceded any important decision relative to the nation's financial 
mechanism. 

Central Banks and their Functions. 
In performing the functions we have described, the Bank 

of England is said to act as aOentral Bank, by which is meant a 
central banking institution which is the 'focus of the money 
market ofa country and has wide powers as the regulator of 
credit. 

The fundamental principle underlying the establishment of 
a central bank is that it should be distinct from the ordinary 
commercial banks in that its policy is directed, not merely to 
making profits and to maintaining its own solvency, but to 
regulating the credit machine and maintaining the solvency 
of the banking system as a whole. Consequently, although the 
problem is not a simple one in new developing countries such 
as Australia and New Zealand, the central bank avoids, as far 
as possible, competing with the commercial banks forordinary 
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business, and aims at maintaining as liquid a position as is 
practicable. For these reasons, central banks do not ordinarily 
allow interest on deposits, or make advances on fixed property, 
or grant unsecured overdrafts. 

The main principle underlying the operation of a central 
bank is that it does not rely on other banks, or upon the market, 
to supply it with cash or to take bills or security off its hands 
in case of need. Instead, it always stands ready to perform 
these services itself. Thus, it is a reservoir of credit, and will 
always provide accommodation at a price, its own price, which 
it fixes with due regard to national and international monetary 
conditions. 

In order to perform these functions, a central bank has to 
hold among its assets what to a competitive bank would be 
an unduly high proportion of idle gold and currency. It must 
always be in a position to meet both external drains and varia
tions in the country's internal requirements for money for making 
day-to-day payments. 

The assumption of such responsibilities necessarily means 
that a central bank cannot pursue a passive policy. On the 
contrary, it must be constantly alert to prevent the exhaustion 
of its reserves by gold exports or by internal demands. To 
protect its position it has recourse to one of two weapons. First, 
it may raise its official rate of discount; and thereby increase the 
terms on which it will grant credit. As a rule, market rates 
are compelled to follow the official rate, and the effect, like that 
of a. rise in the price of an ordinary commodity, is to check the 
demand for loans and to increase the supply of deposits. At 
the same time, the demand for loans tends to be shifted to other 
monetary centres, while money from such centres is attracted 
for investment on deposit at the higher rates of interest. 
Alternatively, the central bank may adopt the open market 
policy already mentioned in relation to the Bank of England. 
This means that it may sell securities for cash to the money 
market, thus diminishing its cash liabilities to other banks and 
increasing its own holdings of money. 

Conversely, of course, the central bank may create easier 
conditions, and encourage an expansion of crewt, by lowering 
its discount rate or diminishing its holdings of money by the 
purchase of other assets, as, for example, bills or government 
stock. 

CENTRAL BANK EQUIPMENT.-In order to be equipped to 
perform these special functions, a. central bank must have certain 
special powers and equipment. In the first place, it is very 
desirable that it should have a. monopoly of note issue, so that 
it can meet variations in the demand for currency without having 
too great a recourse to its reserves. In any event, it is essential 
that no other bank in the same country should have an un
restricted and elastio power of note issue, otherwise it could 
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flout the central bank's authority. Secondly, it is desirable 
that all the other banks and the government should keep 
their floating balances with the central bank, and that it should 
hold the nation's ultimate cash reserve. It thus becomes the 
" bankers' bank" as well as banker to the State. 

The final and fundamental principle is that a true central 
bank should be largely independent of political influences. It 
cannot be entirely independent, but, as the currency authority, 
it should be given as free a hand as possible, and should not be 
tied to any political machine. H this is not the case, currency 
policy is placed in danger of becoming the plaything of party 
politics and of being swayed by class interests. 

During the half-century before the war most European 
countries built up strong centralised banking systems on these 
lines; in England, the Bank of England, in France, the Bank 
of France, in Germany, the Reichsbank, and so on. Since tho 
war, the urgent necessity for a strong guiding hand in monetary 
matters has resulted in a considerable extension of the principle, 
which is now adopted in all important commercial countries. 
In 1913, America established the Federal Reserve System, an 
essentially central banking system, and has since introduced 
certain modifications with a view to strengthening the arrange
ments. In 1920, South Africa set up the South African Reserve 
Bank, and India the Imperial Bank of India. In 1924, Australia. 
passed an Act to convert the Commonwealth Bank into a central 
bank, while similar developments have recently taken place in 
almost all the new and smaller European States and in the States 
of South America. 

The power of central banks has been greatly extended as a 
result of the war, and the co-operation of the leading central 
banks of the world is now one of the most powerful factors in the 
world monetary situation. 

The Control of Credit. 

The question of the control of credit, so intimately related 
to the principle of central banking, has in recent years been the 
subject of prolonged discussion, and in this country particularly, 
considerable controversy has surrounded the suggestion that the 
joint-stock banks are mainly responsible for the expansion in the 
volume of credit. 

In Chapter 25, it was explained how the business of banking 
has been founded on the knowledge, gained by experience, that 
credit may be created by the banker to an amount several times 
greater than the amount of the cash reserve which he sees fit to 
maintain. 

The old English private banks created credit when, on the 
strength of their reputation, they issued notes both to depositors 
and to borrowers and placed no limit on such issues other than 
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that imposed by each banker's conscience and his fear of a 
.. run ". Our modem joint-stock banks do not issue notes, but 
by the development of the cheque system and of the central 
reserve system they have made possible a remarkable economy 
in the use of gold and the erection of a vast credit superstructure 
on a small metallic reserve. Moreover, the cheque system 
enables a banker's customer to exchange his own limited credit 
for the wider credit betokened by a cheque bearing the bank's 
imprint. The customer's deposit becomes bank money-real 
purchasing power, which adds to the quantity of money in 
circulation. And it is important to remember that such bank 
money may be issued, not only against an actual deposit, but 
also through the making of a loan by the banker to his customer. 
In the latter case the banker accepts his customer's credit and 
gives the customer in return the right to issue bank credit in the 
form of cheques with their wider acceptability and exchange
ability. As Mr MCKenna has stated, .. Every new loan or pur
chase by a bank creates an equivalent deposit, thus increasing 
the quantity of money". 

Yet in spite of these facts, some authorities, notably the late 
Dr Walter Leaf, have contended that the power of the banks 
to add to the volume of credit is strictly limited. To some 
extent this is true. If our analysis in Chapter 25 is correct, it 
is clear that the banks will cell-so to create credit at the point 
where the proportion of their cash to liabilities reaches the figure 
which is sometimes described as a bank's .. traditional" ratio. 
But while there may be a minimum below which the banks would 
not let this ratio fall, it requires little demonstration to show 
that tho banks, in this country at any rate, can vary and have 
considerably varied the total amount of credit by altering the 
proportion of cash to their liabilities. 

Let us suppose, for example, that one bank or a group of 
banks which has steadily maintained a cash reserve of £15 million 
against deposits of £100 million, i.e., a ratio of 15 per cent. cash, 
decides that, owing to the greater feelings of security and con
fidence within the community, or to the increasing use of cheques 
for making payments, or to a change in the distribution of its 
business as between town and country customers, a ratio of 10 
per cent. is adequate. Clearly, if the cash reserve of £15 million 
is maintained, the deposits can be increased to £150 million, and 
the most likely way of doing this is to increase loans and advances. 

Conditions such as these have undoubtedly resulted from the 
widespread amalgamations among English banks, for the policy 
has brought about such a remarkable concentration and economy 
of cash resources that deposits and advances have increased more 
than proportionately. This important fact is indicated by the 
following figures showing the variation in recent years in the 
proportion of cash held by the banks in the United Kingdom. 
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Banks in the United Kingdom. 
(EXCLUDING THE BANK OF ENGLAND) 

Proportion per cent. of Cash (including Money at Call, etc.) to 
Liabilities, on Deposit and Current Account, and Notes 
Issued, 1914-1926. 

1914 1915 1916 1917 1918 1919 1920 1921 1922 1923 1924 1925 1926 
29 25 30 31 29 23 22 21 21 21 22 22 22 

It will be observed that between 1914 and 1926 the pro
portion of cash held by these banks fell from 29 per ccnt. to 
22 per cent. In this period the amount of cash and money at 
call, etc., increased from £345 million to £550 million, but the 
total liabilities increased more than proportionately, from £1174 
million to £2531 million. In other words, we may say that if 
the 29 per cent. proportion of 1914 had been maintained in 1926, 
the total liabilities could not have exceeded £1900 million, whereas 
the banks had permitted a creation of credit to the extent of a. 
further £630 million, more than twice the total of the treasury 
note issue. 

The foregoing figures a.fford scant evidence that the banks 
rigidly adhere to any "traditional" ratio of cash to liabilities, 
and there is little doubt that by varying this ratio, they can 
exercise a marked influence on the volume of credit. 

At the same time, the figures for the period 1920-1926 exhibit 
a remarkable steadiness, and it is quite possible that a proportion 
of about 22 per cent. will henceforward be maintained by these 
banks. . If this is the case, and we may regard the ratio as being 
definitely fixed, then, and only then may we safely conclude 
that it is not within the power of the banks to create credit to 
any appreciable extent. In such circumstances, their power to 
make further loans is governed by their ability to secure additional 
cash. 

It will still be true, from a book-keeping point of view, that 
" every bank loan creates a deposit"; but the fact which has 
to be remembered is that bank loans do not create cash. When 
one bank makes a fresh advance the effect is that its" Advances 
to Customers", on the assets side of its balance-sheet, are in
creased, while its" Deposits" (or the deposits of another bank) 
are increased to a corresponding extent. If the advance is taken 
by the borrower in cash, the loaning bank's ratio of cash to 
deposits is to that extent decreased, so that such advances 
cannot continue indefinitely if the bank is to maintain its custom
ary ratio of cash to liabilities. Moreover, the amount of cash 
available for the reserves of all. the joint-stock banks is not 
unlimited, so that while one bank may for a time obtain control 
of additional cash which enables it to increase its credit facilities, 
the likelihood is that another bank is being compelled to restrict 
its advances. 

It follows, therefore, that, at any particular time, when bank 
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cash ratios are fixed, the power to create further credit lies, not 
in the hands of the banks, but in the hands of the authority 
which controls bank cash. From 1914 to 1925 that authority 
in this country was the Government itself, and, until 1920, it 
was largely responsible for .the great expansion of credit which 
followed the issue of treasury notes. The banks were able to 
create credit to an unparalleled extent because the Government 
made available supplies of legal tender currency by the simple 
process"of turning the handle of the printing-press. Before the 
war, bank reserves in this country consisted either of gold or of 
Bank of England notes, neither of which could be increased in 
quantity unless gold came into the country from abroad. During 
and after the war, however, the Government paid its debts in 
treasury notes. These found their way into the reserves of the 
joint-stock banks, which were not slow to take advantage of the 
opportunity to increase their advances and respond to the cease
less demand of the business community for additional loans. 
So long as additional supplies of legal tender currency were 
forthcoming, the power of the banks to create credit was limited 
only by their desire to maintain a minimum ratio of legal tender 
to liabilities. Since the adoption of the Cunliffe Limit in 1920, 
the issue of treasury notes has been gradually reduced, and in 
so far as that reduction has not been counterbalanced by an 
increase in our holdings of gold, or by an alteration in the ratio 
of bank cash, it must have involved a corresponding contraction 
in the volume of credit. 

Under the effective gold standard which exists in this country 
to-day, the control of credit is in the hands of the Bank of Eng
land, which, by raising or lowering its discount rate, and within 
narrower limits, by its open market policy, regulates the credit 
situation through. its control of that amount of "bank cash" 
which is represented by the joint-stock bank "Balances at the 
Bank of England". When the Bank of England makes a loan, or 
discounts bills, or buys gold or securities, the sums which it pays 
become bank cash because the balances of other banks in its 
hands are increased. Conversely, when a loan is repa.}d, or the 
bills discounted fall due, or gold or securities are purchased from 
the Bank, bank cash is correspondingly diminished and the 
volume of credit is to that extent contracted. 

Thus the gold standard is by no means the "automatic" 
mechanism it is commonly alleged to be, since the Bank, merely 
by buying or selling, lending or calling in loans, can within limits 
prompt an expansion or contraction of credit regardless oj golJ. 
movements. But the powers of the Bank in this respect are not 
unlimited: its note issue is strictly controlled, and even such 
freedom for the exercise of policy as it might possess is limited 
by the rigidity of its system. An increase in bank cash without· 
an increase in gold holdings would not be ordinarily regarded in 
this country with equanimity. 
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Thus the fundamental truth is that, under an effective gold 
standard, although to some extent the ordinary joint-stock 
banks can create credit by varying their cash ratios, and, to a 
greater extent, the central bank can regulate the national credit 
situation, yet the real determining factor is the movement of 
gold, which reflects the state of trade and the international 
credit position. 

The foregoing explanation will indicate to some extent the 
so-called" vicious circle" in which credit and currency work. 
The Cunliffe Committee and others desirous of effectively regu
lating our credit and currency position were insistent that the 
remedy lay in a rigid control of the treasury note issue. They 
said, in effect, "Take care of legal tender currency, and credit 
will take care of itself". But it is a nice point as to how far 
the treasury notes issued during the inflationary period were 
actually made necessary through the increase in credit by the 
banks, for as prices rose there was necessarily a constant increase 
in the demand for legal tender currency. Hence the converse 
argument, "Take care of credit and legal tender currency will 
take care of itself". The exponents of the principle expressed 
in this statement contend that credit should be controlled directly 
by a rigid regulation of banking policy and not indirectly through 
the control of legal tender. The remedy clearly lies, as is usual 
in such cases, not in drastic action in one direction or in the 
other, but in the "half-way house "-a careful regulation of 
the issue of legal tender currency combined with an equally 
careful control of the volume of credit by the banks, acting in 
close co-operation with .the central institution. 



CHAPTER 28 

THE THEORY AND PROBLEMS OF 
INTERNATIONAL TRADE 

INTERNA'!'IONAL trade, as its name implies, concerns the in~r
~hMlge_oi goods between the nations of the world, as distinct 
from that trade which is conducted within the political boundary 
of any particular nation, The subject of international trade is 
fraught with much difficulty and complexity, as becomes evident 
when we consider that it is complicated by such a variety of 
interests, custo!!ls, ways of living, and methods of working as 
muSf necessarily exist in the heterogeneous communities which 
comprise the civilised world. 

The Theory of International Trade. 
The principle underlying international trade is the same as 

that which determines the division of labour and the localisation 
Of industnes, and just as these forms of orgarusation increase 
tlie efficiency of the labourer arid that of the unit by which he 
is employed, so does international trade add to the efficiency 
of each nation and enhance the benefit it may derive from 
the enjoyment of the world's bOods. England imports ora~es 
from Spam because she cannot grow them herseH, whilst Spain 
imports certain machinery from Britain because her industrial 
organisation will not permit of its manufacture. Trade arises 
in such cases because one country enjoys an absolute advantage 
o~r_ 9ther countries in the production of the product or products 
~-9ncerned, It is not, however,- quite so easy to see why one 
country imports many commodities which it Q9uld, if necessary, 
p(Oduce jtseH. . 

The object of all international trade is, of course, the same 
as that \\'hich underlies all forms of exchange-to obtain the 
greatest possible advantage-- from the exchange--6f one kind 
ot_commodity for another .. Bl!.t~~fJereDces. exist 
between international and intern1iTtra e ill conseqtrence OttIie' 
nc t at UeT lC re 110t originall coherent 

_ economic units, the~ ten 0 eve OD eCOl101lllC lUll 'Yo an arners, 
natural and art1ficia , s.e,ring up between them which prevent the 
free movement of econ01lllC 10l'ces. 

Within the boundaries of each state labour and capital flow 
to those branches of production in which their employment 
Ylelds the greatest net return. But as between diHerent States, 
labour and capital are comparatively immobile, various factors 

(91 
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operating to interfere with their free movement from one state 
to another. The effect of such factors is that free competition 
between the industrial agents in the various ·states docs not 
exist, and for this reason international trade is theoretically 
regarded as that trade which takes place between..!U»l-compet'~ng 
groups of ~roductivey:gents organised_a~ inde~~~mt "natlOIis U

-

or Ii states '. --
'-Tlllslmmobilityof labour and capital between various political 

groups is the result of differences in language, laws, cu~!om, 
monetary systems, religion, and social conditions, and also such 
impediments as are due to fear or ignorance, poveny or sentiment. 
These barriers apply more to labour than to capital, but 1ust 
as a labourer prefers to remain in his own country rather than 
emigrate to a foreign land,~o does a capitalist prefer to invest his 
savings at home rather than- abroad. 

The second important difference between international and 
internal uade is the fact thalithe free flow of goods is, in the 
former case, frequently impeded by :eolitical restrictions which 
result from the .flxistence of _diffl:l~iit.Eo.!.e!p._Il1el!.ts. These 
restrictions may assume various forms, as, for example, the 
~position of taxes.on imports of certain classes, and the granting 
of preferences to goods emanating from certain foreign sources. 
Finally comes the question of transport, involving the carriage 
of goods over long distances, by water and land. Under modern 
conditions, the difficulties of transport tend to be reduced to a 
minimum, and are rarely sufficient to prevent the flow of goods 
if the advantages which may accrue as a result of that flow are 
sufficient to outweigh the difficulties and expense of carriage. 

The Theory of Comparative Cost in International Trade. 
~conomic forces do not therefore operate as freely in inter

natronal trade as they do in internal trade. But, at any par
ticular time, with the exist~t:tilmtio1!. of natural resources, 

Jabour ar:u;i...QltpitaI, ODce country is"mo~e_fittedlo produce a given 
c.Q!Dmodity i.ha£anothercountry:-

It is a matter or-~om:moii knowledge that some countries have 
greater natural advantages for the production of goods than others. 
Such advantages may be d1!e to climatic conditions, mineral wealth, 
to phj'sical configuration and geogr..aphical position, or to the joint 
operation of several of such factors. Britain, for instance, can 
produce~9tton.--goods in Lancashire ofbetWr quality and at a 
lower price than other countries, because of a number of natural 
and acquired advantages, such 88 damp climate, cheap fuel and 
exc~llent ports, and the peculiar skill of the Lancashire operatives. 
Similarly Canada can produce wheat more cheaply than Britain 
because of lier vast expanse of natui:ally fertile soil. When we say 
that a country can produce more cheaply, we mean that the total 
expense to that nation of placing a commodity on a given market 
js.less than would be the expense to another nation of doing the 
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same thing. In estimating this expense, costs of transport must, 
6f course, l>_ejncluded in the total cost of placing a. commodity on 
a certain market. 

Generally speaking, therefore, articles will tend to be produced 
in those localities and in those countries where expenses of pro
duction are least. Raw'!.QOl is not now produced to any extent 
in Yorkshire, where itli really needed, because it can be obtained 
farmore cheaply in AJIStraIia and South._Africa. On the other 
hand, many countries rely on Yorkshire for worsteds because the 
natural advantages surrounding the industry in this locality enable 
it to produce cloth of better quality than any other district in the 
world. 

But a. cheaper cost of production is not sufficient in itself to 
explain all movements of goods from one country to another. 
Why, for example, should England-the finest dairy country in 
the world-rely on Denmark for butter and cheese 1 The answer 
is that it pays England better to .concentrate on manufactures and 

j.o obtain much of her .supplies of butter from Denmark because 
Ishe thereby obtaina a_ greater relative advantage. This may be 
explained by saying tIiat England<>Dtams a greater accession of 
wealth from every unit of labour and capitalFl employing that 
unit in manufacture rather than in dairyin. England wants 
Dutter and Denmark wants machinery. Eng and prefers to get 
the butter from Denmark rather than produce it herself because 
she is thereby enabled to employ her labourers and her capital in 
other occupations which make their use more profitable. For 
the same reason Denmark sells butter and buys machinery or 
clothes. In the long run both sides benefit by such an arrange
ment. England obtains less costly butter and Denmark less costly 
machinery, and in both countries there is an economy of both 
capital and effort in obtaining the same satisfaction. 

Similar considerations apply to the Yorkshire woollen industry 
already mentioned. English sheep have long been famous, and 
if necessary we could rear far more sheep than we actually do. 
Sheep are still reared on the Yorkshire Wolds, but not in sufficient 
quantities to supply the needs of the West Riding mills, who now 
look overseas for most of their supplies. The reason is not far to 
seek. Capital can earn higher dividends and labour higher wages 
in the manufactUl'\:j of woollens than in sheep farming. Yorkshire 
possesses greater natural advantages for making woollen goods 
than for rearing sheep, and her inhabitants benefit most by con
centrating on the former and by leaving to other nations the 
production of the raw material. 

The same principle applies throughout the whole of the 
industrial organisa.tion; to the individual producer, to the large 
combination, and to the nation as a. whole. An office manager 
may be able to type letters or to file correspondence far more rapidly 
and accurately than a. girl clerk, but it is to the advantage of 
himself, of his employers and of the community that he should 
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leave such work to lower paid labour and apply all his energies to 
the performance of his own duties. Or again, a. first-class portrait 
painter could produce pictorial greeting cards of much better 
quality than those of a third-rate artist, but it would be to his 
own and the community's detriment if he spent any of his time 
doing the inferior work. It pays the community to allow a. third
rate man to do the inferior work, even though it could be done 
better by another, because the specialisation means, on the whole, 
a. decided net benefit to the individual himself, to his employers 
and to the community. 

The theory of comparative costs as applied to international 
trade is therefore_that each country tends to produce, nQt necessarily 
what it can produce more cheaply than another country, but those 
aI:!iicles- which it can produce at the ~reatest relative advalltgge, i.e., 
at the lowest comparative cost. Ail by the extension of this 
prmClpte, Wh161'l is that un?erlying both the division of labour 
and the localisation of industry in a given community, is thc 
g~neral efficiency and productiveness of the whole world increased, 
and the share which may accrue to each individual correspond
ingly enhanced. The analogy here mentioned is responsible for 
the application of the term Territorial Divisian 01 Labour to this 
specialisation of national functions. 

As has already been indicated, various influences, such as 
. differences of language, custom, and religion, tend to prevent the 
full working of the theory. As in the case of most economic laws or 
tendencies, the conditions under which the theory of international 
trade operates completely are largely hypothetical, chiefly because 
labour and capital do not always seek their most remunerative 
outlets, their mobility being influenced, not only by the factors 
already mentioned, but also by political conditions, variation in 
commercial methods, and differing degrees of security. 

Why International Trade is Competitive. 
It is clear that if the theory of comparative costs were uni

versally applicable, trade between the nations would be almost 
entirely complementary, i.e., the principles of specialisation and 
division of labour would result in each nation specialising on the 
production of those commodities and services in which it enjoys 
the greatest relative advantage. How then is the theory to be 
reconciled with the fact that so much international trade is 
essentially competitive 1 In many instances trade is clearly 
complementary. We export manufactured goods, engines, and 
machinery to countries such as India, China, and Mrica, while 
they in return send us tea, cotton, -gold, and other products which 
we cannot produce. But in other· directions the keenest com
~tition preva~~_ In Indian markets, Lancashire cotton good'!, 
once!supreme, are now faced with strong competition from the 
home manufactured products. ~rmany and America compete 
with us in our own markets as producers of steel, chemicals, and 
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motor-cars, while South America, Canada, and Australia compete 
with our farmers as producers of grain and meat. 

Several factors explain this apparent contradiction. In the 
first place, competition is often more IUlparent than r~al. C9§ts 
of transport, artificial barriers in the form of tariffs; or temporary 
~ational sentiment may render competition between two countries 
unequal; and may strictly limit the extent of the profitable ma.rket 

available to one of them. Secondly, even though one country 
may be better fitted to produce a commodity than another, 
production may be made possible in the latter country because 
of the danger of the operation of the law of diminishing returns 
in the fOrmer. We find it advantageous to grow part of our food 
ourselves, but we do not attempt to grow the whole of it because 
extended production would raise costs unduly owing to diminish
ing returns. 

Finally, and most important, the operation of th~Jaw of 
~9mparative costs !tss:u.mes that, from the beginning, exact know
ledge exists of a nation's potentialities in any line of production. 
The truth is, of course, that our knowledge of industrial possi
bilities is a ste:!S¥ S!owth. Experiments are made, sometimes 
aided by the aw--'by bounty or subsidy or by protective 
import duty-to discover what a country's capacity' is; the 
establishment of every new industry implies the initiative and 
energy of a backer, somebody who holds a high opinion of its 
possibilities, and who may be prepared to make immediate 
sacrifices in order to reap ultimate gain. 

Such· forces take a considerable time to operate, but their 
tendency is to secure an ultimate diStnbution of industries in 
accordance with the law of comparative costs. Society is con
stantly working to achieve the ideal of maximum production 
(and hence satisfaction of wants) at minimum cost. The pro
cess involves competition, for only by competition are the strength 
and weaknesses of producers made manifest. As the nations 
strive for the ideal, their industries pass through periods of 
challenge, test, and struggle. Industries well established in one 
country are challenged and ultimately driven to the wall by 
vigorous growths in other countries, and, as new industries 
become well established, they tend to become complementary 
and non-competitive until they, in turn, are challenged from 
other directions. It is possible that if society were static in
stead of dynamic-if its development were stationary and its 
needs fixed-then all international kade would tend to be 
oomplementary. But in actual fact the forces of change· are 
so strong that a position of equilibrium is never likely to be 
reached. 

The Advantages of International Trade. 
The advantages which result from interna.tional trade are similar 

to those which follow 'the localisation of industries within a. 
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community (see ante, page 136). Several of these advantages have 
already been mentioned. They may now be summarised as 
follows :-

1. It enables every country to enjoy goods which it does 
not itself produce, and all peoples benefit from the greater 
variety of products. This makes for comfort and happiness, 
and leads to the still further extension of wants which must 
be satisfied. 

2. Each country secures a maximum net return for a. 
minimum of effort and resources by devoting itself to the 
p!"oduction of those commodities in which it enjoys the great
est -relative advantage or which it can produce at the least 
comparative cost. 

- 3. This leads to an increase in the ~Qrld's productive J?owers 
and to cheaper prices all round, an advantage in which all 
nations and individuals share. 

4. The greater number and wider area of the sources of 
supply and of demand tend to greater stability in prices and 
fewer fluctuations. 

---So The interchange of goods facilitates the interchange of 
i<!_~38' whilst the recognition of economic interdependence 
promotes peace and goodwill. 

The Disadvantages of International Trade. 
As in the case of the division of labour, there are certain 

disadvantages to be offset against the advantages. In the past 
foreign trade was regarded as being in some respects detrimental 
to a nation's well-being, and even to-day bitter controversies are 
aroused in certain communities because many people consider 
that unrestricted trade is injurious to a nation's economic health, 
and maintain that steps should be adopted for its regulation. The 
following are some of the objections :-

1. One cQuntry, in order to exist, i£! forced to produce 
certaiI;t goods, and may consequently exploit her resources to 
tIie greater advantage of other nations. This may result 
eventually in a decline in the prosperity of the one country 
and a lasting benefit to the others. 

2. The interests of the future may be sacrificed to those 
of the present. For the sake of present advantages a. country 
may be led to exploit her resources instead of conserving them 

-for future needs. Is Britain's coal inexhaustible that she 
should be supplying half the world with anthracite 1 

3. Cheap foreign produce may be harmful, as the consumer 
is not always the best judge of his own interest, and he may 
BUffer if allowed free access to adulterated foods, drugs, and 
intoxicants. 

4. Foreign competition may ruin an Jndustry and cause 
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extensive harm owing to the difficulty of transferring capital 
and labour from one occupation to another. 

5. In this and in other countries the rapid concentration 
of labour, the congestion in towns and cities, and the with
drawal of labour from the countryside and from agriculture, 
are all results of specialisation in manufactures, and are 
attended by many social evils. 

6. QualiiJI as well as quantity of employment should. be 
considerea:- One nation should not be tied down to hard, 
toilsome. occupations whilst others are engaged in the more 
refined and skilled crafts. The British. colonies are by no 
means8.Dxious to continue indefinitely to supply agricultural 
produce for British markets whilst Britain applies herself 
to the production of more profitable manufactured articles 
which frequently involve proportionally less effort and capital 
outlay. 

~ RESTRICTIONS ON INTERNATIONAL TRADE 

The advantages of international trade already mentioned apply 
wh~n the flow of goods between the nations is free and unrestricted 
by . !latural or artificial barriers. Only in very few countries how
ever-notably Great Britain-has Free Trade with other countries 
been maintained for any considerable period, and history, down to 
the present day, abounds with instances in which nations have 
endeavoured to regulate their interchange of articles with other 
countries in order to obtain for themselves certain anticipated 
benefits. 

The !!ullionist Principle. 
From the foll11eenth to.tJu,.seventeenth century the view current 

in this country was that foreign trade was advantageous only in 
I!Q far as it resulted in the importation of the precious meta.ls--
gOld and .silver-which were regarded as the only source of wealth. 
Consequently, various measures were adopted to encourage the 
export of goods and the inflow of the precious metals, and, on the 
other hand, to discourage the import of goods and the export of 
specie. 

The Mercantilist. Principle. 
The Mercantile Theory current in Europe in the seven.~nth 

and eighteenth centuries was really a refinement of the older 
Bullionist Principle rendered necessary by the acceptance of the 
obvious fact that there were c:.ertain foreign commodities which 
were essential to every country. The aim of the exponents of 
this theory was the same as that of the Bullionists, in so far as 
it was desired to maintain an inflow of the precious metals, but 
unlike the earlie!' principle, it did not propose to discourage im
poTts at the expense of exports, but aimed rather at the maintenance 

21 
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of a lawurahle balance o/Jrade, i.e., an excess of exports over 
impons-ofgoOOs. H this .was achieved it was argued that the 
balance would be paid in specie, and with the object of attaining 
this result, various devices were adopted to restrict imports and 
to encourage exports, including :-

1. PRoTECTIVE DUTIES, which were imposed as a check 
C!~)mports. No taxes were imposed on commodities which 
were supposed to conduce to exports of greater value in return. 
In some cases taxes were placed on exports, e.g., raw materials, 
so as to favour the exportation of the same article in a more 
highly priced (e.g., manufactured) form. 
'I' 2. B~1!NTIES, i.e., payments made by the Government to 
encourage the exportation or importation of a given commodity. 
The payment may be a fixed amount, or may be assessed at 
a proportionate rate on thequantity of the commodity. Their 
object is to increase foreign trade, but the Mercantilists did not 
realise that as bounties induce the export of commodities in 
which a country has no relative advantage, they are contrary 
~o the principles of international trade, and so tend to benefit 
one industry at. the. expense of others. Experience has shown 
tnat while they may benefit one nation they are generally 
harmful to the world at large. Thus, the famous bounties on 
continental sugar promoted the sugar-producing industry in 
continental countries and enabled Britain to import cheap 
sugar, but they practically ruined the West Indian cane sugar 
industry. 

3. CoLoNIAL MONOPOLIES.-These were established by 
European nations, in the seventeenth and eighteenth centuries 
arid . hlML the effect of excluding foreigners from the trade 
between the mother country and the colony. 

4. TREATIES OF CoMMERCE, entered into between t~o 
nations: Uilder which agreement was made to admit on favour
able terms certain commodities produced in the contracting 
states. The M ost-lawureiJ-nation ClaUBe inserted in such treaties 
provided that each contracting nation would give the other 
as favourable terms in regard to trade as it thereafter granted 
to any other nation. 

The essence of Mercantilism was state-making, but its ex
ponents failed to realise that ec_~nomic objects are not achieved 
EX )egislation alone. Their principles were unsound, inasmuch 
as they attached undue importance to foreign trade, emphasis~d 
too strongly the maintenance of a large population as a source 
of national strength, and omitted to take into account the in
fluence qn the balance of a country's indebtedness of such invisible 
items as payments for interest, commissions, and freights. 

The adoption of the system throughout Europe caused much 
international friction, and this eventually led to its abandonment. 
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In 1846, with the repeal of the tax on imported com, England 
shook off the shackles of Merca.ntilism and Protection, and com
menced an era of unparalleled prosperity, during which she gradu
ally came to adopt and to maintain, in the face of great opposition, 
a policy of complete freedom of trade with all other nations on 
equal terms, and permitted the a.d.mission of goods without tax, 
or subject to the imposition of a tax for revenue purposes 'only, 
the rate of the tax in:).posed being usually equivalent to that 
imposed on similar goods produced internally. In other countries, 
however" the decline of Mercantilism was followed by the 
adoption of the more refined policy of Protection. 

The Protective Principle. 
Protection is nowadays adop.ted by most of the great nations 

other than Great Britain. its aims may be summed up in a 
few words-tke, promotion 01 national unity, economically and 
otherwise, .by ,the imposition of taxes on commodities entering 
thecQuntry which, it is maintained, can be produced equally 
well within its own borders. 

~ In the first place, the advopates of Protection hold that the 
strength of a, nation and its freedom from dependence on other 
nations can be preserved and consolidated only if its indu8tries 
are diver8ified and are so organised as to be capable of satisfying 
national wants. A nation should not be dependent on a few 
industries only, the failure of which may cause widespread hard
ship; th~eater the variety of industries, the less the danger 
of disaster . .) This yariety of production can be achieved only 
i,f taxes on imports prevent th" underselling of a country's pro
ducers by foreign expo~rs of those goods the production of 
which it is sought to develop. rhis,argument is clearly opposed 
,to the principle of international trade, inasmuch as it aims at 
a national unity in plaoe of an international one: th~ basic idea 
is to ..!!lake the nation se~~~llpporting, and thus minimise its 
reliance 011 other nations. 

In new countries the further argument is advanced that 
newly developing industries cannot progress or even continue 
to exist in the face of unrestricted competition in their own 
markets from the products of other more advanced communities. 
In America, Canada and Australia this argument is particularly 
emphatio, and the practica.1 adoption of its principle has unques
tionabll enabled these countries to develop their manufacturing 
industnes under the shelter of protective tariffs directed against 
the older industria.1 countries of· Europe. In older countries 
also, the same reasoning is advanced in favour of protective 
duties, with the object of making possible the development of 
new industries for the production of articles which would other
wise continue to be imported from abroad. 

Judged solely on the basis of economic principles this 
" n..!!-!8ing" of infant indu.stries must be held to be unsound, as 
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it is opposed to the principle that industries will develop and will 
prosper if they have a sufficient-relative advantage to justify 
their existence. While there may be some justification for 
assisting one industry in its early stages in the face of severe 
foreign competition, there can be no economic justification for 
the persistence of that industry if it is unable to exist without the 
sheltering barriers of a protective wall. The practical result of 
protective duties is to create vested interests, in the form of 
industrial organisations the existence of which depends on a. 
continuance of protection, and which are virtually placed in 
possession of a monopoly because the capital and labour retained 
in them by virtue of State interference would otherwise flow 
to other industries yielding a greater net return. A nation's 
capital and labour will be applied in the most remunerative 
employment only if their mobility is unhampered, and the 
force of competition can make itself felt without hindrance. 
Pz:otection for this purpose .can result only in fa.vouring one 
mg:u!!try at the expense of others. If, for example, it were 
proposed to foster the wine industry in this country by imposing 
a protective tax on the ground that it would increase employment, 
what would be the ultimate result 1 Our imports of wine from 
France would decrease, but as, in the long run, goods must pay 
for goods, France would eventually reduce her imports from us 
or from some other country. Let us assume that she reduces 
her importation of wood from Sweden. Sweden, now in a like 
position, reduces her importation of wool from us, so the net 
result would be that an industry in which we have a distinct 
advantage would be sacrificed for an industry which would have 
only a very doubtful future. Moreover, the extension of em
ployment-suggested as a reason for thechange-would not 
by'-an1"'lD.eans be achieved. So long as we are importing goods 
we must also export, and an..1LrtUicial ;restriction of imports in one 
direction will almost invariably ~ylt in a. reduction of exports 
in another direction. 

The ~. of protectionists to such contentions is generally 
that l!!-.lfour .. an<rcapital are not perfectly mobile, even within 
the boundaries of one State, and tha.t some assistance must be 
given to enable them to reach their best possible outlets. 

A third reason for the adoption of protection on nationalistic 
grounds is that self-sufficiency tends to improve the national 
d~/ence in times ,Of-w.ar, particularly by its promotion of essential 
or "key" industries. The leliance of. one country on others 
for necessary products Jl!ayltave senous results in times of war, 
and especially is protection of agricultural products necessary 
in industrial countries to prevent the decline in the produc
tion of vital foods. During the Gr~t War the dependence of 
B,m"ain on overseas supplies of food was terribly accentuated: 
the submarine blockade, although eventually unsuccessful, might 
have been attended by dire results, while the effect of the Allied 
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blockade on Germany was possibly the foremost cause of her 
defeat. 

Fourthly, it is argued that hmne industries should be encouraged 
on patriotio grounds, quite apart from any other consideration. 
If home markets were reserved to home producers the latter 
would benefit from the greater stability of demand and the 
security of an internal market free from international· com
plications. On the other hand it is argued that a country cannot 
benefit in the long run by the protection of an industry which 
would otherwise cease to exist, and that the support of an 
industry under such conditions is charitable and not economic. 

F.if~hly, protectionists maintain that their policy is necessary 
tQ~,!,ent ... the "dumping" in the country 0/ the products 0/ 
pauper labour, or the products of industries conducted under 
monopolistio conditions, as in Germany. In the former case, home 
producers of the same article cannot compete because they are 
compelled to pay higher wages than may be current abroad. In 
the latter case, foreign monopolistic organisations, as in Germany, 
may produce more than is required to satisfy the home demand 
solely in order to obtain the benefits of production on a large scale 
in the form of increasing returns. They are accordingly pre
pared to dispose of the surplus commodities at rock bottom prices, 
and therefore hopelessly undercut a home producer. Frequently 
articles may be dumped in a country at low prices by a large foreign 
organisation in order to drive the home producer off the market, 
and as soon as this object is achieved prices may be raised again. 

The free ~ader bases his counter arguments on the economic 
theory that l!1obQUl.. and capjta.1 will flow to those industries in 
which they produce an adequate net return to make their employ
ment profitable. H, therefore, a home industry cannot compete 
successfully with foreign products, capital and labour should flow 
elsewhere, otherwise its retention by virtue of high protective 
duties is merely a. form of charity at the expense of the community 
at large. While it is admitted that dumping may be harmful, 
and that it should be countered under certain circumstances, it is 
maintained that such operations are frequently of general benefit 
to the community in so far as they enable consumers at spasmodio 
intervals to buy at bargain prices.· Further, the dumping of cheap 
products may arouse home producers to extra. effort, and in the 
long run the consumer may benefit from home produced goods 
sold at lower prices. 

The sixth argument is that P!O~.tiY~Jluties resuU in an i~ease 
in fIX!D!}!!: those industries already well established 'can pay more 
because their markets are wider, while the developing industries 
are enabled to employ more workers and to increase their remunera
tion as progress is made. Free_Maders reply that an increase in 
~age~_frequently means higner prices for. the products of the 
mdusgy. Such prices must in any case be higher than what would 
Dejiaid for foreign products were their import unhindered by 
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protective duties. Consequently, the consumer bears the ultimate 
burden of the high wages, and, as the worker is himself a consumer, 
either of his own products or of the products of other workers, 
so must his real wages fall even though his nominal wages may be 
raised. Thus in the long run does the h~me consumer pay the 
pr()t;ectionist taxes, and it is rarely that sUch taxes can be shifted 
on to the foreign producer, as is sometimes maintained by the 
exponents of the protective principle. Free traders maintain that 
the territorial division of labour must inevitably result in the greater 
efficiency of industry, and that this in itself will result in an all 
round cheapening of products and a rise in real wages. Pro
tection is a violation of man's rights to buy and sell where he 
will, and must inevitably reduce the real benefits which accrue 
to the poorer class of ·consumers in'the form of a great variety 
of cheap goods. 

Finally, protection is advocated on {i8cal grounds, i.e., it is held 
that the duti~safford a. good revenue large.lyat .the expense of the 
fOl."eignef,-wlio, it is argued, has to bear at any rate the larger 
proportion of the protectionist taxes. Free traders reply that in 

. the long run the home consumer will pay the taxes in the form of 
increased prices for goods; only in the very rare instance, when the 
importing country has a monopoly of the demand for a commodity, 
is it likely that the tax will be borne by the foreigner. They maintain 
that if duties are to be imposed at all, they should be exacted for 
revenue purposes only, or to prohibit the import of deleterious 
goods and not with any ulterior object of regulating the production 
of commodities. With a few exceptions, this principle is adopted 
in Britain. 

Various other arguments have been advanced in favour of 
protection, many of them based entirely on the circumstances of 
individual nations. In America they are strongly advocated 
because that country has such a variety of internal products as 
to be almost independent of foreign supplies. 

Britain's Position. 
So far as Britain is concerned protection has been advocated 

especially on Imperial grounds (see below, "Imperial Preference "). 
Other arguments are that an economic weapon is required by this 
country as a lever to force down duties in the protectionist states 
which buy our goods; that British agriculture has been ruined 
by foreign competition and can be saved only by protective duties ; 
that other countries, by virtue of their protectivp. duties, are pro
gressing more rapidly, so we should adopt protection as a. means 
of conserving and developing our resources; that our insular 
position and dependence on overseas supplies of essential foods 
and materials is a weak point in our economic structure, especially 
stressed by the late war, and is therefore a. state of things which 
should not be allowed to continue. 

Free traders meet these contentions by referring to the vast 
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strides made by British industry wider free trade. They em
phasise the benefit we obtain by concentrating upon manufacture 
and relying upon other nations for agricultural products. We 
cannot hope to retain indefinitely that vast superiority in manu
facture which we were enabled to obtain by reason of our greater 
resources and more adva.nced position in the nineteenth century : 
other countries must inevitably reduce our lead as they improve 
their productive organisation, a.nd no protective weapon can prevent 
the operation of such powerful economic forces. Finally, they 
declare that it is obviously unsound for a nation which depends 
to such an extent on foreign supplies of food and raw materials, 
most of which it could not possibly produce, to adopt any 
tariff principles which may antagonise her foreign customers, close 
her foreign sources of supply, and undermine her position as the 
premier financial and entrepot nation of the world. 

Reciprocity or Fair Trade. 
In recent years the policy of reciprocity has been advocated as 

a mean between the two extreme principles of Free Trade and 
Protection. It proposes the institution of free trade with free 
trade countries and the imposition of protective duties on goods 
entering from protectionist states. On imported commodities 
subject to bounties in the foreign country equivalent import 
duties would be applied, so as to obviate the giving to one set of 
foreign producers an unfair advantage over those in other countries 
supplying the same market. Much of the agitation in this country 
during the last century for a return to protection was based on 
considerations of retaliation ·and reciprocity. It is argued that 
as our goods are subject to import duties in other countries, the 
products of those countries should not be admitted free of duty . 
.KetaIiation of this kind has been advocated also as a means of 
protection against foreign imposition, but free traders object to 
such practices, not only because they are contrary to economic 
principles, but also because they lead to international friction and, 
in the case of this country particularly, because they would be 
suicidal in view of her dependence on foreign food and material. 

Imperial Preference. . 
Extremely widespread has become the agitation in the British 

Dominions and Colonies for an extension of the system of Imperial 
Preference, which already exists between certain of the colonies, 
and to Bome extent also between the colonies and the Mother 
Country. The principle involves the granting of preferential 
import duties in respect of the products of the preferred country 
as against the products of foreign nations; e.g., the imports of 
South Africa into Australia may be subject to a remission of from 
5 to 10 pe~ cent. on the ordinary rate of importta.rifIs. As the 
Mother Country adheres in general to the principle of free trade, 
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the grantin~ of preferential rights to the Dominions and Colonies 
necessitates the imposition by Britain of taxes on foreign products 
and the admission of colonial products free of all duty or at least 
at a lower rate of duty. 

The system is advocated as a means of preserving imperial 
unity and of consolidating the Empire both economically and 
politically. The great obstacle is that it involves Britain's 
departure from the system of free trade which for nearly a century 
has brought her unparalleled prosperity, and which would still 
appear to be eminently necessary for a State so vitally dependent 
on other nations for supplies of food and of raw materials for her 
great manufacturing population. . 

The most important argument against preferential treatment 
in favour of the Colonies is that it may result in difficulty and 
possible open rupture with other nations to whom we must; look 
for supplies, in view of the fact that the Dominions and Colonies 
cannot, at present at any rate, satisfy all our needs for vital com
modities. Furthermore, Britain's trade with her Dominions is 
but a tithe of the vast total of her foreign trade, and so far it would 
seem that she cannot possibly afford to sa.crifice the one for the 
other. From the standpoint of the Dominions, there is the 
objection that they would scarcely desire indefinitely the admit
tance of cheap British products, inasmuch as they are making 
strenuous efforts to develop their own manufacturing industries. 

In spite of these objections, however, the Imperial Economic 
Conference of 1923 affirmed the resolution of the Imperial War 
Conference of 1917 in favour of Imperial Preference, and em
phasised that "especially in present circumstances, all possible 
means should be taken to develop the resources of the Empire 
Countries ". 

In recent years, Imperial Preference has been strongly ad
vocated in this country on the ground that it would not only 
encourage inter-Empire trade and strengthen Empire bonds, 
but also that it would provide a remedy for the post-war depres
sion in our commerce and industry. Consequently, practical 
effect has been given to the proposals by the granting of pre
ferences in favour of Empire produced goods in the form of 
rebates from the import duties ordinarily imposed. Moreover, 
atl Empire Marketing Board has been established with the object 
of furthering Empire sales in this country, and with power to 
expend £1,000,000 annually in carrying out its work. 

On the other hand, there has recently been striking evide~ce 
of the difficulty which must arise in consequence of the deSIre 
of the Dominions to foster their own manufacture of those com
modities which they have hitherto obtained mainly from Britain. 
Thus, in October 1927, a memorandum was addressed by the 
London Chamber of Commerce to the Australian Chambers of 
Commerce, directing attention to the exclusion of British manu
factures from Australia by the high tariffs imposed thereon. 
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Representations on the same point were made to the Australian 
Government. The removal, or reduction, of trade barriers 
within the Empire was also urged by representatives of the 
Mother Country at the Congress of Chambers of Commerce of 
the British Empire; held at Cape Town during 1927. 

In some quarters the general idea of Imperial Preference has 
been further developed, and the formation of a British Empire 
Customs Union, on the lines of the old German Zollverein (1846-1870), 
is advocated with the object of establishing free trade within the 
Empire itself, and protection against all other countries. The bases 
are the same as those which underlie Imperial Preference: they are 
open to the same objections, and are possibly a.lso attended by the 
same advantages. 

The Controversy now Political rather than Economic. 
The wide controversies centering around the opposing principles 

of free trade and protection have become so largely political 
in character that the economic aspect is apt to be overlooked. No 
longer are the arguments of the exponents based chiefly on economic 
considerations: they are now more especially affected by political 
bias. It is notorious to what extent the tariff system of the United 
States has been the handmaiden of rival political factions and to 
what a depth of corruption the government of that country in past 
years has sunk in relation to the fiscal controversy. 

From a purely national standpoint, protection may be just 
as sound economically as it is unsound from a world point of 
view. It is clearly preferable for a country to sacrifice some 
degree of economic gain if it can thereby achieve greater political 
seourity and foster its own eoonomio development. On the 
other hand. there oan be little doubt that the balanoe of eoonomio 
justifioation is in favour of general free trade. The productivity 
of the world as a whole would inevitably be maximised if the 
law of comparative costs were given free play and tari1l barriers 
were removed. 

These facts are each day becoming more widely understood 
and appreciated. The Report of the Trade Barriers Committee of 
the International Chamber of Commerce, issued in 1927, urged the 
removal of tariff restrictions as a means of fostering trade, while 
at the time of writing, an international conference sits at Geneva., 
under the auspices of the League of Nations, with the object 
of launching an international convention for the abolition of 
import and export restrictions and the establishment of freedom 
in trade. Behind the conference is the ideal of an cc Economio 
United States of Europe", having its origin, no doubt, in a 
recognition of the fact that the remarkably prosperous United 
States of America, the world's greatest exponent of protection 
both in theory and in practice, adopts unrestricted free trade 
throughout the vast territory within her own borders. 



CHAPTER 29 

THE FOREIGN EXCHANGES 

JUST as the modern banking and credit systems have become 
necessary in order to facilitate the vast exchange of goods and 
services within a modern community, so has the organisation con
noted by the term "Foreign Exchanges" come into being to 
make possible the exchange of commodities between the nations 
of the world. 

The organisation of Foreign Exchange is simply an extension 
of the internal credit system to the wider field of International 
settlements, and we may define the foreign exchanges as those 
operations and arrangements devoted to the settlement of inter
national transactions by means of credit documents and credit 
t~nsfers. As we have seen, the transfer of credit instruments 
within the community ~(}onomises the use of metallic currency; 
so does the organisation of foreign exchange economise the use of 
gold over the. much greater distances which exist between the 
countries of the world. The organisation aims at setting off the 
multitude of debits owing by individuals in one country, against 
the multitude of credits owed to those individuals, in So way 
similar to that in which the debits and credits on various 
banks are speedily and conveniently cancelled in the various 
clearing houses. By this process of cancellation, time, trouble, 
and expense are economised, and the considerable risk wruch 
would oomvolved ip. _!l~nding large sums from one cOuntry to 
another is obviated. 

~ In illustration of the principle on which foreign exchange is 
based, let us consider for simplicity the case of two countries only, 
such as E~and and Fritnce. Goods continually flow from one to 
the other, and while some persons in England may owe considerable 
sums to other persons in France, so may many persons in France 
owe money to others in England. Thus on each side of the Channel 
we have many creditors and many debtors of the people on the 
other side. Some Frenchmen owe us money, while to others 
money is owed by us. Naturally, settlement can be effected if 
the debtors on each side send money to their creditors on the other, 
but clearly there would be a great saving of expense if an arrange
ment could be made whereby the crossing of two separate 8UIWI 

of money could be avoided, and the creditors and debtors in each 
country could square accounts on behalf of their cousins overseas. 
The transfer of these claims is made possible by the foreign 
exchanges, and the passage of money is altogether avoided or is 
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restricted merely to the payment of any balance outstanding after 
the various claims have been offset. 

In the past, foreign exchange was conducted chieHy by means 
of the purchase and sale of bills of exchange, those instruments 
already described which enable a creditor to order his debtor to 
pay a sum of money to the bearer of the document or to a na.med 
payee. Creditors in England would draw bills on their debtors 
in France and sell .the bills to the banks on this side of the water. 
To these bankS would come for payment bills drawn by French 
creditors on Englishmen, and the banks would balance the one lot 
of claims against the other. Banks in France would do the same, 
and ~.J.h~ JQIlg. run gold would go from London to Paris or from 
Paris to London to settle the baIa.itce, according to whether England 
owed more than France in the aggregate, or France owed more than 
England. Thus do creditors rid themselves of much trouble by 
drawing a bill, which they can sell to a banker and leave him to 
see that it gets paid eventually by the debtor in the other country. 

Obviously the matter is much facilitated because the banks 
themselves keep the funds of most of the debtors and creditors 
who thus transact business across the Channel, and also because 
the banks in London all keep current accounts with those in Paris. 
These accounts they can c;kbit or c~t with the balance which 
arises from time to time, and so obviate the How of specie except 
at infrequent intervals. In fact, to such a high degree are these 
arrangements developed at the present time that the bill is largely 
superseded. When a debtor wants to pay money in another 
country, he asks his banker to undertake the arrangements, and 
transfer the necessary sum to the creditor on the other side. This 
may be done simply by giving instructions to the banker's agent 
in the foreign centre, either by letter or cable, or telephone if the 
distance is not too great. The bankers accordingly settle the great 
bulk of transactions between various countries, just as they settle the 
multitude of exchanges within the country by the cheque system . .:: 
The mechanism of the foreign exchanges is merely ~_extension 
to international trade of the mechanism of credit which we have 
described as being so iiDportant and so economical in its internal 
application. Naturally the banks do not give their services free, 
and they receive payment in the form of commission on the amount 
transferrea. But their charges ~l!St. not be too high, otherwise 
debtors may decide that it will pay them better to go to the 
trouble of sending gold, which is perfectly acceptable. in the other 
country. The rate at which payment can be made by means of a 
system of credit is therefore limited by the expense involved in 
sending gold from one place to the other, taking into account such 
charges as those for insurance, carriage, and freight. 

The Use of Different Moneys. 
The understanding of the foreign exchanges would be an easy 

matter iL.!ill.countries ~_the same unit (such as the so~ign) 
as their standard of value; but unfortunately nearly every country 
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has adopted some special monetary unit of its own, which differs 
from other units in weight and frequently in fineness. In France, 
the franc and the centime are used; in the United States, the dollar 
and cent; in Germany the 1!l!Zrk and pfennig; in Italy the lira and 
centimo, and so on. Obviously, then, any payment from one 
country to another (not using the same currency) involves a. 
" translation" of an amount in one currency into its equivalent 
in the other. A debt of £100 to France must be paid in francs, 
because the Frenchman has no use for sovereigns in his everyday 
life, although a French banker would take them at once. In the 
same way it is useless to offer a small grocer in England francs or 
centimes, and therefore if we have to receive payment from France, 
we naturally expect to get sovereigns or their equivalent, Treasury 
or Bank of England notes. The rate at which the unit of one 
currency (e.g., francs) will at any particular time exchange for 
another (e.g., sovereigns) is called a Rate of Exchange, and may be 
defined more accurately as the equivalent of the unit 01 one currency 
in terms of the unit or unit8 of the currency of another country. 

The Mint Par of Exchange. 
But how shall this rate be determined 1 Upon what basis 

may a banker decide to give sovereigns for francs or francs for 
sovereigns 1 The basis is the amq!lD.t of pure gold in the respective 
coins. Pure gold is as good in France as it is in England, and can 
be sold anywhere in those countries at any time, so if we can deter
mine how many francs contain as much pure gold as a. sovereign, 
we can find an equitable basis for changing one money for another. 
Tp.is basis is the Mint Par of Exchange, and may be defined as : 
"TIle exact equivalent of the unit of currency of one country 
expressed in terms of the currency of another, the relation being 
determined by a comparison of the quantity and fineness of the 
metal contained in the respective coins as fixed by law". 

This comparison enables us to ascertain that one sovereign 
contains as much pure gold as 25'2215 francs. Francs are not, of 
course, divided into fractions, but the equation expresses the actual 
metallic ratio between the coins considered as so much bullion. 

Similar mint pars exist between all countries which have a. 
gold standard currency. The following are the mint pars 
between our own country and the principal foreign states. 
Others are given in the Table on page 511. . 

England and Mint Equivalent 01 £1 (Par). 
United States 4·8665 doIlara. 
Germany 20·429 reichBmarks. 
France 25·2215 francs. 
Italy . lire. 
Spain. . pesetas. 
Switzerland. • • " francs. 
:Belgium . • . 35'00 belgas 
The Scandinavian Unio7r- . 

Denmark, Sweden and Norway 
The Netherlands 
Austria 

18·15952 kroner. 
12 ·107 florins. 
34 ·581schillingB. 
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In normal times the rates of exchange are based on these 
equivalents, and, as the credit transfers used to effect settlements 
may be regarded under ordinary conditions merely as repre
sentative rights to possess gold, their prices (i.e., the rates of 
exchangelcannot jiuctuate very far from these bases !Lthere 
are""no restrictions on the passage of gold to and from a. country. 
For example, a. Frenchman may owe an Englishman 252,215 
francs, and the parties may agree to settle the debt by the draw
ing of a bill by the Englishman on the Frenchman for the amount 
due. The former knows that his debt, according to the Mint 
Par equivalent, is worth £10,000 in English money, and he will 
not accept much less thin-this for his bill, otherwise he will 
demand that gold be sent to him. Similarly, a""Freilch:niiiil who 
OWes England £10,000 will not pay much more than 252,215 
francs to meet a bill drawn upon him, for he can always resort 
to sending gold in settlement if necessary. 

The Specie Points. 
In practice, the parties would pay a. little more or accept a 

little less because the sending of gold from one country to another 
cannot be done without expense. Ch8.£ges for freight, insurance, 
cartage, and porterage amount to quite appreciable sUfils,altogether 
apart from tt:e""great trouble involved. Thus we find that the 
ra.tes a.t which one currency will excha.nge for a.nother fluctuate 
between two limits o~" each side of the Mint Par, marking the 
points at which it becomes more profitable to send or to receive 
gold rather than to send or receiY\' a credit instrument. These 
theoretical limits are known as th~ gold point8, apd in pre-war 
days were given as follows for the three 'Principal foreign countries 
and England :-

ExpDSItS 
hlPORT EXPORT 

linn' PAlL POINT (to POmT (from 
AROUT England) • "England). 

FranCl&-Paris • 25·2215 lea. ~ £ ·10 25·3215 25'1215 

Germany-Berlin • 20-429 mka. ~ £ -10 20·53 20·33 

U.S.A.-New York • 4·8665, per £ -03 4·89 4·82 

The figures mean that a Frenchman would send gold to 
England in payment of a debt rather than pay more than 
25'3215 francs for each sovereign, and that an Englishman 
would prefer to send gold to France rather than accept less 
than 25'1215 francs for each sovereign he pays out against a. 
credit remittance. 

It is clear that the charges incurred in transmitting the metal 
must vary from tiIiiEl to time, 8.l!d lor this reason the limits 
cannot be fixed exactly. Nevertheless, in pre-war days move
ments of gold between the countries concerned would undoubtedly 
commence if the points mentioned were passed. As a. result of 
the Great War, restrictions on the movement of gold were 
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imposed in most countries. Consequently the limitative action 
of the specie points was removed, and during recent years rates 
of exchange have fluctuated considerably away from the limits. 
Happily, however, there are indications that pre-war stability 
is gradually being regained, and in some cases the specie 
points are once more fulfilling their normal functions as limits 
to movements. in the rates of exchange. 

~ Exchange Quotations. 
The rates. of exchange at which business in various countries 

is transacted fluctuate from hour to hour in the various financial 
centres, and it is therefore difficult under present conditions to 
say that the rate on any given day stood at a specified figure. 
In many foreign places having localised exchange markets, 
official lists are issued and posted at certain times of the day, 
giving rates at which currencies were bought and sold during 
the period covered. Prior to 1921, a similar market was held in 
London at the Royal Exchange on Tuesdays and Thursdays in 
each week, and was followed by the issue of the London Oour8e 
of Exchange, giving the official quotations for transactions. 

Nowadays, most of the London banks have foreign exchange 
departments, in constant touch with one another and with 
foreign centres by telephone and telegraph. Although market 
rates tend to approximate at any particular time, there is no 
semblance of an official quotation, and such lists of rates of 
exchange as are issued give the figures quoted by the issuing 
bank or exchange institution. On these lists are based the 
"Foreign Exchange Tables" published in our various news
pl1;Perii; giving an approximate indication of the course of busi
ness in foreign currencies on the preceding day, and usually 
specifying the limit8 of selling and buying prices or the range of 
quotations during the period covered. The daily quotations 
given in the Times are of this type, but those which appear in the 
Financial Times, the Morning Post, and the Economist (see the 
specimen table opposite) &!yethe actual buying and selling prices 
for foreign currencies at the lime the list is handed to the financial 
editor by the exchange bank concerned. In such cases the 
difference between the two prices is comparable with the jobber's 
turn on the Stock Exchange. 

It will be seen that this table gives the London exchange 
quotations on the most important commercial centres of the world, 
and it may be mentioned that, in consequence of the vast increase 
in foreign exchange business transacted in London in recent 
years, the present-day list of quotations is far more extensive than 
the London Course of Exchange Table which appeared in pre-war 
days. The column headed" Usance" indicates that most of the 
quotations are for Telegraphic Transfers, whereby payment in the 
foreign centre is effected on receipt of telegraphic or cable instruc-
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tion from London. This also is indicative of the great change 
which the war has wrought in the foreign exchange mechanism, 
for whereas long rates of ex.change (see overleaf) were a feature of 
pre-war quotations, it is unusual nowadays for rates other than 
t40se for telegraphic and cl1eque remittances to appear. 

Lonclonon 

Parla • 
BerUn 
Vienna 
Prague 
w ...... .. 
B ..... l. 
IUga • 
KoTDO 
Bo_ 
Budapeot • 
Oooet.antlnople 
Bolla • • 
Belgrade • 
~lIlIIterd ...... 
Bruoooia 
Oalo. • 
Stockholm • 

~.=~-=. 
0.....,. 
Italy. 
Switzerland 
Madrid 
Llabon • 
AlsIandria • 
Ne .. York. 
Montnai • 
Huena. Ai,. 
R!o de Janeiro 
Montevideo. 
Valp ...... 1ao • 
LIma. 
Calcutta 
Bombay 
Madru • 
Bonr-KolII 
Shangbal • 
Slll!l"pore • 
Yokobama. 
Manila 
11_ . 

RATES OF EXCHANGE. 
The Economist, 18th July. 1925. 

Iran .. to £1 
marllo to £1 

llCbllpto £1 
_1<>£1 
zloty to £1 
Est. milo. to £1 
lato to £1 
Uto to £1 
101 to £1 
1Ir. to £1 
plutreo to £1 
I .... to £1 
dInara to £1 
Borin to £1 
_to£1 
kroner to &1 
kronor to £1 
kroner I<> £1 
1'.marlloto£1 
draobIrul! to £1 
lire to £1 
_to£1 
peoolAOto£1 
pence to 0IICIl. 
plaotreo to £1 
dollaro to £1 
dollaro to &1 
pence to peoo 
penoo to mila. 

pence :: Ii'" 
r;:' to Per. £1 
Iter. to rupee 
Iter. I<> rupee 

:::::::;:,C 
Iter. to IAeI 
Iter. to dollar 
Iter. to yen 
Iter. to peoo 
_to do'" 

Usance. Par. July 18. 
1924. 

July 10. 
1925. 

Joly 17. 
19"16. 

T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
Slgbt 
Cable 
Cable 
T.T. 

90 da,.. 
T.T. 

9Oda,.. 
90 da,.. 

T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 
T.T. 

26'22t 86·80-90 103·60-66 103·43-48 
20·43 lSi-1St biDS. 20·40-42 20·40-43 
U'68t B07/312,OOOb 34·65-60 34·6_0 
24-02 1471-1471 184-164t 1631-164t 
26'22t 22·60-76 26·36-46 26.36-60 

26:22t ::·1t76 ~:~~60 ~:~g7!::O 
48'66 49·16-49·56 49·16-49·36 
26'22t 870-980 1000-1016 1006-1016 
24·02 840/870,000 846/347.000 846/347.000 

110 866-866 880-885 872--882 
26'22\ 690-610 670 670 
26'22 863-S73 276-280 276-278 
110107 11-62t-631 12-13-131 12-10t-llt 
26·22t 9&-96t 104·86-95 106·36-40 
18'US 32·65-60 27·88-73 28·96-27.00 
1801bB 18'40-43 18'10-12 18·08-09 
180169 27-20-26 23·66-70 23-16-20 
26.221 1741-176 1931-1931 1921-1921 
26'22 268-263 287-300 304--307 
26-12 1011-101, UII-1311 1311-1311 
26·22 24'00-06 26'02-04 26'03-04 
26·22 32·92-96 33·16-49 U·6()...l)3 
6Sid. 1 I.-It 2\1-21 2U-21 
97t 97....... 97H 971-97,0. "861 4'361-37 4·SRh--86,., 4·M6h--8st 

4 ',.J HO-4Ot H6i-86t 4-8l>H6 
'7-62d. 40,',-40", 46,..-461 451-4511 

~~ :ll-4J :~I=i~t :!tit 
13·U 42·80 41-10 40'80 

par 7% prem. 19% prem. 18% prem. 

} 
10 to 10. 61,d.-Id. I .. 6hd.~td. la. 6"'d.~1d. 
Gold 1 .. 6,',d.-ld. 10. 6i,d.--8td. la. 8hd.~td. 
So..... 1 .. 6';,d.-Id. 1 .. 6hd.~td. 1 .. 6"'d.~. 
.. Is. 4td.-id. Is. 3ld.-'" 4id. I .. 4d-~2a. 4td. 
.. Sa. 3td.-lIid. 30. IId.·S. 2id. Be. ltd.-3&. 2d. 
.. 2L 3tld.-c,o,d. 2a. 4td.-4!d. Is. .qd.-4td. 

'HSd. 10. lOhd.-id. 10. 8td.--I.d. Is. 8,..d.-hd. 
14-otl6 t2a. lid. +Is. Old. t2a. Old. 

• • 16d.--3Od. Ufd,--241d. '-lfd.-241d. 

t Bate for proylone day. (6) Jlep.-nto krone to £1. at. par T&ine of JHI2 to £1. 
1 1 .... twng..l0.000 paper eroWll&. 

Favourable and Unfavourable Rates. 
Reference to ihe second column in the table will indicate 

that most of the rates quoted in this table are in terms of foreign 
money to the t. In practically all cases the mint pars are given, 
and make it possible to determine at once whether a rate is 
" favourable" or "unfavourable" to this country. A rate is 
favourable when more of the foreign money is quotea-per £1 
than the. mint par equivalent, and unfavourable when less than the 
mint par equivalent is' quoted. On the other hand, in the case of 
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those rates which are in sterling to the foreign unit, the rule applic
able to all purchases applies: the lower the rate (or" price ") 
in sterling the better from the ~oint qi view of this country. 

The terms "~e" and ' fall" are frequently applied to 
Q!tanzes in the rates of exchange. If the rate is in foreign 
currency, a rise is obviously favourable to this country, for more 
foreign currency is purchasable per £1. The converse is true if 
a rate is quoted in sterling. Much confusion exists, however, 
because the term .. rise" is applied to the ri§.e __ in value of the 
c!!IT.~!!cy. If, therefore, francs .. rise" in value, the rate of 
exchange must fall, because fewer francs are purchasable per £1 
than formerly. In the case of rates quoted in sterling a. rise 
in the value of the currency and a rise in the rate of exchange 
are synonymous, so that no confusion should occur in such cases. 

Other expressions frequently used in connection with rates of 
exchange are the terms" 1!!f}mium" and" discount," which often 
cause much confusion unless they are confim;a-to currencies which 
~!:e intrinsically of the same value, as, for example, the lira of Italy 
~~the French franc; or as between Australia and England, 
both of which have the sovereign as the standard of value. The 
rates of exchange in these cases are quoted on the basis of 100 lire 
=100 fcs., and £100=£100 respectively. If, therefore, we say 
that" lire are at a discounT of 43 per cent_ in Paris, we mean that 
l1HLlire= 5_7 francs; or if we say that the exchange rate on 
London in Australia is at a 5 per cent. premium, we mean that 
£105riiusfbe paid in Australia to obtain £100 in London. 

A careful appreciation of the precise meaning of a rate quoted 
in foreign currency per £1 will enable the reader to understand the 
significance of the ol.t:.qu.Oted maxim, .. Buy high, selLlow", 
attributed to exchange dealers in the City. ---nus simply means 
that it is better to buy foreign currency at a high rate of exchange 
because mor«;l of that currency is obtainable per £1, whereas it is 
better to sell currency at a low rate for the reason that fewer units 
of that currency have to be given for each £1 sterling received. 
Thus it will be clear that a rate of $4'80 is better for buying and 
worse for selling American money against sterling than a rate of 
$4'75 per £1. 

Various Classes of Exchange Rates. 
Funds may be sent from one country to another in several

ways, and various forms of remittances may be purchased for the 
purpose. For each of these different rates of exchange are quoted 
in the markets, varying according to the time which must elapse 
before payment, the amount of risk incurred, and the trouble and 
expense (including stamp duties) which may be involved. Thus 
The Long Exchange is the rate quoted for bills having three months 
to run before they fall due for payment, and is based on the sight 
rate, or the rate for cheques and bills on demand, by making 
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allowances for interest for the time the bill has to run, for the extra 
stamp duty on a long bill, and for a small additional margin to 
cover risk and contingencies. In whatever way the rate is quoted, 
the long rate is always the cheapest rate, because it is the rate 
for monel' which is not payable for a period of time, during which 
interest 18 lost and a certi)in amount of risk is run in waiting 
for payment. Sight rn Cheque Rates cover mail transfers together 
with bills and cheques drawn on demand, and bills having only' three 
days to run before maturity. Shrnt Sight Rates are quoted for bills 
having up to ten days to run before they fall due for payment. 
These ar~ slightly cheaper than sight rates, because a small amount 
of interest must be allowed in reckoning the rate for the times 
which must elapse before the bills fall due. Cable Rates rn T.T. 
Rates are by far the most important at the present time, and 
are quoted for remittances made by bankers between. two centres 
by cabling or telegraphing their agents in other places to transfer 
funds to third parties. The payer is not involved in any risk, 
loss of time, or trouble in making payments in this way, as the. 
whole transaction is left in the hands of the bank, which is, 
however, able to demand a. dearer rate than the cheque rate, 
because of the greater advantages and increased cost of a. remit
tance of this kind. Tel Quel Rates are rates of exchange which are 
adjusted to suit bills .. as they are ", when the period which has 
to elapse before the bill falls due for payment does not coincide 
with that for which a. rate of exchange is quoted. In such cases 
an allowance must be made off or on the quoted rate for interest 
lost or gained as the case may be. 

In connection with the various classes of rates the maxim 
.. the better the bill, the lower the rate" may be mentioned. This 
indicates that when the rate is in foreign currency, a lower rate 
(i.e., a dearer price) will be given for a. bill of undoubted security, as 
for example a first-class bank draft, than for one which bears 
ordinary commercial names, i.e., a trade bill, because, in the latter 
case, there must be a greater allowance for risk and also for interest, 
trade bills being discounted at bank rate whereas bank bills are 
discounted at lower market rates. This maxim may also be applied 
to the various classes of short rates as compared with the longer 
quotations, for in such cases immediate payment is better than 
payment which is deferred. Hence the rates for a cable, cheque, 
or short bill are lower (i.e., dearer) than the rates for long bills. 

Fluctuations in the Rates of Exchange. 
In normal times fluctuations in the rates of exchange between 

the principal countries were sma.1l, and the rates moved beyond 
the narrow limits of the specie points only under special circum
stances. Movements in the ·rates are due chiefly to changes in 
one country in the relative strengths of the demand for and the 
supply of the means of remittance to another country. If the 

2K 
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total amount which Frenchmen desire to remit to England is much 
in excess of the amount of money Frenchmen have to receive 
from England, then the competition of the debtors (who must 
buy English money) will be enough to force up the value of the 
sterling remittance in terms of francs. The French banks which 
make the settlements will be inclined to charge a little more in 
French money for each £1 which they agree to payout in 
England. If the demand is strong enough, the price of the £1, 
i.e., the rate of exchange on England, will go up, until the point 
is reached at which it is profitable and possible in normal times 
to send gold. Gold would accordingly be sent if it was obtain
able in sufficient quantity, but if restriction is placed on its 
export, as is the case to-day, there is obviously no limit to the rise 
or fall in the rates of exchange. 

There are a great number of influences which may cause fluctua.
tions in the rates of exchange, but it is not possible within the limits 
of our space to do more than review them briefly. They may 
be considered under two main headings: (a) TJie Demand lor 
a!J4 S1!-pply 0/ the Foreign Ourrency, and (b) Ourrency OonditiOWl. 

THE DEMAND FOR AND THE SUPPLY OF THE FOREIGN 
CURRENCY. These are dependent upon (a) Trade Conditions; 
(b) Stock Exchan~ Influences, and (c) BankingJnflueiices. 

Trade OondittOWl. The necessity for making remittances 
arises ~~Jr.Ql1Ltb&Jl..Qw _QLgoods. If French imports from 
England _ are largely in excess of FrenCIl exports to England, 
then will ',frellch debtors exceed French creditors of this country. 
There will be more people anxious to buy English currency than 
people who wish to sell it, so its price in terms of francs will rise. 
The converse is, of course, equally true. --

Trade debts arise not only from the passage of goods but aJ,ao 
as a result of the performance of services by one nation to another, 
e.g., banking and shipping services. These also must be paid 
for, anathe necessary payme»ts-IDfluence exchange rates in the 
same way as do payments for the transfer of goods. 

Stock Exchange Influences, including investment and specula
tion in international securities, and the raising of loans by one 
country in another. If England lends money to France, or if 
Englishmen buy securities on the Paris Stock Exchange, then 
French people acquire the right to withdraw funds from London, 
and- this increase in the claims against us depresses the vahle of 
our currency. The payment of interest on loans made by us 
ana-the investment of money by other countries in our securities 
has the reverse effect, inasmuch as it increases our claims on other 
nations. The raising of the loan is more important as an immediate 
effect, especially if it is of large amount, whereas the payment 
of interest is apread over a period and its results are consequently 
more permanent. 

: Banking Influences, including investment by bankers of funds 
in other countries, the issue by them of circular notes and letters 
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of credit, and the undertaking by them of arbitrage operations, 
i.e., the buying and selling of foreign currencies. with the object 
of malting profits out of the differences existing between various 
'exchange rates at the same time. In pre-war days the invest
ment of funds in foreign centres was made chiefly by the pur
chase of first c;lass bankers' bills on the centre concerned, but 
at the present time balances are usually transferred by the 
purchase of 8pot currency of the centre concerned against forward 
sales of the same currency. Thus an American banker may 
se1l8pot dollars for sterling and place the proceeds in three months' 
Treasury bills or on fixed deposit for three months with a London 
bank. At the same time, he will secure the return to New York 
of his original dollars, and the interest earned thereon, by a 
forward purcha8e of dollars against the anticipated sterling amount 
he will have at his disposal at the expiration of the period.1 

The buying of bills for investment is nevertheless still of im
portance, and will no doubt be resumed on a larger scale when 
more stable conditions prevail, as this method affords the banker 
a convenient and safe means of utilising his surplus funds. 
London bills are particularly in request for this purpose, because 
their ubiquity and universal acceptability make them instantly 
realisable and because they are readily convertible into gold on 
demand. Thus, foreign bankers, by retaining London bills, are 
enabled to accumulate claims ,to gold, and at the same time 
to earn an appreciable rate of mterest, represented by the pre
vailing rate of discount on the London Money Market. 

Consequently, when the Bank rate rises, foreign bankers are 
induced to transfer balances to the London market and to increase 
their holdings of London bills, and this extension of the demand 
for sterling, coupled with the tendency of holders to retain sterling 
bills in their possession, naturally forces up the rate of exchange 
on London. By taking advantage of this factor, the ,Bank of 
England is able to exert a powerful influence on our exchanges, 
and at the same time to safeguard its gold Reserve. This attrac
tion of funds to the London market by the raising of the rate of 
interest was, in fact, one of the most potent factors making 
possible our return to the gold standard in the spring of 1925. 
(See the end of this Chapter.) 

The issue of travellers' cheques, circular notes, and letters of 
credit influences rates against the country in which the issuing 
banks are situated, inasmuch as such credit instruments increase 
the supply in other countries of claims upon the country of issue. 

CuRRENCY CONDITIONS. 

The foregoing explanation deals with influences which 
cause variations in the amount and quantity of business trans
actions between different nations. These affect the~rates of 

I For further elI:planation the reader is referred to the author'. Priru:ipleB aRil 
ArilAmetic 0/ Fore1g,. EzcAange (MacDonald & Evans). 
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exchange because th~y directly influence the relation between 
the demand for a currency and its supply. There are, in addition, 
a number of influences which affect the rates of exchange because 
they determine the intrinsic value of one currency in terms of 
the other. The depreciation and debasement of a currency, 
which, as we have seen, affect its exchange value within the com
mtiliity, affect· also its value for exchange purposes with other 
nations. A p~e!'. 9urrency which does not represent gold may 
~~~L.9urrenrwithin a community by virtue of the government 
power behind it, but its ·value to another nation is determined by 
its purchasing power in terms of goods and services (see below). 

Then again the currency of some countries is based on silver, 
and in such case~!i!rnpossible to establish a mint paroOf exchange 
'!!.~1:t gold standard countries. In such cases the rates of exchange 
a.re determined by the market value of silver in the gold-using 
countries, and of gold in the silver-using countries. 

Many other influences affect the rates of exchange, such as 
the geI.1~r.al state of credit, the political outlook, floods, e~h
quakes, and harvest conditions, "for not only do these factors 
inftuence international trade, but they also interfere with the 
delicate mechanism of the international credit machine, and 
consequently affect all those operations which determine the 
value of one currency in terms of other currencies. 

The Correction of Adverse Exchanges. 
A rate of exchange which is adverse to a country may be 

corrected in a number of ways, the most fundamental of which is 
by increasing exports and/or decreasing imports. In this way the 
baliiiCe of trade, "and consequently the balance of indebtedness, 
iiiaybeinfluenced in favour of the country. The increase of exports 
may be effected by extending production and by an increased 
efficiency of production, whilst a decrease in imports will result 
from economy and a cutting down of expenditure on luxuries. 
While such a change in the direction of trade has a lasting effect 
on the exchanges, it necessarily ~akes some time to become opera.
tive, and consequently more immediate methods are resorted to in 
order to correct an unfavoura.ble position and to prevent further 
depreciation. Of these, the most obvious and the most immediate 
in its effects is the export 0/ gold. Frequently, however, gold move-

"ments are restricted or-even prohibited altogether, as they were 
during the war in several countries, and, in any case, it is clear 
that gold cannot be sent indefinitely, except in limited amounts 
by gold mining countries, in which cases it takes the form of an 
ol'<ljnary commoruty-export and not of a monetary payment. 
- The third method consists in raising the prevailing rate 0/ 
interest with the o.l?kct "of attract~ca.pital to the country con
cerned for investment, and thereby causing a demand for its 
c~~Il~" inJoreign centres. As already indicated, this factor is of 
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greatest importance and e1I~ct in the casa of our own country, 
because of the pre-eminent attraction of London as an investment 
centre and of London bills as an investment for surplus liquid 
balances. 

Adverse exchanges may also be corrected by the exl!!!!Loj 
8ecurilies, either of the sending or of the re~eiving state:" Tlius, 
dUflDg the war large amounts of American securities were, com
mandeered by the British Treasury and sent to the U.S.A. for 
disposal, in order to support the exchange with the dollar holdings 
thus created. When the securities are those of the 8ending 
country, 'they are reIQitted in order to form the basis of a loan or 
credit in the other country, again with the object of supporting 
exchange. Thus in recent years France has improved her 
exchanges by raising loans and establishing credits in New York 
and in London, the proceeds being utilised to purchase francs 
from the market on a scale sufficient to cause marked movements 
in the prevailing exchange rates. 

Lastly, if the depreciation of the currency is a cause of the 
adverse poSltion of the exchanges, steps have to be-taken to reform 
'he currency if the position is to 'be remedied. In the ca.se of 
a. circulating medium consisting chiefly of a debased coinage, 
reform is effected by remintage on a. proper basis, while if it 
consists essentially of depreciated paper money, the remedy lies 
in 8tabiliaation, deflation, or devaluation, i.e., the replacement of 
the existing currency by a new monetary system based on gold 
-as the standard. The latter method has been adopted by several 
countries since the war, notably by yermany and Austria, and 
although it necessarily causes widespread hardship, particularly 
to the rentier class, it is ultimately followed by improvement in 

-'the credit and economy of the nation concerned. 
In the long run an unfavourable rate of exchange tends 

automatically to correct itself. In- the first place the unfavour
able rate makes the country a good market in which to buy, 
buta ba.d market in which to sen; it is obviously to the advantage 
of an Englishman to buy in France when the rate of exchange is 

_ .. 80 and not....§O francs to the.k. In such times as the present 
various influences may serve to counteract the advantage, but 
in normal times the factor is an important one. Secondly, the 
remittance of gold under normal circumstances with the object of 
correcting the exchange tends to diminish the basis of currency 
and of credit in the exporting country, and consequently to 
lower the general level of prices in accordance with the Quantity 
Theory of Money. As a result of the prevalence of relatively Jow 
prices, the country becomes a. poor market in which to sell, but a. 
good market in which to buy. Its exports are therefore encouraged 
and its imports discouraged, f!Ii<!.Pl~imately the favourable flQw..llf 
trade tends to improve its exchanges with Qther nations. 
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London's International Supremacy. 
London occupies a U!!ique position in reference to the world's 

exchanges. Her pre:eminent position as the world's financial 
centre has established the sterling bill as an international medium 
of currency, utilised by oUter nations to settle their transactions, 
not only with this country, but also with other countries. Con
sequently a large proportion of international settlements is 
adjusted through the medium of London financial institutions, 
and upon them devolves much of the mechanism of international 
credit operations. 

It has, in fact, been estimated that in pre-war days as much 
as nine-tenths of British overseas trade, and more than one-half of 
the world's overseas trade, were financed in sterling, principally 
through London. Although this position has necessarily been 
modified by the war, it is clear that such operations not only 
l>riilg our bankers and accepting houses very large annual sums in 
the way of commissions, but also have the effect of carrying their 
reputation to every comer of the world. 

Very many reasons may be advanced to account for London's 
eminence as a financial centre, but the most important are 
briefly, that (a) Britain's maritime supremacy and the spread of 
her people have caused a world-wide extension of British trade, 
With- the result that bills on London are required everywhere. 
Trade, it is said, follows the flag, and it may well be added that 
~~!:Uri&-bills follow . trade. (b) The establishment of the gold 
standard gave us a sound currency, and the world recognises that 
British money is gold, or is convertible into gold, and that bills 
payable in London mean gold. (c) London is the largest free 
market for gold in the world, and for a long period was the only. 
fre~goJd market. (d) British banks arid firms have a world-wide 
and unrivalled reputation for soundness and stability. (e) Britain's 
great wealth has contributed to make her people the creditors 
of the world, and has given them an interest in the affairs of 
all nations. 

London draws Few Bills but accepts Many. 
The combined effect of these factors is that in no other centre 

can exchanges be so economically or so efficiently conducted, and 
other places use London as a matter of necessity or of economy. 
As a result, bills are drawn on London for settlements between 
foreign nations, and most' of our foreign trade is settled by bills 
drawn on this country. In other words, our creditors abroad obtain 
payment of their debts by drawing and selling bills on London, 
which foreign debtors purchase and remit to this country in settle
ment, instead of waiting for their English creditors to draw upon 

. them in currency or possibly in sterling. Consequently, it is true 
to say that London draws/ew bills but accepts many. In ordinary 
circumstances, -foreigners prefer this arrangement. They can 
easily buy or sell a London bill, and they often make extra profits 
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by watching the· exchange rates. The British trader also is 
quite satisfied, because he benefits indirectly by the position of 
London, and because he prefers not to be troubled with exchange 
quotations. One result of these arrangements is that in normal 
times the rates of exchange on London are fixed abroad by those 
who negotiate the bills, and the quotation by London of. rates 
in foreign units facilitates comparison with the rates fixed 
abroad. 

This position, however, has been considerably modified in con
sequence· of the war, which caused such a widespread failure 
of confidence and such frequent movements in the rates of 
exchange that the foreign trader was no longer able to assume 
all the exchange risk, and in some cases preferred to safeguard 
himself when possible by arranging for payment in his own 
currency. Furthermore, the vast increase in the wealth and 
power of the United States in consequence of the war enabled 
New York to attract much of the business of international 
financing which previously had flowed to London, and during the 
period when sterling was divorced from gold foreigners naturally 
preferred to rely upon the gold dollar rather than on the paper 
pound. On the other hand, there is every reason to believe that 
sterling will gradually be re-established in its former supremacy 
as an international currency. 

The Balances of Trade and of Indebtedness. 
Payments to Britain (and certain other nations) by other 

countries on account of such items as freights, insurance, com
missions, ipterest on loans, and remittances sent home oy British 
emigrants overseas, amount to millions annually. To a much 
smaller extent, payments have to be made by Britain on account 
of such matters. No record of such transactions apJlCars in the 
Board of Trade Returns, but in Britain's case the amount is more 
than sufficient to counterbalance her usual excess of imports 
over exports. From the returns, it would appear that Britain 
has an unfavourable balance of trade, but the enormous payments 
in respect of our shipping, banking, and other services, make up 
the deficiency and keep the exchanges in our favour. Inter
national payments are made eventually in goods, and our excess 
of imports is more than accounted for by our receipts for services 
rendered. Payments of this kind which we have to receive have 
an effect on our trade balance similar to that of exports from 
this country, and, on the other hand, payments we have to make 
are similar in their effect on the trade balance to imporl8 for which 
we have to pay. In other words, payments which we receive in 
return for the export of services are added to our total exports, 
and payments which we have to make for the import of services 
are added to our total imports before the actual balance is struck 
between credits and debits. 

The balance between imports and exports, as recorded by the 
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Board of Trade Returns, is described as the" Balance 0/ Trade ", 
and is to be distinguished from the" Balance 0/ I ndebtednes8 ", 
which, as is shown below, is obtained by including estimated 
invisible items in addition to the recorded figures from the Trade 
Returns. 

Britain's Estimated Balance of Indebtedness, 1923. 

lmporta of Merchandise • • • . • • • . £1,098,000,000 
" "Diamonds from S. Africa, not included in Board of 

Trade figures 6,000,000 

Total importa of goods. • . . . • £1,104,000,000 
Exporta of merchandise including re-exporta and also exporta 

of bullion • • . • . . • • . 901,000,000 

Unfavourable BALANCE Oll'TRADE • 
INvIsmLE EXPORTS: 

Value of Income from Foreign Investments 
" "Shipping Services • • • 
" " Banking and other Services 

£150,000,000 
110,000,000 
40,000,000 

£203,000,000 

300,000,000 

Estimated Net BALANCE Oll' INDEBTEDNESS in favour of this country £97,000,000 

While it must be clearly understood that the figures relative 
to the invisible items are merely estimates-which are, in fact, 
open to considerable criticism-the resulting balance nevertheless 
gives us some idea of the amount available for investment overseas. 
In any case, it is clear that in past years Britain must have 
maintained a large annual trading surplus in her favour, because 
the vast amounts which she has invested in foreign and colonial 
undertakings have contributed essentially to her eminence in the 
world's financial affairs. 

The average annual amount so invested in pre-war days is, 
in fact, estimated to have approached the appreciable figure of 
£200 millions, and although the foregoing estimate for 1923, and 
also the estimate of £30 millions for 1924, are considerably below 
the average pre-war figure, it is significant that the overseas 
issues on the London market in 1923 and 1924 totalled as much 
as £136 and £134 millions respectively. To some extent, these 
issues may represent the funding of private credits granted to 
facilitate the export of goods in past years; in other cases, they 
may represent the creation of new credits to be utilised in future 
years, while some proportion of such new issue money may be 
left on deposit in London. Consequently, there is no precise rela.
tionship between the" Balance available for Overseas Investment" 
in anyone year and the actual total of overseas issues subscribed 
in that year. On the other hand, the average of these totals over 
a. period enables us to confirm that the annual trading surplus of 
our country exists in fact and not merely in the imagination of 
optimistic statisticians. 
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Although the baIa.nce of indebtedness cannot be fixed exactly, 
it is undoubtedly the principal factor controlling exchange rates 
in normal times, when there are few disturbing factors in inter
national commerce, and when credit and currency conditions 
are fairly stable. When, however, depreciated currencies are the 
rule rather than the exception, when credit is disorganised and 
international trade is at a standstill, it is found that factors other 
than the balance of indebtedness are at work in causing lluc-' 
tuations of the exchanges. Rates are determined then by the 
multitude of factors which may influence the demand and supply 
of currencies at anyone time, and when, as has frequently happened 
in recent times, the currency becomes the plaything of inter
national speculation, then is its value determined very largely by 
the extent of the gambling operations undertaken. 

The Silver Exchanges. 
Although J!!.()st_ c01mtries of the world have adopted gold as 

the~~tandard currency, there are still OJULortwo that maintain 
a standard currency composed of silver. In such cases, silver 
coins are mado legal tender for any amount, whilst K()ld is simply 
a.n article of commerce just as silver bullion is in our own country, 
and the question naturally arises as to how exchange rates between 
such countries and the gold-standard nations are determined. 

Now a reference to the definition of a l\fint Par of Exchange, 
which has already been given, will indicate that, although it 
would be possible to establish such a par between two silver
using currencies, it is not possible to establish a mint par between 
one of those countries and a gold-standard country like Britain, 
because, unlike gold, silver bullion cannot be brought into this 
country and exchanged for an intrinsically equal amount of silver 
coins. If gold were sent to this country, it could easily be 
changed into sovereigns at the Bank of England, but this could 
not be done with silver, because silver coins are issued by the 
Government only when it considers necessary, and a considerable 
profit is made on the issue. Our silver coins are merely tokens ; 
their value for currency purposes is greater than their value as 
silver bullion, and a shilling will, in fact, purchase more than its 
equivalent by weight of pure silver. Furthermore, silver coins 
in this country are only a limited legal tender and cannot be 
used for making payments above £2. Consequently, it will be 
appreciated that whereas a London merchant will always accept 
gold in settlement of a debt due to him, he would not take silver 
unless it was of sufficient amount to realise enough to wipe off 
his debt, when sold at the market price ruling in London. 

The Basis of Exchange with Silver Countries. 
Now, if a merchant in Shanghai wished -to make a payment in 

London, he could do so by sending silver !!cls, and the amount 
he would realise for eac~ of these in London would be the value of 
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one tael as silver bullion at the ruling market price, leas the 
expense of sending it to London. The Chinaman would not, how
ever, go to the expense of sending silver, if he could buy from his 
banker a telegraphic remittance on London, enabling him to 
make his payment at a cost which approximated to that involved 
by sending silver bullion. If the banker wants more, the China
man will prefer to buy and send silver, but usually the transmission 
'of the metal is in the hands of the bankers themselves, and the 
charges for remittances vary according to the ease with which 
they can get silver shipped. Thus the exchanges between London 
~l!g a silver-standard country vary according to the cost of sending 
silver bullion and realising -it in London, or, on the other hand, 
according to ~he cost of buying silver in London and sending it 
to the silver country. Sometimes, however, it is not necessary for 
the silver actually to pass between the two countries concerned. 
For example, a London banker may find it profitable to send silver 
from India to China, or vice versa, being debited or credited, as 
the case may be, by his agent in Calcutta or Bombay. We may 
therefore say that exchanges between London and silver countries 
depend upon the cost of laying down silver in that centre where 
payment has to be made. 

Fluctuations in the Silver Exchanges. 
It will be evident from the foregoing that fluctuations in the 

silver exchanges, as, for example, those on China, must result not 
only from the ordinary influences affecting the demand for and 
the supply of bills, which have already been discussed, but also 
from changes in the price of silver and the consequent unstable 
conditions of the currency in the silver countries, together with 
the cost of moving the metal from place to place. Not unnaturally, 
therefore, the silver exchanges fluctuate very considerably even 
in normal times. Anything which affects the price of silver, such 
as the opening of new mines, the release of large quantities of 
hoarded coins, or the demand for extra silver for currency purposes, 
must have its effect on the exchanges. Gold is required by 
practically all nations, and any change in its value tends to adjust 
ftSelf throughout the world,J:)ut silver is unlimited legal tender in 
oplyone or two countries~so that the stabilising influence is much 
fess effective. 
~-nuring and after the war period, silver fluctuated very con
siderably in value as compared with gold, and in 1920 the price had 
risen to 89 pence, as compared with the pre-war price of about 26d. 
per ounce. The chief reasons for this were the decreased output of 
the chief silver-producing countries and the enormous increase in 
the demand. Silver was required in very large quantities to supply 
currency in the place of the gold which had been withdrawn, while 
the abnormally favourable trade balance of India during the 
war caused an increased demand for silver in that country. At 
the same time huge quantities of the metal were used .for war 
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decoratioDS, a.nd to make the position worse, speculators held up 
supplies to such a.n extent that certain governments had to take 
conjoint action to control the price. Ultimately the United 
States eased the situation by supplying the Allied Governments 
with large qua.ntities of silver, and the price has since fa.llen to a. 
more steady figure near its pre-war level. 

Effects of Silver Fluctuations on Trade and Exchange. 
The reader will appreciate that such cha.nges in the price of 

silver must have been attended by violent fluctuatioDS in the 
silver exchanges, and in view of the importance to this country of 
the Indian Empire, the fluctuations have caused a great amount of 
anxiety to the Government, and also to our bankers and financiers. 
Every change in the value of silver has its effect on trade. A rise 
in the price increases the purchasing power of the silver dollar 
or silver ta.el, so imports into a silver country are encouraged and 
exports are discouraged, whilst a fa.ll in the price of silver has the 
reverse effect. Merchants who deal with these countries are 
therefore greatly concerned with fluctuations in the value of 
silver, and all business transactions are flavoured with a specula
tive element, as the traders rarely know what amounts they 
will have to pay, or what returns they will realise. 

The Gold Exchange Standard. 
The system of exchange and currency known as the "9~ld 

Exchange Standard JJ has proved specia.lly ,suitable to those 
countries which desire t() regulate their externaZ exchanges as far 
as is possible on a gold basis, \ tut which are unable to adopt a 
full gold standard for internal use, either because of the com
parative poverty of their inhabitants, or because of their early 
stage of development, or because their resources have been 
impoverished by war or other destructive agency. j 

The gold exchange standard has been in operation in more 
countries than is generally known. In lBD3.. the sn~I!l_~as 
adopted in India, where it functioned with a fair degree of success 
Until it was ~Qrga.nised by the Great Wa.r. Japan, Holland, 
Austria-Hungary, and the Philippines are among the other 
countries in which the system operated successfully until the 
war period, while most of the countries whose currencies have 
had . to be reorganised in consequence of the war-notably 
Austria, Hungary, BelgiUPl, and Germany-have a.pplied the 
principles of -the gold exchange standard in order to stabilise 
and maintain their rates of exchange with the gold-standard 
countries. 

The esse!lti~l of the system is the provision of a cheap interna.1 
currency::of.£ilyer or pa~r, and the maintenance of the value of 
that currency as near as practicable to a fixed par with gold 
(or with the gold currency unit of another country) by Govern
ment control of the exchanges, and strict regulation of the 



524 ELEMENTS OF ECON9MICS 

internal currency. This necessitates the possession by the 
State (or by a central bank acting for the State) either of ade
quate reserves of gold or of its equivalent in the form of gold 
exchange, i.e., saleable exchange on one or some of the chief 
gold-standard countries. If gold reserves are maintained, they 
are kept generally in the foreIgll centre whose currency unit is 
takim as a basis; thus, India's gold reserves are kept in London, 
those of Japan chiefly in London and Paris, and those of the 
Philippines in New York. 

Against these reserves of gold or gold exchange, foreign 
exchange may be sold when th~ demand for remittances to other 
countries tends to force the exchange rate away from the fixed 
parity. The remittances are paid for either in notes or in silver, 
according£c5 the currency of the country concerned; contraction 
of 'the circulation enhances the value of the unit and tends to 
restore the exchange, whilst the payment of the remittances 
lowers the reserve of gold in the foreign centre or lessens the 
Government's holding of gold exchange. Conversely, when the 
e!c::~ange_ tends to rise above the fixed parity, and there is a 
strong demand abroad for remittances to the gold exchange 
standard country, the Government again steps in to prevent any 
~vergence from the parity by selling for gold homeward 
remittances drawn on State agencies and payable in silver or 
paper. When these are paid in due course, the circulating 
currency is increased, the value of the unit falls, the exchange 
rate becomes more normal, and the gold received in the foreign 
centre adds to the reserve. In effect, the result is the same as if 

...gQ],d. had been exported or imported, and, theoretically, the 
Government intervenes whenever the exchange has sufficiently 
diverged from the parity to make the movement of gold profit
able. It may be noted that in silver-standard countries the 
success of the system presupposes the fixing of the parity value 
of the silver unit higher than its intrinsic value, otherwise it 
would be possible to contract the circulation when necessary, 
~ut not to expand it. ' 

Methods of Eliminating Exchange Risks. 
The ~!lStl!.nt fluctuations which have characterised the foreign 

~xchangessince the war have naturally forced traders to seek 
lOme methods whereoy they could be safeguarded, at least to 
lome extent, against loss from marked changes in the prevailing 
fates. Of the various devices which have been adopted with this 
)bject, two important methods may be briefly described. 

The first of these consists in enlacing the billa relative to the 
iransactions with an exchange clause which fixes the rate at which 
~he bill is to be paid. Such clauses are of many kinds, and an 
~xplanation thereof would be at once too lengthy and technical 
[or our present purpose, but it may be stated that their general 
~ffect .!.s_Jo e~u.r.!...F~yme~t of the full amount of the bill to the 
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agents of the holder either in sterling or at a rate which he is 
prepared to regard as satisfactory, and subject to payment by the 
foreign drawee of any necessary expenses. 

Forward Exchange. 
The second method is of far greater importance, and is one 

which is extending rapidly at the present time. This consists in 
the arrangement by the tra.der of a forward contract in exchange, 
wrucnconsists essentially in the application of the principle of 
.. futures" to exchange operations. By this means JJ. merchant 
who nas a. payment to make in a foreign centre at tile end of a 
specified period may settle now with his banker the rate of exchange 
for the future payment, and so may know immediately the exact 
amount he must pay, and be free~ from future concern about 
fluctuations in the rate of exchange.\ Similarly, a merchant who 
has to receive a payment in foreign money at a future date may 
arrange now with his banker the rate at which the latter will take 
over the foreign currency when it is paid. In other words, the 
merchant settles now the amount of sterling he will receive when 
the payment is made by his foreign debtor. 

For example, we will suppose that a merchant in Manchester 
has purchased 20,000 dollars' worth of cotton from a merchant in 
U.S.A., and has arranged to make the payment in New York 
three months from the da.te of the order, by which time the cotton 
will have arrived in Manchester. The Manchester merchant will 
wish to arrange the sale of the cotton before it actually arrives, and 
to do this he must quote a firm price to the buyers. As, however, 
the dollar exchange may fluctuate very considerably in three 
months, he will have some difficulty in determining how much 
sterling he must pay in three months in order to settle his debt 
of 20,000 dollars in New York. If, for example, the exchange 
when he orders the goods stands at 4·85, but by the time he is 
called upon to pay it has fallen to 4'75, it will make a difference 
of £87 in the a.mount which he will be called upon to pay. 

Naturally, this is a loss which a merchant could not generally 
stand, and accordingly he arranges with his banker on the day 
that he orders the goods to deliver 20,000 dollars to the New York 
exporter in three months' time, and the banker quotes him a rate 
on the spot for arranging the transaction. The merchant knows 
exaotly how much sterling he will be called upon to pay; his foreign 
creditor will receive 20,000 dollars in due course; and it remains 
only for the banker to cover his forward sale in one of several 
ways which are open to him. 

Forward Exchange Rates • 
..:The r~quoted by the banker for a forward deal is I!~-,_as 

a f!!le::tli~a.me as that quoted for a spot deal, but maytie ~i.a 
c1i8f01J.nJ or a.ta pr~miU1lLas compared with the spot rate. When 
the forward rate is quoted at a discount it means that a larger 
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~ount of currency can be purchased per £ than can be obtained 
by a spot purchase. Thus, on a certain date the New York spot 
rates were" Buying 4'781", " Selling 4'78!", while the forward 
rate was given as "-fir c. discount, one month". The market 
quotation for one month forward dollars would therefore be " Buy
ing 4·79h ", "Selling 4'78-&". 

Forward rates of exchange depend upon various circumstances, 
but under stable conditions mainly upon the interest rates ruling 
abro.ad, usually the higher the interest rates rnIirig abroad as com
pared with London the greater the discount on forward currency . 

. When, however; conditions are not stable or confidence has been 
shaken, the rates depend to a large extent upon the demand for, 
andsupply of, forward currency at the date of the deal, the known 
or assumed financial, commercial, and political outlook being 
taken into account. 

Covering Forward Operations. 
Although it is the banker's function to allsist trade, it is not 

part of his business to accept risks in exchange transactions, so as 
soon as he has arranged the contract for future delivery of 20,000 
dollars in New York, he covers himself by purchasing a. similar 
amount· of currency on New York to cover his commitment. 
F"6rward sales by a bank are usually covered by forward purchases 
for simila:r amounts and maturing at the same time, but this is 
not necessarily so, as the actual covering operation depends to a. 
great extent upon the size of the amount involved, and upon the 
bank's position in that particular currency and conditions gener
ally at the moment. Furthermore, long-dated currency bills, or 
undue currency coupons, may be purchased, or,. if the bank is 
short of spot currency in the co~try concerned, it may cover the 
forward sale by a purchase of telegraphic transfers or sight drafts 
on the exchange market. Forward purchases are covered in a 
similar manner, the bank's general object being to balance its 
commitments and not maintain an " open" or uncovered position 
in any currency. 

The Great War and the Exchanges. 
The late.'Yar completely demoralised the exchanges of the 

world, anafor several years violent fluctuations in rates were the 
rule rather than the exception, in distinct contrast to the limited 
movements which occurred in pre-war days. During the war 
the norma! trading relations of the world were completely upset; I 
vast quantities of munitions and essential foods were transferred 
to the belligerent nations, while e~r1;s from these countries 
~e!,e virtually at a standstill. Naturally, budgets could not be 
balanced and there was a world-wide failure of confidence. 
One sign of the economic upheaval in many countries was the 
issue of enormous quantities of inconvertible paper, a departure 
"from the principles of the gold standard, and a consequeilt"collapse 
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of the credit mechanism. Such factors naturally reduced inter-
-national. excha.nge values to a state of chaos. In almost all 
couniries; gold movements were restricted or entirely prohibited, 
the mint pars and specie points became things of the past, and, 
in the absence of the norma.l checks to exchange fluctuations and 
credit expansion, currency media. in a. number of cases became 
worthless and exchange quotations moved to fantastic levels. 

International trade was greatly hindered by the resultant 
general uncertainty, and statesmen, economists, financiers, and 

- business leaders worked unceasingly to devise schemes of rehabili
tation and to provide some stable basis for international trade. 

One result was the inauguration under government guarantee 
of "export credit" schemes, whereby traders with disorganised 
countries were enabled to protect themselves against excessive 
loss through unstable credit and currency conditions. 

It was realised also that the stabilisation of rates at some 
arbitrary point offered a most hopeful solution, for it was clearly 
imperative that if the flow of goods was to proceed, traders should 
be reasonably assured of the outcome of their transactions. 
Accordingly, when in 1924 it became clear that the wave of 
inflation was definitely checked, several countries were enabled 
with international assistance to re-establish their currencies on a 
gold basis, with the result that, whereas during the greater part 
of 1924 there were several currencies whose quotations ran into 
hundreds of thousands, very few currencies now remain which 
have not been effectively stabilised. Germany has adopted the 
reichsmark, Poland the zloty, Russia the chervonetz, Belgium the 
belga, and Austria the schilling as the new basis of their devalued 
currencies. 

The Purchasin~ Power Parity. 
The demoralisation of the foreign exchange market during 

and after the war brought home to economists the fact that the 
" Balance of Payments Theory", outlined above, did not provide 
an adequate explanation of the violent fluctuations in the pre
vailing rates of exchange. A more complete analysis is afforded 
by the J'urchaaing Power Parity Theory, which owes its develop
ment to Professor Gustav Cassel, of the University of Stockholm. 
Actually, there is nothing essentially new in the theory: it is 
really the aJ>plicatwIi--to all possible currency conditions, and 
particularly such currency conditions as arise from excessive 
lSs'.:l~of..J>aper_ money, of the- more restricted theory, based on 
the mint pars and specie points, which provided an adequate 
explanation of the course of the exchanges in more normal 
circumstances. 

The theory asser.ts .. that, at any particular time, the rate 01 
excha~{/e.betweeii.~any two_currencies is determined by their relative 
piirchasing powers in te'l'1TJ4_oLgoods and services. _ Under con
ditions of free competition, the virue-s-of"the many commodities 
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which enter into trade between any group of countries will tend 
to be the same in each of these countries, due allowance being 
made for necessary costs of transport. H the values are not 
equal, goods will tend to move from the low-priced area to the 
high-priced area, and the general tendency is towards a uniform 
world price level. Thus the value of a bushel of wheat tends to 
be the same whether it is expressed in terms of dollars, pounds, 
or francs, so that the price of wheat in these currencies at any 
particular moment should give us an approximate indication of 
the relative purchasing powers of those currencies. 

As the purchasing power of a currency is measured by the 
general level of prices, the rela.tive purchasing power of two or 
more currencies may be me-asured by a comparison of the price 
levels in the countries concerned. Hence the rate of exchange, 
which expresses the relative purchasing power of two currencies, 
will vary accordiiig to the ratio between their respective price 
levels. H at any time a rate of exchange does not express the 
true relationship between the price levels of the countries con
cerned, forces will be set in motion which will tend to effect the 
necessary adjustment. 

The theory is just as applicable to conditions before the war 
as it is to conditions existing when Europe was flooded with 
paper money. Prior to 1914, the currencies of the most important 
countries were based on gold. The purchasing power of the franc, 
mark, dollar, and pound sterling was merely the purchasing power 
of gold, and the mint par rates between the various countries 
were merely an expression for the exchange of one form of gold 
for another form of gold. The purchasing power parities then 
varied according to the gold parities, and approximated very 
closely to the mint pars of exchange. 

In consequence of the war, however, gold standards gave 
way to paper standards, I'!lict many currencies were heavily 
depreciated by persistent inflation. ~!ative purchasing powers 
y!triedaccording to the relative degrees of inflation of the various 
currencies, and, later on, were necessarily influenced by the 
deflationary processes adopted in this and other countries. H 
one country inflated its currency to such an extent that its 
internal price level was doubled (Le., the internal value of its 
currency was halved) then its currency became worth only one 
half of its original value in terms of the currency of another 
country whose price level had remained unaltered. This may 
be illustrated by considering the purchasing power of two cur
rencies in relation to gold only. In pre-war days, for example, 
£1 would purchase as much gold as 25 francs approximately, and 
the rate of exchange fluctuated narrowly in the neighbourhood 
of about £1 =25 francs. Now, suppose the gold purchasing 
power of the £ remains constant, but that paper money is issued 
in France to such an extent that 50 francs must be paid for the 
quantity of gold previously purchased for 25 francs. Clearly, 
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then, the relative gold purchasing power of these two currencies 
will be as 1 is to 50, and the rate of exchange will now be £1 
== 50 francs. Suppose again that the pound is depreciated by the 
issue of inconvertible treasury notes, and that £11, i.e., 25s., must 
now be given for the same quantity of gold as could previously 
be purchased for £1. If the position of the franc has not ~en 
changed, the relative gold purchasing powers will now be as 
11 is to 50, i.e., £1 will equal 40 francs, and this will be the 
approximate rate of exchange. 

The difficuJty about the purchasing power parity theory is 
that it dOes-not afford any exact basis of measurement. The 
,rrice levels in various countries are measured by-the method of 
mdex numbers, but these, as we have seen, are at best arbitrary 
anaunperlect. Moreover, index numbers are always based on 
internal j>rices, ~1!ereas rates of exchange are mainly influenced 
bj': _the prices of commodities which enter into international 
trade. Furthermore, many factors, such as speculation in 
c-urrencies and artificial restrictions on imports and exports, 
obscure the true position, with the r~ult that it is found in, 
practice that the quo~ed rates of exchange differ considerably 

_froIll... the purchasing power parities theoretically determined. 
For these reasons the theory is difficult to establish to every 
one's satisfaction. 

Stabilisation Problems. 
The general acceptance of the purchasing power j>arity theory 

smoothed over many of the difficulties which would otherwise 
have had to be faced in connection with the return to more 
stable conditions after the violent fluctuations of the war and 
post-war periods. In several countries, the restoration of stable 
c611.ar~ions meant the return to the gold standard of pre~war 
days, but in other cases, where such a complete return was im
possible, it involved that stabilisation of the value of the cur
rency in terms of gold, i.e., by reference to some other currency 
which was firmly established on the gold oasis. . 

Every stabilisation scheme has had to face the initial diffi
culty that e~ch currency has two values which are not' neces
siiriIy equal: its internal value, as represented by its purchasing 
power within the country in terms of goods and services, and its 
external value, as indicated by its price in the foreign exchange 
marKet. Between these two values a considerable difference 
may exist, particularly if the currency is subjeCt._to the whims 
a.rid-'fancies of the foreign exchange speculator. Jf a currency 
is given higher value in the foreign exchange market than its 
internal value in its own country, it is said to bemi.c:n'!llued, and 
the result is to give an a.rtificial stimulus to imports and to 
impose an artificial handicap on exports. On the other hand, if 
a currency is 11'!!dert.alued, as when its internal value is higher 
than its value 10 the foreign exchange market, there is a premium 

2L 
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on exports and a corresponding restrictive influence on imports. 
SucICiiridervaluation may result from speculative selling of the 
currency concerned in the exchange market, as happened for 
instance in the case of the " flight" from the franc and the mark 
in recent years, when, owing to the fear of further inflation and 
lack of confidence in the future of these currencies, they were 
wildly sold to an extent that was not fully justified by their 
internal valuation. H a currency which is internally depre
ciated is thus undervalued in the foreign exchange market, it is 
said to be specifically depreciated, and the amount of this specific 
depreciation measures the extent of the divergence of the pre
vailing exchange rate from the purchasing power parity. 

It is clear that a government which embarks on a stabilisation 
scheme must decide at the outset whether the currency shall be 
stabilised at its lower or at its higher value. In practice, this 
means that the currency may te stabilised either at the current 
rate of exchange orat an alternative rate, higher" or lower than the 
current rate. 

H the current rate of exchange is taken as the basis, the 
internal value of the currency will have to be adjusted by in
flation or deflation according to whether the currency i~ under
valued or overvalued in the foreign exchange market. H the 
currency is undervalued, its internal purchasing power must be 
forced down, i.e., internal prices must be raised by a continuance 
or resumption of inflation, until the internal and external values 
are approximately equal. While inflation is proceeding, export
ing and producing trades will be stimulated by the rising prices 
(see Chapter 24), while imports will be discouraged. At the 
same time, internal activity will be stimulated by the desire to 
acquire goods rather than to hold currency which is continually 
declining in value. When once the necessary adjustment is 
achieved, the discontinuance of the inflationary process will 
result in the checking of the temporary boom, and cause what 
has been described as a stabilisation crisis. Such has been the 
experience of several countries whose currencies have been 
reconstructed after a period of inflation, notably Germany and 
Belgium, where the stabilisation rates adopted cUd not fully 
represent the internal (or intrinsic) value of their currencies. 

H, on the other hand, the currency is overvalued by the ex
ternal exchange, the necessary adjustment can be effected only 
by raising the internal value of the currency, i.e., forcing down 
internal prices by deflationary measures. Stabilisation on these 
lines results in an adjustment crisis, ordinarily involving trade 
depression, the restriction of exports, and unemployment. 
Brit~in and France have suffered similarly in this way. In 
order to make possible our return to gold, the value of sterling 
was artificially forced up in the foreign exchange market, and 
when the parity had been reached, steps were taken to bring 
about a corresponding rise in the internal val1;le of the pound by 



THE FOREIGN EXCHANGES 531 

a careful 'regulation of credit and a reduction in the treasury 
note issue. Similar steps have been taken in France in order to 
stabilise the franc in the neighbourhood of 124, about half the 
figure it once reached. 

The alternative process, of stabilising the currency at a new 
rate of exchange amounts, in effect, to stabilising the currency 
at its internal value. If, therefore, the currency is overvalued 
the rate chosen will be lower than the existing rate of exchange, 
while if the currency is undervalued, the rate of exchange chosen 
will be higher than that actually prevailing. 

Whichever method of stabilisation is adopted a crisis of one 
kind or of the other is unavoidable so long as there is a divergence 
between the internal and external values of the currency con
cerned. Some classes in the community are bound to lose while 
others gain. On the grounds of equity there is much to be said 
for raising the value of a depreciated currency, but, in practice, 
the problem becomes one, not of ethics, but of expediency, and 
it is impossible to ensure justice for every one. The simplest 
practical solution is undoubtedly to stabilise at the rate which 
is calculated least to disturb existing conditions, and recent 
experience would seem to indicate that the adjustment crisis, 
involving internal deflation, is the more painful and prolonged 
method. In any case the ultimate effects of the stabilisation 
process necessarily depend on ~he magnitude of the divergence 
between the internal and external values of the currency, on the 
elasticity of the factors of production, on the country's economic 
organisation, and on the skill of those responsible for its monetary 
policy. 

The Cunliffe Committee on Currency and Foreign 
Exchanges, 1918. 

In 1918 the financial difficulties with which we were faced as 
a result of the war led the Treasury to appoint a committee of 
bankers and business men to consider the problems which had 
arisen in connection with the currency and the foreign exchanges, 
and to consider the powers, functions, and working of the Bank 
of England. The recommendations of the Committee have been 
subjected to much criticism, but in view of subsequent develop
ments they' have been proved to be fundamenta.lly sound. In 
brief, they were: (a) The restoration of the gold standard without 
delay, to lessen the ha.ndicap to industry and to restore the 
financial and commercial sta.tus of Britain as the business centre 
of the world. (b) The cessation of Government borrowing, so as 
to lessen the credit expansion and the issue of uncovered treasury 
notes. (c) The reduction of Government indebtedness, particu
larly of that portion Leld by the banks as Government securities 
and investments. (d) The restoration of the free market for gold, 
and of the effectiveness of the discount rate of the Bank of England 
as the recognised machinery for preventing a. drain of gold. 



532 ELEMENTS OF ECONOMICS 

(e) The fixing of the maximum fiduciary issue of treasury notes 
in one year as the legal maximum for the following year, and the 
transfer of control of the treasury note issue to the Bank of 
England. (See the Return, page 474 ante.) (j) The payment of 
currency notes in gold on demand in London only, and the Bank 
to be given cognisance of all exports of gold, to establish a. 
central reserve of £150 millions of gold, and to have the issue 
of currency notes eventually transferred to its management. 
Finally, the Committee was unanimous in its opinion that the pro
visions of the Bank Charter Act, 1844, provided us with a. system 
of note issue best suited to the needs of the country, and con
sequently recommended the control of the treasury note issue 
on similar lines. • 

The Gold Standard Controversy. 
The conclusions reached by the Cunliffe Committee were 

generally accepted as providing a sound basis for our monetary 
policy, and succeeding Governments endeavoured to give effect 
to its recommendations with the ultimate object of re-establishing 
the full gold standard. Nevertheless, a considerable body of 
expert opinion expressed itself in strong opposition both to the 
findings of the Committee and to the measures adopted by the 
Government to give those findings practical effect. As a result, 
monetary opinion in this country has sharply divided into two 
opposing schools of thought, the Sound Ourrency School and the 
Managed Ourrency School. 

THE SOUND CURRENCY or LONDON ScnooL.-On the one side 
were those who unhesitatingly affirmed the recommendations of 
the Cunliffe Committee of 1918; they maintained that Britain 
should make every possible effort to return to t.he complete gold 
standard and to that end should restore her rate of exchange 
with New York to parity as soon as possible. Most of our great 
bankers took this view, and the weight of City opinion was 
sufficient to induce the Government to persist in its policy of 
active deflation and ultimately to bring sterling baCk to gold. 

Among the many convincing arguments of the Sound Currency 
School, possibly the most important is the contention that the 
gold standard has been proved by long years of experience to be 
the only certain and automatic regulator of fluctuations in prices 
and in the foreign exchanges, and that such a dependable exchange 
medium, particularly for external purposes, is of vital importance 
in the case of a country such as Great Britain, whose very exist
ence depends on large purchases of food and materials abroad and 
on the sale to other nations of manufactured products. In such 
circumstances stability of the foreign exchanges is essential, other
wise foreign trade partakes largely of the nature of a gamble. 

In addition to this a number of other strong arguments were 
advanced. Thus it was contended that London's international 
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position is bound up with the gold standard, and that her prestige 
demanded its restoration at the earliest possible moment; for 
the use of the sterling bill as an international exchange medium 
depends essentially on its convertibility into gold, and it could not 
remain acceptable by the .people of other countries if it were 
reduced to representing 110 paper currency only. At the same time, 
it was emphasised that the currency conditions and the" price 
level which had prevailed since the Great War were abnormal, 
and that a return to pre-war conditions was both necessary and 
desirable. particularly as there has always existed in this country 
a. strong feeling against the continuance of the depreciation of 
our currency, so long renowned for its soundness and stability, 
while it could be regarded only as a breach of faith for the Govern
ment or the Bank to redeem its notes in a lower standard than 
the one to which it was tacitly pledged. Again, in response to 
the objection that stabilisation could not be attained in the face 
of the persistent deflation of prices in other countries, it was argued 
that the best method of neutralising deflation abroad was to 
stabilise rates by 110 corresponding deflation at home. 

In reply to the arguments used by the advocates of the 
.. managed currency" (which has been suggested as an alterna
tive-see below) it .was pointed out that "in a country like 
England, so subject to foreign influences on her trade outlook, 
depression might easily arise tha.t could not be cured by domestic 
monet~ devices," and also that 110 currency subject to State 
control 'opens a door to interference by the House of Commons 
in a sphere in which its activities are far from desirable. The 
gold standard frees us from muddling with our money by poli
ticians, has worked right well in the past, and may do so again, 
whenever the politicians succeed in giving us peace and security 
and confidence and good will ".1 

Fina.lly, apart from the great moral and rpsychological 
advantages of restoring the gold basis of our currency, it was 
pointed out that the abandonment of the gold standard would 
have dealt a severe blow at South Africa, Australia, and Ca.na.da., 
which together produce practica.lly the whole of the world's gold 
supply, while the return to gold, involving the attainment by 
sterling of parity with the dollar, would materia.lly reduce the 
burden of our external debt. 

THE MANA.GED CuRRENCY or CAMBRIDGE SCHOOL.-Issue was 
joined with the advocates of an immediate return to gold by the 
Managed Currency School, the acknowledged leader of whom, 
Mr J. M. Keynes, has gone so far as to describe the gold standard 
as a .. barbarous relic" I and has expressed strong opinions 
concerning the wisdom of our taking active steps to bring sterling 
to parity with the dollar. According to this group of economists 
and prominent industriaJists, the stability of internal pNce8 is of 
greater importance than the stability of our exchange rates with 

1 Ranlet'. and Cretli" by Hutley Withers. • A Trad 011 Alcntd4ry Re/arm. 
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other nations, for our main object should be to remedy those 
fluctuations in prices which cause such hardship as between debtor 
and creditor and as between one class in the community and 
another. The gold standard, they maintain, has signally failcd 
to ensure such stability, and its adoption throughout the world 
is undoubtedly one reason for the cyclical depressions which ha.ve 
characterised modern civilisation. . 

Accordingly, they suggest that in place of our ha.ving one 
commodity-gold-as the measure of va.lue and standard of 
deferred payments, we should substitute instead a tabular standard 
0/ value, consisting of a group of representative commodities the 
total value of which would be less likely to fluctuate over a period 
than that of a single commodity such as gold. Before the war 
such a system, sometimes described as an isometric standard, had 
been advocated by the American economist, Professor Irving 
Fisher, and it undoubtedly has many theoretical attractions. 
Thus it is contended that internal price steadiness could be 
achieved by the issue of an inconvertible currency, the value 
of which is stabilised in terms of a group of selected commodities, 
and the circulation of which is expanded or contracted by a care
ful regulation of credit according to the needs of trade. Hence, 
if such a system existed and the level of prices tended to rise, the 
Bank rate would be raised, loans would be called in and deposits 
attracted to the banks, thus causing surplus notes to return for 
cancellation. On the other hand, if prices fell, the Bank rate 
would be lowered, and the note-issue and credit would expa.nd 
until prices rose again. Within narrow limits, therefore, the 
paper pound would always purchase the same quantity of goods 
internally; manufacturing costs and selling prices would be 
accurately determinable, and wage disputes would be reduced to 
a minimum. In this connection Mr Keynes has stated that the 
most important argument in favour of such a currency is" that 
fluctuations of trade and employment are at the same time the 
greatest and most remediable of the economic diseases of modern 
society, that they are mainly diseases of our credit and banking 
system, and that it will be easier to apply the remedics if we 
retain the control in our own hands". By so doing we should 
obviate the serious disturbance of industry and trade which must 
result from a persistent policy of deflation with its consequent 
uncertainty as to the future course of commodity prices. Further
more, it is contended by the supporters of these proposals that 
since our departure from the gold standard we had in fact 
tacitly assumed a managed currency, and that our complete sever
ance from our old allegiance would be attended by the benefits 
of a scientifically regulated currency and of stabilisation. Our 
main object should be to keep sterling prices steady, and if this 
was achieved our gold reserves could be utilised, not to maintain 
convertibility, but to regulate our gold exchanges with the U.S.A., 
and other countries, when they are affected by temporary or 
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occasional causes. Finally, it was urged that the return to gold 
would mean the dependence of our price-level on the American 
price-level, and consequently that any change in American 
monetary policy might cause great hardship to this country. 

From a purely scientific standpoint, the proposals for a 
managed currency are undoubtedly attractive, but a number of 
objections would need to be met before such a scheme could be 
put into practice, particularly in such a country as our· own. 
In the first place, the maintenance of internal price steadiness 
does not guarantee freedom from exchange fluctuations, and the 
achievement of any degree of exchange stability would appear to 
necessitate international agreement on monetary policy, a difficult 
matter at the best of times. Again, the compilation of index 
numbers is still an art rather than a science, and it does not seem 
that sufficient advance has yet been made in this direction to 
justify the management of our currency on a basis or bases known 
to be arbitrary and inexact. In any case, it appears inevitable 
that any monetary policy adopted would be subject to violent 
criticism, in view of the different interests which are necessarily 
affected by changes in the value of the currency. Another very 
pertinent objection is that it would be difficult, if not impossible, 
to ensure that a managed currency should be free from political 
interference, especially when the fortunes of the Government are, 
as at present, so intimately bound up with the success of its 
fin~ncial policy. The final objection is specially relevant in the 
case of a country, such as our own, with a large export trade-
that external price stability is more important than internal 
price stability. As Britain lives by buying and selling in foreign 
markets, it is imperative that her medium of exchange should 
be as stable as possible. 

Britain's Return to Gold. 
In spite of the theoretical attractions of a. managed currency 

however, and in spite of the anticipated danger of o1?X being 
bound to the United States by cha.ins of gold, the Government 
was induced by the weight of financial opinion in this country to 
persist in its declared policy of restoring sterling to parity with 
the dollar and of effecting a. speedy return to the essentials of 
the pre-war currency system. 

Towards the end of 1924 it became clear that the long-sought
for goal was at last in sight. The reduction in our State expendi
ture and National Debt, the balancing of our budget, the steady 
reduction in the maximum fiduciary issue of treasury notes, and 
the establishment of a strong Conservative administration had con
siderably increased world confidence in British finances, while a.t 
the same time confidence in Europe was revived by the serious 
efforts made by Continental countries to stabilise their exchanges 
and to re-esta.blish their economic structure. Gradua.lly but 
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persistently the sterling-dollar rate reflected such influences in 
its slow and sure march towards parity, the movement being 
accentuated by the policy of the Bank of England (working in 
conjunction with the other banks) of maintaining high rates of 
interest on the London market in order to attract foreign and 
particularly American liquid balances for investment. Within a 
remarkably short period the raising of the rate of interest had 
the desired effect of attracting considerable balances from New 
York to London, and in his Budget speech of April 1925, Mr 
Churchill was able to announce that final steps had been takcn 
to restore the free market for gold in London. 

As has already been stated, the action of the Government was 
subject to considerable criticism, and fears were expressed that 
effluxes of gold would involve high bank rates and that an ultimate 
influx of gold might lead to high prices. The general economic 
opinion is, however, that the Government's decision was justified 
by circumstances, and subsequent events-particularly the great 
additions to the Bank's gold reserve-would appear to endorse 
the opinion that our return to gold was exceedingly well planned. 

In any case, there is little doubt that the event was of para
mount importance, marking the end of a. period of financial 
upheaval unparalleled in our history. As Mr MoKenna. has 
stated, the psychological and moral aspects of the matter are 
of almost greater significance than the purely economic and 
financial considerations. The gold standard implies an inter
national measure of value, ensuring an automatic adjustment of 
prices and of the exchanges, while it inspires that confidence in 
the future which is·so vital to a return to more normal and more 
stable business conditions. So far as our own country is con
cerned, her prosperity and greatness are undoubtedly linked with 
the gold basis of exchange, internal and external, and, as has 
already been shown, London's prestige as an international centre 
is built on her world-wide reputation for immediate payment 
in gold upon demand. The resumption of the gold standard 
betokened the return to that parity between sterling and gold 
which existed for over one hundred years prior to the war. It 
meant the re-establishment of the fact that the purchasing power 
of sterling and the purchasing power of gold are synonymous-a 
fact which has endowed the British monetary unit and British 
instruments of credit with a world-wide prestige. 

The Present Organisation of the London Exchange Market. 

. In view of the complete demoralisation of international 
exchanges by the 'World 'War, it is not unnatural that consider
able alteration should have been made in the mechanism of the 
foreign exchange markets in London and in other centres. In 
some respects the changes are such as would in due course have 
been effected to meet modern requirements, but there is no doubt 
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that the chaotic 'conditions of recent years have considerably 
accelerated the movements which were foreshadowed even in 
pre-war days. 

As has been indicated, the remarkable mechanism of the 
foreign exchanges is founded upon the bill of exchange, and for 
many years prior to the Great War the great bulk of international 
settlement was effected by the use of this instrument, which, by 
reason of its universal acceptability and the fact that it enables 
payment to be deferred, has long been held in high esteem by 
the traders of the world. FurtLermore, the pre-eminence of 
sterling among national currencies had resulted in the establish
ment of London bills as a kind of international currency, in 
pre-war days as much as one-half of the world's trade and fully 
nine-tenths of British trade being financed by this medium. 

The business of foreign exchange thus consisted chiefly in 
the p~chase and sale of bills, and, as in the case of our own 
country so large a proportion of foreign settlements was made 
in sterling, our traders were able to leave to foreign merchants 
most of the trouble connected with the exchange of one currency 
for another. A further consequence was that the exchange market 
in London was a comparatively unobtrusive affair, consisting 
in an informal bi-weekly meeting at the Royal Exchange of a 
few bill brokers with the representatives of the old-established 
exchange bankers and of the foreign and colonial banks having 
offices in London, through whOse hands most foreign exchange 
transactions of those. days were passed. 

So far as the large joint-stock banks were concerned, their 
energies were directed to the expansion of their business at home 
rather than to the extension of their operations abroad, and such 
exchange business as they conducted consisted chiefly in the 
issue of drafts on foreign centres to meet the requirements of 
their customers, the foreign balances necessary to meet such 
drawings being replenished when required by the purchase and 
remittance for collection of such commercial bills on the foreign 
centres as were offering. 

It follows, therefore, that in pre-war days the great bulk of 
exchange settlement was conducted through the medium of the 
post, and, as the rates were comparatively stable, the necessity 
for an organised market in forward currencies had not yet made 
itself apparent, while arbitrage operations between the various 
financial centres were necessarily on a comparatively limited scale. 

The Effects of the War on the Market Mechanism. 
The economio upheaval of the Great War had two outstanding 

effects upon the foreign exchange market. In the first place, 
the widespread depreciation of currencies by persistent inflation 
ca.used an altogether unprecedented instability of rates, while 
a number of national currencies became the playthings of inter-
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natiOI;1al speculation upon an unheard-of scale. Secondly, the 
general collapse of commercial credit resulted in the bulk of 
exchange transactions being conducted on a cash basis. Little 
credit was given or demanded, the frequent fluctuations made 
time settlements by long bills all but impossible, and the exchange 
mechanism had to be adapted to settle not merely the balance of 
transactions as in former times, but the actual turnover of opera
tions between the traders of the world. 

In consequence of these conditions, the volume of foreign 
exchange operations increased to an extent which can only be 
described as colossal, while the demand for immediate settlement 
in order to minimise risk from fluctuations led to the transaction 
of the great bulk of foreign exchange business by telephone, cable, 
and telegraph, with the corresponding supersession of the long 
bill as the chief medium of settlement. So far as our own cOWltry 
was concerned, this development was accelerated because the 
long depreciation of sterling in terms of gold diminished its 
prestige as an international currency, and led foreigners to 
demand settlement in terms of their own monetary units. First
class modern facilities for the transaction of foreign exchange 
business thus became 'essential in London, and the great banks 
were compelled to meet this demand by establishing highly 
efficient foreign exchange departments in direct telephonic and 
telegraphic communication, not only with the London foreign 
exchange market and their own branches, but also with agents 
in all the important financial centres of the world. Nowadays 
operations between London and other centres can be conducted 
with almost incredible rapidity, and so close is the communica
tion· between the various markets that rates of exchange tend 
to be immediately equaikd. 

A further important development made possible by the 
modern exchange organisation was the establishment of the 
market in forward currencies, which, as already explained, has 
done much to minimise the extraordinary risks imposed by the 
recent cataclysm upon the trading community. 

Dealers and nrokers. 
At the present time the bulk of foreign exchange business in 

London is transacted by operators who belong to one of two 
classes-they are either dealers or brokers. The former are the 
expert operators in the foreign exchange departments of the 
banks and financial houses, who buy and sell currencies to meet 
the requirements of their customers throughout the cOWltry 
and their agents overseas, and also (in the case of arbitrage 
operations and market deals) for the purpose of making profits 
out of differences in the prevailing rates of exchange. Each 
operator aims at providing his bank with such currency as it 
requires in each foreign. centre for its manifold operations, 



THE FOREIGN EXCHANGES 539 

while he endea.vours at the sa.me time to employ the currency 
balances maintained.abroad to the most profitable advantage. 

Actual bargains in foreign currencies on the London market are 
not made directly between the dealers, but are a.ll passed through 
the hands of the brokers, of whom a. number are in direct com
munication with each dealer. The brokers work on a. commission 
b~sis and do not buy or sell . on their own account, but. they 
perform an economic function of first importance in linking up 
supply and demand and in acting as arbiters of the rates at which 
transactiC!ns between the dealers are effected. The dealers rely 
upon the brokers for immediate quota.tions for currency, and 
the latter aim at supplying their clients without hesitation with 
firm rates for the purchase and sale of currency up to any reason
able amount. The entire transactions are effected by telephone, 
although subsequently confirmed in writing between buyer and 
seller. 

The Future of the For.eign Exchange Market. 
It is clear from the foregoing explanation that the present 

structure of the foreign exchange market has been designed to 
meet the abnormal circumstances resulting from the war, a.nd 
it is therefore not unlikely that further changes will be necessary 
with the return of more stable conditions, when fluctuations are 
minimised and the specie points are once more operative, and 
when the pound sterling reverts again to its eminence as the 
world's medium of settlement. One thing is certain,-the 
volume of transactions is bound to decrease as credit revives, 
and as the opportunity for speculation is restricted by the relative 
stability of rates. Furthermore, the rapidity of settlement of 
exchange transactions by telephone, cable, and telegraph is so 
much in accord with modem business conditions, that there is 
little doubt that these methods will continue to be used for a 
large proportion of the operations, and especially for those 
between the great banking institutions of the world. On the 
other hand, the bill of exchange, by reason of its adaptability for 
the transfer of credit and the raising of capital, must always 
retain a position of first importance as an instrument for trade 
settlements, and the exchange operator, in the future, as hitherto, 
will rely for a considerable part of his foreign balances upon the 
proceeds of trade bills sent abroad for collection and negotia.tion. 
And with the return of the trade bill to favour as an exchange 
instrument we may anticipate a revival of the world demand 
for bills on London as the chief of such media for international 
Bettlement. 



CHAPTER 30 

CREDIT CYCLES AND FINANCIAL CRISES 

IT is not to be expected that the remarka.bly delicate and 
wonderfully complex economic mechanism, outlined in the fore
going pages, could function permanently without any semblance of 
disorder or breakdown. When an infinite variety of commodities 
~r()<iuced in anticipationol aemand from so many sources and 
from consumers of every type; when fashion and style change with 
every caprice of which man is capable; and when the division of 
lll-bour and the localisation of industry are developed to such a. 
high degree that an array of producers throughout the world may 
co-operate in the supply of one single commodity, then may 
weakness in one link of the chain profoundly influence the efficiency 
of the whole. In a modern community the failure of one large 
organisation may involve many people in loss and hardship, and 
difficulty in one trade may make its evil effect felt in a great 
number of directions, so dependent is one group of producers on 
other groups, and one community on another community for 
the supply of essential raw material and semi-manufactured 
goods. 

The li~1Lility to disorganisation is attributable to two chief 
dangers inherent in highly specialised productive communities: 
(a) The imperfect anticipation of demand; and (b) The imperfect 
co-operation between various producer8. 

Imperfect Anticipation of Demand. 
As we have seen, many industrial processes have to be initiated 

months, and sometimes years, before the commodity can be 
marketed. The gap between original producer and ultimate 
consumer tends ever to widen, and with each additional stage 
does the liabi,lity to error become more pronounced. In spite 
of the wealth of technical and general information at the disposal 
"Of the entrepreneur; in spite of the great resources at his 
command, and in spite of the great variety of products which 
he may turn out, his difficulties under modern conditions are 
immeasurable. A sudden change in fashion may upset the most 
carefully laid plans; a legal enactment may sweep away every 
hope of anticipated profit; a new invention or the sudden 
appearance of an improved article or efficient substitute may 
entirely supersede a commodity which, after years of labour, is 
just about to be marketed.· In these and in many other ways are 

540 
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the anticipations of the producer likely to be totally disappointed, 
or at best his profit is likely to be far below his estimate. 

Imperfect Co-operation between Producers. 
Similar effects may result from imperfect or incomplete co

operation between producers. In the factory each successive 
process in the production of an article depends on the prompt 
and efficient completion of the previous process; the assembler of 
a bicycle wheel cannot proceed with his contribution to the final 
product unless he is supplied, constantly and sufficiently, with the 
various parts of that common but wonderful mechanism. In the 
factory subject to a centralised control, it is not difficult to ensure 
co-operation, and to provide for the smooth working of each 
department. But when the work of a number of independent 
producers may be necessary to provide a given article, when 
several distinct and specialised industries, separated perhaps by 
half the circumference of the earth, have to co-operate to produce 
a single commodity, then does the risk of failure at some point 
become of vital importance; then maya breakdown at ·one 
stage result in widespread disorganisation: the failure of the 
United States cotton crop may cause enormous losses and the 
greatest hardship throughout the whole of Lancashire, while its 
effects will be felt in a still wider sphere. 

Imperfect co-operation may be due to a great number of 
factors: to unfavourable climatic conditions, to floods or earth
quakes, to the depredation caused by an insect (such as the 
boll-weevil cotton pest of the United States) or to the countless 
imperfections which may be Eummed up as the failure of the 
human element. Not only may this imperfection lead to a 
shortage of material: it results also in inadequate supplies of 
labour or of fixed capital at some stage or in too great an accumula
tion of these factors at some point in relation to their proportionate 
contribution to the whole process. For example, in the cotton 
industry, a period of good trade and of bountiful crops may 
determine spinners and weavers to extend their operations, and 
to increase their labour and their fixed capital. All goes well 
until supplies of raw material fall off, or the demand for cotton 
goods decreases, when the capacity to produce on the one hand 
or the output on the other may be in excess ~f requirements. 
Possibly such supplies may fall or demand may decrease before 
the raw plant is actually in working order-the building and 
equipping of a mill take many months-so that their anticipated 
utility is destroyed even before they are available to proceed. It 
takes time to prepare an industry to meet increased demand, and 
to attract to that industry the capital and labour necessary 
for expansion. The disadvantages are emphasised because once 
capital and labour have been so specialised it is difficult to convert 
them to other uses, and consequently the depression tends to 
remain for a considerable period. 
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The Synchronism of Trade Fluctuations. 
So intimately related are the many units in the productive 

machinery that depression in one tends always to produce 
depression in others. Apart altogether from the fact that the 
failure of one industry contributing to a process necessarily 
involves other. industries in that process, is the fact that the 
workers in one large department of industry are consumers of the 
products of their fellow-workers engaged in other branches. 
Consequently a period of distress in one section of a community 
tends to spread, and eventually to embrace the greater part of the 
productive machine. Employers in one trade are made appre
hensive by the non-success of employers in another, and in order 
to safeguard themselves they may restrict their operations, thus 
similarly affecting other producers with whom they may be 
associated in business. 

But just as depression in one industry may tend to spread to 
others, so also does the prosperity of some producers spur others 
to greater efforts. A greater demand for a product at one stage 
necesS'arily means an increased demand in the contributory pro
cesses: if there is a greater demand for woven cloth, then must 
there also be a greater output of spun wool; the prosperity of the 
weaving industry induces prosperity among spinners, and, farther 
back still, among all those who make possible the work of 
the spinners-producers of the raw material" dealers, transport 
workers, and machine makers. Thus, if after a period of depressed 
trade, confidence is revived in one branch of industry, that 
confidence tends to spread and industry as a whole may experi
ence a growing prosperity, culminating possibly in a period of 
very active trade conditions. 

. This tendency of trade and industry as a whole to be subject 
; to general conditions of depression or of prosperity is sometimes 

described as synchronism, because the bad times and good times 
in various industries tend to synchronise or occur at approxi
mately the same periods. The tendency applies not only to 
the industries within one community but also to those throughout 
the industrial and commercial world: so interdependent are the 
various nations that depressed conditions in one tend to bring 
depressed conditions in others, and good times in one country 
tend to influence business conditions in other countries in the 
direction of prosperity. 

The Periodicity of Trade Fluctuations. 
But the history of trade during the last century and a half 

reveals a still more remarkable peculiarity. That is, the tend
ency of good times and bad times to alternate "ith a certain 
regularity. Starting from depressed conditions, when industry is 
stagnant and unemployment is rife, confidence gradually revives 
and a period of growing prosperity follows. Prices rise, profit-
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margins are widened, and production is stimulated. Raw 
materials and basic commodities like coal and iron are sensitive, 
their prices moving with, or even in anticipation of, prices in 
general; but wages, interest, and credit charges lag behind. 
Expanding markets and increased demand cause entrepreneurs 
to institute production on an extended scale; many enterprises 
are developed and conducted on borrowed capital; speculation 
tends to spread to all classes of the community; credit is expanded 
to meet the growing demand for trade requirements, and every
where producers and workers are anxious to make the best of a 
good period and to reap as high a reward as possible for their 
effort. 

Presently, however, prosperity begins to generate its own 
checks. Labour costs are increased with the forcing up of wages, 
the payment of overtime rates, and the absorption of less efficient 
workers; production costs rise as old equipment is strained, 
while competition for new equipment and raw materials sends up 
their frices disproportionately; finally, charges for credit and 
capita are raised. eA point is reached when it becomes evident 
th?,t costs are going ~atc~_y.p receipts, and when this is --p~r
celved th!U>oom 1s::.'over. 
'-aBo. rule the breaking-point is reached when some event 

occurs which shakes confidence in one branch of industry or in 
the community as a whole or even in the world at large. It may 
be an earthquake, a violent tempest, a great flood, the failure 
of an important crop or of a large financial house, the outbreak 
of war, or any other event which threatens one or more large 
producers with a loss of anticipated profits. In any case there 
is usually a crisis marked by a sudden curtailment of credit. On 
the downward slope the order of events is reversed. Selling 
prices fall more rapidly than costs can be reduced; wages can 
be forced down only with difficulty, and labour bears its share 
of the prevailing depression mainly in unemployment. 

But the depression, like the boom, produces its own correctives. 
Labour, credit, and capital charges are gradually forced down; 
production costs are reduced by the elimination of the less efficient 
firms and workers, and the commitments of the boom period 
are gradually liquidated. Thus, the time arrives when costs 
again fall .below selling prices, and the ,conditions of profitable 
enterprise are restored. .. First we find a state of quiescence-
next, improvement - growing confidence - prosperity - excite
ment-overtrading-convulsion - pressure-stagnation-distress 
--ending again in quiescence ".1 

This alternation of good and bad trade has occurred in recent 
years with such regularity that a trade or credit cycle is now 
recognised, extending over a period of from seven to ten years. 

I Lord Overstone, quoted by Marshall, MOMY. Credit and Commerce. p. 246. 
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Deductions from the History of Trade Cycles. 
A careful study of the history of the trade cycle reveals a 

number of very important facts. In the first place, the cyclical 
fluctuation of trade is not confined to any single country-it is 
a world phenomenon. Prior to the war, when most countries 
were on a gold standard, there was a remarkable parallelism in 
the movements of trade in different countries. In the decade 
following 1914, when gold standards gave way to paper standards, 
the parallelism has not been so marked. This suggests the 
monetary influence on trade. Secondly, periods of trade activity 
have been periods of capital development, Britain, in particular, 
during such periods, having increased her investment of capital, 
both at home and abroad. In this matter public authorities 
usually 'follow private enterprise; hence the argument that if the 
ups and downs of trade are to be diminished, public authoritics, 
which can afford to take a long view, should undertake schemes of 
capital development during periods of depression. Thirdly, the 
extent of the boom and depression seems to have some connection 
with long-period changes in the general level of prices. During 
periods of falling prices (e.g., 1873-1896) booms were less markcd, 
and depressions more intense and prolonged. During periods of 
rising prices (e.g., 1897-1914), booms were more marked, and 
depressions less intense and less prolonged. 

The fourth fact of importance is that the fluctuations in prices 
are more pronounced and occur earlier in some industries than 
in others. Fluctuations in prices are more pronounced in the case 
of raw materials than finished products; in the wholesale market 
than in the retail market; in commodities than in services. In 
this respect trade has been likened to a tree swaying in the wind. 
The trunk represents that group of economic activities (such 
as education, internal transport, retail trade in necessaries) which 
is relatively firm and unbending. The branches represent that 
group (including the constructional trades and raw materials) 
which is subject to extreme fluctuations in supply and demand, 
and which may therefore be called the "speculative" group. 
During a period of expansion big profits, and during a period of 
depression big losses; are made by this group; the returns to 
the other group are more stable throughout. 

Another fact which emerges is that the cycle docs not repeat 
itself in every detail. As we have seen, the length and severity 
of the depression and the intensity of the boom are influenced 
by long-period changes in prices. Successive trade cycles are 
also differently affected by such haphazard factors as failures of 
harvests, outbreaks of war, the growth of trusts, and the develop
ment of banking. Such factors necessarily cause considerable 
variation in the development and course of the trade cycle, but, 
in spite of this, the similarity between the successive" waves" 
is greater and more striking than the differences. 
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The final point is that behind the cyclical movement of trade 
there is a steady growth in the volume of production and in popu
lation, the increase in production during periods of trade activity 
being greater than the falling 011 during periods of depression. 

Commercial Crises. 
The periods of trade cycles are marked 011 from one another 

by certain convulsions of commerce and finance known as 
commercial or financial criBe8. As we have indicated, the critical 
phase of the cycle is a.. wide expansion of credit and an orgy of 
speculation on borrowed capital, and the immediate e1lect of the 
disturbing fac~or referred to is a sudden contraction of credit 
due to the apprehensions of bankers and of merchants, who 
endeavour to consolidate their position against the future by 
demanding payment of their loans and debts. Thus trade is 
deprived at one blow of the mechanism which drives its wheels; 
some firms experience, difficulty in meeting their commitments 
and their failure involves many others in loss. 

The collapse.of credit makes itself felt in another way: less 
faith is placed in all forms of credit documents, so that fewer 
are issued and those outstanding are pressed for sale or con
version into specie. Thus, on the one hand, the media. of 
exchange shrink in number and amount, while, on the other hand, 
there is an increasing demand for legal tender currency, which 
is rarely forthcoming in the quantity desired. A feature of such 
crises is therefore an insufficiency of money, which has almost 
invariably resulted in a run. upon the banks, a rush to realise 
securities, and a general financial panic. 

U Crises imply the overwhelming and simultaneous occurrences 
of inability on the part of independent entrepreneurs to pa.y 
their debts" (Adolph Wagner). U There is said to be a 
commercial crisis when a great number of merchants have or 
apprehend that they have a difficulty in meeting their engage
ments" (J. S. Mill). 

In times past these conditions have been accentuated. by the 
inability of banking institutions to stand the sudden strain on 
their resources by the demand for cash, the failures among their 
customers, and the difficulty under generally unfavourable 
conditions of converting securities into money or of obtaining 
inoreased supplies from other sources. In this w~y the banking 
systems of various countries have been shaken to their founda
tions; not infrequently many banks have themselves failed 
and have thus accentuated the difficulties of the community 
as a whole. 

Crises of this type occurred in 1763, 1773, 1783, 1793, 1810, 
1816, 1825, 1837, 1847, 1857, 1866, 1878, 1890, 1900, 1907 and 
in 1914. The remarkable periodicity of occurrence will be noted, 
although it should be added that all the crises were not equally 

2)1 
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severe; in some cases the years given were characterised rather 
by monetary stringency than by an actual crisis. The character
istics of the most important, in reference particularly to Britain, 
are considered below. 

How Crises may be Counteracted. 
We have seen that the principal feature of a panic is a. con

traction of credit and an ipsufficiency of currency. Consequently 
experience has shown that, although trade as a whole takes a. 
long time to resume its normal trend and the industrial machine 
to function smoothly once again, yet the violence of the im
mediate blow may be considerably lessened by a courageous 
policy on the part of the banks as a whole or of the central bank 
in particular, by lending freely on satisfactory guarantees to 
legitimate traders who are involved in temporary difficulties. 
This permits such merchants to tide over the period of disaster 
and gives them time to reorganise their arrangements to 
meet the. altered circumstances. The beneficial effects of this 
procedure are assisted if the State or the central bank can 
intervene to provide acceptable currency in sufficient quantity to 
meet trade requirements. Thus the crisis may be prevented 
from uridue extension and intensity by the provision of adequate 
credit facilities and of such supplies of money as are necessary. 

Obviously credit facilities must be afforded under such cir
cumstances only at a high rate: otherwise demand may be 
unduly extended and speculative activity encouraged. These 
measures have been adopted in Britain especially during the 
various crises which have occurred during the last century (see 
below), and have always been attended with considerable success. 

It remains to be added that under modem conditions the 
tendency is for such crises to be less frequent and less disastrous. 
Although on the one hand the productive organisation tends 
always to become more complex and delicate, on the other hand 
banking systems and technical knowledge tend ever to greater 
efficiency. Consequently it is easier under modem conditions 
to anticipate and provide for the climax; and thus mitigate its 
severity. 

Crises in Great Britain. 
The history of crises in Britain has been intimately related 

to the development in the organisation of her banking and 
credit systems. While the acute stage of each paroxysm has 
been usually marked by the failure of one or more units in the 
banking structure, so also has it generally been followed by 
some distinct improvement in the organisation based on the 
knowledge and experience gained as a rcsult of the crisis. A con
sideration of the events of the various crises which have occurred 
in this country is therefore not only instructive in giving us an 
insight into the exacting experiences the fruits of which have 
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enabled British banking to establish an international reputation 
for soundness and integrity, but are also informative in relation 
to the causes of trade cycles and of crises in general. 

The crises of the eighteenth century were all due to the 
unsatisfactory position ot the currency and to the absence of 
State control over the activities of the private bankers. We 
need not, however, consider these in detail, as conditions were 
by no means comparable to those of the modem industrial 
period ushered in at the beginning of the last century. Con
sequently, we may direct our attention to the crises which have 
occurred in this country since the close of the Napoleonic wars. 

1814.-Violent speculation followed the declaration of 
peace with France after the downfall of Napoleon, ending 
eventually in industrial disaster and the failure of a great 
number of note-issuing banks. The consequent contraction 
of the currency caused widespread inconvenience, which 
was, however, not without its compensations, as the resulting 
deflation permitted the Bank of England to resume payments 
in specie (see Chapter 26). 

1825.-The resumption of cash payments by the Bank 
was accompanied in 1816 by England's definite adoption of 
the gold standard. This and the period of peace after pro
longed war led to an increase in public confidence and an 
expansion of trade. Speculation ensued, particularly in 
foreign mining companies and in South American enterprises, 
resulting in an inflation of prices. The year 1825 was marked 
by a violent panic, durin~ which the Bank of England was 
forced to issue £1 notes in an endeavour to remedy the 
deficiency in the currency. 

1836-7.-After the usual period of prosperity, over
speculation in new mining and railway companies following 
the exploitation of our mineral deposits and the application 
of steam to railway haulage, resulted in a. crisis and wide
spread failures of private note-issuing banks. This crisis 
was the immediate cause of the Bank Charter Act of 1844, 
which sought to provide a. remedy for the condition of the 
currency and for the evils of the uncontrolled note issues. 

1847.-At this period Britain's industrial development 
was proceeding apace, and railways were being built in iill 
parts of the country. The great increase in the wealth of 
the nation and the prevailing low rate of interest led to rash 
speculation in railway and similar enterprises yielding a slow 
return, and there was consequently a. scarcity of funds on 
the money market. Credit was contracted, prices fell, and a. 
crisis was precipitated by the failure of the potato crop in 
Ireland and of the cotton crop in the United States, and by 
the prevalence of bad harvests in Europe. The immediate 
causes were a. demand for money for foreign payments and 
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for calls on railway shares. The Bank of England was com
.pelled to raise its rate from 3 per cent. to 8 per cent.; it 
refused to lend on Public Securities, and was finally obliged 
to obtain government sanction for the suspension of the Bank 
Charter Act, 1844, in order to increase its fiduciary issue. 
Public confidence was, however, at once restored by the 
knowledge that this step would permit of an adequate supply 
of notes, and the Bank was not actually forced to take 
advantage of the powers granted. 

1857.-At this period the gold discoveries in California. 
and Australia stimulated enterprise of all kinds; a great 
extension of railways took place, followed by over-trading 
and speculation in mining, railway, and shipping companies. 
Gold replaced the silver currency in France and U.S.A., but 
banks in the latter country could not keep pace with the 
demand for loanable capital. In August 1857, a panic 
occurred on the New York exchange, and many banks and 
railway companies failed. The effect was felt in Britain, 
and particularly in Liverpool and Glasgow. This resulted 
in a drain on the Bank of England for gold for transmission 
to America, Scotland, and Ireland. Several English and 
Scotch banks stopped payment, the Bank of England dis
count rate rose to 10 per cent., and its Reserve fell below 
half a million. Accordingly the Bank Act was again sus
pended, and £2,000,000 excess fiduciary notes were issued 
but were not all used, for public confidence was restored as 
soon as the Bank was freed from restriction. 

1866.-When confidence had been restored after the 1857 
crisis trade revived. The American Civil War led to issues of 
inconvertible paper in the U.S.A. in 1861, and in consequence 
of the operation of Gresham's Law gold was driven to 
Europe, while the reduction of the cotton supply caused 
purchases at high prices to be made in India, China, and 
Egypt, which were paid for in silver. Many new companies 
were formed under the Companies Acts of 1858-62, and 
much speculation took place, particularly on the part of 
finance companies, one of which, Overend, Gurney & Co., 
lent money for enterprises all over the world. Deficient 
crops, adverse exchanges, and a continental crisis caused a. 

. contraction of credit, which was followed in 1866 by one or 
two failures and a run on country bankers, who fell back on 
London for supplies. The Bank rate remained at 10 per 
cent. for three months, and on May lOth Overend & Gurney 
stopped payment with liabilities exceeding £10,001J,000. On 
May llth-" Black Friday "-the Bank of England increased 
its loans by four millions, and in consequence of the depletion 
of the Reserve, the Bank Act was suspended and the panic 
was allayed by the following day. 
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1878.-Grea.t prosperity existed in Engla.nd during 1870-
72, and was followed by speculation and reckless expenditure 
in U.S.A. and Britain. The Franco-German war had caused 
much capital to be transferred to this country for safety, and 
had resulted in disturbed conditions on the Continent. A 
crisis in Vienna and another in America in 1873, when many 
banks failed, caused a subsequent drain of gold to Germany 
and a dullness of trade as a result of the loss of our best 
customer, America. The Russo-Turkish 'Var accentuated 
the, difficulties, so that many failures followed in 1876-78, 
including that of the City of Glasgow Bank, with liabilities 
of six millions, and of several other banks and large firms of 
bill brokers. A great depression in trade followed, with 
prevalent lack of confidence and stagnation. 

J890.-The crisis was preceded by a great increase in the 
number of joint-stock companies, excessive speculation, and 
inflation of prices. Baring Bros., who had invested huge 
sums in South American securities, were on the eve of failure 
with liabilities of twenty millions, as a result of a sudden 
fall in the value of these securities. The failure was pre
vented by the action of the Bank of England and leading 
bankers, who guaranteed the liabilities of the firm to the 
extent of fifteen millions. 

1893.-This crisis was a result of that of 1890. The 
Baring failure led to a. movement to withdraw part of the 
millions of British money which had been invested in land 
speculation in new countries, causing stringency in Australia. 
and the United States. Several banks failed as a result of 
a panio among British depositors. 

1900.-The crisis of 1900, which originated in Germany 
and spread to the United States, did not much affect this 
country, although it was characterised by the failure of the 
London and Globe Insurance Company. 

1907.-In the United States the failure of banking facilities, 
hoarding, and high rates of discount led to a. scarcity of money 
and an extensive credit collapse, which was severely felt in 
London. Continental countries refused American bills, so 
an insistent demand for metal from New York caused by a. 
heavy premium on gold had to be filet by the Bank of 
England. By raising its rate the Bank attracted three 
millions in gold from France, and the situation was relieved 
by the issue of Panama. Bonds and Treasury Notes in the 
United States. This crisis was particularly noteworthy 
beoause it evidenced the power of the Bank to attract large 
sums of gold by raising its rate of interest, and because it 
marked an unprecedented demand for gold in London as a. 
result of the premium offered thereon by America, although 
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the exchanges warranted the passage of gold from New York 
to London. 

1914. The Outbreak of the Great War. 
The crisis of 1914, like the war which followed it, was the 

greatest in point of seriousness and effect which the world has 
ever seen. In practically every country apprehension was felt 
as to the future, and it is therefore not surprising that London's 
position as an open gold market and as the centre of inter
national finance, exposed this country to considerable financial 
danger. This was accentuated because foreign. nations were 
exerting every effort to convert their British assets into gold, 
which they sought to withdraw from the country. Great 
quantities of London bills were in circulation throughout the 
world, and the sudden presentation of many of these for discount 
and payment naturally caused considerable monetary difficulty 
on the part of the London accepting houses, discount houses, and 
banks, while the inability of stock-exchange operators and of 
the bill brokers to repay their loans borrowed from the bankers 
deprived the latter of their" second line of defence ", i.e., money 
at call, etc. The acceptances of enemy firms and banks were 
necessarily thrown on the hands of their holders without any 
hope of prompt repayment. Considerable apprehension pre
vailed throughout the trading community: there was a rush to 
realise all forms of credit documents and to call in loans of every 
kind. The widespread demand for cash created a. considerable 
shortage of currency, for which there was no provision under 
the existing law. 

In order to relieve the position the stock exchange and banks 
were closed for several days, the former to prevent the" dump
ing " of securities for sale, and the latter to prevent a. "run " ; 
the banK rate was raised to 10 per cent. to restrict the outflow 
of gold and reduce the demand for loans; to meet the demands 
for currency, the Treasury arranged that, if necessary, the Bank 
Act would be suspended to enable the Bank of England to increase 
its fiduciary issue, but it was not found necessary to do this, and 
the gap in the currency was filled by the issue of treasury notes; 
finally, the pressure on acceptors of bills and other debtors was 
relieved by the establishment of a three months' moratorium. 

The foregoing immediate measures were sufficient to prevent 
a panic and to restore public confidence. In the next few weeks 
the position was still further relieved when the Government 
undertook to guarantee certain bills for discount at the Bank 
of England, and, through the Foreign Debts Committee, under
took to advance to drawers up to 50 per cent. of the amount of 
outstanding foreign debts. The Bank also assisted acceptors of 
bills and stock exchange operators by granting them loans, and 
in this way unlocked part of the liquid resources of the other 
banks. 
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It is to the lasting credit of British bankers, particularly the 
Bank of England, and of the British Government, that the 
remedial measures proved so effective in a crisis of unparalleled 
magnitude, which involved the whole world. The crisis of 1914 
differed from most others because it was totally unexpected, 
and neither business men nor administrators had been able to 
make preparations for meeting the difficulties or for lessening 
the force of the impact. 

The Post-War Crisis. 
The depression during the war period was quite naturally 

followed after the armistice by widespread feelings of buoyancy 
and of hope in the future. All people looked forward unhesitat
ingly to a golden future, free from the horrors and uncertainties of 
a vast conflict. There was much leeway to make up in re.gard 
to the supply of goods, and the reaction was sufficient to 
cause a considerable ootivity in internal trade and in production 
for home and foreign markets. Those who made money during 
the war period and the many discharged and demobilised soldiers 
spent money with great freedom. For a time mills and factories 
were working to their full capacity. Speculation on the stock 
markets particularly was very pronounced, induced largely by 
the substantial distributions of profits and bonuses by those 
enterprises which had benefited' by the war conditions. Thus 
for some time the banks created- extensive credits against the 
great amounts of paper currency and of Government and industrial 
securities which passed into their hands. Prices were conse
quently forced up, and each successive rise in prices necessitated 
a further expansion of the exchange media.. Further, the rise in 
prices was followed, as, is usual, by rising wages, and the conse
quent additional purchasing power in the hands of the workers 
tended to react again on prices and force them still higher. Thus 
a vicious circle was created : high prices caused demands for 
higher wages; the latter caused an increased demand f9r goods, 
which could not be satisfied except at an increasing expense of 
production, because of the scarcity of material and the enhanced 
cost of all articles in the post-war period; thus were prices again 
forced up and the workers given another justification for demand
ing increased remuneration. Eventually a. " boom" was present, 
marked by soaring prices, overtrading, and widespread specula
tion. At one time during the boom period a. cotton-spinning 
firm in Lancashire declared a dividend of 400 per cent. on its 
ordinary shares! All the characteristics of the nineteenth
century crisis were present in a. marked degree. In March 
1920, wholesale prices were approximately 263 per cent. 
above the level of July, 1914, and conditions were ripe for a. 
crash. 

The collapse cannot be attributed to any outstanding event of 
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a disturbing nature; it was due rather to 80 sequence' of influences. 
The principal factor was undoubtedly the recognition by pro
ducers and consumers that a fall must come ultimately. Con
sequently very little was required to start its course, and this 
was provided by the attempts of producers and of the Govern
ment Disposal Board to unload vast stocks on a rising market. 
Many orders .for goods were cancelled by foreign merchants, who 
found themselves unable to make the necessary payments. This 
feature was accentuated by the policy of deflation adopted in the 
United States and in Japan. Prices accordingly fell away, and 
consumers withheld their funds in order to buy at lower levels. 
Once the ball was set rolling it gathered impetus, and the rapid 
fall was accentuated by the Government's declared policy of 
deflation and by the action of the banks in calling in advances 
and in restricting credit facilities. Traders and the public lost 
confidence, the German reparations difficulty especially causing 
considerable uneasiness; one fall led to another, until by 
December, 1921, prices were only 82 per oont. above the pre-war 
level, and industry everywhere was characterised by depression 
and uncertainty. These conditions have continued for several 
years, although, at the time of writing, the clouds on the business 
horizon are said to be slowly lifting, and there appears to be 80 

prospect of a slow but steady revival. 

THEORIES OF THE TRADE CYCLE 

Many people regard the periodicity of trade cycles merely as 
a matter of coincidence, but it has long been recognised by 
economists that their peculiar regularity must be attributable to 
some explainable cause or causes. In the following paragraphs 
attention is directed to the principal theories of the trade cycle 
which have from time to time been advanced, mainly with the 
object of suggesting means whereby the harmful fluctuations 
may be c,orrected and avoided. 

Climatic Theories. 
Several nineteenth-century economists, unable to find any 

other adequate explanation for the periodicity of trade cycles, 
have endeavoured to find some connection between such cycles 
and climatic conditions, apparently the only external cause 
which could exert so widespread an effect. Climatic conditions, 
it is maintained, determine the abundance or scarcity of the 
harvests, and upon these largely depend industrial conditions 
throughout the world. Raw materials play So vital part in 
commerce, and the failure or abundance of the harvests of im
portant crops makes So vast difference in agricultural communities, 
affecting not only their economic well-being but also their power 
to purchase the goods of other countries. Thus are the effects, 



CREDIT CYCLES AND FINANCIAL CRISES 553 

adverse or favourable, felt throughout the trading community. 
The failure of India's grain crops or of America's cotton crops 
profoundly influences Britain's industries, and depressed condi
tions in one community or a section of it must necessarily cause 
depression in other communities and other districts. 

The first of such theories was the famous " Sunspot Theory " 
of W. S. Jevons, who sought to show that the periodic appearance 
of spots on the surface of the sun coincided with the failure of 
the Indian monsoon and with general agricultural depression 
throughout the world. He accordingly suggested that the 
sunspots may result in the emission of less heat with an adverse 
effect on the quantity and quality of harvests. This theory 
is now discredited, but more recently Sir William Beveridge 1 

has suggested that periodic changes of temperature may affect 
harvests and consequently business conditions in all.countries, 
although he expresses the opinion that climatic influences may 
be only one of many causes of the cyclical fluctuations. I 

The Under-Consumption or Over-Saving Theory. 
Exponents of the Under-Consumption Theory of trade cycles 

attribute them to the fact that the workers receive too small 
a proportion of the product of industry. Consequently, in 
prosperous periods, much of the "surplus value" created by 
producers passes into the form of fixed capital held by the entre
preneur instead of into the hands of labour. Thus the power of 
the workers to purchase goods is diminished, less goods are con
sumed by the great body of the population than are produced, 
and industry accordingly suffers from a dearth of floating capital, 
and a period of failure and stagnation ensues. 

This theory has been developed by Mr J. A. Hobson, who 
stresses the existence of a limited market in most commodities 
as an explanation of the tendency of production to out-run con
sumption. He contends that there is a normal tendency for an 
excessive proportion of the general income of the community to 
be saved and applied to capital (i.e., productive) purposes instead 
of being used in the purchase of consumer's goods. The explana
tion of this tendency to chronio over-saving he finds in the wide 
disparities of income between rich and poor. The large elements 
of unneeded and unearned income which fall to the former class 
cause a virtually automatic accumulation of capital in excess of 
real needs. 

The economio checks commonly adduced, viz., the fall in the 
rate of interest as a check on excessive saving, and the fall in 
prices as a stimulant of increased consumption, are too slow in 
their action. They do not become effective until great waste and 
damage have occurred. 

The remedy, it is argued, is in a better distribution of income, 
which, although involving a reduced proportion of saved to spent 

1 .. Weather and Harveet Cycles," ECOAOmie JourMl, Dec. 1921. 
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income, would not ultimately result in less being saved becauso 
the fuller and more regular use of the machinery of production 
would provide a. greatly enlarged national income. 

Like many other theories, this may possibly offer a. partial 
explanation of the onset and prevalence of depression, but it 
is not adequate as an explanation of periodicity. There are 
also several other objections. There seems to be no reason 
why the concentration of income in the hands of the producing 
class should not result.in as much consumption as if that income 
flowed to the poorer classes: possibly more luxuries would be 
bought than necessaries, but as we have seen, the demand for 
the latter is not very elastic and consequently cannot fall very 
much. But the purchase of a greater proportion of luxuries 
than of necessaries should not cause a crisis, particularly as the 
sale of the former generally results in a greater proportion of 
profit to industry than the sale of the latter. A more important 
objection is that a crisis is almost always marked by a rise in 
prices and a rise in wages, i.e., the working-class incomes are 
increased, and consequently their power to consume is extended 
and not lessened as the cycle progresses to its breaking-point. 
Then again, as is pointed out by Professor Wesley Mitchell, the 
great American authority on the business cycle, if under-con
sumption were the explanation of the trade cycle, one would 
.expect, as the sign of oncoming depression, that the prices of 
consumer's goods, would fall before the prices of raw materials 
and other producer's goods, but, in fact, the reverse is the case. 
Depression is first felt in those industries which supply producer's 
goods. 

The Over-Capitalisation or Competition Theory. 
Socialist writers stress. the view that trade cycles are due to 

competition between independent producers, resulting in a greater 
volume of production in anticipation of demand than is justified 
by the resources and demands of the community. It is argued 
that prosperity induces a flow of money into productive enter
prises, an extension of credit facilities, a rise in prices, and an 
attraction of new, and possibly incapable, producers into industry. 
Eventually the continued extension of production overtakes 
demand for the products and drives up the cost of the factors 
of production, while general prices tend to fall. The position 
is accentuated because large-scale enterprises take a considerable 
time to get into working order, and by the time the products can 
be marketed demand may have fallen off. This tendency of 
producers to overshoot demand and to glut the market is the 
result, not of wild speculation, nor of miscalculation of the total 
demand, but must be regarded as a normal incident wherever 
competition has a place. 

For a time the organisations once started continue to function: 
it is difficult and sometimes impossible to convert large quantities 



CREDIT CYCLES AND FINANCIAL CRISES 555 

of fixed capital to other uscs, so some industries may persist 
for a time even although they must produce at a. loss. The 
marginal or less capable employers are at last forced out of the 
market, production falls off and a restriction of credit facilities 
causes general depression. This continues until industrial enter
prise is stimulated by the scarcity of commodities, and a period 
of improving trade again commences. . 

While every economist would admit that the un-co-ordinated 
nature of modern production is one factor in the trade cycle, most 
authorities. maintain that it is going much too far to suggest that 
it is the only factor. So long as production is initiated ahead of 
demand it must be an estimate, and a collectivist society might 
make bad estimates of the future as well as a competitive society. 

Nevertheless, this theory explains most of the phenomena of 
a trade cycle, and is in accord with modern conditions of large
scale capitalistio production in anticipation of demand. The 
periodicity of the cycle is explained by the time taken by pro
duction in getting into full working order and in adjusting itself 
to meet the anticipated demand for its commodities, and by 
the period required for recovery after the crash has occurred. 
The theory does not, however, completely account for the regu
larity of the occurrence of the cycle. 

Monetary Theories of the Trade Cycle. 
A study of the paragraphs on crises cannot but emphasise 

the remarkable dependence of the whole industrial structure upon 
its financial organisation, and particularly upon the arrange
mcnts of its credit machinery. As we have seen, the fluctuation 
in trade and industry may be attributable to climatic influences 
or to the vagaries of human nature, but the conditions which 
eventually culminate in a boom and result later in a crash are 
due almost entirely to financial or monetary causes. 

In the nineteenth century crises were chiefly attributable to 
the issue of notes by bankers in excess of what their resources 
could bear. More recently crises may be stated to be preceded 
by an .. over-issue" of credit facilities by the banks in the form 
of overdrafts and discounts. In both cases speculation has been 
encouraged by the comparative ease of obtaining accommoda
tion, and such speculation has forced up prices and involvea 
business in that vicious circle which inevitably leads to a sudden 
contraction of credit, a collapse of speculation, and a violent recoil 
in prices. 

It is certainly true to say that bankers do not initiate specu
lation, but they undoubtedly exercise a most profound influence 
upon the extent to which it spreads. Through their hands 
pass most of the credit operations which characterise a. period 
of speculative activity, and they unquestionably have the power, 
on most occasions, of discriminating between the use of credit 
facilities for speculative and for legitimate business purposes. 
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It is therefore not surprising that it is frequently asked whether 
the ordinary type of crisis could not be altogether avoided by a 
united and determined policy on the part of the bankers. Have 
they not -those resources and that information at their disposal 
which should enable them to estimate whether speculation is 
extending or no, and whether conditions are ripening for a boom 
and a harmful crash 1 If so, there seems little reason to doubt 
that a united policy could be adopted which would aim at prevent
ing too violent a movement by the gradual and timely application 
of restrictive measures. 

Considerations of this kind led the so-called "monetary 
theorists" to ascribe trade cycles primarily and mainly to defects 
in the monetary, financial, and banking organisation. 

Purchases, it is pointed out, are made largely with borrowed 
capital, Le., bank discounts, loans, and advances. When people 
expect a rise in prices they buy in order to sell, and their action 
strengthens the upward tendency in prices which, in turn, justifies 
their action. But the power to purchase in this way is made 
possible by the readiness of banks to grant accommodation at 
comparatively low rates. 

So long as production can be expanded to keep pace with the 
increased volume of money (including bank advances) all is well, 
and the price-level is held in check. But after the limits of 
genuine productive expansion have been reached, the banks 
continue to lend freely and manufacturers and merchants con
tinue to expect prices to rise. The result is that a speculative 
boom is superimposed on a production boom and prices rise 
rapidly. Now this speculative boom might be prevented if the 
banks would refuse accommodation at the point at which the 
limit of true productive expansion is reached. On the other hand, 
if the banks would lend more freely and not restrict credit so 
suddenly when depression sets in, the depression might be made 
less intense and prolonged. . 

The history of trade cycles appears to show that a steady 
increase in prices is a necessary corollary of a revival of trade 
after a period of depression. But the problem to be solved is 
how the expansion of credit can be restricted as far as is possible 
according to the needs of trade, Le., how currency and credit 
can be regulated so as to ensure stability in the general level of 
prices. One group of theorists suggests as a. means of achieving 
this object the conscious manipulation of the discount rate by the 
central bank so that credit would be regulated according to the 
movements in prices. Another group proposes the careful ration
ing of bank credits and a rigid discrimination between various 
types of borrowers. The third and most important proposal is 
that stability in the general level of prices should be achieved 
by the substitution of a ma1U1ged currency for the usual gold 
standard. The practical objections to this proposal have already 
been discussed in the preceding chapter. 
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Monetary theories are criticised mainly on the grounds that 
the fundamental causes of fluctuations arise out of the conditions 
of industry itself rather than finance, and that although monetary 
influences are important, they are not the primary cause of 
fluctuations. Credit and currency inflation make a boom possible 
and condition the extent of the boom, but they do not cause it. 
A more important objection is that the trade cycle, being a world 
phenomenon, cannot, on the one hand, be attributed to the 
internal conditions of one or two countries, nor, on the other hand, 
can it be remedied by isolated attempts at monetary reform. 
International and not national action is clearly necessary if 
international stability is to be achieved. 

The Psychological Theory. 
In the theory developed by Professor Marshall, Professor 

Pigou, and Mr F. Lavington, and now widely accepted, the psy
chological factor, stressed by Ricardo, J. S. Mill, and other classical 
economists, is given first importance. Briefly, the theory asserts 
that changes in the state of mind of the leaders of industry and 
commerce are more important than all such haphazard factors 
as harvests, floods, inventions, etc., although these undoubtedly 
exert a great influence upon the psychological factor. Business 
men vary between errors of optimism and pessimism. In good 
times they become over-confident, and expand investment and 
production beyond what a true forecast of their profitableness 
would warrant. After a while, when the goods produced cannot 
be sold at a price high enough to cover their cost of production, 
the business community sufierd losses, and these losses react 
on the state of mind, causing business men to underestimate 
the prospects of investment just as previously they had over
estimated them. 

If the minds of business men worked independently, as is 
suggested by the" competition U theorists, their movements would 
tend to cancel out, and fluctuation would not be very great. But 
the minds of business men do not move independently; the swing 
from one type of error to another is a. common swing, a sort of 
crowd movement. This is so mainly because, in the first place, 

• states of mind ate infectious, and, secondly, because different 
business firms are closely bound together by a. network of orders 
and credit relations.. Consequently, moods of optimism and 
pessimism tend to move in waves over large areas and have a. 
natural rhythm, the period of which approximates to that histori
cally applicable to the trade cycle. 

The psychological theorists do not deny the influence of 
monetary factors, but Professor Pigou points out that it would 
be a .. gross fallacy to infer, as is sometimes done, that, because 
the trade cycle always presents itself in a money garment, there
fore the forces that underlie its movement necessarily reside in 
the money system II • • • "It may be-and indeed it certainly 
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is-the fact that the monetary and banking arrangements current 
at the pre!jent time cause errors of optimism and errors of pessi
mism to be larger than they would be in a regime of stabilised 
general prices: because, when general prices are rising, the 
ordinary man, while seeing clearly the benefit to himself that will 
result from the rise in his own things, does not attend so closely 
to the harm to himself that will result from the rise in other 
things; and similarly when general prices are falling. But to 
grant this is not to grant that errors of optimism and of pessimism 
are merely monetary phenomena." 1 

The Psychological Theory is criticised on the grounds that 
what are called optimism and pessimism are substantially correct 
anticipations of rises or falls in prices, that if price stabilisation 
were attained through a bolder use of discount policy, the effects 
of optimism and pessimism would be c~rrected whether or not 
they were errors, and finally, that it does not satisfactorily 
explain the approximate fixity in the period of the trade cycle 
nor the difference between the wants of consumers in good and 
bad times. 

Proposed Correctives of the Trade Cycle. 
The great number of theories of the trade cycle which have 

been put forward, each stressing different aspects of the phen
omenon, suggests at once that there is no single explanation. 
The causes are many and complex, and probably only a combina
tion of all the theories would offer a complete solution. 

Fundamentally, there is the difficulty that production in 
modern industry must be based upon an estimate; psychological 
influences produce errors of optimism and errors of pessimism; 
sometimes those errors may be influenced by climatic factors; 
competition fosters excessive production; banking and monetary 
policy exaggerates the "swings" of trade. But although there 
seems to be no single explanation of industrial fluctuations, the 
various theories which we have discussed serve a most important 
purpose in that they point the way to various measures whereby 
the harmful effects of such fluctuations may to some extent be 
ameliorated. 

In view of the fact that the imperfect anticipation of demand 
has an important bearing on the trade cycle, attempts have been 
made during recent years, e.g., by the Cambridge and Harvard 
(U.S.) Economic Services, to provide reliable statistical data 
upon which the business man may base his estimates of the 
probable future course of general economic conditions. In 
return for an annual payment subscribers are supplied, from time 
to time, with comprehensive reports on the economic situation, 
and also with a chart (e.g., the Harvard Business Barometer), 
showing graphically indexes of the figures of various items, such 
as bank clearings, prices, banks loans and deposits, interest 

1 Is Unemployme1tl Inevitable, pages 92 and 98. 
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rates, imports, the prices and turnover of stocks and shares, and 
so on, all of which are indicative of the trend of commercial 
activity, and enable a. reasonable prediction to be made of the 
future course of events. 

Another proposal which has considerable merit is that the 
Government and local authorities, who employ large numbers 
of workers, could do much to even out employment and increase 
stability by adjusting their activities so that employment on 
public constructional works is increased in times of depression 
and diminished in more pr08perous periods, when the workers 
are required for the general purposes of industry. Similar ad
justments, it is suggested, could be made by railway companies 
and by large private organisations. Closely allied to this pro
posal is the suggestion that business firms generally could do 
much to smooth out fluctuations by pursuing a more stable 
policy, as, for example, by planning capital expenditure far ahead, 
by advertising strongly in bad times, by following a cautious 
dividend policy, avoiding over-capitalisation, and utilising reserves 
accumulated in prosperous periods in planning extension and 
improvements in times of depression. 

Those who maintain that the trade cycle is due to competition 
or to under-consumption propose that it could be corrected by 
the reorganisation of industry on a. socialistic basis. It is argued 
that what is required is some co-ordinating authority and a much 
greater equality in the distribution of income as between rich 
and poor. But quite apart from the desirability or otherwise 
of State control of production on other grounds, there seems to 
be no good reason to suppose that the imperfect anticipation of 
demand would be removed simply by abolishing private enter
prise. Government officials might not forecast requirements, 
especially capital requirements and those of commodities which 
enter into foreign trade, any more accurately than independent 
entrepreneurs. 

Whether complete stability is or is not desirable is still a 
subject of controversy, but all economists are agreed that much 
greater industrial and commercial stability is desirable than that 
which has at present been. achieved. But it is clear that, as the 
trade cycle is a world phenomenon due to many complex causes, 
there can be no simple remedy. More accurate and widespread 
knowledge of economic factors would undoubtedly modify its 
effects; it should be possible for private producers to assist to 
some extent in stabilising production, while the Government 
and public bodies, by suitable timing of capital expenditure, 
could do much to ameliorate depression in private trade. The 
practical difficulties in the way of this policy might be met if 
plans were laid sufficiently in advance and as much attention 
were paid to restricting public expenditure when private trade 
is good as to enlarging public expenditure when private trade is 
bad .. Finally, it is now generally agreed that the violence of 
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upward movements of prices, and consequently the severity of 
the reaction, might be checked by a more- conscious and deliberate 
use of the discount rate by the central baI).k. But the extent 
to which such policy can be adopted is limited by practical con
siderations. It involves checking trade prosperity when i.t is 
on the up-grade, and consequently implies great confidence on 
the part of the business community and the workers in those 
responsible for monetary policy. 
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CHAPTER 31 

THE NECESSITY FOR STATE INTERFERENCE 
AND ITS FORMS 

THE relation of the Economics of Government to the general 
theory of Economic Science as it has been presented in the 
foregoing chapters of this book is not at once evident. The 
Consumption, Production, Exchange and Distribution of wealth 
have been considered and analysed without reference to any 
political organisation or to any political boundaries. The theory 
of Economics, as hithertd expounded, has no special application 
to Briton, German, or American: its scope is world-wide and its 
subject is man wherever he is actuated by economic motives. 

But it becomes clear on a little consideration that the modem 
State fills a. most important position in relation to the economic 
organism. Even in comparatively primitive communities it 
is recognised that the provision of security and the upkeep of 
law and of order are functions which must be discharged for the 
benefit of the community generally and at the general expense 
of the members of that community. The classic definition of 
a. State is 'ran association of human beings established for defence 
against exfurnal enemies and the maintenance of peaceable and 
orderly relations within the community itselfj. But as civilisa
tion advances and society progresses both socl8.11y and economic
ally, it becomes necessary for the State to undertake far more 
than the maintenance of defence and the administration of 
justice. The need for Governmental activity is constantly 
increased, and the functions assumed by the State become ever 
more diversified, complex, and expensive. 

So far as our present inquiry is concerned, we have to 
consider primarily those functions of government which have 
an immediate influence upon man's economic activity; we seek 
to investigate those forms of State activity and interference 
which have -important effects upon the industrial and com
mercial life of the community. But although we are more 
particularly concerned with the economic side of the duties of 
government, we do not ignore the social aspect, for, as we shall 
understand as our inquiry develops, the social activities of the 
State, such as the provision of education and the control of public 

2N w 
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health, have important though indirect effects on the productive
ness of the community. 

The Limits of State Activity. 
According to the definition quoted above, the very existence 

of a State implies the association of its members for defence 
against external enemies and for the maintenance of internal 
peace and order. These activities must exist before a State 
can be said to exist, and it has therefore always been recognised 
that Government interference and enterprise for the maintenance 
of external defence and internal justice are inevitable in any 
organised community. Furthermore, it is generally conceded 
that the effectual discharge of these protective or primary functions 
necessarily involves the secondary activities of taxation and 
legislation, with their extensive and costly organisations. 

But in regard to other forms of Government interference 
considerable controversy has always existed. Although the 
members of all communities have been agreed that some degree 
of State interference is inevitable and frequently necessary in 
business and in social life, there has never existed any unanimity 
concerning the extent of this interference. Accordingly, we may 
find, on the one hand, instances of sovereign control of social 
and economic activity which i~ akin to bondage, and, on the 
other hand, such a recognition of individual liberty as to 
lead to an unrestrained and almost inhuman fight for personal 
gain. 

For a long period in British history the supporters of Mer
cantilism were enabled to carry State interference with socia.l and 
economic life to extreme limits. These conditions persisted 
until the Physiocratic doctrine of "natural liberty" and the 
appearance of Adam Smith's Wealth 01 Nations, 1776, marked 
the beginning of a new era of freedom and of unhampered com
petition. But it soon became apparent that the unrestricted 
play of economic forces was as mischievous in some of its results 
as carefully controlled enterprise. The policy of non-interference 
or laissez laire led to the widespread evils of the factory system, 
to the sordid exploitation of the workers, and to the terrible 
oP.lllession of the poorer classes. 

'It came to be recognised that the State has duties other tha.n 
the provision of an army, a navy, and police, and that defence 
of quite a different kind was necessary. The comm~ty, 
as a whole, must unite to enforce right against might, to pro
tect the economically weak against the economically strong, 
to prevent the exploitation of the poor by the rich, and to 
restrict the growth of poverty and disease, with their destruc
tive effects upon the social and political order. It came to 
be acknowledged, also, that certain services of great utility to 
the community cannot be left to private enterprise either beca.use 
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of their magnitude or absence of reward. Few individuals can 
be expected to have sufficient solicitude for the general good of 
the citizens of their town as to furnish them with parks and 
playing fields, or with schools for their children, or with well
paved streets and good roads for the conduct of their social 
and business activities. The value of such services is immeasur
able, and by contributing to the health, welfare, and efficiency 
of the people they materially affect the productiveness of the 
community as a whole. 

In the provision of such public utilities it is now generally 
agreed that State intervention is necessary, although some contro
versy exists as to the extent to which it should proceed. But the 
direct interference and activity of the Government in business 
spheres are subjects of acute controversy in most countries of 
the world. Should the State interfere with the free flow of goods 
between itself and other countries, as by the imposition of. 
restrictive tariffs 9r by the payment of subsidies or bounties on 
exports 1 Is the control of the postal services, of the railway 
system, of the mines, and, indeed, of industry generally, a 
reasonable and proper function of modem government 1 How 
far is Government interference justified as between employer and 
employed, or as between consumer and monopolistic producer 1 
To what extent should the chosen representatives of a people 
interfere to regulate the productive activities of that people, and 
intervene to arrange a different distribution of wealth from that 
which results from the play of such economic forces as have been 
already discussed in this book! 

These and many similar <iuestions arise in connection with 
the functions of the modem Government. Some of them are 
dealt within other chapters in this volume, but the existence 
of such controversial issues clearly indicates the important part 
now played by the State in business and in social life. They 
enable us to appreciate also that there are two broad divisions 
of State activity: (a) those which are generally regarded as 
necessary, and (b) those which are optional and subject to con
troversy. J. S. Milll defines the necessary functions of the State 
as those" which are either inseparable from the idea. of a govern
ment. or are exercised habitually and without objection by all 
governments"; examples are the provision of defence, the fram~ 
ing of laws concerning property and contracts, the provisio 
of the police force and judiciary system, and the raising 0 
necessary revenue for the discharge of State functions. Similarly, 
he defines the optional activities as those the exercise of which 
" does not amount to necessity, and is a subject on which diversity 
of opinion does or may exist". Examples of these activitie~ 
are interferences with trade by tariffs or bounties, the imposi 
tion of restraints on trusts and monopolies, and the control of 
money-lending operations by usury laws. 

1 Princil>lu. Book V.I. i. 
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In regard to other State functions Mill accepted the general 
principles of non-interference or laissez jaire, but suggested 
four broad spheres in which interference may be justified: 
(a) Where some individuals have undue power over others, as 
in the case of employers over unorganised labour; (b) Where 
the consumer is not competent to judge a commodity or his own 
interests, as in the case of manufactured foods and the provision 
of education; (c) Where private enterprise would be suitable 
but not forthcoming, as in the case of canal and railway enter
prises in some countries; (d) Where State interference may be 
necessary to carry out the wishes of the party concerned or to 
protect the interests of a class, as in the case of arbitration or 
of the protection of workers in certain " sweated" trades. 

This analysis is undoubtedly useful, although it is possible 
that Mill did not clearly foresee the great changes in the field of 
State functions which were necessitated by the great advance 
of society sinee his day. The subject of State interference is 
necessarily one of great difficulty and controversy. Despite its 
great utility in many spheres, the possibility of its abuse cannot 
be ignored. Incompetence and ignorance on the part of adminis
trators, the well-known defects of bureaucracy and officialdom, 
and the innate objection of people generally to Governmental 
regulation and State interference with their natural freedom of 
thought and action all point to dangers which must be avoided 
wherever possible. Nevertheless, much of the controversy 
which surrounds the subject is political rather than economic, 
so for our present purpose we may accept the general principle 
that the government of the community is for the good of the 
governed, and that the best criterion of State interference and 
of State expenditure in any form is whether it will directly or 
indirectly benefit the community as a whole. 

"Any State expenditure, then, which directly or indirectly 
develops the natural or human resources of the nation or leads 
to their more economical use may be expected to increase national 
prosperity by increasing the national wealth, and may thus be 
expected ultimately to 'pay for itseH '-given the important 
qualification that the gain due to the increased expenditure is 
not less than the loss caused by the heavier taxation ".1 

Productive State Activity. 
If we adopt this view we may regard as justifiable and pro

ductive any State functions which afford a definite economic 
service to the community, or which may be expected to give an 
ultimate return on the capital invested. 

In this class is included State expenditure on railways or canals 
which would not be undertaken by private enterprise, either 
because of the magnitude of the undertaking or its uncertainty 

1 lII. E. Robinson, Puhlic Finanu, p. 7. 
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of success, or because the prospect of a low return to invested 
capital for a. long period would not be attractive to the private 
investor. 

In the same class will be placed expenditure and control by 
the State in afforestation, such as we find in Switzerland, Canada, 
and Britain; on harbours and roadsteads, such as we find in most 
sea-girt countries; on the reclamation of land, as in Holland 
and Germany; on the provision of wireless chains and wire
less stations, now undertaken by most Governments. Many 
more examples may be quoted of action taken by the State to 
preserve or to develop the natural resources of the community, 
but those given clearly illustrate the fact that modern commun
ities are inclined to an extension rather than a limitation of State 
interference so long as a general benefit may be expected to 
accrue. 

Equally justifiable, although not so obviously productive, are 
those activities of the State which may be regarded as being 
directed to the conservation and development of the human 
resourCe8 of the community, and which private enterprise could 
not be relied upon to institute or to undertake. In this class 
may be mentioned the State organisation 8:nd promotion of 
educational facilities, the institution and upkeep of libraries 
and museums for the general pleasure and profit, the control 
of public health and sanitation, the regulation of factory con
ditions and the elimination of the anti-social employment of 
women and children. All such services may be expected to 
promote and to increase the general physical and mental well
being of the inhabitants of the community, and therefore in the 
long run to add to their general usefulness and productiveness 
as members of society. 

In 80 far as this object can be achieved State interference 
is clearly justified, but there is necessarily a limit to the annual 
expenditure on such matters, as the present generation, which 
may be already heavily taxed and which may not reap any of 
the resultant benefits, cannot assume too great a burden of 
taxation for the benefit of generations to come. 

Unproductive State Activity. 
But although much State activity and large amounts of public 

money are thus applied for purposes which are directly or in
directly productive, far greater effort and much greater smns are 
expended on functions which make no addition to material wealth 
and from which a return cannot be anticipated. The outstanding 
example is, of course, the expenditure of valuable effort and wealth 
on armaments and war. No thinking student will need to be 
reminded of the enormous burden now borne by our country 
in oonsequence of her part in the recent conflict but not many 
would oare to say that such expenditure was unjustified. In an 
economio sense, it can soarcely be regarded as productive, but 
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it is clearly imperative that every ounce of energy and wealth 
should be thrown into the protection of national security and 
national ideals. Under present conditions it would appear that 
expenditure on wars is inevitable, but it seems clear that it 
would be to the advantage of each community and of the world 
in general if some other means were deviscd for ensuring national 
safety and for settling international differences. 

In modern communities Government expenditure on arma
ments transcends iI;I. importance all other forms of unproductive 
outlay, but certain other forms cannot strictly be regarded as 
productive from the economic standpoint. We may mention 
in this connection Government outlay on the administration of 
justice, on the care of the mentally deficient, and on old age 
pensions. Nevertheless, all such functions tend to the greater 
well-being and security of the State, and in that respect they are 
economically justified because they lead to the greater happiness 
and efficiency of its inhabitants. 

The line of demarcation between productive and unproductive 
State interference is therefore not easy to define, but from an 
economic point of view we can say that no expenditure is justi
fied, however productive it may be, if the imposition of the 
necessary taxation tends to lessen the efficiency and productivity 
of. the people in greater proportion than the economic gain which 
may be anticipated from the outlay. 

Forms of State Activity. 
We may now proceed to consider the activities of the State 

under the following headings, noting incidentally that in our 
use of the term" State" we include also the various classes of 
local authorities which function in a modern community :-

1. THE PROVISION OF EXTERNAL DEFENCE AND INTERNAL 
SECURlTY.-This involves" protecting the society from the 
violence and invasion of other independent societies", and 
"protecting, as far as possible, "every member of the 
society from the injustice or oppression of every other 
member of it, or the duty of establishing an exact adminis
tration of justice ".1 

2. DmECT STATE INTERVENTION IN BUSINESS AFFAIRS, 
as when the State actually undertakes productive enter
prises, or assists private enterprise, or, by various systems 
of regulation and control, intervenes to restrict the frce 
play of economic forces. 

3. DmECT SOCIAL ACTIVITIES OF THE STATE, which have 
an indirect though extremely important influence on the 
conduct of business generally, and particularly on the pro
ductiveness of the community as a whole. 

1 Adam Smith. Wealth of Nalior.&, Book V. L i. and ii. 
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4. PUBUC FINANCE, i.e., the provision and administra
tion of revenue and the allocation and control of expenditure 
in the performance of the foregoing functions. Treatment 
of this wide subject is reserved for the three following 
chapters. 

THE PROVISION OF DEFENCE AND SECURITY 

In recent years the effort and expense pf Governments in 
providing for the defence and security of the community have 
reached considerable proportions, more particularly in the case 
of the leading nations of the world. 

The provision of defence entails, on the one hand, the with
drawal from productive activity of a large number of persons, 
including soldiers, sailors, airmen, and administrative officials. 
On the other hand, it necessitates the absorption of the energies 
of numerous workers in armament works, munition factories, 
dockyards, and BO forth. Security is, of course, essential to 
economio progress, and State outlay to maintain that security 
is accordingly justified. By the withdrawal of some individuals 
for purposes of defence others are enabled to work in peace and 
security, and to give their whole energies to productive work for 
the general benefit. But under modem conditions the ex
penditure of government in. this direction has reached such 
enormous proportions that many are induced to ask whether 
the cost of insuring securtty is not in excess of the resulting 
economio and social gain, and whether some agreement amongst 
the nations would not obviate what is without doubt an enormous 
unproductive drain on national resources. 

Under the heading of security must be included also the 
State upkeep of the iudiciR.~stem and 10Hce, for the main
tenance of internal peace ancISecunty and or the enforcement 

• of justice and individual rights, so essential to the smooth and 
progressive working of the economic machine. 

DIRECT STATE INTERVENTION IN BUSINESS 

The guiding principles of economic activity in modem society 
are freedom of enterprise and the recognition of individual rights 
in property. The general rule of the present competitive system 
is that any person is free to act in his own interests in the pursuit 
of wealth, and that he will be left in unhampered control of such 
wealth as he may come to possess. In all branches of man's 
economio activity-production, exchange, distribution and con
sumption-society relies upon competition for securing justice 
as between man and mM and for obtaining a. fair distribution of 
the product among the various factors of production. Generally 
speaking, the State does not intervene unless its laws are broken 
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or unless its assistance is required to enforce the general prin
ciples of contract which are essential for the performance of 
business transactions. 

But as we have already noticed, the complete adherence to 
the policy of laissez laire, carried to extreme limits by the fervid 
supporters of Adam Smith, has been found to be impracticable 
as society has. progressed and the productive organisation has 
become more complex. 

In various directions it becomes necessary for the State to 
supplement or to regulate private enterprise,-in some cases 
even to assume the full oWnership and control of the undertaking. 
We may briefly summarise as follows the cases in which State or 
municipal intervention in economic affairs is justified under 
modern conditions :-

1. When the business is 01 a monopolistic nature, as in the 
case of the various social monopolies such as the ~, 
canal, postal and te~h systems, and urban gas, elcc
tIi£ily, water and transport undertakings. It will be clear 
on a little consideration that none of these could be entirely 
unregulated in a modern community: competition therein 
is generally undesirable, if not quite impossible. 

2. Where private enterprise would not be attracted, because 
of (a) the unremunerative nature of the undertaking, or 
(b) the absence of return for a considerable period. Included 
in this class are many of the so-called unproductive services, 
such as the care of general beaJt.b and sanjtation, particularly 
in relation to the housing of the working classes. Examples 
of the second class are railways and canals (such as those of 
Canada, France, Germany and Belgium), afforestation (e.g., 
Switzerland), the reclamation of land (as in Holland), and the 
provision of roads and bridges (as in most countries and 
particularly in new countries). 

3. Where the economically weak require protection, as in 
the case of workers who are exploited in factories and work
shops, particularly in the sweated industries. 

4. Where monopolistic combinations exploit the public.
Trusts and combines may obtain undue gain at the expense 
of the community generally. Examples of this class are to 
be found chieffy in the United States, where legislation has 
been necessary to limit the activities of the great combina
tions of producers. 

5. Where the consumer's interest may be prejudiced, as by 
adulterated foods, unsafe railways or tramways, and by the 
sale of drugs and intoxicants. Under this heading also may 
be included the p'royisjou of a sound currency and of a ~ 
system of ,£ejghts and meaSJlres. 
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6. Where Btate management and control is dictated by 
political or 80cial as well as economic considerations.-Under 
this heading may be mentioned the manufacture of armaments 
arid of war material generally. 

We may therefore trace" a gradual evolution and extension of 
the principle of State and municipal intervention in economic 
affairs: first, through the provi8ion of facilities for general 
economio activity; secondly, in the direct encouragement of 
certain forms of that activity; thirdly, in the regulation of 
economic enterprise, and finally, in the actual owner8hip and 
control of certain forms of productive enterprise. In the following 
paragraphs each of these forms of intervention is considered in 
the order given. 

State Endeavours to Facllitate Business. 
Possibly the most important means by which the State 

facilitates eoonomic activities is by the institution and enforce
ment of statutes relating to contract, without which business 
could scarcely proceed with satisfaction and security. In every 
society State regulation and recognition of the principles of 
contract law are essential to progress, and as the community 
advances, improvements, extensions, alterations and codifica
tions of that law are necessary in order to keep pace with and to 
facilitate the conduct of business. Definite rules must be made 
and enforced concerning the rights and liabilities of parties to 
contracts of all kinds. For the protection of those parties and 
for the sake of the simplicity and smooth working of the social and 
economic machine certain requirements of fOm1 and substance 
may be made compulsory, while the State may in certain circum
stances refuse to enforce contracts which are not drawn up in 
the requisite form or which may be detrimental to one contracting 
party or to the general interests of the community. In certain 
cases, also, penalties may be imposed and punishments inflicted 
with the object of preventing certain abuses which interfere with 
or restrict economio activity. 

In these and in many other ways is the general conduct of 
business facilitated. Enterprise is encouraged and a greater 
degree of general seourity attained by wisely-conceived and 
carefully-applied laws. Of special importance from an economic 
standpoint are those laws which govern the constitution and 
liability of various forms of economic organisation-partnerships, 
companies, trusts, trade unions, professional bodies and friendly 
societies. The transaction of business by and with a company, 
for example, is greatly facilitated by a clear understanding of the 
liabilities of its promoters, directors, shareholders and auditors, 
while the community generally benefits from laws demanding 
the publication and certification of balance-sheets and reports. 
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In the same important class are laws relating to bankruptcy 
and insolvency-protecting the creditor against fraud and dis
honesty on the one hand, and, on the other, giving the debtor 
an opportunity of making a fresh start in life; and also 
laws concerning patents, trade marks and copyright, and 
those providing for arbitration and conciliation in industrial 
disputes. 

In more direct fashion the State facilitates economic activity 
by providing a sound and well-maintained currency and a system 
of weights and measures; by undertaking the collection and 
compilation of economic statistics, and the publication of reports 
on industrial and commercial matters; by obtaining information 
of economic conditions and markets in other countries through 
its various consular offices; by appointing commissions of 
enquiry into industrial questions; by organising and regulating 
local fairs and markets in various centres; and by promoting 
great exhibitions both at home and abroad for the furtherance 
of trade and industry. In most countries, also, the State now 
undertakes research, experiment, and investigation with the 
object of promoting and facilitating great national industries. 
In this country, the Ministry of Agriculture and Fisheries, con
stituted in 1919, and the Development Commission, founded in 
1910, undertake research and experiment and make advances 
of capital with the object of promoting the development of 
agriculture, fisheries, forestry, rural transport, and canal and 
river navigation. The aim is to assist private enterprise, and 
also to open up the field for such enterprise by actually proving 
the potentialities of the future development of certain industries, 
whether old or new. The important work of the agricultural 
experimental stations is well known; to these is due the estab
lishment in this country of the beet sugar industry, of the 
cultivation of tobacco and flax, and the appreciation by British 
farmers of the advantages pf certain types and rotations of crops, 
of various artificial manures, and of certain breeds of cattle and 
sheep. The Development Commission is also responsible for 
the afforestation and reclamation schemes which have been 
undertaken in this country, and also for the encouragement of 
co-operation among small farmers in various districts. 

Clearly, these functions of a modem State are of incalculable 
benefit to the community, and must inevitably add greatly to 
its economic efficiency and general productivity. 

State Encouragement of Economic Activity. 
The activities of government considered under the previous 

heading have the object of promoting the economic activity and 
progress of the community as a whole. The means of encourage
ment which we shall now discuss mark a further stage. Their 
effect is generally more direct, and in some cases more 8pecific 
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(Le., applied to particular forms of activity) than the functions 
already described. 

By far the most important of the methods adopted in various 
States to encourage economic activity is that of protection, with 
its allied principles, reciprocity, retaliation, and imperial preference. 
These controversial forms of State activity, discussed in Chapter 28, 
may considerably influence the production and distribution of 
wealth within a community, and seriously affect its economic and 
political relationships with other nations. 

An even more direct form of encouragement is that which is 
applied in the form of bounties or 8ub8idies to certain industries 
or in respect of certain products. The main object of protection 
and of imperial preference is to ensure a market for home products 
generally, and their object may not be successful if foreign com
petition is too strong or if the protected industries fail to thrive. 
On the other hand, bounties and subsidies are in their nature 
8pecific i they consist in a direct encouragement to certain 
industries or in respect of a certain product by actual payment 
to the organisations concerned, or by State guarantee of interest 
on invested capital, as in the case of aircraft manufacturers 
during and since the war, or by State loans to the industry 
concerned at low rates of interest. 

This form of direct encouragement has also aroused con
siderable difference of opinion, anr! has frequently led to political 
complications of the first importance. In some instances such 
intervention may be dictated by political considera.tions, but it 
is difficult to find economio justification for State intervention of 
this kind which tends so seriously to interfere with the free play 
of competitive forces. Nevertheless, even Adam Smith, great 
exponent of the policy of lais8ez Jaire as he was, has stated that 
II if any particular manufacture was necessary for the defence 
of society, it might not always be prudent to depend on our 
neighbours for the supply i and if such manufacture could not 
otherwise be supported at home, it might not be unreasonable 
that all other branches of industry should be taxed in order to 
support it. The bounties on the exportation of British-made 
sail-cloth and British-made gunpowder may perhaps both be 
vindicated on this principle ".1 

The great objection to such State interference lies in the 
fact that the subsidising of certain industries ma.y create vested 
interests, which may never become self-supporting and which 
may need State assistance for an indefinite peri~. Further
more, the general principle of supporting certain industries while 
others are left to fend for themselves is on the face of it a. contra.
vention of the canons both of economic theory and of equity. 

I Wealth 0/ NGliOfUl. Book IV. T. 
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State Regulation of Economic Activity. 
Generally speaking, the forms of State intervention discussed 

under the two preceding headings do not impose restrictions or 
limitations on the economic activity of individuals in the pre
vailing competitive system: they tend rather to facilitate and 
to encourage that activity in whatever sphere it may exist. As 
we have noted, however, society has long recognised that com
petition cannot be left entirely unrestricted and unregulated 
without detrimental results on some or all sections of the com
munity. The system of free enterprise is based on the assump
tions that man may always be relied upon rationally to seek 
his best interest and that competition will tend to the survival 
of the fittest in all branches of social activity. But again and 
again history has proclaimed that, although these assumptions 
may be generally true, they take too narrow a view of human 
nature, and that the policy of laissez laire results, in practice, 
in a dreadful exploitation of the poor and economically weak 
and a survival of the "fittest" from the point of view of the 
possession of wealth only. The rule "to him that hath shall be 
given" replaces the conception of a just distribution of the 
product of wealth, in accordance with the relative effort directed 
to its production. 

Thus we find the most notable instances of State regulation, 
under the general heading of Factory Legislation, directed to 
secure for the workers reasonable hours and conditions of employ
ment, satisfactory sanitary and ventilation arrangements, safe
guards against accidents from machinery, explosives and (in the 
case of mines) after-damp, and restriction of the exploitation of 
women and of children. More recent developments are the estab
lishment of minimum rates of wages in certain sweated trades, 
and the organisation of the Trade Boards in certain industries. 
These matters are more fully discussed in Chapter 21, ante. It 
cannot be questioned that such measures have had the effect of 
raising the general standard and efficiency of the workers, and 
of safeguarding them from inhuman treatment by unscrupulous 
employers. "The difference between the unregulated factory 
industry of the early nineteenth century and the regulated 
industry of to-day is the same as the difference between a fight 
in the street and a fight in the ring under Queensberry rules ".1 

In many other ways the State intervenes to protect the 
interests of persons engaged in productive occupations and to 
safeguard those who are liable to be exploited or injured by 
outside agencies. We may mention the regulations for the 
safety of ships and of their crews, the State scheme for the 
compulsory insurance of workers against sickness and unemploy
ment, the enforcement of compensation for workmen who may 
be accidentally injured, and so forth. 

1 Clay, Ewnomica for the General Rmder, p. 385. 
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The interests of conflumers, also, are carefully protected by 
State regulations of various kind, and in some cases by the actual 
control of the policy and working of private enterprise. In the 
latter category are included the various forms of social monopoly, 
such as gas and water undertakings, railways and tramways, 
and the postal services., Regulation is necessary in such cases 
for various reasons. In the first place, competition in respect 
of the supply of these services is undesirable and frequently 
impossible. Secondly, the charges for essential services must 
be kept within reasonable limits, otherwise consumers generally 
may be exploited for the benefit of the few. 

Among general State regulations which protect t,he consumer 
are those which provide for the safety of railways, tramways, and 
bridges; for the control of adulterated foods, drugs, t)xplosives, 
and intoxicants; for the inspection of weights and measures; 
and for a proper standard of qualification in the important 
professions of medicine and the law. 

The extensive system of rationing supplies of food and 
material, which was such a. pronounced feature of the late war 
period, was a. further striking example of State intervention in 
economic matters. As a. general rule, however, no such inter
ference is undertaken in regard to the essential foods, and State 
action is confined to those which have harmful effects on life 
and living. 

It will be seen that various forms of State regulation under 
modem conditions are to be found in every branch of economic 
activity. In the sphere of conaumption, the interests of the 
consumer are protected in the many ways discussed in the 
preceding paragraphs. The State intervenes in production to 
protect the workers and the general interests of the community. 
In exchange, State activity is responsible for the provision of a 
sound currency and for the regulation of the charges for certain 
essential services. In recent years we have also examples of 
Government control in the sale and distribution of food and of 
raw material, in the export and import of gold, and in the general 
mechanism of the foreign exchanges. Finally, in the department 
of distribution, State interference has resulted in the fixing of 
minimum rates of wages and in the institution of trade boards, 
both designed to secure for the worker a greater share in the 
product for which he is largely responsible; in the passing of 
the Truck Acts, which are intended to prevent the worker from 
being deprived of some of the income to which he is entitled, by 
payments in kind instead of in money; and in the use of the instru
ment of taxation with the object of levelling up standards of living 
as between different classes by reducing inequalities in distribution. 

State Ownership and Control. 
Government intervention in economic activity reaches its final 

stage whf'in the State completely supersedes private enterprise 
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and assumes the ownership and control of productive organisa
tions. During recent years there has been a. pronounced tendency 
for this aspect of State activity to extend considerably, and in 
many countries a demand has arisen, among the working classes 
more particularly, for collectivism, i.e., the complete national
isation and municipalisation of the means of production. This 
controversial question is dealt with in Chapter 22 ante, and need 
not be discussed at this point. 

State and municipal control of economic concerns has 
hitherto been confined chiefly to (a) such services as private 
enterprise cannot be expected to supply, either because of 
their unremunerative nature or because the return must be 
small and extended over a long period; or to (b) enterprises of 
a monopolistic character which may be regulated, but in which 
regulation is sometimes so difficult as to cause the State or 
municipality to undertake complete control; or to (c) enter
prises, such as the production of armaments, which are essential 
to the defence of the community. 

Examples of the first class are afforestation, reclamation of 
land, roadmaking, bridge-building, the supply of urban water, 
and the provision of railways and canals in certain areas. In 
the second class are included gas and electricity undertakings, 
which although frequently conducted by private enterprise are 
now largely in the hands of municipalities, and also urban trans
port undertakings, such as tramways and bus services. 

Generally speaking, such services are efficiently and pro
ductively conducted by the public authorities, although it is a 
controversial question as to whether the undertakings would be 
more profitable and efficient if conducted as private concerns. 
Furthermore, it would seem that any considerable extension of 
State activity in these directions should take place only after a. 
careful estimation of the usual disadvantages of Government 
control, such as the difficulty of selecting suitable organisers 
when political considerations and patronage intervene, the 
general slowness of action characteristic of public administration, 
and the inefficiency which is likely to result from the absence 
of competition, driving force, and the necessity of earning profits 
for the owners of the concern. Undoubtedly, State enterprise 
in essential and productive undertakings is justified when private 
enterprise is not forthcoming, but whether the State should assume 
a function which private enterprise could effectively discharge 
under suitable regulation is quite a different problem, and one 
which cannot be covered by any generalisation. 

DIRECT SOCIAL ACTIVITIES OF THE STATE 
It is difficult to draw a clear line of distinction between those 

activities of the State which are economic and those which have 
mainly a social bias. lIost of the so-called social activities 
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exert an important influence on the economic activity and 
efficiency of the community, and have consequently been men
tioned in the foregoing pages. The following brief survey of 
those activities which are social rather than economic should 
therefore suffice for our present purposes. 

The Provision of Educational Facilities. 
The term education is extremely wide, and in the present 

connection embodies far more than the training of the young 
in eleme~tary and secondary schools. We must include in our 
conception all tliose efforts which are directed to the improve
ment of the knowledge, skill, intelligence, and adaptability of 
the members of the community, young or old. Clearly the 
development of the powers of the individual, and the dissemina.
tion of knowledge in all its forms-scientific, technical, com
mercial and professional-must be of the greatest importance 
in increasing general efficiency and productivity. The recog
nition of these facts is now universal, and it is not disputed that 
the State should do all in its power to provide and to foster 
educational facilities of all kinds within its boundaries. The 
great disadvantage of the poorer classes of all countries lies in 
the inequality of opportunity: they have neither the knowledge 
nor the power to raise themselves to higher levels, nor the 
opportunity of higher classes to progress socially and economic
ally. It is one of the greatest functions of education to remove 
this disadvantage, and at the same time to add to the efficiency 
of those who are more fortunately situated. Naturally, the 
benefits of the spread of education are cumulative in their effect 
and are felt chiefly in future years; a coming generation may 
be expected to reap the advantages of additional expenditure 
on such facilities at any period. Therein lies one of the main 
reasons why the State should accept the task of promoting 
education, for government must necessarily take the long view 
and aim at permanent prosperity and progress rather than at 
immediate gain. 

The Provision of Social Amenities. 
Closely allied with education is the provision by the central 

and local governments of such social amenities as public libraries, 
museums, and picture galleries, the maintenance and control of 
parks and of places of historical interest. All of these add to 
the general benefit of the community, and tend to the uplifting 
and educating of the people. especially of that section which is 
deprived of the advantages of a. broad general education. 

The Care of Public Health and of Housing Conditions. 
During recent years increased attention has been paid to 

the care of publio health. The State and local authorities now 
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co-operate to ensure an effective system of sanitation, adequate 
inspection of dwellings, notification and isolation of infectious 
diseases, vaccination and care of infants, and the general 
inspection of food. Here may be mentioned also certain 
activities already noted,. such as the control of the hours of 
labour, of factory ventilation and sanitation, and of the employ
ment of women and children, all of which have marked influence 
on the general health of the community. The beneficial effect 
of these provisions, which are now controlled in our own 
country by the separate Ministry of Health, can be fully appre
ciated by anyone who has a knowledge of the· conditions which 
existed in this country as recently as fifty years ago. The general 
benefit to the community is undoubted: the conditions of life 
are immeasurably improved for the working classes, the death
rate has fallen and the birth-rate has risen, while the general 
improvement in health and welfare has added to the efficiency 
of the great bulk of the population. 

The questions of housing accommodation and of public health 
are intimately related, for the general health must benefit from 
the State control of overcrowding, sanitary arrangements, and 
town planning. Since the war the housing problem in this 
country has become acute, and apart from the mere provision 
of living room, it is being recognised that the working classes are 
entitled to better surroundings and improved habitations. Con· 
sequently, the municipal housing schemes instituted during the 
last few years have been welcomed by all social reformers, and 
in spite of the difficulties with which they have had to contend, 
have done much to ameliorate conditions of life in many districts. 
It must be admitted, however, that there are distinct limits to 
development in this direction. One of these is the difficulty 
of raising funds for housing schemes, and the other is the burden 
thrown on the community generally for the benefit of the few. 
Undoubtedly, State regulation of housing schemes and town 
planning is of the greatest advantage, but it is debatable whether 
the financing, control, and ownership of these schemes should be 
undertaken by the community. 

The Care of the Poor, Sick, and Unemployed. 
The care of the poor and unfortunate has been recognised 

for a. considera.ble period as a. necessary function of the State. 
Assistance is rendered in various ways. In this country it takes 
the form of the provision of workhouses, where those incapable 
of work and the children of the poor may be cared for under 
decent conditions, and of monetary help for the aged and needy, 
from the local authority in the form of .. poor relief" or from 
the central authority in the form of old age pensions. Govern
ment intervention of this kind is based on the principle that 
assistance should be given to those who are poverty stricken 
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through no fault of their own' and as a. result of circumstances 
over which they have no control. 

The poor-relief system in this and in other countries is, 
however, open to many objections and is frequently the subject 
of open a.buses. Consequently, as is explained in Chapter 21, 
endeavours are being made to remove some of the fundamental 
causes of poverty by an extension of the principle of- Social 
InBurance, by the institution of measures for the relief of un
employment, and by the estabJishment of organisations, such 
as the Trade Board, having for their object the safeguarding of 
the earnings and employment of the workers. 

The measures taken have been subjected to much criticism: 
undoubtedly in some cases they tend to make the workers less 
provident, and are open to considerable abuse. Nevertheless, 
it must be recognised that their principle is sound, and that their 
general result is to prevent the degradation of the workers, to 
increase their economic security, and to maintain their efficiency 
as productive units. 

It is held in many quarters that the State should definitely 
assume responsibility for the provision of work during periods 
of trade depression, in order to relieve that depression and also 
to preserve the standard of energy and efficiency of the workers. 
In a few years we shall no doubt be able to judge of the efficacy 
and results of the State provision of employment, but if the 
existing State development schemes in this country do all that 
is expected of them, they should be easily justified both on the 
score of economic advantage and of social gain. 

The foregoing survey of the activities of the modem State 
proves the statement that government is the greatest employer 
and the most productive organisation in the modem community. 
There can be little question as to the economic gain which 
results from most of the forms of State interference which we have 
discussed. Many people contend that such intervention should 
extend continua.lly so long as the State, as representing the 
collective interests of the community, can tum the wealth of 
the community to greater account than unhampered private 
enterprise. But although State interference may have done 
much to remove the sordid evils which have resulted from the 
unrestricted play of competitive forces, it must not be over
looked, as Professor S. J. Chapman has so well stated, .. that 
the system of free enterprise has brought out some of the best 
qualities in human nature, industry and endurance, self-reliance, 
courage and enterprise, through which the external world has 
been progressively subdued to the service of man ". 

20 



CHAPTER 32 

PUBLIC FINANCE AND TAXATION 

THE many State activities which we have reviewed in the 
preceding chapter necessarily entail considerable expenditure, 
and could .not long be continued unless adequate funds were 
forthcoming from the community which is expected to benefit 
by those activities. It is the. function of that branch of economic 
science known as Public Finance to consider and to investigate 
the ways in which such Government revenue is to be obtained, 
and to discuss how that revenue is to be expended for the common 
good. It involves an investigation into the theory and incidence 
of taxation,· and also an enquiry into the various methods of 
State and municipal loaning. 

Even in the so-called "normal" times the business of 
government could be described as the largest single business in 
existence. The resources at its command are usually very large, 
exerting a considerable influence on private business generally 
and particularly on the conditions in the national money market. 
In consequence of the Great War these conditions have been 
considerably accentuated, the enormous cost of the conflict 
having resulted in an unparalleled rise in the expenditure 
and revenue of the belligerent states. Apart from these more 
immediate factors, Government activity has tended to increase 
very considerably in modern times, and has necessitated a. 
corresponding growth in public expenditure and in public 
revenue. 

In the first place, the great increase in population has in itself 
entailed an extension of State activity and of the necessary 
outlay. Secondly, as society has progressed and wealth has 
increased State and municipal enterprise have been extended 
in the various directions indicated in the preceding chapter, 
as for example on the provision of schools, public libraries, parks, 
baths and museums. Furthermore, State interference on behalf 
of the poor, the sick, the unemployed and the economically weak 
has not been possible without considerable outlay. Finally 
must be mentioned the vast increase in the expenditure of modern 
States, which has become necessary in order to provide for the 
adequate defence and security of the community. 

Illustration of this growth is afforded by the fact that the 
public expenditure of Britain (exclusive of municipal expenditure) 
increased forty-fold between 1685 and 1841, during which period 
population increased only three-fold. The increase was con-

57.8 
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tinued steadily until the outbreak of war in 1914, at which time 
the annual State expenditure was approximately four times as 
great as it was eighty years previously. The vast increase 
caused by the Great War may be judged from the statement 
that, whereas in 1913-14 British annual expenditure was £197 
millions, in 1917-18 it had increased to £2696 millions, and. still 
remains in the neighbourhood of £800 millions, approximately 
four times the pre-war total. 

Classification of Public Expenditure. 
Public expenditure falls under two broad headings, national 

and local, according as it is incurred by the central government 
or by one of the various kinds of local authority which exist in 
a mo~ern community. The former includes expenditure on 
such general services as defence and the provision of the currency, 
while the latter refers to expenditure on services which are mainly 
of local interest and benefit, such as the supply of urban water, 
street lighting, and the control of sanitation. 

Necessarily, however, the two classes must overlap to some 
extent, and it is usual to recognise an intermediate class known 
as semi-national services, "which are carried out by local 
authorities but which are not exclusively for the benefit of a. 
particular locality, the State having so marked an interest in their 
efficiency that it retains a mea~ure of control over their ad
ministration, and contributes part of the cost ".1 Examples 
of services under the joint control of the central and local 
governments in this country are the provision of education, 
the administration of the poor law, and the maintenance of main 
roads. In the case of education much of the control is in the 
hands of local authorities, and much of the necessary funds 
are provided by local rates, supplemented, however, by grants 
from the State, to the extent of one-half of the maintenance 
fund so far as elementary education is concerned. Poor Law' 
relief is also administered by the local authorities, and most of 
the necessary funds are obtained from local rates. . 

The general tendency in modern communities is to delegate 
to the local authorities the administration of such matters and 
expenditure as chiefly concern local interests, the State exercising 
a general control with the object of ensuring uniformity, simplicity 
and economy. 

In regard to the more detailed classification of public ex
penditure various methods have been adopted, but, conforming 
to the treatment of the general subject of State intervention in 
the preceding chapter, we have expenditure, first, on defence and 
Becurity, internal and external, i.e., onrprotective functions; 
secondly, on State economic activities, or commercial functions, 
including the facilitating. encouragement, regulation, and control 
.of business; and thirdly, on State social activitie8, especially 

1 A. B. eM, Imperial Tazatiota. p. 5. 
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developmental functions, such as education, public health, housing, 
and poor relief. To these we must add expenditure on gOt'ern· 
ment and administration, including the cost of the legislature, 
the civil service, the royal family and its representatives; and 
on debt services, involving the payment of interest on national 
and municipal debts, and on the necessary services connected 
with their administratio~ 

British National Expenditure. 
In April of each year the national accounts come up for 

review before the House of Commons, to which the national 
balance sheet-known as the Budget-is submitted by thc 
Chancellor of the Exchequer as the representative of the 
government. The Budget contains an account of the actual 
expenditure and revenue during the previous financial year, 
and includes proposals for raising the necessary revenue to mect 
the estimated expenditure in the following year. 

National expenditure falls under two main headings: (1) Con
solidated Fund Services, which are permanently authorised by 
Parliamentary authority and for which annual sanction is not 
required; and (2) Supply Services, which are voted annually by 
the House of Commons, and are subject to such modification as 
may be decided after debate in the House. The table on page 581, 
showing the actual expenditure for 1923-24 and the Budget 
for the following year, 1924-25, will serve to elucidate the fore
going· explanation and at the same time give some indication of 
the magnitude of the national expenditure and of its appropriation 
to the various services already described. 

British Local Expenditure. 
Local expenditure during recent years has naturally kept 

pace with the considerable increase in national expenditure, but 
'since the Armistice additional outlay on local matters has bcen 
necessitated for several reasons. In the first place may be 
mentioned the appreciable increases in the cost of living, in 
salaries and wages of officials, and in the prices of materials 
required for various local services. Secondly, considerable 
municipal work which was necessarily deferred during the war 
period has been undertaken since the armistice, while additional 
schemes have been instituted in order to provide work for the 
growing number of unemployed. Thirdly, considerable expendi
ture has been incurred on building schemes in an endeavour to 
relieve the housing shortage in many parts of the country, and, 
finally, an appreciable part of the increase is attributable to the 
additional number of persons obtaining poor relief in consequence 
of the abnormal depression. 

The extent of the expansion in British local expenditure 
during recent years is indicated by the great increase which has 
taken place in the local revenue. Wherea.a in the financial year 



l'UBLlC FlNANCE AND 'l'AXAT10N 581 

1913-14 total receipts from local rates in England and Wales 
amounted to approximately £71 millions (38s. lid. per head of 
the population), the total for 1921-22 was in excess of £173 
millions (£4, lIs. 4d. per head). 

Actual National Expenditure, 1923-24, and 
Budget Estimates, 1924-5. 

1923-24. 
Actual. 

1924-25. 
E.'imaiu. 

(000 omiLted). 

CON80Lll)ATED FUND SERVICES: 
National Debt Services. • 
Sinking Funda, including Termin. 

able Annuities • • . 

Total Debt Services 
Road Fund. • • • 
Paymentl to Northern Ireland 

Exchequer.. • • . 
Payments to Local Taxation 

Aocounts, etc. • • • 
Land Settlement • • • 
Othcr Consolida.ted Fund Charges 

SUPPLY SUVlCJl:S: 
Army • 
Navy • 
Air FOl'Ile 

Fighting Forccs 
Civil Services • • 
Customs and EXCise} 
In1a.nd Revenue 
Poat Offioe Services • 

Total Expenditure • 

------

I £ £ 
307,309 

I 

i 40,000 
I 

347,309 
14,090 

3,967 

13.662 
1.209 
2.803 

383.040 

43.600 
52.600 

9.600 ---
105.800 

I 

239.366 

10,823 

I 49,811 
4115.800 

I 
I £71111.1140 I ~= 

Surplua of Revonue, 1923-2.& (see Table on • 
page 586. poal) £.111.329 

! 
I £ 
i 305,000 

I 
45,000 

350,000 
15,000 

3,500 

13.150 
750 

2.440 

45.000 
55.800 
14.511 

115.311 
227.573 
/4.740 
\ 6.481 
61.081 

, 
I 

Grants in Aid of British Local Expenditure. 

I 
I 
i 
I 
I 
I 
I 

i 
i 

I 

I 
I 

I 
I 
I 

I 
I 

I 

£ 

384.840 

405,186 

£790.026 

A distinction is sometimes drawn between onerous and 
beneficial local expenditure. The former term is applied to 
expenditure which is enforced by the central authority (through 
the Ministry of Health) because it may be expected to bring 
national advantage, as, for example, expenditure on poor relief, 
publio health, the maintenanoe of police, education, and the 
provision of lunatic asylums. On the other hand, beneficial 
expenditure is that which is undertaken mainly on local re
sponsibility and is followed by direct local advantage, such as 
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outlay on drainage, water supplies, and street· lighting. The 
distinction is, however, frequently difficult to define with any 
degree of exactitude. Such services as poor relief are as 
beneficial locally as they are to the nation generally. An 
improved high road may be of first national importance, and it 
may also confer inestimable benefit on private and business 
persons living in the vicinity. 

Nevertheless, the distinction has been recognised in practice 
by the making of annual subventions, called" grants-in-aids ", 
from the National Exchequer to the local authorities, in order 
to cover part of the so-called "onerous" expenditure. The 
system was commenced in 1832 with the Education grant of 
£20,000 for school buildings. It was afterwards considerably 
extended, but has since been modified. Originally all gra.nts 
were made by Parliament from the consolidated fund, but although 
some payments of this nature are still made, most of the contri
butions from the national exchequer consist of actual appro
priations to the Local Taxation Account of fixed proportions 
of certain national taxes, while the collection and levying of a. 
number of licences (e.g., game, dog, gun and carriage licences) 
are actually left in the hands of the local powers. 

The making of grants from national to local accounts has 
been the subject of widespread controversy. On the one hand, 
it is contended that there are distinct limits to the form and 
amount of taxation which may be raised by a local body, and 
consequently, if work of national importance has to be undertaken 
by a local authority, it is only right that it should be financially 
assisted by the central authority. Secondly, it is maintained 
that the system of subvention acts as a stimulus to the under
taking by local bodies of work which is of importance from 
the standpoint of national efficiency, and especially when the 
local authorities have not the financial means or the initiative to 
undertake activities which are now recognised as being socially 
and economically necessary. Thirdly, they are advocated as re
ducing inequality of burden as between one district and another, 
and as enabling a relatively poor district to obtain the advantages 
of such benefits as education and improved conditions of health. 
Finally, it is held that the system permits of an efficient, 

. uniform, and more directive control by the Government, which 
can, therefore, apply its centralised experience and knowledge 
for the benefit of all localities in the country. Such regulation 
and co-ordination tends to a distribution of advantages, and 
favourably reacts on national efficiency. 

Objection is raised to the principle of subvention because it 
is said to encourage extravagance in local expenditure, over 
which there is little Parliamentary control and no guarantee 
of economy or of efficient administration. Furthermore, it is 
held that contributions should be avoided which cannot, by their 
nature, be arranged on any equitable basis as between one district 
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and another, and which are liable to be affected by pa.rliamentary 
corruption. 

On the whole it would appear that some such form of State 
assistance is inevitable under modern conditions, with the 
constant growth in the number and variety of functions discharged 
by the local authorities, but it is possible that the arrangements 
which have developed in somewhat haphazard fashion under 
pressure of emergency may be systematised and still further 
co-ordinated so as to achieve greater efficiency and uniformity. 
On the, other hand, "the golden mean between local autonomy 
and bureaucratio oontrol by the national government needs to 
be kept, and the first and most important step towards securing 
that ideal is an educated publio opinion, enlightened ideals of 
civic responsibility and a proper sense of public rights and duties ".1 

Public Expenditure in Relation to Production and 
Distribution. 

It will be clear at this stage without further explanation 
that public expenditure may have very important effects on 
production. As we have seen, much 'of the activity of modern 
governments is directed to increase the productivity of the 
community, while in many oases actual productive functions are 
undertaken by the State itself. In relation to distribution, 
also, we have indicated that government may intervene to secure 
minimum rates of wages and to protect the worker generally 
against exploitation by unscrupulous employers. In this way 
government effort and outld.Y may, in the long run, have 
important influences on the distribution of the national dividend, 
but we may note also one or two further effects. In the first 
place, revenue may be raised by the taxation of one olass in the 
community, and expended in the provision of goods, services, or 
amenities whioh mostly benefit other classes, and possibly these 
only. An outstanding example of suoh direct transferenoe of 
wealth from one class to another is the provision of old age 
pensions by the taxation of estates passing at death. A more 
usual example is that of expenditure on State eduoation and 
on the sooial amenities genera.lly. Undoubtedly the greatest 
benefit of such servioes aoorues to the working classes, although 
the greater part of the cost of their provision is obtained by the 
taxation of higher grades of sooiety. Of even more pronounced 
effect is the provision during reoent years of much of the 
expenditure on defenoe and armaments by a great increase in 
the taxation of the wealthier classes. Taxation of sma.ll incomes 
has not been appreciably increased, but la.rger inoomes have in 
some cases been reduoed by approximately one half. In 1924, 
for example. incomes of £150 a year would be reduced by direct 
and indirect taxation to the net value of approximately £135, 

I Lever, Primm' oj Tazali<m, p. 102. 
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whereas an income of £50,000 would be reduced by practically 
fifty per cent. 

Clearly such measures must have a marked influence on 
the distribution of the national dividend, and tend indirectly 
to achieve the great object of many social reformers. If such 
redistribution results in a more equable apportionment of the 
national'dividend, and thereby adds to the general productivity 
of the community, it is justified on both moral and economic 
grounds. The extension of such, principles is, however, subject 
to two great dangers. On the one hand, the classes which receive 
such assistance may diminish their efforts to save and to provide 
on their own behalf, while the classes who are deprived of their 
savings by heavy taxation may find less incentive to accumu
late wealth, and consequently lower the supply of that capital 
which is of such importance to a progressive and productive 
community. Moreover, the psychological effects of such rcdis
tribution on the minds of producers may so discourage enterprise 
as to diminish seriously the amount of wealth produced, and 
thus lower the general welfare by causing an all-round fall in the 
standard of living. (Refer also to pages 38 and 596.) 

Public Revenue. 
The provision of adequate revenue to meet the ever-increasing 

expenditure of the modern State is obviously a matter of 
considerable difficulty and intricacy, greatly emphasised during 
recent years by the enormous outlay of the various countries 
on defence, armaments, and more especially, war. In normal 
times every progressive community endeavours to meet its 
annual expenditure out of its annual income, which is obtained 
chiefly by taxation, but includes also certain smaller revenues 
such as those detailed below. Few modern states, however, 
have been able to "live' within their incomes", and, in recent 
years particularly, resort has had to be made to various forms 
of loaning, from the public or from other nations, in order to cover 
deficits and extraordinary expenditure. For the present, however, 
our attention will be confined to the broad question of taxation, and 
the consideration of public loaning is deferred to a later chapter. 

Classification of Public Revenue. 
The elements which account for the total annual income of 

government necessarily vary considerably in different countries, 
but the more usual permanent revenues of a modern community 
may be classified as follows :-

1. REGULAR REVENUES, including 
(a) RevenueJJ from State OwnerBhip of (a) land and 

buildings, or (b) of productive undertakings. Examples 
of the latter are incomes from postal services and railways 
under State control, and from gas, electricity and trans-
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port undertakings under municipal control. Under the 
former headin~ may be mentioned the income from the 
British Crown lands, and from government or municipal 
buildings and housing schemes. 

(b) Revenue8/rom Private Income8, including taxation 
in all its forms, and fees for non-economic services such 
as the issue of gun and marriage licences. . 
2. IRREGULAR REVENUES, including such items as fines, 

penalties, gifts, indemnities, escheats and forfeitures. 
The revenues obtained from State ownership are the result 

of direct economic charges on 8pecific persons for services rendered, 
as, for example, the supply of gas or electricity, the transmission 
of letters, parcels, and telegrams, the carriage of persons or of 
goods by rail and road, and the hiring of land or buildings. In 
Buch cases, the State occupies a position little different from that 

Actual National Revenue, 1923-24, and 
Budget Estimates, 1924-25. 

1923-24. 1924-25. 
Actual. E,timatu. 

(000 omitted). 

- ---- -.--- -----
RIIVIIINUB FROM TAXATION: £ I £ £ £ 

Customs. 119,958 101,800 
Ellcise 147,970 135,900 
Motor V ~hicle,' etc., i>utic~ H,691 15,600 
Estate, etc., Duties • 67,800 56,000 
StamITDuties • • . • 21,670 21,000 
Land ax, Inhabited House Duty 

1,250 and Mineml Rights Duty • 2,760 
Proper~ and Income Tall • 269,331 265,000 
Super ax • • • • 60,640 61,000 
Ellcess Profits Duty (net). Nil 8,000 
Corpora.tion Profits Tu 23,340 I 20,000 

Total Tn Revenue • I 718,060 685,550 · I 
I 

NON.TAX RIilVIIINUB: I 

Postal Receipts £32,840 £33,250 
'relogrnph Receipts • 6,670 6,600 
Telephone Receipts • . · 14,390 I 14,750 
Crown Lands (net) . 920 900 
Interest on Sundry Loans, etc. • 12,607 12,250 
Miscellaneous: 

! OrdinaieoReceipts 15,981 11,850 
Special eipts. 36,801 ! 30,000 

, 
119,109 108,600 Total Non·Tn Revenue· 

Tota.! Revenue • · ~£837,1~ £794,060 

Surplu.t 0/ Revenue over EZpe1Idilure, 1923-24: £48.329 
= 



586 ELEMENTS OF ECONOMICS 

of the private concern, and, generally speaking, the charge made 
will be based on an economic estimation of the value or benefit 
of the service provided by the State. Similarly the various 
forms of irregular revenue are also specific; they are imposed 
on and obtained from particular persons in consequence of the 
peculiar relationship of those persons to the State in its legal 
and authoritative capacity. The revenue derived from taxation 
is in quite a different category. 

British National Revenue. 
The figures on page 585 of the actual national revenue of this 

country for the fina.ncial year 1923-24, and of the Budget estimates 
for 1924-25, may be studied in conjunction with the figures of 
national expenditure for the same years given on a previous 
page. Together the tables include the national balance-sheet 
items and the Budget estimates for the years in question. The 
figures in the table on the preceding page will indicate the various 
sources from which the national revenue is derived, and also the 
relative importance of those sources. 

/ THE PRINCIP.LES OF TAXATION 
The Nature of Taxation. 

Taxes are levied upon practically all persons in the community 
to cOver the cost of services rendered by the State for the benefit 
of the community generally. They differ from the specific 
revenues previously described in that they are exacted for benefits 
which cannot be traced to particular -individuals, but which are 
assumed to be equally beneficial to all individuals in the 
community. Consequently, we may define a tax as a com
pulsory contribution made to government, under stated conditions, 
and not in return for a specific service rendered. If a person 
wishes to own a motor-car, to carry a gun or to keep a dog, the 
State decrees that he shall pay a licence for the privilege. But 
no specific service is rendered by the State in connection \lith 
the motor-car, gun or dog. Again, everyone who uses tea or 
sugar contributes in the price paid a certain proportion to the 
revenue of the State, but this contribution has no reference to 
any specific service rendered by the State, and the tax is not 
intended to apply to any specific individual or individuals. The 
money is required and is applied for the general purposes of the 
community and (with a few exceptions) is accordingly demanded 
from all who choose to live within its boundaries. 

Taxes are, therefore, a price paid by individuals in a com
munity for the services of Government, but .. the essence of a 
tax as ~~~h~4 _ from_otllel:._~h~!ges _by _ Goyem:melif1S -the 
aJlsence of any dire<l.1L.quid r~~ bet!VeenJhe taxpayer and the 
public aut~~~ ".1 
-- --- 1 Taussig. Principlu oj Economiu. Ch.lxvi. 1. 
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Classes of Taxes. 
Various classes of taxes may be distinguished in most modern 

systems, Pro.por#cmaL ja;ces ar~ those which vary in_ 9~ 
pr:9portiQIl.jQ-.th.e v .. alue. of .. the !ncome or property taxed. A 
general income tax of, say, Is. in the £ would be an example of 
a proportional impost, as the amount obtained from each person 
would be directly proportional to his income. In the same 
class are included import duties on various commodities, as the 
amounts of such d'iihesare Oi.feCfly proportionarto the weight 
orvaTueonne.cOWmoility_taxed. . 
.• Progressive taXe8 are those the rate of which increases with the 
increase in the clear net in~Ql'I!~_of.-tb~.-person or CIcarii"nnua.! 
vlt!tIe~ 0L~!le_.pro:perli :la-xed. The essential of progressive 
taxatlOn IS that toe tax should demand a ~!:ttollal !!ac!!fi~e 
~rom the lbrson.~(mtributing thereto. In practice this system 
IS applied y fevymg increased rates of tax on incomes which 
fall between certain increasing limits. 

Regressive taxes are those the rate of which diminishes with the 
increase in the value of t~e ta_x~il"'prope!ty':or llCome. In other 
w"l5l'l'ISSil'rn.llel""'11moIiies"a.retaxed at a higher rate than larger 
incomes, Examples of this form of tax are difficult to find as 
they are now generally regarded as unjust. 

Degressive taxes involve the ta~l!-t.iol!.9f larger incomes at a. 
higher rate than smaller inc.Olp.es, but they differ from progressive 
taxes ,in..Jhat the .. l'acrifice entaUed may not be proportional; 
1.e" ~he tax on the larger .income JIlaymean a lower 1'&lative 
sacrifice than on.the smalle, income. 

. Rate8.-The sums exacted by the central government by 
national taxation are usually described as taxes, in contra
distinction to rates, which are levied by the local authorities to 
defray local expenditure, Although, in a discussion of the 
principles of taxation, it may be assumed that both forms are 
included, certain distinctions should be noted, In the first 
place. ra~ are ~vari~'bly a direct ~harge on the annual value 
of real .{>~~eJt~-;laI.!~L~DWIdings. whereas tll:,xes may. b~ 
leVied eltfier directII_oU-Iea.I.:or personaLproperty (i.e .• movable 
gooasor- chaEtels), and ma.YJ>e reckol!e.g on the. ~nnual capital 
value of s~ch property-:--" Seconary;'rates vary in:.a~g1,1llt accordi?g 
tot.IleTocality, whereas taxes uS1,laHyapply lllliformly throughQut 
the community. - --
---IDirect tax is one which is demanded from the very persons 

who, it is intended or desired. should pay it ",1 The income tax 
is generally regarded as such a tax, for, as a. rule, it must be 
borne by the person from whom it is demanded, and that person 
is generally unable to recoup himself 'from anyone else. In 
practice, however, business men may include in their charges 
for goods and services a certain proportion to cover their 

1 J. S. Mill. Prinet'plu oJ Political Economy. Book V. IlL 1. 
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anticipated income tax payment. Other examples of direct 
taxes are death duties and the various licence duties imposed 
in this country. 

" Indirect taxes are those w@c}t are demanded from one persoll 
iJU.1;l~xpe.ctation and intention th~t he shall indc~if..YYim~lf 
at..JJ1e expense ot anotQ,}!"..!S.l MosCimportaUhes faIr within 
this category, as, for example, the duties on sugar, tea, and 
tobacco. They are paid in the first place by the importer, but 
are ultimately borne by the consumer, to whom they are passed 
on in the price charged for the various commodities. 

The distinction between direct and indirect taxes will be more 
clearly seen after the question of incidence has been discussed. 

Adam Smith's Canons of Taxation. 
No discussion of the principles of taxation could be complete 

without a reference to the famous "canons" of taxation which 
were laid down by Adam Smith in his Wealth 0/ NatioTUJ. 2 

Although the theory of taxation has been considerably extended 
since the days of Adam Smith, his propositions are still funda
mentally true and form an excellent basis for further inquiry. 
For the sake of clearness each of the four canons is given under 
an indicative heading: 

1. EQUALITY.-" The subjects 0/ every Btate ought to 
contribute towards the support 0/ the government, as nearly as 
possible in proportion to their respective abilities; that is, in 
proportion to the revenue which they respectively enjoy under 
the protection 0/ the Btate. . . . In the observation or neglect 
of this maxim consists what is called the equality or in
equality of taxation". 

By "equality" in this connection is meant equality of 
sacrifice, and not necessarily of amount paid. As we shall 
see below, most discussion concerning taxation centres 
around the best method of ensuring relative sacrifice, or 
equity, which more clearly expresses the conception. 

2. CERTAINTY.-" The tax which each individual is bound 
to pay, ought to be certain, and not arbitrary. The time 0/ pay
ment, the manner 0/ payment, the quantity to be paid, ought aU 
to be clear and plain to the contributor, and to every other person ". 

A tax' which is to meet this requirement should be such 
that the taxpayer may know certainly and without difficulty 
how much he will be called upon to pay, so that he can if 
necessary adjust his expenditure accordingly. Furthermore, 
it should be certain from the point of view of the State; 
i.e., the Government should be able to estimate the probable 
yield of a tax with a fair degree of accuracy, and it should 
be able to determine fairly accurately when the funds derived 

1 J. S. ?rill, Principlu 0/ Politiool Economy. Book V. m. 1. 
I Book V., Chap. II. u. See also Chapter 35. 
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therefrom Will be placed at its disposal. Certainty, there
fore, implies adequate publicity, and also the elimination of 
any element of speculation which may be avoided by the 
exercise of ordinary care on the part of the Government. 
It also involves an absence of arbitrary exaction, either by 
the State itself or by those of its representatives who are 
responsible for tax collection, and so an avoidance' of that 
economic waste which is inseparable from an irregular or 
uncertain system. The publicity and discussion given to 
the Budget proposals in the English system of taxation 
and the necessity for obtaining Parliamentary sanction are 
guarantees of the certainty of the taxes imposed. The 
expression" an old tax is no tax" admirably expresses the 
advantages of a tax which is well known and well provided 
for in the monetary calculations of business men and of 
private individuals. The community cannot immediately 
adapt itself to a new tax, and in the adjustment much 
inconvenience and inequity may be caused. 

3. CONVENIENCE.-" Every tax ought to be levied at the 
time, M in the manner, in which it is most likely to be convenient 
lor the contributM to pay it. A tax upon the rent of land or 
of houses, payable at the same term at which such rents are 
usually paid, is levied at the time when it is most likely to 
be convenient for the contributor to pay; or when he is 
most likely to have the wherewithal to pay". A convenient 
tax is justified on the grounds of productivity and good 
government, and also from the point of view of the taxpayer, 
partioularly when he belongs to the poorer class in the 
community. The~at~t.~hE}conveni~!l.!:<:. :the less.. .the 
waste _9L~im~ .anc;I.of -l"esources involved in the collection 

. at@::.iJaym.e.l!l, Taxes on commodities usually conform to 
this requirement because they are paid in very small amounts 
in thelrice paid by the consumer, and are consequently not 
notice at the time of payment. Taxes on luxuries are 
specially convenient as the consumer may choose the time 
and manner of his expenditure on such articles, and con
sequently pays the impost when his convenience is best 
suited. An attempt to meet the principle of convenience 
is made also in connection with the British income tax on 
manual workers, who are assessed on a. quarterly basis and 
allowed to pay by instalments during the succeeding q~rter. 
On the other Iian<I;-tlie meoma 'lax may be regarded as 
contravening the canon of convenience in so far as it makes 
necessary the compilation of complicated returns, and 
frequently necessitates interviews with the Government 
officials and the employment of accountants to make the 
necessary returns. 

4. ECONol\lY.-" Every tax ought to be so contrived as both 
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to take out and to keep out 01 the pockets 01 the people a8 litae M 

possible over and above what it brings into the public treasury 
01. the State ". 

To conform with the principle here established, a tax 
should be so levied that as much of it as possible is received 
by the State for State service, with the least possible cost of 
collection and administration and the least possible economic 

_disadvantage to the taxpayer and to the country as a. whole. 
In other words, the cost of collection and the loss to the 
individual and to the community should be small in pro
portion to the proceed.!l Taxes break this rule if a. large 
and expensive staff is required for their collection and super
vision, or if they impose restrictions on trade and industry, 
or if they cause upnecessary vexation -ori )he part of thc 
payers, or if tlW"d-partj~s benefit from thl'l tax. An example 
of-the last condition may arise in the case of a. tax on raw 
material rather than on the manufactured commodity, 
because, in the first place, each middleman tends to add a 
certain proportion of profit to the price which he pays, 
and that price may include the amount of the tax, and 
secondly, a greater outlay of capital and interest is required 
at each stage to cover the tax which has previously been 
paid. Third parties also benefit if the proportion of tax 
which may equitably be applied to a given article is smaller 
than the usual business fractional price, in which case the 
nearest id. or Id. per article may be charged, to the detriment 
of the consumer. 

Taxes on commodities which are detrimental to con
sumers, e.g., drugs and alcoholic liquors, are economical 
in so far as they not only perform a useful social service in 
discouraging detrimental and unproductive expenditure, but 
also yield a revenue at the same time. The canon of economy 
may be regarded as being extended in the general economic 
principle that a tax should interfere as little as possible 
with the productive activities and general efficiency of the 
community. Taxation of any kind is clearly uneconomical 
which aims at securing a maximum revenue without 
allowing sufficiently for the effects on national productivity 
of the various taxes imposed. A tax should not check the 
growth of capital or cause it to emigrate to other countries. 

The system of storing imported taxable goods in bonded 
warehouses under Government supervision tends not only 
to greater convenience so far as traders are concerned but 
also to an economy in expense, for interest on the tax payment 
is saved by the importer from the time of arrival of the 
goods to the time of removal from bond. 
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Further Principles of Taxation. 
The following further principles for a good system of taxation 

have been added by later writers to the four canons laid down 
by Adam Smith :-

5. PRODUCTIVITY.-From the point of view of the 
Government, a tax should be productive of revenue. 'Con
sequently, one large tax which is known to be productive 
is to be preferred to several small taxes the collection of 
which involves much time and exp~;nse. On the other 
hand, 'the endeavour to ensure productivity should not be 
based on too short-sighted a view, and no tax should be 
imposed which may tend to diminish the economic resources 
of the community. 

This principle was recognised by Adam Smith, and led 
him to advocate that reform of the confused multitude of 
British customs duties which was afterwards carried into 
effect. On the other hand, it is sometimes contended that 
the application of the principle of concentration has been 
carried to excess in this country, and that the burden of 
indirect taxes has been accentuated by its imposition on a 
few commodities rather than on a large number of articles. 

6. ELAScrICITY.-The system of taxation should contain 
at least some taxes which wjll permit of an increase in the 
rate and in the yield in order to meet sudden or exceptional 
deII\ands for revenue, without necessitating an increase~U!. 
expenditure on administration or collection. Under the 
same heading may be included the advantages of a tax 
which automatically provi~s an increased return as wealth 
and population increase. rThe income tax is the outstanding 
example of an elastic tax, and its advantages in this respect 
have been well exploited to meet the heavy war and post
war expenditure of recent year~ Increased taxes on com
modities may, of course, cause a. falling off in the demand 
for such commodities, and a. consequent decrease in the 
total yield. Taxes on stimulants are said to be an exception 
to this rule, and tend to give increasing returns as wealth 
and population increase. 

7. SIMPUCITy.-Finally .. a. system of taxation should 
be simple, plain, and intelligible to the common under
standing ".1 

The great difficulty arises in connection with the first of 
these canons or principles, or with what is sometimes described 
as the political or ethical principle of taxation. Various inter
pretations have been given to the principle of equality, and 
these we will now proceed to discuss. Incidentally we may 
note that the other principles which are summarised above are 

I G. Armitage Smith, Principia aftd Melho44 oJ TtJZ4titm, p. M. 
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frequently referred to as Administrative Principles or Precepts : 
they are regarded as the fundamental rules which should be 
applied as far as is possible in any fiscal system. 

The Political or Ethical Principle of Taxation. 
Clearly the most important principle involved in any system 

of taxation is that of the equality or justice of the burden imposed 
on each individual. The functions of government are conducted 
for the benefit of all members of the community, and it is 
reasonable that each member should contribute a fair proportion 
of the expenses necessarily incurred in the discharge of those 
functions. If all incomes were equal, and if individual circum· 
stances were much the same, it is conceivable that a reasonably 
fair tax system would exact the same monetary contribution 
from each person. But in a modern community great in· 
equalities exist both in relative incomes and in relative circum· 
stances. Consequently, much difficulty and controversy has 
arisen in regard to the method of securing equality and justice 
in modern systems of taxation, and a number of theories have 
been propounded with this object, some of which have been applied 
from time to time in most countries in one form or another. 

The Benefit or "Quid pro Quo" Theory. 
One of the earliest conceptions regarding taxation was that 

the contribution exacted from each person should be propor· 
tionate to the benefits, such as protection and justice, derived 
by that person from the State. A tax was regarded as a payment 
made by each individual in return for benefits received from 
government. The idea may have originated in the period when 
feudal services due to the king or to an overlord were commuted 
for an actual money payment, but it is clearly inapplicable to 
modern conditions, and tends to absurd conclusions. It would 
be obviously unjust and also impracticable to demand the 
heaviest contribution from the weakest members of society, 
who may be assumed to benefit most from the protection and 
security afforded by government. Furthermore, if benefit 
derived is to be measured in proportion to the possession of 
real property, it is clear that the holder of large estates should 
contribute JD,ost. But as Bastable points out: "If security 
is to be sold like an ordinary commodity, there ought, on the 
strictest commercial principles, to be some allowance made to 
the purchaser of a large quantity".1 

It is clearly impossible to state what proportion of the benefits 
of central government accrue to particular individuals, and this 
theory of taxation is consequently of little modern importance 
in connection with national finance, although its effects may be 
traced in the local system of rating, where individual contri· 

1 Public Finance. p. !!!)!l. 
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bution is demanded according to the value and size of a house, 
Buch standards being apparently regarded as indicative of the 
relative benefit received from local government. 

The Principle of Proportionate Taxation. 
In his first canon Adam Smith lays down the principfe that 

the subjects of the State should contribute to its support as 
nearly as possible in proportion to their abilities, and proceeds 
to tfxplain that abilities may be measured by the amount of 
revenue enjoyed under the protection of the State. But although 
the general conception of ability to pay may be accepted, it is 
clear on a little consideration that ability in this respect cannot 
be judged merely by monetary income. li, for example, one
fifth of all incomes were taken by the State, a person earning 
£10 per week would contribute £2, while a workman earning 
tos. would be called upon to pay lOs. Obviously the sacrifice 
in the latter case would be much greater than in the former case. 
Furthermore, the ability to pay of a man with a large family is 
clearly not the same as that of a bachelor with the same income. 
Other inequalities for which allowances should be made are the 
differences in real earnings, due to the many factors which have 
been discussed in an earlier chapter, such as the probable working 
life of the earner of the income, the expenses which may be 
required to maintain his positiOn, and circumstances connected 
with the employment which may adversely affect the worker's 
health. Money income alone cannot, therefore, be regarded as 
a. just measure of ability to contrib~te. 

The Principle of Equality of Sacrifice. 
The objections to a. purely proportionate system led J. S. Mill 

and other writers to seek some principle which would involve 
an equality 01 8acrifice on the part of all taxpayers. For example, 
Mill states: "Equality of taxation, therefore, as a. maxim of 
politics, means equality of sacrifice. It means apporf,ioning the 
contribution of each person towards the expenses of government, 
so that he shall feel neither more nor less inconvenience from 
his share of the payment than every other person experiences 
from his JJ.l But his practical suggestion that a. minimum income 
should be exempt from tax, while all incomes above this should 
contribute in proportion, did not go far towards attaining equality, 
although it involved a. certain slight progres8ion in the amount 
of tax as the income increased. This principle of progression is, 
as we shall see below, now recognised as a. necessary attribute of 
a. fiscal system. 

Mill's contribution to the theory of ta.xation is important 
in that he emphasised the necessity for equality of sacrifice, and, 
in spite 01 the difficulty of applying the idea. in practice, it is 

1 Prilleiplu 01 Political Eumom,. Book V. D. 2. 

2r 
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now widely accepted that taxation should involve a proportional 
real sacrifice from all members of the community, i.e., that, so 
far as is possible, persons should be left irt the same relative 
positions after payment of taxes as they were before. 

The Progressive Principle of Taxation. 
In order to achieve this proportional real sacrifice the 

principle proposed is that of progression, the idea. that was 
indicated by Mill, i.e., that the rate of tax should increase with 
the amount of income subject to tax. The conception is based 
on the following three broad assumptions: (1) that the utility 
of income to individuals generally may be regarded as equal; 
(2) that the utility diminishes with each addition to income 
and that with such additions the amount spent on luxuries 
tends to increase; and (3) that expenditure on necessaries is 
more vital to .national strength and efficiency than expenditure 
on luxuries. The last two assumptions are clearly closer to the 
truth than the first, for it cannot strictly be accepted that the 
utilities of incomes are equal for different persons: the income 
of a man with a large family must have a greater utility to its 
possessor than the utility of an equal income to a bachelor. 

The assumptions are, however, sufficiently accurate to form 
a working basis for a progressive system, in which the essential 
features are the exemption of a minimum income and the taxation 
of incomes above the minimum at increasing rates. (The basic 
idea is that, after a certain point, successive increments of wealth 
bring a diminishing degree of utility, and consequently that 
increasing rates of taxation involve a less degree of disutilit!jJ 

The great difficulty in the practical application of the pro
gressive principle lies in the framing of a rational scheme which 
will involve equal sacrifices from all taxpayers. By what 
standard are such relative sacrifices to be judged 1 Even if we 
accept the broad view that equal incomes bring equal utility to 
different persons, it is clearly very difficult to make allowances 
for the psychological factors involved in the idea of sacrifice, 
and any system of graduation must necessarily be arbitrary. 
So much depends on individual circumstances that it is obviously 
impossible. to devise a perfectly equitable basis. Furthermore, 
it is objected that the system of progression is open to abuse; 
it may be applied in order to confiscate the savings of the 
wealthier classes, and is in any case a form of appropriation of 
property which is detrimental to saving and to production 
generally, and which may lead to the transference of capital to 
other countries. However, "on the whole the argument for 
graduation on a rational and moderate scale seems to be valid; 
it helps to satisfy the demands of equity and productiveness, 
if the principle be limited in its application to a few direct taxes 
in a mixed system. As regards the Estate duty", (i.e., in the 
English system) "the ability to pay is unquestionably greater 
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in the case of larger legacies, and it is just that their contributions 
to taxation, though considerable, should be also at a higher 
rate ".1 The principle of progression is also recognised in 
the English sys~m of taxation by the allowance of various 
rebates to the payer of income tax in respect of children and 
dependants. 

The Financial Principle of Taxation. 
The purely proportional system of taxation already considered 

is sometimes advocated on financial grounds alone. It is 
maintained that taxation is concerned Bolely with the raising 
of money for public expenditure, and should not, therefore, be 
concerned with principles of equity or of ability to pay. The 
aim of the tax-gatherer, so it is held by the exponents of this 
theory, should be to obtain the necessary revenue with as little 
trouble and discontent to the public as possible. "The aim 
of finance is to raise the largest sum of money with the least 
trouble ". Accordingly, each person should be required to pay 
in proportion to his income, and the wealthy should pay more 
than the poor in the degree that their incomes are greater, but 
in that degree only. The result of such a system would 
accordingly be to leave undisturbed the existing distribution of 
incomes between various classes and also the relative positions 
of different individuals. I 

A similar financial principle is that which is sometimes 
described as the "cynical" theory of taxation, which is based 
on the maxim attributed to the French minister Colbert, " Pluck 
the goose with as little squealing as possible". In other words, 
it is maintained by the upholders of this principle that the art 
of taxation and the essential task of the legislature is to obtain 
the necessary revenue with as little vexation and opposition 
as possible on the part of the taxpayers. Consequently, a. tax 
may be regarded as good if it brings in a large net revenue without 
causing too much protest from taxpayers generally, or at least 
from those who have political power and influence. Although 
direct expression is rarely given to the principle here discussed, 
it nevertheless lies at the root of modem methods of tax 
imposition and adjustment. Financial ministers are always 
tempted to follow the line of least resistance, and. the great 
proportion of indirect taxes in modem taxation systems is 
attributable to the desire to limit opposition as much as possible. 

The Faculty Theory or Principle of Taxation. 
Most modem economists adhere to what is known as the 

Faculty theory of taxation, which is based on the general 
principle that the subjects of a State should contribute in 
proportion to their" faculty" or ability to pay. Faculty in 

I o. Arulita\;e Smith, Prineiplu and M tJAoM 0/ Tazation. po 5;:' 
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this connection is to be judged by the monetary value of a man's 
taxable capacity, and accordingly the wealthy classes should 
contribute most because they have most available. Even where 
the general principle is accepted, however, there is no unanir;nity 
as to how faculty or ability to pay is to be measured, and various 
standards have been suggested, such as consumption, property, 
and income. The first of these is evidently inapplicable, for 
the consumption of the poorer classes is out of proportion to 
their ability to contribute to State expenditure. Property, also, 
is an inequitable basis. In the first place, property necessarily 
differs greatly in productiveness, and secondly, many people 
with little property have large incomes, and have consequently 
a greater ability to pay than people with large property but 

'small incomes, as in the case of certain landowners in Britain. 
Income offers the best standard of ability to pay, and is the 

measurement usually adopted in modem communities, subject 
to suitable modifications and allowances to meet the fact that 
the utility of incomes varies considerably according to the 
circumstances and responsibilities of the receiver. Thus, the 
modem conception of the faculty theory allows for the exemption 
of a certain minimum on the economic grounds that "taxation 
which diminishes the general efficiency of labour diminishes the 
whole faculty of the State" (Nicholson). Secondly, the system 
of progression is advocated because the wealthier classes have 
the power to pay more than the poorer classes. Finally, an 
essential of the theory is its conception of the faculty to pay of 
the community as a whole: it implies that taxation should not 
interfere with the productivity of the community by so reducing 
profits as to lower the incentive to enterprise or by so reducing 
interest as to lower the incentive to accumulation, and thus 
.favour the emigration of capital. 

The defect of the faculty theory is that it offers no perfect 
standard by which relative ability to pay may be measured. 
Nevertheless, it does not seem possible under present conditions 
to devise any general rule of equity which would meet all cases. 

The Social Principle of Taxation. 
Many people who are dissatisfied with the mode of distri

bution of wealth in the modem State contend that taxation 
should be applied for socialistic as well as financial objects. In 
other words, they maintain that taxes should be so imposed as 
to achieve certain social aims as well as to provide revenue, 
and more especially to reduce the inequality of incomes and 
bring about a more equal distribution of wealth as between 
rich and poor. The attainment of this object would, of course, 
necessitate the taxation of the wealthier classes more than in 
proportion to their incomes, possibly more than in proportion 
to their faculty to pay. Taxation on such principles cannot, 
however, be supported on the grounds of equity or productiveness, 
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for any such arbitrary exaction could not but reduce saving, 
discourage thrift, drive capital abroad, and so interfere with 
production and economic progress. Furthermore, it seems 
possible that many socialistio and communist objects can be 
achieved by a oareful application of revenue derived from 
general taxes to improve the general conditions of the poorer 
classes, while it has not yet been universally recognised that a 
redistribution of wealth and of income is a function to be under
taken by modern governments. (See also page 584). 

Taxation for Regulating Consumption. 

• Taxation is frequently advocated and adopted in practice 
with the object of regulating and restricting the consumption of 
such commodities as drugs, alcoholio drinks and luxuries. In the 
first two cases the aim is said to be moral rather than economio 
and financial, but it frequently happens in practice that taxes 
of this type are among the most productive so far as the ex
ohequer is ooncerned. It has already been mentioned that they 
comply admirably with the requisite of economy, not only by 
effecting a social service but also by providing a. revenue. 

The Practical Application of the Principles. 

It is clearly impossible to fr4tme any system of taxation which 
will meet the views of the advooates of a.ll the principles men
tioned, nor is it possible to devise a single tax which could be 
regarded as satisfactory from the point of view both of tax
payer and exchequer. The name of l\Ir Henry George is associ
ated with the suggestion that the whole of the national revenue 
should be raised by means of a .. Single Tax" (cp. the imp6t unique 
of the Physiocrats, page 661) imposed on land as the ultimate 
source of all wealth, but it is clear on slight consideration that 
the apparent simplicity of such a tax conceals insurmountable 
inequalities and practical difficulties. How would the tax be 
applied to those whose wealth does not consist of land 1 On 
what basis would valuation be effected, and who would accept 
the vast task involved , 

Recognition of such difficulties has led all modern states to 
institute a mixed system of taxation, including both direct and 
indirect taxes, which are distributed on property, income, and 
consumption, the whole conforming, so far as is possible, with the 
various canons already discussed. While the enormous ex
penditure of modern governments necessarily gives considerable 
importance to the principle of productiveness, the canons of 
equity and of economy (in its widest sense) cannot be disregarded. 
Justice between the various classes is essential so far as it can 
be attained, and taxation which conforms to the general principle 
of equity is to be favoured even though it may not yield the 
maximum economic benefit. Nevertheless, it is not possible to 
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devise a scheme which will satisfy all classes and individuals 
under the multitude of different circumstances which may exist 
in modern society. There are always some cases in which the 
conditions make the burden press more heavily than it would 
in other circumstances. But it is no doubt wiser and more 
satisfactory to adopt certain general principles than to attempt 
to meet each individual case. By so doing less inconvenience and 
fewer hardships will result. The best tax systems are based on 
no one principle; they are usually a compromise between a 
number of systems, and have been devised as the result of long 
experience and careful consideration of the peculiar needs of 
the community concerned. • 



CHAPTER 33 

THE INCIDENCE OF TAXATION 

IN discussing the incidence of taxation we seek to determine 
by whom the-taxes imposed by government are ultimately borne. 
We know', for example, that although the import duty on cigars 
is paid in the first place by the importer, it is ultimately borne 
bi the consumer, who pays a certain proportion of tax in respect 
o each cigar which he purchases. In technical language we say 
that the impact of the tax is upon the importer, whereas the 
incidence iSUpOn the consumer. The impact of a tax is, there
{ore! uraon th~ ~!s~nfr<?!Il whotp.-yhe ta~~~ected .. L~he~eas 
tbhe mCl _ ence 18 uEon th~.i>ers()n fu' who!!!.!§!,_':ID..E9.s~~ ~:~:~!l~ualIl': 
~ 

The process by which the burden of a tax is transferred from 
one person to another (as from'the importer to the consumer, 
in the example given) is described as the s&Jtw.g or repercussion 
of a tax. A careful appreciatiop of the shiftmg process in respect 
of any tax is necessarily essential to a full conception of its 
incidence. Furthermore, we must observe that the ultimate 
effects of a tax may be to exact from the bearer of its incidence 
a greater amount than is obtained in the first place by the State ; 
in the process of shifting from person to person minute additions 
may be made to the amount of the tax which is strictly payable. 
This may arise because a middleman who has paid the necessary' 
duty expects to be recompensed for interest and for the advance 
of capital; or because the amount of tax on an article usually 
sold singly to consumers may be less than the division of money 
used in the type of business, and accordingly the next higher 
unit is charged. For example, if a tax on bread came to one 
,farthing a loaf, some bakers may for a time at least demand an 
extra halfpenny. 

Direct and Indirect Taxes Compared. 
The distinction between direct and indirect taxes was referred 

to at a previous stage in order to facilitate the discussion of the 
principles of taxation. The understanding of incidence enables 
us to grasp the difference more clearly. Generally speaking, a 
direct tax is one the impact and incidence of which are upon the 
same person, that person being the one upon whom the tax is 
actually levied by the State. On the other hand, a tax is indirect 
when its impact and incidence are upon different persons, as in 

699 
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the case of the duty on cigars already considered. Sometimes, 
however, a tax which is intended to be direct is subject to a. 
certain amount of shifting and becomes indirect. For example, 
the income tax is usually regarded as being direct; it is intended 
by the State to be paid out of the income of the person upon 
whom it is imposed. But without doubt it frequently happens 
that slight additions to cover income tax are made to the 
charges of business and professional men for goods and services 
sold to the public. 

It must not be supposed that a tax is indirect merely because 
it is collected from one person who pays on behalf of another. 
For example, the property tax under Schedule A of the British 
Income Tax is collected from the occupiers of premises, but in 
cases where the occupier is not himself the landlord but a tenant 
he is allowed to deduct from his next payment of rent the amount 
of tax paid by him to the Government. The same principle of 
taxation at the source is also extensively applied in connection 
with the income tax, all companies and corporations being 
required to deduct income tax from dividends paid by them, 
and to pay the proceeds to the collector of taxes. The original 
payer of such taxes is, in effect, an agent for the purpose of the 
person by whom the tax is actually borne. The arrangement is 
clearly a particularly convenient and economical one for the 
Government, and is at the same time a safeguard against evasion. 

Most tax systems contain both ~_ and indirect taxes. As 
a rule the former are imposed on income, house property, land 
and estates passing at -'d~atQ; while' tne latter are' chiefly' taxes 
on com.Itioilities, i.e:;-ihe customs and.e~pised~g~s. There are 
in each case certain advaiitages aiia'aJSadvantages as compared 
with the other form of taxation, and consequently an endeavour 
is sometimes made to utilise both forms so that the disadvantages 
of one may be to some extent offset by the a\fvantages of the 
ot4er. Gladstone, for example, held that an even balance should 
be maintained between the two varieties, and for a long period 
this policy has been approximately followed in our fiscal system. 
In recent years, however, there is a marked tendency for the 
amount rai.'led per head by direct taxation to be proportionately 
higher . 

. The Advantages of Direct Taxes may be brietly sum
mariSed as follows ;-

1. ECONOMY.-The cost of collection is lor., and as the 
tax is paid direct t<? ~he State.~ th~~xp~y~r or his agen~, 
no wastaae i.~tjpQlP,l'~.u,1iiid1 e sum recelveiIlB'appr6:ti-
ma~e~ij;~()fPicM .. d.em.aildesr.-·~' ------ ... -.-.--

. ~. CERTAINTy.-The taxpayer ~ows ex~tlyc-r-what he 
~~cte<Lto~..F.hl1~jhe .State IS able_to est!ll?o~€~he . 
;pelc! faiEly accura.~!y! .11~~ to a~l~s~. i!:B~ce~ ~~.or<Iiiig~y. 
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3. EQUITY.-The incidence of a direct tax is not difficult 
to judge, and as a general rule may be assumed to be upon 
the person taxed. :Ifurthermore, direct t.!.!.I!~e.rmitapLl\ 
reasonabl.Y..lYs.i_sys!~.p!:ogr~ssi()p~ . .and .per~s alSQ..of 
ce!!~_a~stmeD:~s to. meet individual cirCU.J.U8t.~A.C~. 

4. ELASTICITY .. -Direct taxes are very elastic, and their 
yield 8;,uto~~JlJ.lL-i!!-qr~~eelL-a.a_ ...wealth.:.!tnd . 'populati~~ 
iI!cr.ease. The numerous adjustments in the British income 
tax during recent years admirably illustrate this principle, 
t~ rate having-.!>eEln~u_bje.~t_to_9QJl,sidera.ble !Jlcl'ea.se....m 
accordance WRh~the demands on the exchequer. 

5. SOCIAL EFFEcT.-In paying a direct tax the payers 
are made to feel that they contribute in person to the 
national exchequer. Cwequentluheir_5)itic .conscioUSl).ess 
is deTIli<?ped, and they take an intelligent interest in the 
spenrun..g of the national revenue. .-

The Disadvantages of Direct Taxes include:-

1. INCONVENIENcE.-The taxes necessitate a fair amount 
of inconvenience to the taxpayer, in the compilation of 
forms and the supplying of returns to the collector. Further
more, t~'paymeQ.t oC~~«h_ taxes.in lump sumsat.c.ertain 
times is not as convenient as the continuous payment of 
very small amounts in the' case 'of indirect taxes on articles. 
oIconsumption. Many people prefer to be taxed "in the 
dark"'; 'they unhesitatingly pay a small tax included in the 
selling price of a commollity, whereas few persons welcome 
the necessity of paying out a 'large sum in income tax or 
rates as their contribution to the national or local finances. 

In many cases the demand for direct taxes falls at very 
inconvenient periods, while the Government is also involved 
in greater inconvenience than by indirect taxation, for the 
time of inspectors of taxes and local commissioners in each 
district is devoted chiefly to matters concerning direct 
taxation. These disadvantages are now being met to some 
extent by the simplification of forms and by arrangements for 
the p'ayment oU~VY instalments. 

2. POSSIBILITY OJ!' EVASION.-A direct tax has ooen 
called "a tax on honesty". Evasion of the correct contri
bution is possible by the making of f!au<!ulel}-t returns, 
while payment may ~~qme cases be altogetheJ.: ev~~(l. 

3. INEQUALITy.-It is difficult to frame a. just baSis of 
assessment for all classes. Any system must of necessity 
be arbitrary, although long experience and care may tend 
to remove mequalities. 
The balance of advantages and. disadvantages is clearly in 

favour of direct taxation, and the objections are. due chiefly to 
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the methods of application and administration rather than to 
the principle involved. In this country, particularly, steps have 
quite recently been taken to remove certain of the objections 
which have hitherto existed. 

-The Advantages of Indirect Taxes are:-

1. OONVENIENCE.-Payment of small amounts of taxes 
on commodities is very c~nien~ly made at_ the time of 
purchase, and the taxpayer does not feeTtlie burden as 
heavily as in the case of direct taxes, From the point of 
view of the St,ate also such taxes are very convenient, as they 
a~~ collected ~,1!lllk fr?m importers and manufacturers. 

2. ELAsTIClTY.-As a general rule and within limits an 
indirect tax is elastic, but naturally much depends on the 
nature of the article, and on the demand therefor. For 
example, a small tax on necessaries may 1?e slightly yaritid 
tOIheeT~cfr~1iriiStances; it may De yery producti'f"e of 
revenue, and its yield can be estimated fairly accurately. 
On the other hand, a tax (or an increase in the tax) on 
luxuries may result in a diminished demand and a falling 
off in revenue. Indirect taxes are therefore elastic when 
imJ>osed on articles for which the demand is inelastic, and 
tend to low productiveness on articles for which demand' is 
elastic. Furthermore, indirect taxes are elastic in the senSe 
that their yield usually increases or decreases with the rise 
and fall in population. This applies particularly to taxes . 
on necessaries. 

3. DIFFICULTY OF EVASION.-It is difficult to avoid the 
payment of indirect taxes when such taxes are included in 
tile ,Pr.iCI'l of commodities pur<:hased. - '--

4. EQUlTY.-Indirect taxes usually conform to the prin
ciple of equity in that they deIl!a~d a contribution from all 
classes, and enable those with small incomes to be reached 
W;j' well as the more wealthy classes. Furthermore, indirect 
taxes on luxuries exact contribution from those ,,110 are 
~st able tq.afford such payments. 

5. SOCIAL BENEFIT.-Indirect taxes on such commodities 
as ~~ and s~y.la.n~rf~r;!l a socia~ and e~onomic 
6el"Vlce m restrictmg consumption of articles which are 
detrimental to efficiency, and at the same time raising 
revenue. 

The Disadvantages of Indirect Taxes may be summarised 
under the following headings :-

1. lNEQUALlTY.-Indirect taxes are not always equitable. 
On -each article the poor pay as much as the rich, i.e., the 
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taxes are proportionate rather than . ..llr.o~ve. In the 
case of n!lg~l3arle8" the.Jneq"Q.a~1Y' is emp~asi$ed because ~ 
greater_j>roportion Qf small incomes is spent. on necessaries, 
a~a-I6Ilse<l!lentlI: the ,burden _on th~ ,poor is relatively greater 
tnaii on the ri<l~' , , --_ .. ; . ,,, 

2. UNCERTAINTy.-Except in the case of necessaries, 
the revenue from indirect t~j~JlQ.Lc~~, while such 
taxes on luxuries give a lower yield in times of depression. 
There is also little certainty as to the amount of tax paid in 
any' individual case, or in regard to the ultimate incidence 
of the tax. 

3. UNECONOMICAL.-Indirect taxes are uneconomical 
from the taxpayer's point of view because, for reasons 
already given, he may be .compelled. to pay !llQ.J:.~. !h~!!.Js 
actuaJk..!'~~m<I:15Y1h.ELSta.~. each middleI;Dan requiring a 
s~~i.oE..~Callowanc~in respect of his.caJ>ital outlay. 
onaxp~yment._ ,and th~ cost of an article being frequently 
r4tsed-more than is necessitated by the- tax.,imj>osed. This 
islIIrOOOnbDiicaltfom--t.nepomt 'Of 'view of the State also. 
Further, the cost of collecting such taxes is frequently heavy, 
as were custQII:lJi.an1rexci~~.,9Jficial8i4ust maintaw, a carefUl 
su~rvision. On the other hand, the seller of such articles 
(e.g.;- ii. tobacconist) may be regarded as an unpaid tax 
collector. 

4. SOCIAL SlGNlFlcANcE.-The civic consciousness of the 
payers of an indirect tax is notst~~ated 'in 'proportion t:o 
the paJIDent made. The method of raising such a tax 18 

so-1ndirect' 'that the fact of paying a. tax is itself obscured. 
This fashion of raising revenue is well in accordance with 
the .. cynic a} theo~ oUax~~ion ", as it permits of "plucking 
the goose WIth aSIiUfe sque8Jing as posSlble ". ' 
---~-.~.-.... -

The Importance of Incidence in a Tax System. 
The question of incidence is clearly of the greatest importance 

in connection with the framing of a system of taxation where an 
attempt is being made to adhere to the general canons already 
discussed, and particularly to the principle of equity or of ability 
to pay. The imposition of any tax is followed py both im
mediate and ultimate effects, or what are sometimes described 
as primary and 8econdary reactio1l8. The former can be judged 
with a fair degree of accuracy, but the estima.tion of the ultimate 
results of a. tax is a matter of considerable difficulty. Never
theless, no scheme of taxation which aims at securing a. just 
distribution of the tax burden can fail to take account of the 
ultimate incidence of its imposts. 

Genera.lly speaking, careful attention is paid by Government 
to the question of incidence. Some taxes which are imposed are 
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intended to be shifted, others are intenged to be borne by the 
persons directly taxed. The adjustment is left to the free play 
of competition, and to the interaction of the economic forces of 
supply and of demand so far as their results can be forecasted. 
But frequently the ultimate effects are totally different from 
those anticipated, and the loss or disutility of a tax may be 
distributed in a way which involves injustice and hardship. In 
the first place a tax intended for one class may be shifted on 
. to the shoulders of another class, in direct opposition to the 
intentions of the State. On the other hand a tax intended to 
be shifted may not be shifted at all, or it may be shifted only 
in part, or subject to those additions which, as we have already 
noticed, are frequently imposed by dealers and middlemen. 
Again, the ultimate effects of the incidence of a tax may have 
widespread influences, advantageous or detrimental, on the 
economic and social life of the community. The consideration 
of a few examples will illustrate these facts. 

Taxes on Incomes. 
The incidence of taxes upon incomes is usually upon the 

person taxed, but it is by no means necessarily so. 'Ve have 
already noticed that the income ta! of a business man may' be 
shifted in whole orin paz:t on to t.he should,ers of the consumers 
of bis goods or servic~s, in the forms of increased prices for such 
goods or. services. A dent~t or doctor, may recoup himself .for 
some of his income tax. by increasing his fees. On the other 
hand, if the tax is very heavy, and cannot be shifted because of 
competition or of the conditions of demand and supply, then 
may individual efficiency be reduced. If suc4.a_..!.a! presses 
heavily on small iQ,<lomes, it Dlay in tliiT<>ng run be very 
Uetnine~t.arto the~~~~munity, for the standard of life may be 
tllleatened and the general. efficiency .of the lower classes con
SIderably decreased. Furthermore, a heavy income ·tax may 
affect saving generally, cause a decrease in the supply of capital 
and considerably influence the productivity of the community 
as a whole. Productivity is diminished not so much because high 
rates of taxation tend directly to increase prices and production 
costs, but because their harmful psychological reactions on the 
minds of business men tend to discourage initiative and enter
prise, particularly where these are of a speculative type. (See 
also page 646.) 

THE TAXATION OF "SURPLUS ".-The taxation of incomes 
generally-i.e., including rent, interest, wages, and profits--has 
been the subject of close analysis by several modern writers.1 
Their conclusions are, briefly, as follows. 

As a rule, taxes must be paid out of income. All incomes are 
divisible into (a) necessary costs, and (b) surpluses. NeceJJsary 

1 See J. A. Hobson, Taxation;n 1M New.stak; M. E. Robinson, Public Finana; 
a.nd E. A. Lever, PMmet' of Taxation. 
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Costs are economically necessary payments for the maintenance 
of increasing supplies of the various agents of production. As 
has been I).oted in the chapters on Distribution, there is in any 
trade a minimum subsistence wage that is necessary if a constant 
supply of new workers is .to be forthcoming. Similarly, there is 
a minimum rate of interest necessary to induce supplies of capital 
from the marginal investor, and a normal rate of profit necessary 
to the continuance of the representative firm. The subsistence 
wage, the minimum rates of interest and normal profit are neces
sary " (losts " which can have no ability to bear taxation. They 
are clearly distinguishable from such surpluses as profits, rent, 
and quasi-rents, which arise from differential advantages, or 
from monopoly or chance gains. 

Since taxes cannot be borne by incomes representing neces
sary costs, they tend to be paid out of surpluses. If a tax is 
imposed on cost, it tends to be shifted on to a surplus. Thus a 
tax imposed on a subsistence wage will be shifted on to the 
surplus represented by the profits of the employer, who will be 
forced to pay a higher wage. If such profits are normal, and 
cannot bear the tax, it will be shifted to the consumer. Gener
ally speaking, the ultimate incidence depends upon whether the 
surplus arises from monopoly, a luxury, or necessity. In the case 
of a monopoly, the producer tends to bear the tax. In the case 
of a luxury, the demand for 'fhich is elastic, the tax tends to be 
shared by producer, middleman, and consumer. A tax on neces
saries will be borne almost wholly by the consumer. 

The exponents of this conception thus maintain that taxes 
cannot be imposed on that part of income which represents 
minimum costs without causing a reduction in the productivity 
or supply of the factor concerned. On the other hand, it is held 
that the taxation of .. surplus", which is in the nature of rent, 
may prove very productive and involve a minimum of sacrifice. 
While there may be much that is sound in the general principle, 
it offers no practical means of measuring or of estimating the 
amount of the surplus which may be taxed. 

Taxes on Personal Property. 
Taxes on capital other than land tend to fall directly and 

ultimately on the owners of the capital, although it is possible 
that they may in some cases be passed on, as in the case of the 
income tax. 

The effects of the imposition of a heavy tax on wealth have 
already been mentioned: saving will be discouraged, capital 
will be induced to emigrate, and production will be deprived of 
its necessary supplies of funds for development. It is clear 
that in the long run the effects of such. a tax will be felt over a 
wide field and will extend beyond the clf\sS from which contri
bution is originally demandeg. If the tax is on some pa;rticular 
form of such personal property, as, for example, on carnages or 
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jewellery, the incidence may. be wider than on the owners. 
Demand for such articles may be decreased by reason of tho tax, 
and consequently the producers may suffer in diminished profits. 
Even if they offe,: to pay the tax for the consumer, as in the 

. well-known case of the payment of motor taxes by producers 
in the hope of stimulating demand, the total amount of profit 
must be reduced unless it can be covered by the greater advantage 
derived from increasing returns. In cases where the personal 
property taxed forms a part of business equipment, as in the 
case of a dentist's machine or a doctor's carriage, the tendency 
will be for the tax to be paid in increased fees by the consumers 
of the services. 

Taxes on Inheritances or "Windfalls". 
It is sometimes stated that a tax on inheritances, i.e., on 

property passing at death, falls on no pm'son in particular; it 
cannot be said to be borne by the deceased or by the bene
ficiaries, who are assumed to be incapable of being deprived of 
what they never possessed. It would seem, however, that as the 
property of a deceased person devolves upon the beneficiaries 
on the death of the testator, they may be fairly regarded as 
suffering the incidence of the tax. In ·fact, such taxes are 
usually justified because they are demanded at a. time when a. 
person is in a good position to contribute, and because the 
beneficiary can afford to pass on to the community generally a. 
portion of that wealth for the accumulation of which he is in no 
way responsible. Furthermore, it is held by many that heavy 
taxes on inheritances make possible a more equitable distribution 
of wealth in the community, and tend to remove, in part at 
least, what is perhaps the greatest source of inequality of 
opportunity. But in spite of the strength of such arguments 
and of the general sentiment concerning the taxation of such 
bequests, it must not be overlooked that heavy taxation may 
operate to discourage saving and induce reckless expenditure 
during life. 

Moreover, taxes on inheritance may not always conform to 
the canon of equity, as some property may change hands through 
death as many as four or five times within perhaps fifty years, 
whlle other property may do so once only. This inequality 
might be lessened by some arbitrary rule as to the freeing of a 
property from further liability to inheritance duty for a. certain 
period after a change in ownership caused by death. But the 
inequality always remains in some form. 

Taxes on Land. 
The fact that the income from the ownership of land frequently 

contains elements other than pure economic rent complicates 
the problem of the incidence of taxes on land or land values. It 
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is impossible to enter into a. full discussion of the problem and a. 
few general principles only can be briefly stated. 

A TAX ON PURE ECONOMIC RENT generally is a. tax upon a. 
surplus, and must fall upon the landowner. It cannot be borne 
by the consumer of the produce of the land, because the price 
of that rroduce is determined by the cost of production on the 
margina land, which pays no economic rent and consequently 
no tax. Neither can a tax on economic rent be borne by the 
cultivator, for, as has been shown in the chapters on Distribution, 
he is left by competitive forces with a. normal rate of profits 
only and cannot retain any portion of pure rent. Therefore, if 
the impact of the tax is on the cultivator, he may deduct it from 
his next payment of rent, and so shift the incidence on to the 
landowner. This is true when it can be assumed that the land 
is "rack-rented", i.e., that the landlord gets the full value of 
the land in the way of surplus. It must not, however, be 
forgotten that competition is rarely perfect, and consequently 
a tax on rent, which is levied on the occupier with the intention 
that it shall be shifted, may actually be borne wholly or in part 
by the occupier, who may be unable to pass it on to the landowner. 
Then again, under-certain conditions the tax may be shifted by 
the occupier on to consumers of his produce. 

This will occur if the tax restricts the investment of capita.l 
in improvements on the land. ~or then a. less quantity of produce 
is raised, resort may be had to sub-marginal land, and the con
sumer will be compelled to pay the tax in an increased price for 
the 'produce. 

Similar 'conclusions apply generally in the case of rent of all 
kinds-pure situational, rent or rent of accessibility. rent of 
ability and quasi-rent. The tax tends to fall on the surplus 
which arises from differential advantages. 

From the foregoing conclusions is deduced the maxim that 
"High rates make low rents". The rates are paid by the 
occupier, and he deducts .their amount from his annual rent 
before paying the landlord. Thus the higher the rates the lower 
the rent paia to the lancl101'a. The actual rent borne by the 
cultivator is of course unaffected. 

TA.XES ON BUILDING LAND.-The problem of taxation of land 
is considerably complicated by its use for building purposes. If 
competition is perfect, and adequate land is available for builders, 
a tax on building sites will tend to be thrown on to the surplus 
received by the landowners in respect of situational advantages. 
Furthermore, on a sale of the property the landowner must lose 
the capital value of the tax, for buyers will expect to pay a 
lower price for land subject to such a duty. 

Taxes on Buildings. 
If a tax is imposed on the rent of buildings and is levied 

upon the occupier, it will tend to remain with him if the demand 
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for acco~modation is inelastic, but to be transferred to the 
landowner if the demand is elastic. Generally speaking, how
ever, competition is so imperfect that a. tax intended to be borne 
by the landlord should be levied upon him directly. Even then 
the incidence may, in the long run, fall upon the occupier of the 
premises, in the form of fewer repairs and improvements, or, in 
the case of business premises, it may possibly fall on the con
sumers of the utilities produced in those premises. 

As a general rule, a tax on buildings tends to be borno by the 
occupier. If the owner is also the occupier then he cannot 
shift its incidence. But usually buildings are built with the 
expectation of letting, in which case the burden of the tax is 
shifted on to the occupiers in the form of a higher rcnt. The 
building will not be erected unless the owner has reason to believe 
that the rent will yield him a net return that is at least equal to 
the return on current investment. Such a tax is reckoned by 
the owner as being part of the expenses, and therefore will tend 
as such to be passed on to the occupiers in the form of higher 
rent. In the case of buildings used for special purposes such as 
retail trade, the incidence of the tax may be still further extended 
to the consumer of the goods or services, as tho occupier will 
tend to pass on the burden in the form of a higher price for the 
goods or services. Furthermore, any tax imposed on an occupier 
of premises under a lease cannot be shifted but must be borne 
by the occupier during the continuance of the lease. Thereafter, 
it may be shifted on to the landlord in a smaller proportion than 
was originally intended, i.e., the leasehold value or reqtal may be 
increased to cover part of the tax. 

fraxes, on'" Unearned Increment". 
In various countries attempts have been made to ta.x the 

Mdition to the value of land which has resulted, not from any 
expenditure of capital or of effort by the owner, but by the 
natural growth of population and the extension of towns. Certain 
areas in the neighbourhood of large towns have acquired extra
ordinary values in this way, and yield very large revenues to 
their owners who have done little or nothing in the accretion of 
such value. It is considered as only fair that the fortuna.te 
owner of land which has acquired considerable" public value" 
should contribute at least a part of that benefit for the general 
good. After considerable controversy the principle of a. Land 
Value Duty was accepted in this country in 1909, and a. tax was 
imposed to absorb 20 per cent. of all increase beyond 10 per 
cen1;. in land values accruing after 30th April 1909, the tax to 
be payable each time the property changed hands on death or 
sale. The yield at first was small and expenses of valuation 
were high, so after a chequered career the tax was abandoned in 
1920, although it cannot be said to have had a. fair trial in view 
of its great theoretical advantages. . 
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Closely allied to the problem of unearned increment is that 
of betterment, which may in fact be regarded as a special form of 
unearned increment. Betterment refers to the increased value 
which accrues to property as the direct result of the construction 
of a work of public utility. For example, fields may acquire 
additional value as building land in consequence of the construc
tion of a road through them by a local authority. It is held by 
many that as such additional value results from the efforts of 
the local authority, the community as a whole has a right to at 
least a portion of the increment, and that it should accordingly 
be subjected to a special impost. 

The main objections to taxing such unearned increment or 
betterment are (a) the great practical difficulty of distinguishing 
the additional value which is attributable to general causes and 
not to the owner's improvements, and (b) the inequality which 
must ensue through the imposition of a special tax on land, 
which is but one form of many investments in which capital is 
sunk in the expectation of a return from natural or acquired 
advantages. There are unearned increments in every type of 
income, and a dangerous precedent is being adopted if the State 
is to interfere with those rewards which act as a great encourage
ment to saving and productivity. Clearly the principle has a 
socialistio bias and should be applied and extended only after 
the fullest investigation. Furthermore, any equitable scheme 
should make due allowance for 'compound interest on the capital 
which has for a period of years remained invested in the 
land. 

Taxes on Consumable Commodities and on Services. 
Taxes on consumable commodities and services are usually 

indirect, as in the case of customs and excise duties, but they 
may also be imposed directly, as in the case of permissive licences 
to do certain things (e.g., to marry) or to use certain things, such 
as guns and carnages, or to issue certain documents (e.g., bills 
of exchange). 

Generally spea.king, taxes on commodities have the advan
tages of convenience, in so far as they are imposed in small 
amounts and are not noticed at the time of payment. Further
more, if they are carefully imposed they may yield considerable 
revenue, although the cost of supervision and collection is some
times high, while account must also be taken of the indirect 
cost of such taxes in so far as they interfere with trade. On the 
other hand, while the principle of equality requires that such 
taxes should be ad, Mlorem, i.e., accoi-ding to the value of the 
article, rather than specific, i.e., according to number or weight, it 
is not easy to meet the necessity for certainty with ad valorem 
taxes because of the difficulty of assessing the values of com
modities which are produced in great variety of quality and 
description. Furthermore, ad, valorem duties lead to fraudulent 

2Q 
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valuations with the object of evading some or all of the 
taxes, and they may consequently be uneconomical in certain 
cases. 

The incidence of taxes on commodities depends partly on 
the elasticity of demand (including the possibility of using 
substitutes), and partly on the conditions under which the 
commodity is produced, i.e., whether under conditions of in
creasing, constant, or diminishing returns. In considering the 
question we must assume free competition and the absence of 
monopoly. 

As a rule, a tax on commodities will tend to reduce the 
demand of the consumer, but the actual reduction will depend 
on the elasticity of that demand. If demand is relatively 
inelastic, as in the case of necessaries, price must rise, and the 
immediate incidence of the tax will be upon the consumer. The 
ultimate incidence in part may fall on the producers of other 
articles, the demand for which is lessened by the decreased 
purchasing power left in the hands of consumers in conse
quence of the payment of the tax. The incidence of a. tax 
on necessaries may therefore be widely diffused throughout the 
community. 

If, however, the demand for the commodities is relatively' 
elastic, the imposition of a tax will tend to reduce demand, but l 
the ultimate incidence will depend upon whether the commodityJ 
is produced under conditions of increasing, constant, or diminish
ing returns. In all cases the falling off in demand will reduce 
supply. 

Hence, under conditions of increasing returns, the decreased 
supply can be obtained only at an increased cost per unit, and 
consequently price will rise by more than the amount of the tax. 
Under constant returns, the change in demand and supply will 
not affect costs, hence the consumer will tend to pay the exact 
amount of the tax. Finally, under diminishing returns, the 
decreased supply is obtained at a lower cost per unit, hence price' 
to the consumer may rise by less than the amount of the tax. 
Thus, in the latter case, the loss involved by the tax will be' 
shared by producer and consumer. 

Two important conclusions follow: (1) If a tax is intended 
mainly to raise revenue, it should not be imposed on commodities 
in respect of which the demand is elastic; (2) If possible, 
commodities subject to increasing returns should not be taxed, 
otherwise the advantages of such returns are lost to the individual 
producer and to the community. Furthermore, taxes should 
be imposed on manufactured articles rather than on raw 
materials, for taxes on the latter tend to be intensified at every 
stage, and to be considerably increased by the time they reach 
the ultimate payer. Finally, a tax should not be imposed on 
materials which may stimulate production or which are essential 
for a. great national industry, if it can be avoided. 



THE INCIDENCE OIl' TAXATION 611 

Taxes on Monopolies. 
Very important is the problem of taxes imposed on com

modities in respect of which a monopoly exists. In such a case it 
may be assumed that output has been adjusted so as to maximise 
profits, and that as a rule the price is already as high as can be 
imposed. A tax on output will therefore fall on the monopolist 
unless he is content with a decreased demand. In certain cases, 

. however, the monopolist may be induced to restrict his output 
and thus ultimately force consumers to pay the tax in an increased 
price for'the product. On the other hand, if the tax is imposed 
as a percentage or lump sum impost on monopolistic gains or 
profits, it cannot be shlited to the consumer, but must be borne 
by the person holding the monopoly. If the commodity is 
produced by several manufacturers at different· costs, the 
ultimate result of a tax may be to force out of production the 
" no-profits" type of producer. The remaining manufacturers 
may then obtain the benefits of increasing returns and so recoup 
themselves for the payment of the tax. 

Import or Customs Duties. 
Duties on imported articles are imposed either for purposes 

of revenue or for the protection of home industries. The im
position of such duties for revenue purposes only on articles 
which are also produced at hdme necessarily involves a corre
sponding taxation of the commodities internally produced, by 
the imposition of excise duties. Frequently also they have a 
sumptuary aim, i.e., they art> imposed in order to check the 
importation and therefore the consumption of harmful or noxious 
articles. 

The question of the imposition of customs duties for pro
tective purposes involves political and social as well as economic 
considerations, most of which have already been discussed in 
Chapter 28, ante. We are now chiefly concerned with the 
incidence of such taxes, and may first of all note the following 
defects of customs duties generally :-

1. REGRESSIVE NATURE.-Customs duties which are 
imposed for revenue purposes rather than for protection must 
be levied on articles of general consumption. But a greater 
proportion of small incomes than of large incomes is spent 
on such commodities, hence the taxes press more hardly 
on the poorer classes. Customs duties therefore suffer from 
the general defect of indirect taxes in- that their result is 
regressive rather than progressive. 

2. EFFECT UPON INDUSTRY.-Customs duties imposed 
for protective purposes interfere with the natural disposition 
of labour and of capital to seek t~eir, mos~ remun~rative 
outlets. This matter has been preVlously discussed m our 
examination of Protection. 
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3. INELASTICITY.-It is said that few taxes are more 
inelastic than customs duties, as frequent changes interfere 
considerably with the stability and evenness of business 
conditions, and tend to diminish general efficiency. They 
should not therefore be relied upon to meet unusual demands 
upon the national exchequer. 

4. UNCERT.AINTY.--.:customs duties are subject to the 
serious disadvantage that they yield least when the need of 
Government is greatest, as for example, in the period of 
depression following the outbreak of war. At such times 
expenditure increases considerably, but the disturbance of 
international trade causes a reduction in imports and so 
diminishes the yield from customs duties. Furthermore, 
receipts from import duties may decline considerably if 
depressed conditions persist, and tend accordingly to increase 
the financial difficulties of the State. 

The problem of the incidence of customs duties is necessarily 
complex, inasmuch as international as well as national con
ditions have to be considered. Where they are imposed for 
revenue purposes only, and corresponding excise taxes are levied 
internally, the effects will be those which have been already 
discussed in connection with general taxes on commodities. As 
a rule, the home consumer will pay. It is possible that a foreign 
producer may pay import duties in whole or in part only if the 
importing country offers a sole market for his produce, but such 
conditions are very rare, if indeed they exist at all. Generally 
speaking, foreign producers will seek new outlets for their goods 
if the market in one country becomes less profitable through the 
imposition of a tax on their products. Consequently, if con
sumers must have those products, they must also pay the taxes 
imposed by their own governments. Only in the extremely 
rare cases where the importing country has a buyer's monopoly. 
or where the exporting country has a selling monopoly (in which 
case the general theory of incidence applicable to producer's 
monopoly will apply) can it be hoped to shift some or all of the 
burden from the home consumer on to the foreign producer. 

Furthermore may be noted the generally disastrous con
sequences to trade between two countries which frequently 
follow the imposition of such duties. In the first place, imports 
may decline and consequently the exports sent in payment 
must also be reduced. This will tend to put into operation two 
adjusting forces: (1) The labour and capital employed in making 
these exporta will be diverted into other channels, presumably, 
but not necessarily, less productive. (2) The demand for home 
products will be encouraged. The broa4 effect of the imposition 
is, however, to lessen the relative advantages of international 
trade, and the loss will in most cases, and in part at least, fall 
on the industries of the country which levies the tax. Secondly, 
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such taxes may lead to the conduct of a. "tariff war" between 
the countries by the imposition of protective tariffs on each 
other's products. Efficiency and prosperity must be materially 
affected in both countries concerned, and the ultimate ulterior 
effects of such duties canno.t be included in any general statement. 

It follows, therefore, that customs duties should be imposed 
as far as possible for revenue only; that if they are imposed on 
necessaries the duties should be as low as possible compatible 
with the attainment of equity in a mixed system, and that 
the duties should be imposed on a few commodities only with 
the object of lowering the cost of collection and of ensuring 
productivity. 

It. may be added that if a protective duty is so high as to 
prohibit altogether the import of certain goods, then will no 
gain accrue to the exchequer, while the home consumers cannot 
but lose, as a general rule, from the cutting off of supplies which 
were previou~ly needed. 

Export Duties. 
Taxes on exports of commodities are insignificant in modem 

systems compared with import duties. In earlier periods such 
duties formed an appreciable part of the taxation system in this 
country, as in the case of the" Ancient Customs" duties imposed 
for many centuries on British exports of wool and leather. Such 
duties also formed an important adjunct of the Mercantile policy 
of trade, and were partially continued in this country until the 
middle of the last century. . 

Nowadays export duties are the exception rather than the 
rule, but one or two notable cases have existed in recent years, 
including the duty on. British steam coal, imposed between 1901 
and 1906 to meet the cost of the South African War, and the 
Indian export duty on opium, which was continued until 19I7. 

Export duties are imposed chiefly for revenue, but only in 
very special cases can they succeed in· exacting a contribution 
from the foreigner. This may occur when the exporting country 
possesses an almost complete monopoly of the supply of the 
commodity taxed, when its producers are in effective combina
tion to maintain export prices, and when there is a strong demand 
in the importing country. The demand abroad for British 
steam coal and the demand in China for Indian opium satisfied 
such conditions, but other examples are difficult to fina. In the 
absence of these conditions, the duty will tend to be paid by the 
home exporter. The foreigner is not likely to pay the tax if he 
can obtain supplies elsewhere in the world market, or if he can 
use substitutes, or if he can reduce his demand. Trade will 
therefore cease or seriously djmjnish unless some or all of the 
exporters in the exporting country are willing to pay the tax in 
order to maintain the outlet for their produce. 
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The Diffusion Theory of Taxation. 
The consideration of the incidence of various taxes referred 

to in the foregoing paragraphs enables us to estimate thc import
ance of the so-called Diffusion Theory of Taxation. This main
tains that all taxes tend ultimately to be distributed equally 
and equitably throughout society by the process of shifting ami 
of accommodation; it holds that in the long run competitivc 
forces tend to diffuse the burden of taxation so that each member 
contributes in proportion to his ability to pay. Each individual 
who pays taxes tends to shift some portion of his burden either 
forward, as in the case of import duties, or backward, as when a 
consumer reduces his demand for an article because of the tax 
imposed thereon. Similarly a shopkeeper who pays heavy rates, 
or .a doctor who pays a heavy income tax, passes on some part 
of the burden in increased prices for his goods or increased charges 
for his services. 

Although there is a certain element of truth in the theory, it 
is clear from our consideration of the various kinds of taxes that 
the diffusion principle is of very limited application and certainly 
cannot be relied upon to distribute the burden equitably in all 
cases. If it were otherwise there would be little point in thc 
great efforts made by legislators to achieve equity in the tax 
system. The theory is mainly based on observations of the 
way in which indirect taxes tend to be diffused throughout the 
great body of consumers, but we see that even in these cases the 
ultimate contribution of consumers may be greater than the 
amount received by the State. The burden is, in fact, mOTe 
than diffused. Furthermore, it has been explained that the 
burden of the various direct taxes-the income tax, estate duties, 
and stamp duties-which form a considerable part of modern 
tax systems, tend generally to remain with the actual payers. 
That this is so is to some extent indicated by the opposition 
which is aroused by most new forms of taxation and by any 
suggested increases in existing taxes. It is proved also by the 
discontent which certain taxes occasion among certain classes : 
the objection of the investing classes to the high rates of income 
tax and the unpopularity of excess profits duty and super tax 
among business men are both well known and well recognised. 

Again, many taxes are devised with considerable trouble by 
finance ministers and exchequer officials with the sole object of 
exacting cbntribution from certain particular classes. The estate 
duties are intended to obtain an increased contribution from the 
rich and from the rich only. They are based essentially on the 
recognition of the fact that ability to pay is greater in the case 
of large than in the case of small incomes, and the attempts to 
attain equality would clearly fail if the effect of such taxes could 
be shifted elsewnere. 

The principle is therefore of very limited application. A 



THE INCIDENCE OIl' TAXATION 615 

certain amount of repercussion does undoubtedly ensue, for a deduc
tion from most incomes necessarily means that the owners have 
less to spend on services and commodities, and that others must 
feel the limitation in. demand. But by no means the whole of 
all incomes is spent; much of it is saved for future use. And 
in so far as this saving is reduced by taxation the individual must 
bear the burden of that taxation. Furthermore, competition is 
by no means perfect, and, unfortunately, it frequently happens 
that the economically weak are compelled to bear taxes intended 
for the economically strong. 

Thus we conclude that no government can rely too greatly 
on the principle of diffusion in adjusting its tax system; as has 
been already stated, it is essential that both the immediate and 
ultimate reactions of any impost should be carefully estimated 
before drastic changes are made. 

Double Taxation. 
The growing internationalism of business enterprise, with the 

establishment by large concerns of branches and offices in more 
than one country, has in recent years brought into greater promin
ence the problem of double taxation, i.e., the imposition of income
tax on the same income by two countries. The matter has been 
the subject of much investigation and international discussion, 
and co-ordination of national taxation on enterprises of an 
international character is now generally recognised as essential. 
Under the existing arrangements many hardships are imposed, 
and there is a tendency for those concerned to evade the additional 
liability by removal of the Source of income to another country. 
A League of Nations Committee, formed to consider the problem, 
has made certain tentative suggestions. Thus, it is proposed 
that in the case of such concerns as shipping companies, which 
obviously call for special treatment, reciprocal arrangements 
should be made whereby the tax would be imposed only by the 
country in which the real centre of the undertaking is situated, 
and on these lines reciprocal agreements have been concluded 
between the United Kingdom and the United States, Denmark, 
Norway, and Sweden. 

An agreement involving the same principle has been con
cluded between the British Government and the Government of 
the Irish Free State for reciprocal exemption and relief in the 
case of residents of (a) Great Britain and Northern Ireland, or 
(b) the Irish Free State, who receive income from both countries. 
Such persons will now be assessed only in the country where they 
reside. 

The League of Nations Committee on Double Taxation is sub
mitting certain draft conventions for the avoidance of double tax
ation and fiscal evasion for adoption by members-of the League, 
and, in the course of an interview with the Chancellor of the 
Exohequer, a deputation from the Federation of British Industries 
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was informed that the British Government is prepared to con
sider any fair and reciprocal arrangement with any individual 
foreign country. It seems clear, therefore, that in the com
paratively near future the burden imposed on the shoulders of 
many unfortunate taxpayers by the payment of double income 
tax will be finally removed. 

THE BRITISH TAXATION SYSTEM 

A brief survey of the principal features of the British taxation 
system will serve to illustrate still further the foregoing explana
tion, and will also afford an insight into the principles upon 
which the national revenue is obtained. 

The British system of taxation is conducted on a composite 
or mixed basis, and includes direct and indirect taxes of several 
kinds designed to secure a productive revenue and at the same 
time conform to the general canons· which have been previously 
noticed. The principal sources of taxation revenue are indicated 
in the table on page 586, ante, from which it will be noted that a 
larger proportion (65 per cent.) of the total is now obtained 
from direct than from indirect taxes. This is in accordance 
with a general tendency during recent years to rely upon direct 
taxes, and especially the income tax, for a considerable propor
tion of the annual revenue, and to relieve as much as possible 
the pressure of taxation on the" people's breakfast table." As 
a general rule, taxes are imposed for revenue only, and accordingly 
customs duties are usually balariced by corresponding excise 
duties when the commodities concerned are also ptoduced in this 
country 

The Customs. 
The principal features of customs duties have already been 

noticed. In this country they are imposed generally on luxuries 
and semi-luxuries, although the heavy expenditure of the State 
during the last few years has necessitated a. departure from the 
policy of freeing necessaries as much as possible. The customs 
duties on such articles as tea, coffee, and sugar have the advantage 
of exacting contribution towards the national finances from the 
poorer classes who would otherwise be difficult to reach, whereas 
those on tobacco and intoxicants are extremely productive. 
Generally spea1ring, customs duties on a small number of articles 
form a productive and economical system, and one which has 
been found to be capable of appreciable expansion to meet 
urgent needs. 

The Excise. 
The British excise duties now yield slightly more than the 

customs, although their imposition was at one time strongly 
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resented and as strongly opposed, so that they proved very 
unremunerative. The present duties are levied very largely on 
home-produced intoxicants and on those products manufactured 
at home which would be subject to customs duties if imported 
from abroad. '. 

Excise duties are subject to the various objections and 
advantages noted in connection with the customs revenues. 
Nevertheless, they form a convellient and productive means of 
reaching the poorer classes, and, in the case of the duties on 
intoxicants, have the further advantages of not only restricting 
wasteful and harmful expenditure, but also of restraining conduct 
which is injurious to individual health and character, and gener
ally detrimental to national efficiency. 

It is to be noted ~hat if excise duties do not exactly correspond 
to the customs duties on the same articles a certain element of 
protection may result, but this principle is not adopted in this 
country. Furthermore, the term "excise" is applied to duties 
other than those on commodities, as, for example, vehicle, livery, 
dog and gun licences, and licences to conduct certain trades, 
such as those of pawnbrokers, auctioneers, tobacconists, and 
publicans. The great part of the revenue from such licences is 
passed to the Local Taxation Accounts, and thence to the local 
authorities in aid of "onerous" expenditure. 

Motor Vehicle Duties. 
During recent years the number of motor vehicles in this and 

in other countries has increased enormously, and the motor 
vehicle duty has provided a useful addition to the composite 
scheme. It permits of an additional contribution from a class 
which may be assumed to be able to afford a tax if it can afford 
the luxury of motoring, and is also just in as far as it provides 
some portion of the expenses of road maintenance, which have 
been considerably increased with the extension of mechanical 
traffic. 

Estate Duties. 
These comprise the duties on real and personal property 

passing at death, and are graduated so as to press more heavily 
upon the wealthy classes. In recent years they have been 
simplified, and now consist 'of three taxes: (1) the estate duty 
proper, which is based on the principle of graduation, a higher 
rate being charged as the value of the estate increases; (2) the 
legacy duty, which is charged on personal property, its amount 
varying with the amount bequeathed to each legatee; (3) the 
8'UCcession duty, which is imposed on real property passing to 
inheritors, its amount varying with the degree of relationship 
between the deceased and the heritor. 

The estate duties have provided a. very productive and easily 
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collected revenue during recent years, and are justified on the 
grounds that they obtain a contribution for national purposes 
at a time when it is conveniently paid, and from those who 
can generally well afford the contribution. From the socialistic 
standpoint also they are advocated as ensUring a more equable 
distribution of wealth within the community. Nevertheless, 
such imposts undoubtedly partake of the nature of a capital 
levy, and have the ultimate effect of causing a redistribution of 
some part of private wealth, the cherished aim of so many social 
reformers. They also have a tendency to discourage saving and 
to encourage extravagant expenditure during life, and there is 
a tendency to evade high rates of duty by the transfer of wealth 
during life in the form of gifts and other dispositions of property. 
Such evasions are however to some extent restricted by certain 
regulations concerning the duties, while in many of the cases to 
which they apply saving cannot be avoided owing to the extent 
of the annual income. 

Stamp Duties. 
Stamp duties are imposed chiefly on various forms of in

struments and documents, such as bills of exchange, promissory 
notes, cheques, receipts for the payment of money, title-deeds, 
and agreements of many kinds. Payment of the duty is easily 
enforced in such cases by making the stamping a requisite for 
legal validity of the instrument. They are also payable in 
respect of various forms of licences and registrations, as, for 
example, the registration of a company, pawnbroker, banker or, 
solicitor, and on certain commodities, such as patent medicines 
and playing cards. 

Such taxes have the advantages of being easily collected and 
assessed, as they are usually graded on an ad valorem basis. 
They yield an appreciable revenue which tends to increase with 
the growth of business, and especially with the use of cheques 
and bills for purposes of commercial settlement. 

The immediate incidence of stamp duties is upon the parties 
to the documents or agreements, and they are generally in the 
nature of direct taxes. Duties on permissive licences to conduct 
a business are an element of cost and fall ultimately on those 
who benefit from the utilities of the business, as, for example, 
the clients of a pawnbroker or solicitor. Taxes on the com
modities mentioned are indirect; they are paid first by the 
manufacturer or distributor but fall ultimately on the consumer. 

In some cases these taxes may considerably affect the smooth 
conduct of business between members of the community. The 
twopenny duty on cheques is frequently condemned as imposing 
a restriction on commercial transactions, and many business 
men believe that the loss to the State entailed by the complete 
abolition of this tax would be more than counterbalanced by 
the great gain to the community. 
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The Land Taxes. 
The land tax was first imposed in 1692, but in its present 

form is merely a survival of a general impost which was intended 
to be levied on both re~l and personal property. Since its 
institution it has been subject to considerable modification, 
aimed at the removal of certain great inequalities in the tates of 
duty imposed in various parts of the country. It will be noted 
from the table of revenues given on a previous page that its 
yield is. now comparatively small. Much of the tax has been 
redeemed by capital payments, and its high cost of collection and 
administration is frequently urged in favour of its abolition. 
Although the original duty was imposed on the landowner, its 
present incidence is doubtless on the tenants of the property 
taxed. On the other hand, when such property is sold, the 
capital value of the tax must generally be allowed to the buyer 
by the original seller, and consequently the ultimate incidence is 
upon the landowner. 

Under our present fiscal system land is subject to various 
other taxes. The estate duties which have already been 
mentioned, include a fair proportion of the tax applicable to 
land, while the annual value of both land and buildings is 
assessed for income tax purposes with other forms of income. 
Furthermore, this annual valu9 is adopted also as a basis for the 
assessment of local rates. 

In 1909 a. new form of taxation on land was introduced in 
the famous Land Value Duties, which have been referred to 
previously. The duties were of the following four kinds, to 
be imposed on the value of land as determined by a. special 
valuation :-

1. GENERAL INCREMENT VALUE DUTY.-A duty levied 
on the "unearned increment" of land, payable when the 
owner realises the increment by sale, or when the land passes 
at the death of the owner. 

2. REVERSION DUTY.-A duty payable by the lessor on 
the termination of the lease according to the benefit gained 
by him, i.e., according to the increase in value accruing to 
him. Agricultural land was exempt, and also leases of 
which the term was less than twenty-one years. 

3. UNDEVELOPED LAND DUTY.-A duty levied on the 
site value of undeveloped land, the value of which exceeded 
£50 per acre, and which had not been developed by the 
erection of buildings for the purpose of any business other 
than agriculture. 

4. MINERAL RIGHTS DUTY.-A tax of Is. in the £ on the 
rental value of all rights to work minerals, and of all mineral 
way-leaves. 
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The valuation of the land and the administration of the tax 
proved very difficult and expensive, while the question was 
considerably complicated by the great increase in land values 
during and after the war. Consequently, the duties were 
repealed by the Finance Act, 1920, with the exception of the 
mineral rights duty. 

The imposition of the duties was important in that it 
recognised the principle that the State has a right to share in 
that increased value of land which is attributable to social 
causes and not to improvements by the owner. Quite recently 
suggestions have been made for a renewal of this form of taxation, 
and, in spite of its previous failure, it is quite possible that it will 
be given a longer and possibly fairer triai at some future time. 

The Income Tax. 
The income tax is by far the most important tax in the 

British fiscal system. Not only does it provide a much greater 
revenue than any other form of impost, but it has also been 
found to be a sound financial instrument, capable of great elas
ticity to meet the changing needs of the National Exchequer. 

The tax was originally imposed as a. war tax by William Pitt 
in 1799, but it was viewed with such disfavour by the general 
public that it was abolished and its records were destroyed. 
Subsequently, however, it was resorted to by Sir Robert Peel 
and Mr Gladstone to replace revenue which had been lost by 
the reform of the national tariff and the removal of a. number 
of small and comparatively unproductive taxes on commodities. 
The income tax is now recognised as a permanent feature of our 
fiscal system, and resort is always made thereto for additional 
revenue required for war or other extraordinary purposes. Its 
yield can be estimated with a. fair degree of accuracy, it is 
very productive, and its administration and collection are 
economical. 

Considerable controversy has been aroused in regard to the 
equity of the income tax. Gladstone, for example, held that its 
inevitable inequalities were incapable of being remedied, and he 
at one time advised its complete abolition. Its chief disadvantage 
is in the fact that income cannot be regarded as a test of ability 
to pay, as so much depends on individual circumstances and 
health. Further, it tends to press very hard on small incomes 
(particularly of professional workers), and to discourage saving in 
the case of moderate and large incomes. These objections have 
been met in the English system by the exemption of a. certain 
minimum income, and by granting allowances of various kinds 
in respect of dependants and necessary business expenses. The 
tax is also said to discourage the accumulation of wealth, and so 
to restrict the supply of capital for productive uses, but this 
effect cannot be pronounced in a wealthy community where 
there exist so many incentives to saving. From the point of 
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view of administrative precepts, the English income tax is said 
to infringe the canon of certainty by its increasing complexity 
in the form of larious classes of abatements, allowances, and 
exemptions. To some extent this objection is being met 
by the endeavours to .simplify the mode of collection and 
assessment. 

As one tax in our mixed fiscal system the income tax has 
certainly marked advantages. The exemption of a minimum 
income is a recognition of the principle of ~hing utility 
and of the fact that indirect tax~tion falls more heavily on small 
incomes. There is little doubt also that the income tax conforms 
to the general ideal of taxation that members of the State should 
contribute to its support in proportion to their faculty or ability 
to pay, for income is the best single mark of sucn ability. 
Furthermore, iJ..it is applied uniformly to all kinds of income it 
cannot easily be shifted; its incidence is upon the payer, and it 
has the advantage of bringing home to him his duties as a citizen 
and his obligations to interest himself in the expenditure of the 
government. Finally, the method of taxing company dividends 
and other interest payments at the source makes for certainty 
of payment and for considerable economy of collection. 

Super Tax and Surtax. 
Super tax, in the form of a ~ax at higher rates on large incomes, 

was mst introduced in the Budget of 1909. It was considerably 
extended during the war and post-war years, but is now replaced 
by the BUrtax, introduced by the Finance Act, 1927. This pro
vides for the taxation of all income above a certain figure at a 
rate higher than the standard rate. The principle underlying 
both these forms of tax is that of the diminishing utility of 
incomes over a certain figure, and its object is to secure a more 
equitable contribution to taxation from those who are most 
fortunately situated. The general objections to high rates of 
income tax apply in these cases also. 

BRITISH LOCAL TAXATION 

The principles underlying national taxation also apply gener
ally to local impositions, which, as we have already noted, are 
usually distinguished as rates, differing in one or two respects 
from national taxes. As a general rule the proceeds of local 
rates are utilised for the direct benefit of the particular locality 
in the provision of roads, lighting, sanitation, and other urban 
conveniences. 

Local rates are mainly levied upon real property, i.e., premises 
and land, the basis adopted being that of the rateable wlue of 
the property, which is the rent at which it !night reasonably be 
expected to let from year to year free of all the tenant's usual 
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rates and taxes, less the probable expense of annual charges 
such as repairs and insurance. 

Rates are payable by the occupiers of the ljlld and buildings, 
and their amount in the £ is determined by (a) the cost of the 
local services; (b) the proportion of that cost borne by the 
central authority, and (c) the rateable value of all the property 
in the district. 

Local rates are of two broad classes: (1) The Poor Rate 
(including the BOFough and County Rates), which is collected 
by the overseers of the poor; and (2) The General District Rate, 
which is collected direct by Municipal Corporations and Urban 
District Councils. In London, the expenses of the Metropolitan 
Boroughs are met by a General Rate which includes also necessary 
contributions towards poor relief and maintenance. In order to 
avoid duplication and to effect economies in collection and 
administration, a Consolidated Rate is levied in some districts 
which embodies the contributions required for two or more 
authorities. A general consolidation in all urban areas and a 
considerable simplification of the rating machinery was effected 
by the Rating and Valuation Act, 1925. 

The Principle of Rating. 
Although the general principles underlying national taxation 

apply also to local rates, a distinction exists in the greater 
importance attached to the benefit or quid pro quo basis of 
exacting contribution. It is easier to trace the advantages of 
local taxation to a limited number of individuals than it is to 
trace the benefit of national expenditure. The owners of property 
in a given locality undoubtedly reap a direct benefit from local 
sanitary and lighting arrangements, and from improvements in 
local roads, bridges, and water supplies. Consequently it has 
been maintained that the extent of property and the size of 
houses is a fair standard for the measurement of the benefit 
derived from local administration. To this it is frequently 
objected that a man with a relatively small income may require 
a large house because his family is large, or because it is essential 
for the conduct of his business (e.g., a dentist) or for the upkeep 
of his dignity. But although the acceptance of such a basis 
must necessarily result in inequalities, it is undoubtedly a more 
equitable mode of assessing local benefit than the local income 
tax which is sometimes suggested, and is of far greater con
venience and productiveness than the octroi or local customs 
duty which is frequently used as a source of local revenue in 
continental countries. 

As a form of raising local revenue the local income tax has 
the disadvantages, firstly, that incomes are frequently derived 
from sources outside the locality, and consequently are unaffected 
by local improvements; secondly, that it could scarcely be 
applied in the cases of banks and multiple shops which are 
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merely represented by branches in the locality concerned; and 
thirdly, that it is a. difficult and impracticable basis of assessing 
the great body of wage-earners who reap much of the benefits 
of local expenditure. The income tax is far more suitable for 
national purposes as part of a composite system of taxation. 

The Incidence of Rates. 
The problem of the incidence of local rates is extremely com

plicated. Generally speaking, the principles already explained 
apply equally to local rates as to national taxes, but one or 
two further observations may be offered on the subject. Rates 
on houses are levied on the annual value of the property including 
the site: they are not imposed separately on building value and 
site value, although these are frequently owned by different 
persons. 

With regard to the building value, it has been already 
explained that the tax hereon tends to fall on the occupier, 
unless the demand for such buildings is very elastic, or unless 
the building is used for business purposes, when the tax tends 
to be passed on to the consumers of the utilities supplied. It 
cannot be borne by the owners. for unless the rent yields a. net 
return at least equal to the return on current investment, 
building will be curtailed and the supply reduced until the 
occupiers pay the tax. But !the proportion of the tax which 
applies to the site value must generaJIy be borne by the ground 
landlord, for anyone taking the land tends to allow for the 
proportion of rates he will have to pay in the rent which he is 
willing to offer. Landlords cannot restrict the supply of land 
in consequence of the tax, and consequently they must bear the 
impost if they desire to rent their property. 

But the fact that competition is not perfect and that the 
whole rate is levied on the occupier in the first instance tends 
to leave the tax with him, at least for that period required for 
the full working of competitive forces. On the other hand, if 
rates in one district are very high in comparison with ra.tes in 
a. neighbouring district, certain occupiers may find redress by 
moving their place of abode to a. low-rated locality. The rates 
will, therefore, press more hea.vily on those who, by reason of 
poverty or business ties, cannot afford to move. For exa.mple, 
a. business magnate may be able to live outside London in a. 
low-rated district, whereas his clerks must remain in compara.
tively high-rated suburbs in order that they may be a.ble to 
reach their place of business without incurring undue tra.v:elling 
expense or loss of time. 

In the long run, however, part of the differential ra.te, i.e., 
the difference between the high and low rates, will tend to be 
borne by the landlords, for the movement of population will 
cause a decreased demand for houses in the highly-rated locality, 
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and to attract occupiers a lower ground rent must be charged 
which will make up part or the whole of the difference between' 
the rates in the two localities. 

Finally, we may note that the position of occupiers is always· 
weak if the demand for accommodation is inelastio and high in 
relation to supply, i.e., when a shortage exists. In such cast's 
the occupiers tend to pay not only the whole of the rates and a. 
normal return on invested capital, but also a scarcity rent as 
well. These conditions will continue until a decreased demand 
(e.g., as the result of an efflux of population) or an increased 
supply (e.g., as the result of a local housing scheme) places 
competition between tenants and owners on a more equal basis. 

Objections to the Rating Principle. 
It has already been stated that objection is frequently taken to 

the system of rating because the value of a house is not neces
sarily an indication of the occupier's ability to pay. The system 
is also criticised because the rates per £ vary in different areas, 
and consequently investors in house property in highly-rated 
districts tend to be penalised as compared with similar investors 
in low-rated districts. To this it is replied that so far as new 
investment is concerned, landlords are free to choose the most 
profitable outlet for their capital, while in regard to old invest
ment, the tendency is for the long standing charge embodied 
in old rates to become capitalised, and to cause little inequity 
in the burdens on landlords in different districts. The objections 
to differential rates which result from varying degrees of oner0U8 
expenditure (see page 581, ante) are more easily justified. Fre
quently such expenditure, incurred for national rather than 
local advantage, is particularly heavy in poorer districts and 
imposes a greater relative burden on investors of capital in 
property in those districts. 

Thus, so far as this complaint applies to new taxes it may 
be well founded, but in regard to old taxes the rule " an old tax 
is no tax" undoubtedly applies. Furthermore, the inequalities 
are to some extent removed by the system of grants-in-aid, 
already explained. 

Finally, we may note the objection to the principle of differ
entiation from the point of view of a district as a whole, for if 
local rates are high compared with those of other districts, the 
tendency will be for manufacturers to move to the lower-rated 
localities, particularly if their products are subject to strong 
competition from producers in more favourable localities. Thus 
the district as a whole tends to suffer from the absence or 
diminution in the number of local productive enterprises. 



CHAPTER 34 

NATIONAL AND MUNICIPAL BORROWING 

TUE guiding principle in public finance, as in private or in
dividual finance, is that annual expenditure should be met out of 
annual income. But even in a time of normal State activity it is 
not always possible to attain this ideal. The arrangements for 
the collection of revenue for any financial year must necessarily 
be made some time in advance, while it is not possible to estimate 
with exactness what expenditure will be incurred in the period 
under review. Extra demands of small or large amount almost 
always arise, and various circumstances may result in the yield 
from taxation falling short of anticipation. Thus it frequently 
happens that normal public revenue fails to cover normal 
expenditure, and, in the absence of public treasure, which was 
such a feature of earlier fiscal administration, resort must be 
had to temporary loans, which may be repaid out of the surplus 
revenue of more productive years, or may be met by increased 
taxation. 

In modem times, however, extraordinary expenditure in most 
communities has rapidly increased. Central and local authorities 
have incurred obligations in various directions which could not 
be covered by any system of taxation. By far the largest 
item has consisted of expenditure on war and its aftermath, 
but in many communities heavy sums have also been ex
pended on developmental functions which could not fairly be 
charged against annual revenue, even if this course were possible. 
In the latter class is included State expenditure on railways and 
canals, and municipal expenditure on docks, harbours, housing 
schemes and the provision of water supplies. 

As far as possible, the rule is generally followed that extra
ordinary expenditure should be met by increased taxation, but 
there are distinct limits to the amount of taxation which can 
be imposed in any community without serious reactions upon 
its economio and social life. Oppressive taxation is deadening 
to industry and enterprise, it hampers progress and must 
ultimately result in a reduction of national efficiency and pro
ductivity. Furthermore, it tends to discourage saving, and 
thus reduces that accumula.tion of capital which is necessary 
for -productive uses in a developing community. These facts 
were remarkably illustrated in a speech by Sir Robert Home, 
an ex-Chancellor of the Exchequer, in connection with the 
Finance Bill, 1924-25. The speaker dealt with the crushing 

2R 62$ 



626 ELEMENTS OF ECONOMICS 

effect on British industry of the present high rate of taxation. 
He pointed out that, so far as individuals were concerned, many 
people were spending freely because they thought it hardly 
worth while to save. Business enterprise was being checked by 
high taxation, which combined with high local rates added so 
much to the net cost of production that British firms were unable 
to compete with those of other countries in world markets. As 
an example he indicated that whereas in pre-war days rates and 
taxes added 2s. 9d. per ton to the cost of finished steel, they 
now added 21s. 4d., with the result that other countries could 
undersell our merchants to the extent of 30s. or £2 per ton, and 
were consequently obtaining contracts which would otherwise 
fall to our own manufacturers. 

It is clear, therefore, that taxation should never reach that 
point at which any further exaction would impair the productive 
powers of the community, and decrease its capacity to produce 
that wealth which is the source of future taxes and future saving. 
"Should an increase in taxation be greater than increase in 
current production, it will tend to act as a spur to greater efforts 
by those who desire to maintain their customary standard of 
living. Generally speaking, however, increases in taxation in 
norIIial times should not absorb the whole of increased pro
duction, in order that there may be a margin left for a general 
raising of the standard of living, and as an inducement to still 
greater production. When taxation increases at a greater rate 
than production, comforts and luxuries have necessarily to be 
reduced, and eventually a stage would be reached when lesser 
efficiency of· producers, or social disturbances, would cause a 
reduction in output, and indirectly lesser exchequer receipts. 
When taxation exceeds the economic taxable capacity of a 
community, it will usually disclose itself in growing social 
discontent" .1 

The recognition of these facts has induced most modern 
states to meet a considerable proportion of extraordinary 
expenditure by raising loans, either for national or municipal 
purposes. In the years prior to the outbreak of the Great War, 
the vast ¢xtension of State and municipal activity had resulted 
in a wide application of the principle of public loaning. It was 
estimated that the national debts of the world amounted in 
1914 to approximately £7,800 millions, while in Engla.nd and 
Wales alone the various local bodies had contracted loans to the 
amount of nearly £700 millions. Since that time, however, 
the obligations incurred by various countries in connection with 
the late war have brought the totals of national debts to figures 
which can only be described as colossal In Britain alone the 
national debt outstanding in 1927, totalling £7,701 millions, 
almost equalled the combined totalof the debts of all nations in 
1914, while the present yearly interest charge on the debt is 

1 Kirkaldy, Brituh Finance, 1914-21, p. 211. 
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more than {ilty per cent. greater than the total revenue of the 
country in pre-war days. These figures enable us to under
stand why the problem of heavy national indebtedne88 is one of 
the most difficult which has to be faced by the present generation 
in many countries of the world. 

Public Credit. 

The present system of public borrowing has been made 
possible by the development of the banking and credit mechanism 
in modem communities, while its growth has been facilitated by 
the organised money markets and stock exchanges the impor
tant functions of which have been already discussed in this 
volume. In earlier times funds for extraordinary purposes, such 
as war and increased defence provision, were provided from 
State hoards of treasure, but such medireval methods became 
quite inadequate for the growing needs of sovereign and state. 
So we find the germ of the modem system in the loans obtained 
br kings and princes on their own account from the more affluent 
o their subjects, and the later development of the principle by 
the pledging of the national credit as security for loans granted 
to the king or to Parliament. In this way our own National 
Debt originated in 1694, with the loaning of £1,200,000 to the 
State by the Governor and Company of the newly established 
Bank of England. 

The recognition of public credit as independent of private or 
individual credit .marked a considerable advance in the history 
of society. The existence of public credit depends essentially 
on the existence of an organised community, on behalf of which 
obligations may be incurred by its government or representa
tives. Public credit is good or bad according to the degree of 
ability and willingness with which such obligations can be 
entered into, and is therefore based on the security and stability 
of the State, and on the confidence reposed in its leaders 
and institutions. It necessarily varies with the stage of 
development of the State, with the wealth, productivene88, 
and business capacity of its members, with its freedom 
from revolution, catastrophe and war, with the condition of 
its currency, and with the development of its banking and 
credit organisation. 

Thus we may expect to find that public credit is normally 
high in such leading commercial countries as Britain, France, 
and the United States, while it is lower in countries which are 
subject to revolution and war, as the Balkan countries, or which 
are in a. comparatively undeveloped state, as are the Argentine 
or Brazil. As has been mentioned in the chapter on Interest, 
the rate paid by a. government or municipal a.uthority for its 
loans is an important indicator of the confidence of investors 
generally in its credit and security. The lower the degree of 
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confidence, the greater the proportion allowed in the gross 
interest to cover the element of risk. Accordingly, for mnny 
years prior to the Great War, Britain was able to borrow suffi
cient for her public needs at approximately 3 per cent., while 
the less developed countries of South America. and the more 
revolutionary countries such as China and Turkey were compelled 
to pay interest at rates varying from 5 to 8 per cent. 

In this respect of differing degrees of security, publio 
loaning is in no way different from private loaning, but one or 
two important distinctions must be noted. In the first place, 
the affairs and finances of a state are public property, and there 
is consequently little possibility of concealing from investors its 
true economic position. Thus no government, national or local, 
can hope to borrow on good terms unless its affairs are well 
conducted, its undertakings wisely conceived and its expenditure 
carefully and economically regulated. Secondly, the State is a 
perpetual entity and its debts may therefore be permanent. 
This is, of course, rather an advantage to investors than otherwise. 
It provides them with a permanent investment at a rate of 
interest which may be assured and unchanged for a. long term 
of years. On the other hand, there is a. tendency with the growth 
in the demands on the public purse for supposed temporary 
loans to become more or less perpetual. The frequent changes 
in the constitution of the government accentuate this tendency, 
for the debt-reducing policy of one government may not be 
carried out by a succeeding government, which may be com
mitted to an entirely different policy. 

Finally, we note a factor which has achieved great prominence 
in recent years-the fact that no government can be compelled 
to repay its debts, raised internally or externally, except perhaps 
by the uncertain resort to revolution in the first case, and to 
international joint action against the delinquent country in the 
second case---courses which are rarely followed. This arises from 
the facts that a sovereign state is not subject either to a higher 
authority or to the laws of other nations, and that there is little 
effective means of bringing pressure to bear on a. government 
which has made default. Furthermore, one government may 
repudiate the obligations of its predecessors, as the Bolshevists 
have repudiated the debts incurred by Russia when under the 
Czarist regime. 

Public credit is, therefore, subject to great variation, both 
as between different states and in the same state at different 
times. But it may be added that once confidence in the credit 
of a state is lost, it is extremely difficult to restore it to the extent 
that investors will be again induced to entrust their capital to 
its keeping. The great difficulty experienced by the present 
Russian Government in obtaining a. foreign loan is a. sufficient 
proof of this statement, 
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Methods of Providing National Funds. 
Funds for national purposes may be raised in a number of 

ways of which the following are the most important :-

1. By TEMPORARY LoANS, from individuals or from banks 
to cover casua.l deficits or to tide over temporary shortage. 
Temporary loans are sometimes described as Unfunded or 
Floating debt, a.lthough not all unfunded loans are correctly 
described as floating debts. 

2'. By PERM..UfENT OR LONG PERIOD LoANs.-These are 
resorted to in order to obtain funds for heavy expenditure 
Buch a.s that on war or on a. great national undertaking, 
e.g., state railways. Long-period loans 'are embodied in 
stock for convenience of transfer and sale, and are usually 
funded, i.e., they involve a. permanent charge upon the 
revenue fund of the nation. 

3. By ISSUES Oll' INCONVERTIBLE P Al'ER, either in place 
of or in a.ddition to a. metallic currency. 

4. By SALES Oll' LAND OR FROM STORES OF TREASURE.
The latter method is nowadays comparatively unimportant, 
chiefly because it would not be possible to cover a. tithe of 
the enormous expenditure of present-day communities by 
the hoarding of treasure, 'and also because the system of 
credit, as is indicated below, is far more economical. Never
theless, one or two notable instances of the hoarding of the 
precious metals for war purposes have occurred in modem 
times, as in the case 01 Germany and Russia. It is well 
known that £6,000,000 in bullion (being part of the indemnity 
paid by France after 1870) was hoarded by Germany, and 
the gold utilised during the recent war for payments to 
foreign countries. 

The raising of funds by the sale of land is also compara
tively unimportant, except in new countries, where this 
method is still practised to some extent although it cannot 
be regarded as a. fruitful source of funds. 

The first three methods are discussed in the following 
paragraphs. 

Temporary Loaning. 
Resort to temporary loans ma.y be made by the State when 

its annual expenditure exceeds its actual receipts, or when its 
income is received at certain fixed times, while expenditure is 
necessary throughout the year. Such conditions exist in this 
country, where the bulk of the receipts are obtained from income 
tax, etc., in half-yearly payments, and interim expenditure is 
met by temporary loans from the Money Market on Treasury 
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Bills, or from other public departments and the Bank of England 
on" Ways and Means Advances". 

Temporary loans of this nature are not regarded with favour 
because they are incurred by State departments, are not easily 
controlled, and are liable to be carried to excess. There is an 
absence of that publicity which characterises loans from thc public, 
while the existence of a large floating debt engenders distrust in 
the national finances and a lack of faith in national stability. 
Again, the borrowing by the Government of a. considerable 
proportion of floating capital is to be deprecated, particularly 
when the funds are employed for unproductive State purposes. 
Then active business men may be deprived of a. proportion of 
the short-term loans which they are able to use productively for 
the general benefit of the nation. Furthermore, when temporary 
loans reach appreciable sums, they tend to be constantly 
renewed, as fresh demands arise which prevent their repayment, 
and consequently much of the resources of the money market 
are indefinitely locked up and cannot be employed in active 
and remunerative business. Finally, it may be observed that 
temporary borrowings almost always result in inflation. This 
effect, so far as it concerns our own country, will be explained 
at a later stage in connection with the discussion of our 
floating debt. As a general rule, therefore, temporary borrow
ing should be avoided unless early payment is possible or is 
contemplated. 

On the other hand, temporary 'loans are a suitable method of 
covering temporary deficits, provided there is a. reasonable 
prospect of early repayment. They enable the State to pursue 
its activities without difficulty, and obviate the disturbance and 
inconvenience of floating a long-dated loan for a purely temporary 
purpose. They frequently provide the banks with a convenient 
and secure outlet for their surplus funds, and thus enable use to 
be made of capital which is collected by the banking institutions 
in numerous small amounts from the length and breadth of the 
community. 

Furthermore, temporary loans are best when rates of interest 
are high and funds are difficult to obtain. In such cascs it is 
obviously unwise for the State to undertake long-period borrowing 
at a rate which is likely to fall, while the system of temporary 
borrowing enables it to absorb savings as they are made without 
disturbing conditions in the money market, and at rates which 
may be adjusted to changes in the interest level. Thus one 
short-period loan may be paid off as it falls due with another 
similar loan obtained at a lower rate of interest. This system 
of maintaining a proportion of unfunded or floating debt was 
resorted to on a large scale by the British and other governments 
during the Great War and is still continued. 

As a rule temporary loans are obtained internally, generally 
from Government bankers, private individuala, or, as in this 
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country, from other Government departments. Only under 
exceptional circumstances is resort made to sources outside the 
country for temporary accommodation. 

Long Period and Permanent Loaning-. 
Long-period loa,ns are usually necessary and are certainly 

advisable· when heavy expenditure has to be incurred on a 
national or local object, as, for example, a war of defence 
against aggression, or the restoration of areas destroyed by a 
natural calamity such as earthquake, flood or fire, or the provision 
of a social necessity of first importance, such as a trunk railway, 
a canal system, or irrigation works. In the case of war, the 
outlay may be unproductive, but has frequently to be under
taken if national security and ideals are to be protected. Ex
penditure on the restoration of ruined areas is necessary if the 
economic life of a community is to be resumed to its full extent, 
wIllIe, as a rule, the cost of such economic necessities as railway, 
canal and irrigation systems is more than counterbalanced by the 
ultimate gain, although the return in the immediate future may 
be small in comparison with the outlay. 

In all these cases it is rarely possible that adequate funds 
can be raised by temporary loans or by increased taxation 
without detrimental and possibly crippling effects on the social 
and economic life of the community. On the other hand, the 
raising of long-period loans can be defended on a number of 
grounds, if they are incurred for one or other of the objects 
mentioned. 

In the first place, permanent or semi-permanent loans permit 
the expenses and sacrifices incurred for the good of the nation 
to be distributed over a. longer period. They enable trade to be 
developed and wealth to be created out of which repayment may 
be made in the future at a smaller relative sacrifice. As a rule 
the interest charged on long-dated loans is lower than on tem
porary borrowings, because, as has already been explained in the 
chapter on Interest, many investors will sacrifice some propor
tion of interest for the convenience of a. long investment. Con
sequently, the burden on the State is lighter in the years when 
funds are most needed and most difficult to obtain. Again, 
future generations cannot share the misery of a. long war or the 
labour of a. great national undertaking, but as they may be 
expected to derive much of the resulting benefits, it is only just 
that they should contribute some part of the cost in the form of 
interest and repayment of capital. 

Long-dated loans are also convenient as providing an outlet 
for savings, for the investment of bank and industrial reserves 
and for trust funds, while they result in a. transference to the 
State of the resources of individuals who can afford to lock 
away their capital for a. considerable period. They tend to 
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encourage patriotism and the spirit of citizenship by giving the 
individual an interest in the national finances, and this, in tum, 
fosters a vigilant wateh over State expenditure and the use of 
public money. The direct contact established between Govern
ment and citizen acts as an incentive to saving and to in
dustry, and permits all classes to take a direct interest in State 
welfare. 

Further, all members of the community are cognisant of the 
totals and kinds of long-period loans, while the State can make 
definite financial arrangements to meet the payment of interest 
as it becomes due, and also for the redemption of the loans at 
par or at market price whenever it is convenient to apply surplus 
funds for the purpose. This is not only an advantage to the 
State, but tends also to maintain the market value of the securities. 

On the' other hand, the system of long-dated loans is subject 
to a number of objections, which have been greatly accentuated 
during recent years by the enormous growth in the debts con
tracted by states and municipalities. Some of these are con
sidered below in connection with the general disadvantages of 
public credit. One of the greatest defects lies in the ease with 
which funds can usually be obtained by long-dated loaning, as 
opposed to the difficulty of raising funds by taxation. There 
seems little reason to doubt that modem states would be much 
less likely to undertake or to prolong costly wars if the necessary 
expenditure had to be covered by current income, and if it was 
impossible to resort to long-period loans, which leave much of 
the burden to posterity .. Again, it is in many respects inequit
able that a burden of debt should be imposed on future genera
tions who can have no voice in the decision to incur the expendi
ture. Costly schemes instituted by one generation may bring 
none of the anticipated benefit, while the miscalculation, 
ambition or faulty diplomacy of the statesmen of one period 
may result in expensive defensive measures or conflicts which 
may prove ultimately of little avail, but may yet impose burden
some contributions upon future generations who will be faced 
with their own problems and their own burdens. 

Where interest rates are high and capital is scarce, the 
system of long-period loans may in any case be a disadvantage, 
for it is clearly inadvisable for government to commit itself to 
large loans and high interest charges for a long period when it is 
quite likely that prices and rates of interest may fall in the 
future. For if this is done, the total amount of rrwney borrowed 
and of interest paid will remain constant, whereas falling prices 
will send up the value of the money, and thus make repayments 
ultimately more burdensome, while falling interest rates will 
~crease the relative cost of the debt charge. In' such cases 
temporary loaning may be resorted to with advantage, as was 
actually done by the British Government in order to obtain 
much of its requirements of funds during the recent war. 
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The creation of a large burden of debt cannot be justified 
except in very exceptional circumstances, and wha.tever may 
be the advantages of permanent loans, there can be no doubt 
that the existence of the debt itself and the payment of an 
enormous annual charge, as in the case of this country at present, 
act as a drag on trade and industry and hamper progress, 
enterprise and future economic development. -

Long-period loans may be of two kinds: (a) internal, i.e., 
raised within the community itself; (b) external, i.e., raised 
entirely abroad, although possibly held in part by home investors. 
Generally speaking, external loans are raised only by the less 
wealthy countries, either new colonies and republics which are 
in the early stages of their development, or such countries as 
China which have little accumulated wealth available for public 
uses. 

Internal loans may be /Meed or voluntary. Actual examples 
of forced loans are now rare, although such methods were 
resorted to by certain European belligerents in order to obtain 
the necessary funds for their mighty efforts. Nevertheless, we 
may find many instances of disguised forced loans in the issues 
of inconvertible paper which have been so marked a feature of 
war and post-war finance. 

Issues of Inconvertible Paper Money. 
Many modern states have obtained funds for emergency 

expenditure by the issue of inconvertible paper. Since the 
outbreak of the Great War this method has considerably 
extended, in some cases to an inordinate degree, enormous 
quantities of paper currency having been issued against totally 
inadequate reserves. The economic effects of such issues have 
been discussed earlier in this book. They tend to inflict incal
culable loss on the community by disturbing trade and the 
foreign exchanges, inflating prices, and damaging public credit. 
As the community is compelled to use the paper for effecting 
exchanges, and must accept it in discharge of public obligations, 
while currenoy of real intrinsic value is withdrawn for state 
reserves or for export purposes, it is clear that such issues are 
well described as forced loans. . Furthermore, the danger is 
accentuated because of the constant temptation to increase the 
issues as the demands on the public treasury increase, while 
every additional issue makes the prospect of redemption and 
of return to specie payments ever more remote. 

In the community itself the inflation which follows incon
vertible issues causes considerable hardship. Reference to this 

. has been made in the earlier discussion, but at present we may 
note the inequality which ensues in so far as the issues may be 
regarded as a. forced loan. The result is to exact a. greater 
relative oontribution from the poorer olasses, for the higher 
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prices of food and clothing affect them more than the rich. Thus 
the general result is comparable with that of a purely propor
tional tax, which, as we have previously noted, infringes the 
canon of equity. Furthermore, a period of rising prices is a. 
paradise for speculators and profiteers who are enriched through 
no effort of their own, partly at the expense of thfil wage-earners 
(" prices go up by the lift, but wages by the stairs "), but still 
more at the expense of those with fixed money incomes. 

Undoubtedly the over-multiplication of the currency in most 
European countries has not only aggravated the disasters of the 
war, but is also directly responsible for much of the economio 
difficulties and social friction of the present day. The history 
of this type of forced borrowing is almost always one of ultimate 
disaster, and, in spite of its frequent application by modern 
states, it cannot be justified on economio grounds. 

The Advantages of Public Credit. 
The system of public loaning is attended by certain material 

advantages. Apart from the fact that reliance on hoarded 
wealth is clearly inadequate for modern needs, the withdra.wal 
of money from active circulation is economically wasteful and 
costly. "Economic science has shown that money is best left 
to fructify by use in the hands of its owners; if required, it can 
then be drawn upon in the form of taxes or loans; and mean
while, wealth is better engaged in carrying on productive 
industry, which will add to its power of contributing loans for 
public wants in times of need, than by being stored away in 
guarded cellars ".1 The system of public credit is but one 
phase of the great economy and convenience of the modern 
credit mechanism. 

In regard to its more obvious benefits, public credit has 
made possible the provisio:n of social necessities, such as improved 
roads and pure water supplies, which on account of their costly 
nature could be provided only with difficulty out of current 
revenue. It has enabled new countries particularly to raise 
funds in older and wealthier communities for productive outlay 
on developmental work, such as roads, railways, canals, irrigation 
and harbours. Thus, the economic development of such cOlmtries 
has been promoted, while the world generally has benefited from 
the extended field for international trade and by the increased 
resources made available. Furthermore, countries which have 
suffered severe loss from war or natural calamity are enabled to 
obtain funds for restoration and rehabilitation of their damaged 
and ruined areas. 

In many respects, the use of the system of public credit in 
order to raise funds for defence and war cannot be regarded 
as advantageous. Nevertheless, we have seen that the first 

1 Armitage Smith, Priru:iplu and MelAotU 0/ TfJZ4lUm., p. 122. 
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essential of a. state is the defence of its territory and ideals, and 
in so far as the mechanism of public credit makes possible the 
raising of the necessary capital, it must at least be regarded as 
necessary, if not beneficial. . 

So far as Britain and other lending countries are concerned 
the system of public credit may be said to have a number of 
specific advantages. In the first place, it provides a,' usually 
secure and remunerative outlet for the surplus savings of the 
people. At the same time it gives investors a direct interest in 
the affairs of other nations and particularly in their economic 
development. This tends indirectly to foster trading relations 
with the borrowing states, particularly as they in tum are 
favourably disposed to commercial intercourse with an accom
modating country. Secondly, the industry of the loaning nation 
and its overseas trade tend to benefit because the proceeds of 
loans are usually expended in the lending country. Frequently, 
this principle is made a condition of the granting of the loan. 
Thirdly, overseas loaning is ultimately beneficial in its effects 
on the balance of indebtedness: the interest and instalment 
payments provide a regular income which assists in the main
tenance of favourable foreign exchanges. 

The Disadvantages of Public Credit. 
Although the system of public loaning is thus attended by 

very marked advantages, there are a. number of objections to 
its extension which have naturally been emphasised in recent 
years with the enormous growth in public debts. The most 
material defect is its tendency to encourage extravagance. State 
departments and officials can scarcely be expected to be as care
ful with public funds as are individuals with their own capital 
and income; in many cases they have achieved notoriety for 
extravagance and waste. This tendency is.accentuated by the 
increased facility with which public loans can be raised at the 
present day. Thus, many expensive schemes are undertaken 
which would scarcely be considered if their cost had to be met 
out of current income. Reference has already been made to the 
tendency of governments to resort to long-period loans for un
productive expenditure on war, and to the tendency of present 
generations to incur heavy outlay which mayor may not 
prove beneficial, but in any case imposes a. burden on future 
generations. 

In new countries particularly the system of public credit is 
likely to be abused by too much external borrowing, sometimes 
to the lasting detriment of the nation concerned. Young colonies 
and new republics are naturally anxious to progress as rapidly 
as possible and to develop their resources with the utmost speed. 
But this ambition frequently results in wasteful and extra.vagant 
expenditure, ~ speculative enterprise, in excessive loaning and 
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in burdensome taxation which tend ultimately to hamper rather 
than to promote progress and to retard economic development. 
Cases are frequent in which such states have incurred obliga
tions out of proportion to their capacity, with the inevitable result 
that they have been forced into bankruptcy and repudiation of 
their debts, with a consequent collapse of their credit in foreign 
markets. 

There can be no doubt that the method of borrowing from 
other countries should be exercised with moderation and dis
cretion. It is much better for a nation to proceed slowly 
and surely than to attempt too rapid progress at the sacrifice 
of economic independence. Within limits loans from other 
countries may be of the greatest advantage and may tend 
ultimately to improve general productiveness and increase wealth 
throughout the world. On the other hand, external loaning 
involves the necessity of making an annual interest payment to 
a foreign state: it means that part of the home income must 
be transferred to another nation. So long as the ultiinate return 
is greater than the cost all may be well, but unfortunately there 
is frequently a tendency for the obligations incurred to be in 
excess of profitable borrowing. Under such circumstances, an 
annual drain for foreign payments has to be met by taxation, 
further borrowing, or inflation; productivity may be checked, 
and the evil is intensified with the impoverishment of the 
paying country and with the growth of its burden. The very 
wealth which should contribute to progress and development 
is thus exhausted by the necessity of meeting the annual debt 
charge. 

It follows, therefore, that, so far as is possible, expenditure 
should be met by increased taxation, and resort should be made 
to loans only when such a step is inevitable or when the ultimate 
benefit and return are assured. Whereas a loan involves a more 
or less permanent imposition, taxation is borne once and for all. 
The former necessitates an annual provision for interest and a 
periodical search for funds for repayments, whereas special 
taxation may cause but one sacrifice. Finally, may be noted 
the fact that the burden of public debt and of the annual charge 
increases with every fall in the general level of prices, and thu8 
imposes'on the community a growing burden. Similar conditions 
do not, of course, apply to special taxation, although they may 
be applicable to taxation which is imposed over a. long period. 
Thus the advisability of proceeding slowly applies equally to 
state or municipality, new colony or youthful republic. Progres8 
is better achieved by measured steps than by ambitious haste. 

Limits to National Loaning. 
Just as there are certain definite limits beyond which it is 

inadvisable to increase the burden of taxation, so also are there 
similar limits to the amount of loans which may be obtained 



NATIONAL AND MUNICIPAL BORROWING 637 

from any community. Elsewhere in this book it has been shown 
that the progress of society involves a consta.nt demand for 
new capital for the maintenance and extension of its productive 
organisation. National borrowing cannot encroach on the amount 
of capital required for this purpose without serious detriment 
to the future development of the community. Thus the first 
limit to the absorption of capital for state purposes is set by the 
amount required for the normal business requirements of the 
nation. Under stress of national emergency it is possible that 
even this limit may be lowered, and that the productive organisa
tion will be compelled to rest content with just enough to enable 
it to function efficiently but ,not progressively. The upper limit 
is the total amount of capital which can physically be saved 
by the people under the stimuluB of patriotism and in face of 
pressing government demands for additional supplies. It is 
conceivable that the State may borrow the whole of the capital 
between these extremes, but to attempt to borrow more would 
be to exact from the community more than it can afford, and to 
make inroads into its necessary capital. Industry would be 
hampered. and the general well-being would undoubtedly suffer 
in consequence of its deprivation of essential requirements. 
Resort may then ~e had to external borrowing, or to the issue 
of inconvertible currency. The limits to the amount which may 
be obtained from abroad will depend on a variety of factors, 
such as the state of the national credit abroad, and the ability 
and willingness of other states to provide the necessary accom
modation. In regard to the issue of paper currency, it is difficult 
to define any limits to the amount which may be so forced out 
of the hands of the community, but it is clear that the resort 
to such methods becomes increasingly dangerous and if con
tinued must inevitably be ruinous. The constant rise in prices 
diminishes the power of the people to save that wealth from 
which future borrowings can be made, and also lessens the 
purchasing power of the funds which pass into government 
control. 

THE BRITISH NATIONAL DEBT 

Since its inception in 1694, the British National Debt has 
almost constantly increased with expenditure on numerous wars, 
and, in spite of appreciable reductions which were made at 
various periods, it stood in 1914 at approximately £650 millions. 
The enormous increase which has since been entailed has already 
been mentioned, so that at the time of writing in 1927 the out
standing debt amounts to £7,701 millions. 

The National Debt consists of the following parts :-

INTERNAL DEBT. 

1. Funded Deb'. i.e .• consols, etc., which are embodied in 
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stock and are a practica1ly permanent form of debt. In 
1914 this portion formed almost the whole of the . national 
debt, but it is now but a small part of the whole . 

. 2. Terminable Annuities, i.e., the capital liabilities of the 
State in respect of annuities payable by it for various terms 
of years. By issuing these annuities the liability of the 
State in respect of both capital and intel"est on a portion of 
the permanent debt is automatically wiped off. 

3. Unfunded Debt.-This includes the various forms of 
loans issued during and since the Great War, such as the 
5 per cent. War Loan, Treasury and Exchequer Bonds, and 
National Savings Certificates. . 

4. Floating Debt, including Ways and Means Advances 
from the Bank of England and Public Departments, and 
Treasury Bills outstanding and unpaid. 

5. Other Oapital Liabilities.-These include loans con
tracted for telegraph and telephone e~nsion and for the 
purchase of land or buildings for government offices. 

EXTERNAL DEBT. 

This consists of the loans contracted by this country from the 
British Dominions, the United States, and other countries. 
The whole of the British funded and unfunded debt has been 

created by subscriptions from the public after public advertise
ment of the loans. The method of negotiating loans through 
certain banks or through a financing house, frequently applied 
in the case of foreign loans, is not adopted in regard to British 
Government issues. Subscriptions are received by any banks 
in the kingdom and are forwarded to the Bank of England, by 
which the whole operation is conducted as agent of the Govern
ment. Certain Post Office issues during the late war were raised 
by the acceptance of subscriptions through the numerous post
offices in the Kingdom, and in such cases the control is in the 
hands of the General Post Office and not of the Bank of England. 

The Floating Debt. 
The great increase during recent years in the burden of the 

Floating Debt of the country has given rise to much anxiety in 
economic and financial circles. The total amount outstanding 
on Treasury Bills and on Ways and :Means Advances has been 
considerably reduced since the war period, but in July 1927 it 
was still as high as £740 millions. 

The advantages and disadvantages of temporary loaning have 
already been discussed, and they are, of course, applicable to the 
two forms of borrowing here mentioned. Although the system 
of short period loaning does undoubtedly enable the State to 
borrow at decreasing rates on a falling interest market, and also 
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enables it to obtain advantage from any influx of funds by 
reducing its commitments at least temporarily, there can be no 
doubt, on the other hand, that the vast temporary borrowings of 
the British Government during and after the war period have 
been largely responsible for the great inflation of the war and 
post-war period, and have accentuated the depression. which 
naturally resulted from the inevitable collapse in prices. 

Most of the Treasury Bills are held by the joint-stock banks 
as investments for their surplus funds. Consequently, if at any 
time the banks require to increase their funds at the Bank, a. 
most convenient method is to omit to renew part of their 
holding of Treasury Bills. This results in a transfer of funds 
from Publio to Other Deposits, and possibly also in increased 
borrowing by the State on Ways and Means Advances. As we 
have seen, credit balances at the Bank of England are regarded 
by the joint-stock banks as a. reserve, against which they create 
credit to four and five times the amount so held. Furthermore, 
the banks can at any time withdraw their credit balances at the 
Bank in the form of currency notes. Thus the existence of a 
large floating supply of Treasury Bills has been responsible for 
much of the inflation by extended bank credit and by excess 
issues of treasury notes which has taken place since 1914. The 
floating debt .. has provided part of the so-called cash basis 
for the great expansion in bank credit. As this temporary 
cash basis is reduced in the future, so must there necessarily be 
a considerable reduction in bank credit ".1 

In emphasising the necessity for the reduction of the out
standing floating debt, it must, of course, be recognised that the 
Government difficulties were and are considerable. Money for 
urgent State payments had to be found in some way, and 
frequently at very short notice, and the existence of large floating 
supplies on the Money Market, due largely to the absence of 
industrial demand, necessarily offered a solution to the problem 
of raising funds. Furthermore, it can be argued that there are 
advantages in continuing part at least of the temporary loans 
while conditions are so unsettled and while interest rates are 
on the downward grade. On the other hand, the great dis
advantage of such loaning lies in the fact that it leads to a 
constant expansion in credit which can be restricted only with 
difficulty. 

The urgency of reducing the burden of floating debt was 
strongly emphasised in the Interim (August, 1918) and Final 
(December, 1919) Reports of the Committee on Currency and 
Foreign Exchanges after the War, and we cannot do better than 
quote the following extracts which admirably explain the dangers 
to which the economic structure is exposed by the existence of 
such large floating obligations. 

1 A. W. Kirk&ldy, Brit;"" FiooflUo 1914·1921, Po 160. 



640 ELEMENTS OF ECONOMICS 

Necessity for the Cessation of Government Borrowings. 
" H a sound monetary position is to be re-established and the 

gold standard to be effectively maintained, it is in our judgment 
essential that Government borrowings should cease at the earliest 
possible moment after the war. A large part of the credit 
expansion arises; as we have shown, from the fact that the 
expenditure of the Government during the war has exceeded 
the amounts which they have been able to raise by taxation 
or by loans from the actual savings of the people. They have 
been obliged therefore to obtain money through the creation of 
credits by the Bank of England and by the Joint-Stock Banks, 
with the result that the growth of purchasing power has exceeded 
that of purchasable goods and services. As we have already 
shown, the continuous issue of uncovered currency notes is 
inevitable in such circumstances. This credit expansion (which 
is necessarily accompanied by an ever-growing foreign indebted
ness) cannot continue after the war without seriously threatening 
our gold reserves and, indeed, our national solvency ".1 

" This process has had results of such far-reaching importance 
that it may be useful to set out in detail the manner in which it 
operates. Suppose, for example, that in a given week the 
Government require £10,000,000 over and above the receipts 
from taxation and loans from the public. They apply for an 
advance from the Bank of England, which by a book entry 
places the amount required to the credit of Public Deposits 
in the same way as any other banker credits the account of a 
customer when he grants hjm temporary accommodation. The 
amount is then paid out to contractors and other Government 
creditors, and passes, when the cheques are cleared, to the credit 
of their bankers in the books of the Bank of England-in ,other 
words, is transferred from Public to ' Other' Deposits, the effect 
of the whole transaction thus being to increase by £10,000,000 
the purchasing power in the hands of the public in the form of 
deposits in the Joint-Stock Banks and the bankers' cash at the 
Bank of England ,by the same amount. The bankers" liabilities 
to depositors having thus increased by £10,000,000 and their 
cash reserves by an equal amount, their proportion of cash to 
liabilities (which was normally before the war something under 
20 per cent.) is improved, with the result that they are in a. 
position to make advances to their customers to an amount 
equal to four Ql" five times the sum added to their cash reserves, 
or, in the absence of demand for such accommodation, to increase 
their investments by the difference between the cash received 
and the proportion they require to hold against the increase of 
their deposit liabilities. Since the outbreak of war it is the 
second procedure which has in the main been followed, the 
surplus cash having been used to subscribe for Treasury Bille 

1 First Interim Repori, Section 16. 
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and other Government securities. The money so subscribed 
has again been spent by the Government and returned in the 
manner above described to the bankers' cash balances, the 
process being repeated again and again until each £10,000,000 
originally advanced by the Bank of England has created new 
deposits representing new purchasing power to several. times 
that amount. Before the war these processes, if continued, 
compelled the Bank of England to raise its rate of discount, 
but, as indicated below, the unlimited issue of Currency Notes 
has now, removed this check upon the continued expansion of 
credit ".1 

" A primary condition of the restoration of a sound credit 
position is the repayment of & large portion of the enormous 
amount of Government securities now held by the banks. It is 
essential that as soon as possible the State should not only live 
within its income but should begin to reduce. its indebtedness. 
We accordingly recommend that at the earliest possible moment 
an adequate sinking fund should be provided out of revenue, 
so that there may be & regular annual reduction of capital 
liabilities, more especially those which constitute the floating 
debt. We should remark that it is of the utmost importance 
that such repayment of debt should not be offset by fresh 
borrowings for capital expenditure. We are aware that im
mediately after the war there ..,ru be strong pressure for capital 
expenditure by the State in many forms for reconstruction 
purposes. But it is essential to the restoration of an effective 
gold standard that the money for such expenditure should ,not 
be provided by the creation of new credit, and that, in so far as 
such expenditure is undertaken at all, it should be undertaken 
with great caution. The necessity of providing for our in
dispensable supplies of food and raw materials from abroad 
and for arrears of repairs to manufacturing plant and the trans
port system at home will limit the sa.vings available for new 
capital expenditure for & considerable period. This caution 
is particularly applicable to far-reaching programmes of housing 
and other development schemes". 

" The shortage of real capital must be made good by genuine 
savings. It cannot be met by the creation of fresh purchasing 
power in the form of bank advances to the Government or to 
manufacturers under Government guarantee or otherwise, and 
any resort to such expedients can only aggravate the evil and 
retard, possibly for generations, the recovery of the country 
from the losses sustained during the war ".' • 

" Government BO'TTowings on Ways and Means Advances Jrrnn 
the Bank oj England.-We desire to dra.w attention to the 
extensive use made during the war of the system of Ways and 
Means Advances from the B~ of England. We referred to 

2s 

I Fir~1 Interim Report. Note to Section 10. 
I I bid., Section 17. 
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this matter in our Interim Report and explained its effect in 
causing credit and currency expansion. The powers given to 
the Government by Parliament to borrow from the Bank of 
England in the form of an overdraft on the credit of Ways and 
Means were, as the name implies, intended to enable the 
Government to anticipate receipts from Revenue or permanent 
borrowings for a brief period only. Indeed, Parliament, by 
expressly providing that all such advances should be repaid 
in the quarter following that in which they were obtained, showed 
that it had no intention of bestowing upon the Government the 
power of securing an overdraft of indefinite duration and amount. 
Under the exigencies of war finance the Government found it 
necessary to reborrow in each quarter on the credit of Ways 
and Means the amount needed to enable them to comply with 
the statutory requirement that the previous quarter's Ways and 
Means Advances should be repaid, with the result that the total 
outstanding advances remained for a long time at a high figure. 
We are glad to see that efforts are now being made to reduce 
this overdraft to more moderate dimensions". 

" We, therefore, hope now that conditions are less abnormal, 
that the Government will confine its use of Ways and Means 
Advances from the Bank of England to providing for purely 
temporary necessities. Such advances afford a legitimate method 
of tiding over a few weeks' shortage, but are entirely unsuitable 
for borrowings over a longer period ".1 

Methods of Reducing the National Debt. 
The enormous total of the debt now carried by the country 

naturally occasions great anxiety in all quarters, and consequently 
considerable importance attaches to the methods by which the 
burden may be reduced. 

The following are the arrangements at present adopted to 
reduce the deadweight debt:-

1. SINKING FuND METHOD.-Several sinking funds are 
at present operative, to which issues are made by the 
Exchequer on certain defined principles for the redemption 
of the deadweight debt. The general principle of a. sinking 
fund is that a stated sum of money should be set aside 
annually in respect of a given loan so that the accumulated 
total, including compound interest, will be sufficient to 
red{lem the loan concerned at the requisite time. This 
method is applied in the case of the Victory Bond Sinking . 
Fund by means of which certain bonds are drawn for 
repayment on the 1st of September in each year, and ~lso 
for the Conversion loan of 1923. Other State operatlOns 
which are not strictly in accordance with the foregoing 

1 Final Rtpm1, Section 5. 
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explanation are frequently described as sinking funds, as, 
for example, the Depreciation Fund established under the 
Finance Act, 1917, by which Bums are issued by the Exchequer 
and applied for the redemption of Government stocks, and 
also the New Sinking Fund established in 1923 by?tIr Baldwin, 
then Chancellor of the Exchequer, whereby amounts of 
forty to fifty millions sterling were to be definitely applied 
to debt redemption out of current annual revenue. The 
method of immediate purchase of outstanding securities on 
the ·open market is frequently adopted in national finance 
because of the difficulty and disturbance which would 
necessarily be involved in any attempt to redeem a large 
amount of debt at one time. The principle is, however, 
extensively adopted by local authorities for the reduction 
of their obligations, and appropriations are made annually 
for this purpose out of revenue. 

2. ApPLICATION OF SURPLUS REVENUE.-This is the 
principle of the so-called "old sinking fund ", but it has 
generally been of little effect in recent years, as finance 
ministers have experienced difficulty in providing sufficient 
revenue to meet expenditure. Accordingly the principle 
has been established of making-

3. SPECIFIO APPROPRL\TIONS OF REVENuE.-Under the 
War Loan Act, 1919, payments of death duties are ear
marked for the reduction of the deadweight debt. This 
arrangement is based on sound principles, as it recognises 
that the duties, which are a tax on capital, should be applied 
for capital and not revenue purposes. Further, amounts 
of war loan surr.Jndered in pa.yment of national taxes are 
similarly applied. 

4. REDEMPTION BY PuRCHASE OJ' STOCK IN THE MARKET.
This method is provided for by the Depreciation Fund 
already mentioned. Exchequer officials are enabled to 
purchase stock on the market wherever conditions make 
the operation profitable. Thus they may borrow at lower 
rates to redeem stock carrying high rates, so reducing the 

. net burden of debt, or they may apply surplus revenue for 
such reduction as is possible. Clearly such operations must 
be conducted with considerable care, otherwise prices may 
be so advanced by the purchases as to wipe out the anticipated 

gain. d fin iaJ . . I They are nevertheless based on soun anc pnilClp es, 
for money applied to payoff the debt returns at once. to the 
investment market for industrial and trading purposes. 

5. TERMINA.BLE .ANNuITu:s.-These have been previously 
referred to as a. separate form of debt. The principle is the 
substitution of an annuity for a. fixed period in place of a. 
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certain amount of permanent debt. Naturally the amount 
of the annuity is greater than the interest charge on the 
surrendered stock, and thus involves a greater temporary 
drain on the Exchequer, but ultimately a certain amount of 
debt is completely wiped off. . 

6. CONVERSION.-This method involves the conversion of 
one loan into another bearing a lower rate of interest. Such 
operations may be made optional or compulsory. For 
example, in 1923 holders of the 5 per cent. War Loan were 
given the option of conversion into a longer dated loan 
bearing a lower rate of interest. Thus the annual burden 
of debt is reduced and repayment is left until a future period. 
A conversion scheme may be made compulsory in the case 
of loans which are repayable at any time by offering holders 
the alternative of a lower rate or repayment of their holdings. 
This method was adopted in connection with consols in 
1888, and it is anticipated that with a settlement in general 
conditions and a fall in the prevailing interest level, similar 
operations will be undertaken on a considerable scale. 

Successful conversion operations imply a good state of 
public credit, prudent administration and punctual payment 
of interest, and as Mr Baldwin pointed out in his Budget 
speech of 1923, future operations will be impossible unless 
public credit is fortified by an avowed and sustained policy 
of debt redemption out of annual revenue. 

REVOLUTIONARY PROPOSALS FOR DEBT REDUCTION 

The foregoing methods are considered by many to be quite 
inadequate for the reduction within any reasonable period of the 
enormous burden of debt which now weighs upon the country, 
and accordingly a number of drastic proposals have been made 
for a national effort to reduce the burden. These include 
proposals for (1) Repudiation of the debt; (2) Forced reduction 
of interest; (3) Increased taxation of higher incomes; (4) A 
capital levy. 

Repudiation. 
The proposal for a repudiation of the British national debt 

involves a refusal by the State to recognise its obligation both in 
respect !Jf the capital sum and the interest payments. The 
idea is by no means new, as there have been in recent years a 
number of repudiations, notably in the case of certain South 
American republics, and, more recently, Russia. In these 
instances, however, the cause has usually been revolution, or 
sheer reckless extravagance or destructive war: there has been 
no case where an economically and socially sound nation has 
deliberately refused to acknowledge its obligations. 
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There is, of course, little effective remedy against a state 
which has determined on such a course, but it involves an 
acknowledgment of national bankruptcy and a complete collapse 
of the national credit in foreign states. For this reason alone 
it is unlikely that the proposals will find wide support among 
our own people, who attach so much importance to the ~ational 
reputation for honesty and fair dealing, 

Repudiation is unquestionably as economically unsound as 
it is morally dishonest and ethically unjust. So far as external 
obligations are concerned it cannot be defended on any grounds. 
Internally, it involves the penalising of investors in State loans, 
while investors in other securities do not suffer; it also involves 
the penalising of the prudent and thrifty members of society 
for the benefit of other l.ess prudent members. It would mean 
a discrimination against a particular form of wealth, and its 
effects could scarcely be other than revolutionary. In this 
connection many of its ardent supporters frequently overlook 
the fact that the holding of national securities is by no means 
limited to the wealthier classes: repudiation would mean the 
deprivation of many people of their hard-won earnings and life 
savings, possibly to such an extent as to force them to fall back 
upon State support. Furthermore, the taking of such a step 
would most certainly drive capital out of the country, and would 
injure the nation both socially ~nd economically. 

Greater justification can be found for the recent proposal 
made by several well-known economists and business men for 
a mutual repudiation or cancellation of the debts incurred 
between the Allies in the late war. There is little doubt that if 
some such arrangement could be. made on an equitable basis, 
it would hasten the revival of international trade, assist the 
stabilisation of the foreign exchanges, and remove a great cause 
of international friction. Some economists go even further than 
this, and consider that if Britain would forego the debts due to 
her from the Allies while still acknowledging her own obliga.
tions to the United States, the ultimate economic gain would 
more than compensate for the loss. 

But the practical difficulties are considerable. The debts 
are in several cases owed to individuals and not to governments, 
and it is hard to see how this obstacle can be overcome. A real 
cancellation would involve the ignoring of the rights of such 
holders-a proposal as revolutionary and even more contentious 
than the proposal for internal cancellation. Furthermore, on 
what basis shall debts contracted in dollars, in sterling, and 
in francs be offset' Clearly the problem of exchange would 
require very careful adjustment. Nevertheless, if an international 
agreement for this purpose were practica.ble, it would undoubtedly 
prove beneficial. The principal difficulty appears to be the 
disfavour with which the suggestions are received by the 
American public. 
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Reduction of Interest. 
Similar objections apply to the proposals for a forced re

duction of interest on the Government debt. Investors in 
Government loans would be penalised for the general benefit, 
while investors in other securities would be unaffected. From 
the point' of view of the community it would be morally and 
financially unsound to suggest such a breaking of contractual 
obligations, and unquestionably the result would be to make 
future borrowings extremely difficult. On the other hand, 
it is held to be reasonable that interest should be varied on long
period loans if the general level of the interest rates prevailing 
in the community has fallen considerably since the loans were 
contracted. This contention does not, however, allow suffi
ciently for the fact that much capital is subscribed to the loans 
solely because of the prospect of a fair return over a long period· 
of time. 

Increased Taxation of Higher Incomes. 
Quite recently much controversy has been aroused by pro

posals that the rates of taxation on higher incomes should be 
considerably increased for purposes of debt reduction. Generally 
speaking, the economic objections to an undue increase in the 
ordinary rates of taxation apply equally to the higher incomes 
as to others, but one or two further vital objections to such 
proposals must be noted. In the first place, any considcrable 
increase in taxation on higher incomes will practically amount to 
a capital levy, for it must not be overlooked that much of the new 
capital which flows to industry is obtained from these sources. 
The rehabilitation of industry and trade and the provision for 
the increasing population of the country can be made only out 
of savings, and much of these come from the very sources 
which it is proposed to "dry up". Saving from large 
incomes is an indispensable part of the mechanism of all 
industrial states. 

More important still is the likely effect of such taxes on the 
entrepreneur class and speculative capitalist. l\1r Otto Kahn, 
the great American banker, has stated that the capital of a 
country which" continually watches for productive opportunity" 
-the capital which performs the initiatory and pioneer work in 
the modern industrial community-is in the hands of a relatively 
small body of individuals, and if it is drained away by State 
exaction·" advantage can be taken of so many fewer productive 
opportunities, production and efficiency are cut down, and the 
so-called state benefits are more than offset by the one vast state
created evil of impoverished idleness ,.. We may quote also a 
well-reasoned statement by Lord Faringdon, governor of the 
British Trade Corporation, to the same effect: "One would 
like to find some cause for the disease from which the commercial 
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community seems to be suffering at the present time. There is 
no doubt that the burden of our huge war debt presses heavily, 
and that the taxation of to-day is responsible in its incidence 
for a lack of the spirit of enterprise which in the past has built 
up the commerce of this. country. A number of trading and 
financial risks are not of the nature that can be undertaken by 
the small capitalist or by the great banks, whose directors are 
the trustees of the depositors who look to them to use their 
moneys with extreme caution: neither are the risks referred 
to such .as can be undertaken by the investment trust companies, 
who naturally seek such securities as can be relied upon to give 
safe and certain returns. In the past the risks that I have in 
my mind were financed, in the early stages, by rich men who 
could afford, out of their surplus incomes, to run risks that could 
not be taken by shareholding institutions. Such rich men are 
extremely scarce to-day, and promising industrial and other 
ventures, perhaps golden opportunities, are passing to other and 
more enterprising countries ". 

It is clear that any unbalanced policy of taxation may have 
the most vital effects on the future of the country, and business 
men generally are agreed that the present strain upon industry 
is as heavy as can possibly be borne if British products are to 
maintain their place in the world's markets and if Britain is to 
retain her position as a leading commercial nation. The flow 
of necessary capital and the supply of able leaders must not be 
cut off, for competition in the world's markets can be maintained 
only by a constant search for economy in production, by a 
continuous re-equipment of existing plants, and by the institu
tion of better and more modern methods, all of whieh involve 
increasingly large sums of money and increasingly prudent 
management. Finally, it must not be forgotten that Britain 
is even now the most highly taxed country in the world, 
and it is interesting to speculate as to how much this fact 
accounts for the prevailing depression and unemployment in 
the country. 

The Capital Levy. 
The proposal for a levy on capital has probably aroused 

more class feeling and political controversy than any other 
social problem of recent times. The suggestion is largely social
istio. It has reoeived strong support from the Labour Party 
and from the working classes generally, but it is also backed by 
an appreciable section of economio opinion in the country. The 
general proposal originally contained two distinct suggestions: 
(a) that a. levy should be made on all capital; (b) that a levy 
should be made on war wealth only, i.e., that increase in wealth 
which can be attributed to gains made in consequence of war 
conditions. The latter proposal had the advantage that it was 
intended to exact contribution from 0. class that could well afford 
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to pay, but its great practical difficulties led to its abandonment, 
and it is now clearly too late to consider its practical application. 
The first proposal is more fundamental, and will now be considered. 

The main features of the general proposal are that the State 
should impose a levy on capital values, carried out on a pro
gressive basis, with the object of reducing the national debt 
to about one-half of its present total. It is intended that the 
levy should be applied once and for all, that it should be on an 
individual basis, and that its proceeds should be used exclusively 
to reduce the national debt. Companies, corporations, and busi
nesses would be exempt, while it is generally suggested that no 
individual with capital holdings below £5,000 would be affected. 

It is impossible to do more than glance at the numerous argu
ments advanced for and against the proposal. Its essential object 
is to reduce the annual interest charges on the national debt. 
These constitute nearly one-half of the nation's total expenditure, 
and so long as they continue to absorb so much of the national 
income, it is clearly impossible to increase expenditure on Buch 
necessary social services as education, housing, and public health. 

The principal moral justification advanced in favour of the 
levy is the supposed inequality between the sacrifices made by 
the workers in the recent war and those made by the capitalist 
or propertied class. The former, it is said, have paid terrible 
toll in life, limb, and health, whereas the latter have added 
considerably to their wealth, and now receive £300 millions a 
year in interest on their contribution to the national effort. 
Further, the bulk of this interest is contributed by the working 
classes, and they are therefore involved in a double sacrifice for 
the benefit of the more wealthy and fortunate members of the 
community. 

In reply to these claims it is pointed out that many workers 
as well as employers profited during the· war period, and while 
there was much controversy over excess profits, little considera
tion was given to excess wages. Again, the workers suffered 
heavier casualties because they form the larger section of the 
community, while equally high losses were suffered by other 
classes in proportion to their numbers. Furthermore, the 
provision of funds was as essential to national defence as the 
supply of men. Part of such funds was provided by the workers 
themselves, who receive their due share of the total interest, 
an appreciable proportion of which is supplied by other classes 
in the community. 

On the score of equity it is further argued that some reduction 
of the capital debt would be but just, in view of the great fall 
in prices which has occurred since the loan was issued, resulting 
in a considerable increase in the real burden both of the capital 
debt and of the annual charge. Wages have fallen with the 
collapse in prices, but the income of the rentier class has remained 
little affected; it has, indeed, been increased by the reduction 
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in the rate of income tax. If prices are likely to fall in the future, 
the burden of the debt will be correspondingly increased, so 
that the holders of State securities will gain at the expense of 
the taxpaying community. 

Again, it is maintained.that a capital levy is no more unjust 
than high taxation, while it would be incalculably better to suffer 
one impost than to bear an annual burden for approxiinately 
the 150 years which will be required to wipe off the debt by 
the present sinking fund methods. The relief from taxation 
would relieve unemployment, improve the conditions of the 
masses, and make possible an increase in wealth and pro
ductivity which would more than make up the loss occasioned 
by a levy. Furthermore, it is contended that the adoption of 
a system of progression would tend to ensure equality of sacrifice, 
and the scheme would, in fact, be no more than an extension of 
the present system of surtax and death duties, which are 
presumably tolerated because it is recognised that the wealthier 
classes are" able to pay". Finally, it is maintained that in a. 
great national emergency the State is as much entitled to con
scribe the wealth of its citizens as it is to conscribe their lives 
and services. 

The arguments against the proposal are almost as numerous 
as it& opponents. By many people it is condemned as immoral 
and confiscatory; it would, they contend, be revolutionary for a 
great modern nation to lay hands on the property of its citizens. 
Britain could scarcely do so without imperilling its international 
reputation and shattering confidence in its economic stability, 
while the chaos in Russia is sllwciently suggestive of the ultimate 
results of the adoption of such principles. Undoubtedly one of 
the first results would be to discourage saving, to drive capital 
abroad, and to induce a "flight" from visible property of all 
kinds. Once the security of individual rights has been endangered, 
few people would believe that the precedent established would 
not lead to more drastic steps in the future. 

From the economic standpoint, it is urged that wealth is 
best left to .. fructify" in the hands of its owners, so that a fund 
may be produced from which future taxes may be raised without 
detrimental effects. The transfer of credit from individuals 
to the State would deplete the sources from which industry is 
financed. Trade would suffer, unemployment would result, 
and in the end the community would be little better off. To 
this contention exponents of the levy reply that its ultimate 
result would merely be to redistribute wealth among members 
of the community, as the title-deeds and securities obtained 
from the levy would be transferred, through a form of state 
clearing house, to the holders of Government stock in repayment 
of the debts due to them. 

Clearly the practical difficulties are immense. The levy 
would apparently involve a great realisation of securities and 
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property, with a consequent incalculable dislocation of values 
which would undoubtedly harm the social and economic structure. 
But how are individual contributions to be equitably adjusted! 
On what basis would be assessed the contributions of a. pro
fessional man with a large income but little capital, and of a. 
similar man with a small income but much capital? Are the 
prudent and thrifty to be penalised while the careless and ex
travagant go free 1 How is it proposed to evaluate personal 
effects and household goods !W ould they be subjected to the 
levy, or would it apply only to invested capital! If so, the 
investing class would be unfairly penalised, although it is even 
now compelled to bear a heavier burden of taxation. 

To these contentions the exponents of the levy reply that no 
great realisations would be necessary, as much of the adjustment 
would be made by the simple transfer of title-deeds and securities 
to the debtors of the Government. Undoubtedly, however, the 
process would be extremely costly and would involve a. con
siderable staff. 

In face of such conflicting opinions it is difficult to form 
a clear and unbiassed opinion of the ethical and economic 
advantages of a levy on capital, but it would appear that while 
such a measure would undoubtedly diminish the burden of 
internal debt, its reactions on business confidence might be so 
serious as to involve a net social loss. 

Furthermore, it would appear that the psychological moment 
for making the levy is now past. It could have been imposed 
with least difficulty in the post-war boom period when values 
were inflated and individual wealth was in a better position to 
stand the strain of a heavy deduction. At that time the levy 
might have had beneficial results in restricting speculative 
activity, but its imposition in the present period of depression 
could not but intensify the prevailing lack of confidence. 

The widespread objection to the capital levy proposal has 
caused it to be temporarily shelved, but it has recently been 
succeeded by other proposals, as, for example, the Earl of 
Oxford's plan for the reduction of the national debt by a system 
of tax-commutation, and the Socialist proposals for the imposition 
of a surtax on all incomes over £500 a year. The former plan 
is in the nature of a voluntary capital levy, and its essence is that 
persons who are in a position to do so should be given the option 
of handing over to the State such portions of the national debt 
as they hold, in return for a certificate of exemption from part 
or the whole of their annual income tax. The scheme is not 
likely to be adopted as it involves great practical difficulties as 
well as being subject to several objections which cannot be dealt 
with here. 

A consideration of the various proposals seems to lead to one 
conclusion: that there is no short-cut to debt redemption. Only 
by patient and laborious effort, by an unstinting care of national 
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credit, and by a well conceived economy can the burdens of the 
State be reduced. Some people contend that reduction of the 
rate of income tax is to be preferred to immediate debt reduction, 
but although relief in the second case is less direct, it is none the 
less widespread and penetrating in its benefits. It is followed 
by an improvement in the national credit which lowers th~ rates 
at which money can be borrowed for industrial purposes and 
facilitates future conversion schemes. 

'THE BRITISH MUNICIPAL DEBT 

During the last half-century considerable sums have been 
borrowed by the various local authorities in this country in 
order to meet extraordinary expenditure which cannot easily 
be covered out of current revenue. As a general rule, loans 
are resorted to only in order to provide funds for capital under
takings such as gas, electricity and water works, harbours, piers, 
docks and quays, publio baths and cemeteries, railways, 
tramways and canals. In recent years, however, loans have 
also been raised' for municipal housing schemes, which have 
been undertaken with the object of relieving the shortage of 
accommodation. 

As a general rule, no local authority has legal power to 
borrow unless expressly or i~pliedly authorised to do so by 
statutory enactment, and usually its borrowing powers are 
under the control of the Treasury, Home Office, or Ministry of 
Health, from which sanction is necessary before loans can be 
contracted. Careful centralised control of such loans and of 
the arrangements for repayment is essential if waste and extra.
vagance are to be minimised, and also because wide publicity, 
intelligent criticism and knowledge of financial principles are 
often wanting, while local administration is liable to be affected 
by local interests and prejudices. The necessity for control and 
co-ordination is accentuated with the growth in the functions of 
the local bodies, and with the continuous increase in the obliga.
tions incurred by them. 

Methods of Municipal Borrowing. 
Loans for municipal purposes may be raised in several 

different ways, of which the following are the most important:-
1. By THE ISSUE OF STOCK.-This method has become 

increasingly popular in recent years and is resorted to under 
powers given by Act of Parliament. The stock may be issued 
at a fixed price but is frequently subscribed for by tenders over 
a. fixed minimum price. Large sums are raised from the public 
in this ma.nner, a.nd the system possesses the following advantages 
over other methods :-

(a) As the stock is secured upon all the rates, revenues 
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and property of the local authoritl" it forms an attractive 
investment which is at all times freely saleable. 

(b) The nature of the security enables the stock to be 
issued on more advantageous terms than would otherwise 
be the case. 

(c) The period during which redemption can be made 
is usually lengthy-often as long as sixty years-subject 
to an option to repay at any time after a fixed shorter 
period. 

(d) The work involved in the administration of the 
loan is minimised, as interest is at the same rate on the 
whole issue and falls due on the same date in each case. 

2. By THE ISSUE OF MORTGAGES ON PROPERTY AND RATES.
This method is commonly resorted to where the local authority 
has no power to issue stock or does not wish to do so. Mortgages 
may be issued (a) for fixed I'\hort periods; (b) for short periods, 
but repayable after notice by either party; (c) for fixed long 
periods; (d) for a long period, but repayable on notice by either 
party; or (e) for a long period subject to repayment by periodic 
instalments. 

The larger municipal bodies usually resort to short-period 
borrowing for temporary purposes, or pending an issue of stock. 
This method has certain marked advantages. In the first 
place, if interest rates fall the loan may easily be repaid and the 
necessary amount borrowed again at a lower rate of interest. 
This is clearly an advantage when rates of interest are high 
or when it is anticipated that they will fall in future years. 
Secondly, short-period loans tend to encourage small investments 
by local citizens, who may not be disposed to lock away capital 
for a long period. 

Long-period loans are more often obtained by the smaller 
bodies from insurance companies and banks, from other local 
authorities, or from the Public Works Loan Commissioners, 
whose duty it is to lend to local authorities money raised on the 
national credit. The disadvantage in the case of a. long-period 
loan is that the rate of interest has to be fixed to cover the whole 
period, so that the borrowing authority may be committed to 
the payment of high rates during periods when low rates prevail 
in the community. 

3. BANK O~RDRAFTS.-This method is sometimes resorted 
to for temporary purposes, and has the practical advantage 
that such loans are easily negotiated and can be repaid at any 
time, while as a rule interest is charged only on the net balance 
in favour of the bank. The authority thus obtains the benefit 
of interest on any temporary credit balances which it may have 
available. 

4. By THE ISSUE OF BILLS OF EXCHANGE.-This method 
can be utilised only when the necessary powers are contained 



NATIONAL AND MUNICIPAL BORROWING 653 

in the local Act, but is often resorted to for the purpose of meeting 
capital expenditure pending an issue of stock. 

The Repayment of Municipal Loans. 
When loans are raised for the purchase of assets, or for- other 

expenditure of a. capital nature, they must be redeemed within 
the period fixed by the Ministry of Hea.lth or other department 
concerned, and this period must not exceed the life of the asset 
or other 'work for which the loan was granted. The methods 
usually adopted for repa.yment are :-

1. THE FIXED INSTALMENT SYSTEM.-The loan is repaid 
out of lo.cal revenue by equal instalments of the principal ~um 
borrowed during the whole period of the loan, interest being paid 
on the diminishing balance. This method is generally utilised 
when the borrowing authority is in a. sound financial position, 
and has no reason to doubt that the necessary surplus of revenue 
will be available. A possible disadvantage is that the charge 
is heavier in the earlier years, when it is possible that revenue 
may not be large, a.nd diminishes gradually throughout the 
penod, reaching a. minimum when increased revenue, anticipated 
in many cases from the expenditure of the loan, may be coming 
in. This may occur, for exampl~, in connection with an electricity 
supply station, which during its early years yields little revenue, 
but in later years may prove very remunerative. The method 
is therefore most suitable when no ultimate or increasing monetary 
benefit is expected from the expenditure of the money borrowed. 

2. THE ANNUITY SYSTEM.-In this case equal instalments, 
consisting of principal and interest, are repaid each year, the 
amounts being so adjusted by careful calculation as to wipe 
out the loan and interest thereon when the last instalment is 
paid. The net charge to the ratepayers is thus equalised over 
the period of the loan, and for this reason the system is most 
suitable where benefits of a. permanent character are anticipated. 

3. THE SINKING FUND SYSTEM.-This method has been 
briefly mentioned in connection with national borrowing, but is 
probably more strictly applied in the case of loans by local 
bodies. When repayment is made by this system interest is 
paid on the whole amount of the loan for the full period, and the 
loan is repaid in one amount at the end of the period for which 
it was sanctioned. The amount required for repayment is 
provided by appropriating from the revenues of the years during 
the continuance of the loan equal sums which, with compound 
interest added, will a.t the end of the period equal the total 
a.mount borrowed. The sums thus a.ppropria.ted may be left 
on deposit with a. bank at an agreed rate of interest, or they 
may be invested in outside securities of reasonably certain value 
and of constant yield. In the calculation bf the amounts of 
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the necessary appropriations, due allowance must be made for 
income tax and for any anticipated depreciation in the value 
of the investments. The annual interest on the loan will, of 
course, be paid out of the revenue of the local authority, which, 
as stated, will also be debited with the amount of the annual 
appropriations. 

This method is probably the most common because money 
can usually be borrowed on more favourable terms when it is 
repayable in a lump sum, and when a definite annual interest 
payment can be anticipated by the investor; the yearly charge to 
revenue is uniform, and the method is suitable for both long and 
short period loans. 

The method of borrowing or repayment resorted to in each 
case depends upon the requirements and the powers of the 
authority desiring to borrow, and will also vary according to 
the amount to be borrowed, the purpose for which th~ funds 
are required, the financial position of the borrowing authority, 

. and the period over which repayment is to be made. 



THE DEVELOPMENT OF ECONOMIC THEORY 

CHAPTER 35 

FROM EARLY TO MODERN TIMES 

To trace the stream of economic thought to its source is 
neither possible nor desirable for our present purpose, which is 
to give a necessarily brief outline of the development of economic 
theory and of its gradual co-ordination into a science of the first 
importance. So while we must acknowledge our indebtedness 
to the conceptions and ideas of thinkers of the now distant past, 
we cannot here devote much attention to their early speculation 
concerning economic activity. Indeed, the science of Economic.:! 
as known to us is of comparatively recent growth, and owes 
much of its increased importance in modem times to the vast 
development of commercial relations and to the rapid strides 
of industrial organisation during the last century and a half. 
As industry and commerce progress it is only natural that in
creased attention should be focUssed on a science which seeks to 
determine the why and the wherefore of man's actions in the 
ordinary business of life, and which attempts to analyse his 
conduct and habits when in pursuit of that wealth which is the 
basis of all economic aims and achievements. 

The Ancient World. 
It is probable that the rudiments of the study of Economics 

existed in times befor&- any of which we have "reliable record. 
Wherever thought was given to the activity of man in the 
community, or wherever governing principles were laid down 
concerning such activity, then can it be said that some kind of 
economic theory was in being. When the sages of old laid down 
rules governing the conduct of man in every direction-in his 
daily vocation as well as in the communal worship of the tribal 
deity-then such rules of conduct, based on the fruit of past 
experience, were a form of rudimentary Economics. 

Thus we may trace the earliest expression of thought on 
matters economic to the Oriental Theocraciu, those systems of 
government by a. priestly caste as representative of the tribal 
or national deity. In these communities rules were formulated 
and strictly enforced governing not only the relations between 
man and the deity and between man and the state, but also the 
activities of man in his efforts to gain a livelihood. For example, 
in the first Books of the Old Testament will be found the elements 

GS5 
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of a rudimentary economy as interpreted by the leaders of the 
Israelities, and similar records survive of Oriental theocracies of 
an almost equally distant past. Here, then, is where we find the 
embryo of an economic theory, however dissimilar it may appear 
to us who are familiar only with the science in its modem form. 

Greece and Rome. 
More recognisable as a science of Economics is the fruit of the 

philosophy of Ancient Greece. In the speculation of the Old 
Greek philosophers we find the first serious attempts to discuss 
and to consider the many problems confronting man in his daily 
activities. Little need be said in detail of these wonderful 
philosophers, for magnificent as was their contribution to thought 
and knowledge, their contribution to economic thought in 
particular is of little practical use to the modem economist. 
The conditions of life in Greece were fundamentally different 
from those of the modern age; all manual labour was regardcd 
as fitting only for the slave, whose master was thereby freed to 
devote all his energies to the service of the State. The result of 
this conception was an undue exaltation of mental over physical 
labour, both of which are now regarded by the economist as 
being equally productive. 

Further, the philosophical speculations of the Ancient Greeks, 
masterly and scholarly as they were, contained strong elements 
of an ethical, religious and political bias; consequently, the most 
fundamental activity of man in his struggle for a means of 
sustenance was ignominiously relegated to a position of minor 
importance. The writings of Aristotle, Xenophon, Plato and 
Thucydides treated to some extent of what we should call political 
economy, but such treatment consisted only of abstractions 
concerning the ideal State, or of an economy which was mainly 
domestic. Nevertheless, it must be admitted that Aristotle 
recognised a distinct science of Economics, in that he divided 
his doctrine concerning the State into the separate sciences of 
Ethics, Politics and Economics. 

In later years, when Rome became the centre of knowledge 
and of power, we find the same obstacle to a modern utilisation 
for economic purposes of her genius. Her philosophy followed 
closely that of Greece, and, in the same way, all commercial and 
industrial activity was contemptuously dismissed as a sphere 
unworthy of the energies and attention of a free man. With this 
brief consideration we may proceed to notice the contributions 
to economic thought of the theorists of a much later period in 
the history of the world. 

The Middle Ages-A.D. 400-1300. 
Little of importance was added during the Middle Ages to 

the general body of economic thought. During this period in 
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history conditions were generally anything but conducive to the 
development of the science. Europe was in the melting-pot; 
wars were frequent both at home and abroad; new nations 
were being moulded and new governments were coming to birth, 
while the feudal system held complete sway. 

Thus were both agriculture and industry still held in the toils 
of custom, and restraint upon free economic activity gave little 
or no impetus to the investigation and solution of such economic 
problems as then existed. At this period also the peoples of the 
world were more concerned with the political organisation of 
their respective communities than with economic structure as 
such. While national boundaries were uncertain and the subject 
of constant conflict, there was little or no opportunity for the 
growth of a considerable economic organism and much less for 
an organised study of economic problems. The insularity and 
isolation of Britain brought per comparative freedom from such 
strife, and to this she owed much of her subsequent rise to the 
leadership of commercial nations. 

The First Modern Period. 
As medirevalism began to give place to the Age of Discovery, 

and the bonds of feudalism slackened as the system slowly 
disintegrated, commercial enterprise was encouraged in every 
direction. Money acquired a new and increasing significance 
in all countries, and with the advent of capitalism economic 
problems presented themselves in increasing variety and com
plexity. One of the earliest questions to attract the attention 
of politicians and merchants was the subject of usury; whether 
interest should or should not be paid on money borrowed. 
Forbidden by the Canon Law, the justice of its prohibition was 
questioned by the growing spirit of doubt manifested in the 
Revival of Learning, and, consequently, the old controversy 
concerning a. payment for the loan of money, which was often 
used unproductively, raged fiercely once more, although it was 
destined to remain unsettled until a. much later period. During 
this time several thinkers devoted their attention to economic 
problems, and in some cases their speculations anticipated 
economio theories which were to be developed by succeeding 
economists. 

By the end of the sixteenth century the great development of 
trade and commerce following the discovery of the New World 
an4 of new resources emphasised the growing importance of 
economio problems, and especially were those which concerned 
the monetary system of exchange forced upon the attention of 
thinking men. The currency of England, in c0I?-mon wit~ t~at 
of other countries, was not only debased by sweating and clippmg 
but had also decreased in value owing to the output of silver 
from South America.. Several writers were thus impelled to 

2T 
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consider the place and functions of money in the community. 
An outstanding name of the period is that of Sir ThorruuJ Gre.sham, 
financial adviser to Queen Elizabeth and founder of the Royal 
Exchange,. who gave such prominence to the previously re
cognised doctrine concerning bad and good money that it has 
since become known as "Gresham's Law". Others who con
tributed to economic thought in the reign of Elizabeth were 
Bacon, in his "Economia", and William Stafford, who in 1581 
wrote a comprehensive treatise on current economic problems 
in his "Briefe Conceipte of English Policy". These writers 
devoted much attention to the functions of money and in 
particular to the abuses present in the English currency of the 
time. ' 

The policy of the time was no doubt greatly influenced by 
the attention thus drawn to monetary matters, and the im
portance of the precious metals was emphasised by the great 
power of Spain, the greatest rival of England at this period. 
Her vast power appeared to rest upon her boundless supplies of 
silver from the new world, and it was tlius only natural that the 
possession of bullion was considered in all countries as of the first 
importance. In fact, the " Bullionists " of this age regarded the 
precious metals as being the only source of wealth, and thought 
that national trade should be so directed as to encourage the 
inflow of such metals and to restrict their outflow as much as 
possible. 

Later writers developed a refinement of this policy and 
emphasised the necessity for increasing the national power and 
wealth, and the need for directing the course of foreign trade 
with the object of conserving and developing national industries, 
and of inducing the inflow of the precious metals. Such was the 
origin of the doctrine of M ercantilisrn which was to control the 
national policy of several countries for some hundreds of years. 

The Policy of Mercantilism. 
From the breaking up of the medireval organi.,ation of 

commerce in the form of the gilds, to the time of the Physiocrats, 
the policy of European nations was based on the Mercantile 
System, which has already been explained and criticised in 
Chapter 28. In England particularly it held undisputed sway, 
while in France the same principles were applied in the form of 
Colbertism, so called after the French minister Colbert, a vigorous 
practical exponent of Mercantilism. In our own country, the 
Mercantilists applied their policy with the follollwg aims: 

1. The encouragement of British shipping by various 
Navigation Acts, with the object of maintaining the nucleus 
of a navy in the form of a strong mercantile marine. These 
Acts aimed largely at the retention for British vessels of 
carrying trade to and from the country. 
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2. The protection and development of agriculture by 
means of tho Com Laws in order to make England inde
pendent of foreign supplies of food. 

3. The protection and establishment of home industries 
on 8.. sure footing (a) by discouraging the import of manu
factures through the imposition of heavy duties, and (b) by 
encouraging the import of raw materials and the export of 
finished goods with the payment of bounties. 

4. The maintenance of a favourable" Balance of Trade ", 
or. an excess of exports over imports, so that the inflow of 
the precious metals might be encouraged and an outflow 
made unnecessary. 

Dunng the seventeenth century, when the policy of Mer
cantilism was at its height, many of its doctrines were attacked 
by a number of writers on economic subjects, of whom Th0ma8 
M un was the chief. He agreed with the necessity for thE' 

. maintenance of a favourable trade balance in the aggregate, 
but not necessarily with each country. He showed that an 
unfavourable balance of trade with one country might mean a 
favourable balance with another, and pointed out that, in some 
cases, it might be advisable to export money in order that 
the country might eventually reap a still richer reward. Other 
thinkers in this country, notably David Bume and William Locke, 
attacked the system on various grounds, while on the Continent 
also it had many vigorous opponents. By the middle of the 
eighteenth century its decay was well marked in most countries, 
although for many generations it persisted in Germany to a. 
remarkable degree. 

The Physiocrats-U Laissez Faire ". 
Towards the end of the eighteenth century industry and 

commerce were shaking themselves free of restrictive shackles. 
On all sides, conditions were shaping for a. vast increase in 
economio activity, and the stage was being set for the enormous 
industrial and oommercial expansion which was to be such a. 
feature of the close of the eighteenth and the beginning of the 
nineteenth centuries. Mercantilism was doomed to follow 
closely in the footsteps of the restriotive gild system; both were 
thrust aside by the sudden bold activity of private enterprise 
and individual initiative. The change in general conditions is 
reflected in the revolution of economio thought in France, as 
embodied in the tenets of the Physiocratio School, the basic 
oonception of which was that man's economio and other activities 
should be guided by the Law of Nature, and that man should 
be left to shape his own ends free from any restraint or State 
control. 

The new doctrines obtained a. firm hold in France, where the 
Physiocrats or Economistes were headed by Quesnay, the learned 
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physician of Louis XV., and from that country the new ideas 
were diffused over all Europe. The Mercantile system had to 
its credit the fact that it had made possible a great growth of 
private wealth, the development of credit and banking, and the 
gradual although somewhat hesitating stimulation of individual 
enterprise. But the Physiocrats gave the older system its final 
blow. Their ideas changed the whole structure of political 
economy, and their teaching did much to give economic science 
its true place in the theory of the social organism. They 
answered the question of how a nation could be made wealthy 
in a way fundamentally different from that of previous economic 
theorists. They were directly opposed to the mercantile method 
of controlling commerce and industry in order to increase wealth; 
they maintained that national production like individual enter
prise should go its own way, unhampered and unhindered by 
legislative interference. Then, they supposed, the production 
of wealth would automatically regulate itself in the best possible 
way. Their faith was founded on the freedom of competition; 
their policy was that of "let alone" and of natural liberty, 
summed up in the famous phrase " laissez taire, laissez passer". 

Quesnay stoutly upheld free trade and said that "to obtain 
the greatest possible increase with the least expense, or better 
still, the least painful labour with the greatest enjoyment, is the 
perfection of economic conduct". In this respect the Physio
cratic doctrine contained much that is sound, but, unfortunately, 
their arguments were frequently based on false assumptions. 
Their insistence that land is the sole source of wealth deprived 
their theories of much of their value, and gave them entirely 
incorrect views both of wealth and of the laws which control 
its distribution. "Agriculture holds a dominant place in human 
industry", they believed, "because food is more necessary to 
life than anything else". Also they held that .. agricultural 
labour is the only labour which increases the wealth of a country. 
When the expenses of. cultivation, of the renewal of working 
capital, the profit of the cultivator, and the seed for the following 
year are deducted from the raw product of the ground, the owner 
still clears an income or produit net. Nothing similar exists in 
any other industry, particularly not in those connected with the 
production of articles of luxury; the purchasers of manufactured 
goods repay the sellers the cost of production and the profit of 
the traders. These goods yield nothing further, their value is 
approximately equal to the value of the raw materials used by 
the workmen and traders either for carrying on the business or 
for their own support-this does not yield a. produit net ".1 

The Physiocrats thus maintained that no addition is made to 
wealth by manufacture, which merely changes the form of things 
in the same way as commerce merely distributes them. Land 
alone yielded a "surplus ", and consequently, in their view the 

1 Palgrave DiclWnary 0/ Political ECO'IW'fTIy. 
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only justifiable tax was a. single, direct tax on land-an irnpljt 
unique. 

The views of Quesnay were developed and, in some respects, 
modified by various other economists, notably Gournay and 
Turgot. To the former belongs the distinction of having 
originated the phrase" laissez taire, laissez passer ", while Turgot 
deserves a. place in the history of economic science for his 
systematic presentation of its doctrines in his "Reflexions on 
the Production and Distribution of Wealth" (1766). 

Although the ideas of the Physiocrats were, in many respects, 
confused, they nevertheless rendered valuable assistance to the 
development of economic thought by their criticism of the older 
theories and by their treatment of the subject of political economy 
as a distinct branch of social science. Their conception of the 
surplus in agriculture not only paved the way for Ricardo's 
famous theory of rent, but also enabled them to lay bare the 
fallacy of the theory of the balance of trade, for although they 
were deceived as to the nature of wealth and identified it only 
with land, they realised at least that wealth does not consist 
of money alone. 

Adam Smith: The Wealth of Nations. 
It is frequently imagined that the science of Economics had 

its beginning with Adam Smith, whose famous "Inquiry into 
the Nature and Causes of the Wealth of Nations" (published in 
1776) has taken its place amongst the world's greatest books. 
As we have seen, this is entirely incorrect: not only was Adam 
Smith himself greatly influenced by the teachings of the Physio
crats, but for a time at least he was an avowed follower of 
Quesnay, and came into contact with Turgot and other members 
of the Physiocratic school. Nevertheless, the" Wealth of Nations" 
is regarded as the foundation of modem Economics; for not only 
did it co-ordinate and alTange the theory of political economy 
as it was then developed, but it also paved the way for its modem 
treatment as an independent and systematic body of knowledge. 

Adam Smith drew freely upon the works of his English pre
decessors, including those of Mun, Hume, and Locke. But to him 
belongs the achievement of taking the raw material supplied by 
others, of adding to it from his own genius, and of moulding it 
into such a. form that without losing any of its scientific value 
his book achieved immmense popularity and was widely read. 
The" Wealth of Nations" appeared at a. time when great 
changes were taking place-the Industrial Revolution was just 
beginning-and it created a. tremendous impression on the minds 
of men. Its lasting merit WILS that it succeeded in imbuing all 
classes with the idea of freedom and liberty. 

Industry at this time was already crying out against State 
interference, against its. restrictions, and strangulating regula
tions. Adam Smith gave voice to the need for greater liberty, 
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and the response to his call was immediate. Throughout the 
book the doctrine of self-interest is given first prominence: a 
doctrine which had much in common with that of the Physio
crats, but was in direct opposition to the teaching of Mercantilism. 
Yet, although Adam Smith was such a strong opponent of the 
Mercantile System, it must not be supposed that he altogether 
agreed with the tenets of the Physiocrats. Indeed, he spared 
no effort in exposing the fallacy of their theory of the supreme 
importance of agriculture, and although he adhered to the prin
ciple of freedom of trade he supported the Navigation Acts 
because he considered that the defence and security of the com
munity were of greater importance than the accumulation of 
wealth. (See ante, pages 571.) 

The" Wealth of Nations" has been much criticised, but the 
development of economic thought since the time of Adam Smith 
has been largely based on the theories enunciated in his book. 
Many of his views stand to-day in the form in which they were 
stated by him, and others formed the basis on which are built 
the theories of modern economists. Some of his views have been 
extended, many have been adjusted and developed, but few have 
been dismissed as of no value. Some refinement of his theories 
has been made necessary by the change in economic conditions 

, since his day; for instance, his views on production were formu-
lated when the domestic system of industry was supreme. Yet 
even here his treatment of the principle of division of labour is 
unrivalled. Even in his analysis of value, which had grave 
defects, his views were important in so far as they formulated a 
problem of general value which was not solved until a later date in 
the history of economic theory. Special mention should be made 
of his four famous canons of taxation, which are accepted now 
as the classic principles governing taxation policy for all time. 

The influence of the "Wealth of Nations" can scarcely be 
over-estimated. Not only did it form a scientific basis on which 
future economists could build, but also its interpretation by 
numerous disciples of the great economist resulted in a too great 
and harmful reliance on the principle of economic freedom. 
Thus have many of the evils of free enterprise and the refusal 
of governments to intervene to protect labour and to improve 
factory conditions been attributed to the teachings of Adam 
Smith instead of to the over-rigid interpretation of his teaching 
by his too zealous followers. 

Bentham and Malthus. 
'The next contribution of value to Economic Science was that 

of Bentham, the founder of the Utilitarian School, the object of 
which was expressed in the phrase "the greatest happiness of 
the greatest number". Bentham contributed to the development 
of economic -thought by bis defence of interest, which finally 
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settled an ancient controversy and led to the repeal of the 
restrictive Usury Laws. 

jIalthu8, who followed, was responsible for a work on 
Political Economy, but is remembered now for his famous" Essay 
on the Principles of Population", published in 1798. His theory 
of population was somewhat modified in successive writings, 
but his reasoning led him to three distinct and pessimistic con
clusions. In the first place, he dealt with the supply of labour 
and stated that the growth of population, unless retarded by such 
checks' as poverty and vice, disease and war, continence or 
celibacy, would be both rapid and continuous. From this 
premise he dealt with t.he demand for labour, and stated that 
the effective demand of Nature for labour is the amount of pro
duce which she supplies for the maintenance of the population. 
Up to the time at which he wrote no country had been able to 
supply the necessities of life freely after it had become fully 
populated; hence he maintained that the supply of popula
tion had been growing in excess of the demand for it. From these 
two arguments he proceeded to his conclusion that unless the 
growth of population was checked by voluntary restraint it 
would overtake the limit of subsistence until curtailed by the 
.. positive checks" of disease, famine, war, or some other form of 
suffering. Both his second and third conclusions required to 
be modified by the changed. conditions of existence since his 
time, and particularly by the great advance in man's control 
over nature. Consequently his theory is no longer accepted 
in its entirety, although his ~ork was of great value in its enuncia
tion of the important but intricate problem of population. 

The Classical School of Economists. 
Ricardo was the first economist after Adam Smith to con

tribute to the general advancement of the science. He was 
greatly influenced by the" Wealth of Nations", but his .. Prin
ciples of Political Economy and Taxation" (1817) unquestion
ably struck into a new path. Instead of regarding economic 
science, as Adam Smith had done, as .. an enquiry into the 
nature and causes of wealth", Ricardo considered it from the 
standpoint of "an enquiry into the laws which govern the 
division of the produce of industry amongst the classes who 
concur in its formation". His methods of reasoning were almost 
purely hypotltetical and theoretical; the human element was 
largely obscured in the abstraction and dogmatism of his argu
ment. It is therefore not surprising that he made many mistakes 
in attempting to foretell the future trend of economic activities 
from conditions existent in his day, and that the work of him 
and of his followers was largely responsible for the character
isation of Economics as "a dismal science ". Nevertheless, 
Ricardo contributed much of permanent value to Economics; 
his famous theory of rent and his teachings on international 
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trade and money are practically unchanged to-day after a century 
of further investigation. In other directions also he opened up 
the path by which economic inquiry was eventually enabled to 
progress towards the truth. 

After Ricardo the next economist of mark was N. lV. Senior. 
Senior was a disciple of Ricardo, and carried almost .to excess 
the abstract arid deductive methods of economic analysis. He 
nevertheless showed much originality of thought, particularly 
in his attempt to condense the science of Economics within the 
limits of four sweeping generalisations or premises, but he is 
remembered chiefly for his abstinence theory of interest. (Seo 
ante, page 300). James Mill, the father of John Stuart Mill, 
and M'Oulloch, also helped to develop Ricardo's theories but 
contributed comparatively little to the advancement of the 
science. 

John Stuart Mill. 
John Stuart Mill was the last of the classical school. His 

" Principles of Political Economy", published in 1848, is still a. 
valuable treatise, containing as it does much useful historical 
and descriptive detail. He contributed little of permanent 
value, however, and many of the theories enunciated by him, 
notably his Wages Fund Theory, have since been discredited. 
NevertheleS$, what Adam Smith did for the science in its younger 
days John Stuart Mill accomplished for it in his time, although 
to a less degree. Mill attempted to sum up and weave into one 
complete system the disjointed economic theories of the time, 
and though, as we have said, his work has many weaknesses his 
attempt was not altogether unsuccessful. His contribution was 
sufficiently important to place him next to Adam Smith 
among the world's great economists, and his wide knowledge 
and experience of social affairs permitted him to approach his 
theme from a more practical standpoint than his predecessors 
had done. Mill showed that although freedom of enterprise was 
generally beneficial, it should nevertheless be subject at times to 
State control. He was able to emphasise that welfare and not 
merely material wealth was the object of social advancement, 
and by his linking up of Economics with practical affairs he did 
much to relieve the" dismal science" of the charge of abstraction. 

Many economists appeared on the Continent during the period 
between the appearance of the" Wealth of Nations" and llill's 
" Principles ", the chief of these being Say, 'Dunoyer, Oournot, 
Sismondi and Bastiat, in France; Hermann, Thunen, Nebeniu8 
and Rau in Germany. Most of these followed and further 
developed the classical doctrines, and relied largely on the 
abstract method of analysis and of deduction. This method 
was followed also in England by the group knOVl'Il as the !\Ian
chester School of Economists, which used the tenets of the 
classical school to glorify the policy of laissez laire. 
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The Historical School. 
The writings of J. S. Mill had, however, foreshadowed a. 

movement away from the classical methods of economic in
vestigation, and there was gradually a widespread reaction 
against tpe purely theoretical conceptions, and a desire to place 
the science on a more practical and historical basis. Although 
Mill must be regarded as a member of the old classical school 
and not as one of the first exponents of the historical school 
which was now to arise, he did much to show that Ricardo and 
his followers conceived Economics as a purely hypothetical 
science based on unreal or at least one-sided assumptions, the 
most essential of which was the existence of the "economic 
man ", the imaginary being who was influenced by two motives 
only-those of acquiring wealth and of avoiding exertion. 
Senior had protested in vain against this fault and had seen 
that the practical value of the science was much impaired by 
such an unsound and abstract conception. 

The adjustment of this failing was directly due to the French
man, Auguste Oomte, 1798-1857, who can be described as the 
founder of the Historical school of economists on the Continent. 
Sociology, as he conceived it, was essentially one science, the 
principal method of which was to be that of historical comparison, 
although other methods were' not to be entirely excluded. It 
was to recognise moral ideas and notions of social duty, and its 
aims were to be accomplished by means of evolution rather 
than revolution. Primarily, the field of research for the purposes 
of Economics was to be the field of history in its widest sense, 
including, of course, contemporary fact. This new method of 
treatment became widely accepted, and spread from France to 
other countries in Europe. 

In Germany particularly were historical methods applied 
in support of socialist doctrines. The names of Karl Marx, 
Engels, Rodbertus and Lassalle are famous in this connection. 
The former is noted particularly for his championship of the 
Labour Theory of Value, and for his view that the capitalist 
system of industry contained in itself the germ of its own destruc
tion. He stressed the antagonism of capital and labour in dis
tribution, concluding that, with the ultimate collapse of capitalist 
enterprise which appeared to him inevitable, labour would 
come into its own, and the nationalisation of the processes of 
production or the communist control of industry would be made 
possible. Marx gave a great impetus to socialistic teachings, 
and his work has maintained its import~ce in spite of certain 
modifications which have been made in some of his doctrines. 
The name of Lassalle is associated with the Iron or Brazen Law 
of Wages (see ante, page 268), and that of Engel with his Law 
01 Family Expenditure or of Domestic Oonsumption. This main
t.ains that as the income of thEt family unit increases (1) the 
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proportion spent on food increases; (2) that spent on clothing 
remains approximately unchanged; (3) that expended on rent, 
fuel and light is invariable, while (4) the proportion expended 
on such items as education, health and recreation tends to 
increase. The importance of the law lies in its illustration of 
the evil effects of certain taxes which press unduly on those 
items in the family budget the proportion of which must be 
maintained if a reasonable existence is to be continued. 

Meanwhile a reaction was taking place in England also 
against the method of the old classical school. The teachings 
of Thomas Oarlyle had turned many against a science which 
seemed imbued with the somewhat sordid maxims of the 
Manchester School of economists, who had used the science of 
Economics as a tool for the furtherance of their own material
istic aims, and although the application of their views had proved 
of inestimable benefit to manufacture, yet that benefit had been 
achieved at the cost of the most squalid misery to the worker 
ever known in the history of the world. Ruskin in his writings 
had not only indicated the unlovely spirit 'of the creed, but 
had also pointed out some of its weaknesses as a scientific 
theory. 

The new school obtained its inspiration from Germany, and 
the influence of the economists in that eountry ean be traced 
in the writings of the English pioneers-Bagehot, Leslie and 
Jevons. 

Walter Bagehot (1826-77) pointed out in his "Economic 
Studies" that the traditional classical system of political 
economy rested on certain fundamental assumptions, which 
instead of being universally true in fact were only realised within 
very narrow limits of time and of space. But Bagehot is famous 
rather for his work on monetary problems, and his book, " Lom-

. bard Street ", survives to-day as a classic of its kind. 
Oliffe Leslie has been described as the first English author of 

a systematio statement of the philosophical foundation of the 
historioal method. In his " Essays Moral and Political" (1879) 
he points out the vague and loose nature of the principle of the 
" desire for wealth" to which the classical economists attributed 
all eoonomio activity, and he maintained that the intellectual, 
moral, legal, political and economic sides of social progress are 
indissolubly oonnected. To him, an understanding of existing 
economic relations was impossible without tracing their historical 
evolution, and he is to be remembered as the first to point out 
the fallacy of the" wage-fund" theory of wages, a. theory which 
was not entirely discarded until it was finally overthrown by the 
late Dr. Marshall. 

To the trained scientific mind of W. S. Jevons (1835-82) 
the theory of Economics owes much of its modern evolution. 
His application of the historical method resulted in most valuable 
contributions to the ever-developing scienOf'. In his book on 
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"The State in Relation to Labour" he refuted the brutal 
callousness of the doctrine of "laissez laire", while his work 
on "Money and the Mechanism of Exchange" stands beside 
Bagehot's "Lombard Street" as a classic. To Jevons also 
is the ,modem economist indebted for the first conception of the 
principle of marginal utility, called by him "final utility," and 
for brilliant contributions to the theory of trade cycles and to 
the history of price movements. 

Among other famous names of this period may be mentioned 
those of. 'Thorold Rogers, Arnold Toynbee, Sidgwick and F. A. 
Walker. To the last of these is due the clear conception of profits 
as a distinct share of the product of industry. He also did much 
to assist students of economic science by the clearness and 
lucidity of his exposition of some of its most difficult branches. ' 

Brief mention should also be made of the Austrian School of 
economists, including Menger, Weiser, and Bohm-Bawerk, who 
made important contributions to the development of subjective 
value theories and the theories of interest and distribution. 

The Unification of Economics. 
The modem science of Economics probably owes' more to 

the late Dr. Allred Marshall than to any other writer. Rightly 
may he be described as the doYrn of recent English economists, 
and as the father of modem Economics. To him is chiefly due 
that unification of the science which is such a pronounced feature 
of its modem development. Marshall dealt with both the 
practical and abstract sides of the subject to which he devoted 
his life, and before his death was enabled to see the fruits of his 
labours in the modern conception of Economics as a coherent 
and unified body of knowledge. Although Marshall disposed of 
Ricardo's cost of production theory of value, he nevertheless 
used it in conjunction with Jevons's theory of marginal utility 
to found that fundamental theory of value which he showed as 
ILpplicable in every department of Economics. His belief in and 
elucidation of the principle of the continuity of Economics is, 
in fact, the most cb.aracteristic feature of his work and teaching. 

Before Marshall's time the science of Economics, in England 
at least, was a disunited and incomplete collection of discon
nected and often contradictory theories. "Marshall immensely 
broadened the study of Economics beyond the narrow field to 
which Fawcett and his predecessors had confined it. For the 
first time a great English economist brought the science into 
contact with the stream of Teutonic thought of which we were 
in insular ignorance, and marched abreast with the leading 
economists of all countries. His great service to economic 
theory was the classification of the theory of value. Ricardo's 
cost of production theory was easily, disposed of. Jevons' 
theory of final utility was less open to criticism. But Marshall 
may be said to have put the theory of value upon a firm footing 
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of'du.alism, the contact between the curves of supply and demand, 
each curve varying in shape with quantity and price-a. new and 
luminous analysis of the thought-saving phrase that • price is 
determined by supply and demand.' " 1 

Marshall proved by his scientific analysis and synthesis that 
the true explanation of value was to be found, not in terms of 
demand or of supply alone, but in terms of both supply and 
demand. This, of course, had been recognised before it was left 
to Marshall to give exact expression to the law of demand and 
supply and to weld the hitherto disconnected theories into a 
symmetrical whole of interdependent parts. Not this only but 
he subjected Distribution to the same analysis and showed that 
the same theory of value could be applied to each of the factors 
of production, and thus laid the foundation for a new continuity 
and unity in our conception of the economic system. He showed 
that the remuneration of each factor is determined on the demand 
side by its marginal productivity, while on the supply side the 
remuneration is determined in the long run by the marginal cost 
of production of each factor where this cost may be said to exist. 

His teaching is embodied in the world-famous books, .. The 
Economics of Industry", the monumental .. Principles of 
Economics ", "Industry and Trade ", and" Money, Credit and 
Commerce". For the second alone of these great works Marshall 
is entitled to rank in history with Adam Smith and J. S. Mill, 
while the importance of his contribution to economic science is 
indicated also by the fact that there now exists a. very definite 
Cambridge School of Economists, which includes such well
known men as Professor Pigou and Dr J. Maynard Keynes. 

1 The Timea (Obituary Notice). 14th July 1924. 
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