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PREFACE

TrE task which is attempted in this book is a restate-
ment of the theory of wages in a form which shall be
reasonably abreast of modern economic knowledge. It
is thus an undertaking which seems to need little
apology. Periodical reconsiderations of each of the
main departments of economic theory are an important
part of the duty of economists; since, for one thing, one
field is often illuminated by advances which have been
made in others, and for another, the events of con-
temporary history make it necessary to examine
possibilities, of which earlier writers may have been
aware; ,but which they naturally regarded as not
worthy of special attention. Such a reconsideration of
wage theory seems long overdue. For the most recent
comprehensive statements of a positive theory of wages
in English—of anything more than an elementary
character—are now thirty or forty years old. We have
to go back for them to Marshall's Prénciples and Clark’s
Distribution of Wealth. Since that time important work
on the subject has indeed been done, but it is nearly
all special studies; even Professor Pigou’s treatment of
Labour, in the Economics of Welfare, ought probably
80 to be reckoned for our purposes. Of these works

much use has been made in the following pages: to them
v
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this book owes a great debt; but they have not re-
moved the need for some undertaking like the present.

The historical fact which dominates the wage-
history of the present century—both in Britain and in
other countries—is the growth of Trade Union power
and the development of State Regulation of Wages.
This fact, which is due to a complex of causes, and
which could not have been wholly foreseen by econo-
misfs thirty years ago, alters very considerably the
range of problems with which we have to deal. It
might even appear at first sight as if it ought to change
the whole structure of-our theory—that we ought to:
treat-the regulation-of wages as the normal case, and
take its consideration first. But this course does not

“prove satisfactory. The same forces which determine!

" wages In a free market are still present under regula-l
tiongthey only work rather differently. It is therefore
best for us to begin iu the traditional manner with the
determination of wages under compefition; though at
a later stage we must examine regulation in more detail
than the traditional theories do.

By proceeding in this way, we secure the great
advantage of being able to build directly upon familiar
doctrines; and we naturally start with a consideration
of that principle which was regarded by the economists '
of Marshall’s generation as the basis of their theory of
wages—the principle of Marginal Productivity. The
validity and the importance of this principle we shall
see no reason to question; but its very importance has
one awkward consequence. For we shall get into end-
less difficulties if we allow any obscurity about so
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essential a principle to persist; and it is unfortunately
the case that its original propounders did leave it—or
atTeast its application—in gome obscurity. We are
therefore faced at the start with the hard task of trymg
to make clear something which Marshall and J. B.
Clark did not make altogether clear; and we cannot
hope to do this if we shirk difficulties. The reader must
therefore be asked to follow Chapter I. with attention
and some patience; but he may be assured that rela-
tively smooth waters lie beyond.

One very important aspect of the theory of wagesit
has unfortunately been necessary to leave undiscussed
—the relation of wages to general industrial fluctua-
tions or trade cycles. In this branch of econqmics
recent yeé.rs have certainly seen striking advances; it
does seem probable that in a few years’ time we shall
possess the main lines of an established theory of
fluctuations; but that time is not yet. Thus to discuss
tride fluctuations from any angle is hazardous, since
nothing useful can be said unless one is prepared to
take sides on the critical issues. And most of these lie
altogether outside the theory of wages, although they
have a direct bearing upon it.

Thus I must confine myself here to stating a
personal opinion. It is my own belief that some parts
of this book—particularly the last chapters—have
+ considerable relevance to the theory of fluctuations,y
although they are not stated with that particular
reference. But I shall make no attempt to defend
this view at present.

I have to acknowledge a great debt of gratitude for
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the help I have received in the preparation of this
book. I work in an atmosphere which is very con-
ducive to the making of such studies as the present,
and [ know what I owe toit. Professor Lionel Robbins,
Professor Arnold Plant, and Dr. F. C. Benham, of the
London School of Economics, and also Professor W. H.
Hutt of the University of Cape Town, have all read
the whole, or large parts, of my manuscript, and made
most valuable suggestions—which T fear I have not
always accepted. I have also to ackmowledge the
valuable criticisms which, at more than one stage in
the development of my ideas, I have received from
Mr. D. H. Robertson; and the generous assistance of
Professor F. A. Hayek, in connection with those
difficult points where the present enquiry bégins to
abut on the theory of Capital.
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PART I
THE FREE MARKET

CHAPTER 1

MARGINAL PRODUCTIVITY AND THE DEMAND FOR
LABOUR

7 I
THE theory of the determination of wages in a free
market is simply a special case of the general theory
of value. \Wages are the price of labour; and thus, in
Tthe absence of control, they are determ]ned like all
prices, by supply and demand. The need for a special
theory of wages only arises because both the supply of
labour, and the demand for it, and the way in which
demand and supply interact on the labour market,
have certain peculiar properties, which make it im-
possible to apply to labour the ordinary theory of
commodity value without some further consideration.
The demand for labour is only peculiar to this ex-
tent: that labour is a factor of production, and is thus
demanded (as a general rule) not because the work to be
done is desired for and by itself, but because it is to be
used in the production of some other thing which is
directly desired. Personn] services are indeed an ex-.
ception to this rylg; but apart from this exception, the.
édem md for la.lmu.l: Jaa d;mgd demgnd/pnd the specml

COIlbl(i(‘l‘(’d B pmrt of the e,e,n.vf;:_a;], _theogy of w aces Ttis
true that these properties are important, not only in the
1
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theory of wages, but also in other departments of
economics; most of what has to be said about the
demand for labour applies equally to the demand for
other factors of production. Yet the matter is so im-
portant for an understanding of wages that it has to
be given serious attention here.

The supply of labour raises issues of an altogether
different characterCMost of the special difficulties of
labour supply arise from the fact that “labour” is a
two-dimensional quantity) depending both on the

number. of labourers available, and upon their “effi-
clegc)c_‘}—the amount of labour each is able and wﬂhng
to provide;\}f is the task of manipulating these two
dimensions sml?aneousfy which has at times caused
gome confusion.

“However, the very nature of this difficulty suggests
at once the way in which we had best deal with it. In
the earlier part of our discussions (Cha.pters I-IV.) wes
lshall assume the amount of work esch man is prepa.red
jto do—the individual supply of la.bour—--to be given.
It will be found that we can expla.m most of the more
important phenomena of the labour market without
reference to the complication introduced by these
variations. At a later stage (Chapter V.) we shall take
these variations into account, and see what difference
they make.

This assumption does not altogether remove the
difficulties of the supply side, but it very substantially
reduces them., For the question of the total number of
labourers available in a commumgy 1s one which
modern economists are content to treat as lying out-
side the theory of wages (differing in this from
their predecessors of a century ago). )It may be re-
garded as belonging to the theory of population. ¥or
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our purposes the total number otlabgurera available
is given. p-lle "!’,"f,i om0 %Mbﬁ .-},.;.-;,
]mlstrlbutlon of this population between oceu-
p_atlons i8 a problem of the theory of wa ages) but it is
one of the easiest problems of the whole theory. We
shall have something to say about it, but not much;
for the general tendency for the wages of labourers
of equal efficiency to become equalised in different
occupations (allowance being made for other advant-
ages or disadvantages of employment) has been a
e ——
commonplace of economics since the days of Adam
Smith, and little needs to be added here. The move-|
ment of labour from one occupa.tlon to another, which:
brings it about, is certainly a slow one; but there is
no need to question its reality.

' One difficulty of the supply side does, however,
still remain. Unless our theory is to remain very un-
real for an unduly large part of the process of its con-
struction, we have to take into account the fact that
'‘the efﬁmep_c_les of different men differ) We can continue
for some time to neglect dlﬁerences in the efficiency of
the same man under different clrcumstances, ‘withont,
thereby making it impossible for us to grasp the more;
obviously important phenomena of the labour market.
But we cannot neglect the differences in the efficiency
lof different men under the same circumstances without
- much more serious trouble.

However, in the present chapter we shall do even
this, though the deficiency must be repaired as soon as
possible. Most ourrent theories of the demand for
Iabour do work under the simplifying assumption that

all men are equal”; and while we are examining the
demand for labour, it is therefore best to proceed under
that assumption. But it will be dropped in Chapter II.
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The interaction of supply and demand on the labour
market is a problem which will have to occupy a good
deal of our attention. All buying and selling has some
features in common; but nevertheless differences do
exist between the ways in which things are bought and
sold on different markets. Organised produce markets
differ from wholesale trade of the ordinary type; both
of these differ from retail trade, and from sale by
tende? or by auction. Thelabour market is yet another
type, It has been the usual practice of economists fo
concentrate their attention on those features of ex-
change which are common to sll markets; and to dis-
miss the differences between markets with a brief re-
minder that markets may be more or less “perfect”.
Thereislittle doubt that in doing so they did seize on
the really significant thing; the general working of
supply and demand is a great deal more important
than the differences between markets. But this course
meant the -almost complete neglect of some factors
which appear at first sight very important indeed ; the
fact that they are really less important than those
aspects which were discussed was rarely demonstrated
clearly.

When an attgmpt is made to apply to the labour
market the ordinary principles of price determination
—without making allowance for the type of market—
the result appears at first sight very odd. “Wages, say
the text-books, tend to that level where demand and
supply are equa.l If supply exceeds demand, some raen
will be unemployed, and in their efforts to regain em-
ployment they will reduce the wages they ask to that
level which makes it just worth while for employers
to take them on, If demand exceeds supply, em-
ployers will be unable to obtain all the labour they
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require, and will therefore offer hig\h/er)vages in order
to attract labour from elsewhere.

Now this, as I hope to make abundantly clear, is
quite a good simplified model of the labour market.
So far as general tendencies are concerned, wages do
turn out on the whole very much as if they were deter-
mined in this manner) It iz therefore not in the least

surprising if valuable results have been attained by this

sort of reasoning. But, since it is a simplified model, it

is extremely likely to be misconstrued by those who

take it to be an account of how the real labour market

works.{Dne of the most obvious features of the real

labour market is the fact that at all times there is a

cgrtmn amount of unemploymeni_:] Now 1t i8 easy tos
suy—and of course it has often been said—that this

means that there is a permanent excess of supply over

demand; and that in consequence wages have a per-
imanent tendency to fall. The answer which is most

frequently given to this line of argument is a mere

appeal to facts. Facts certainly do disprove it pnems

ployment is undoubtedly sometimes coexistent with

rising wages} but such an appeal is surely insufficient!

If the conclusion to which an argument leads is false,

then it is our business to show just at what point the

reasonmg was fallacious.

It 18 extremely unlikely that the unemployment
which does occur in a free market has no effect on the
determination of wages; and this, it is evident, many
of the most orthodox economists would have admitted.
But the traditional way of allowing for unemployment,
as we find it in Marshall and Edgeworth and others of
their contemporaries, is, to say the least, peculiar.’
In effect, they use alternative models. Sometimes they

! Maruhall, Principles, bk, vi., chs. i. and iv.; ¢f. algo bk. v., ch, i,
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treat the labour market as a purely competitive
market, working undei the action of supply and de-
‘miand—and then they leave unemployment out of
account. But elsewhere they gllow forunemployment,
1 NaKe insuficient allowance for co competition.
Marshall was perfectly well aware that the simple
apparatus of supply and demand schedules dpes not
make sufficient.allowance for unemployment; but his
further steps are uncertain. His extended theory of
wages is a mereforsg)—an examination of one special
» base where the absence of competition may make the
'wage-bargain indeterminate. This is altogether in-
‘sufficient.

(The problems of the nature of the market are almost
entu'ely problems of changd If o one was ever dis-
missed, and if no one evergad an incentive to change
his employment, there would be no problem here.
And this suggests a way by which we can postpone
-consideration of these questions—just as we decided
above to postpone the problem of labour supply. We
can begln by confining .our attention to a labour

{market in equilibrium. Let us suppose that a level of:

‘ wages is fixed so that demand and supply balance, and

. thus there is no tendency for wages to rise or to fall.

* Let us suppose, further, that this balancing of demand
and supply is brought about, not by compensating
fluctuations of the demand from particular firms) but
bythe demand from each firmbeing stationary,because
no employer has any incentive to vary the number of
men he takes on.) It is necessary for us to adopt this
abstract and rigorous conception of equilibrium, since
otherwise we should not be effectively ruling out the
difficulties of change, but should still be faced with
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very much the same kind of problem which confronts
us in the case of a rise or fall in wages.

lethbrmm in the labour market, assuming the supply
wof Tabourers given, and their efficiencies given and
equal. This enables us finally to isolate the pure
problem of demand. It is true that we only achieve
this isolation at the expense of a series of highly arti-
ficial assumptions; but in economies, as in other
sciences, abstraction is usually the condition of clear
thinking. The complications created by the thmgs we
have left out can be reintroduced later.!

II

L{The first of the necessary conditions of equilibrium’
ig that every man should receive the_same wage—
subject at any rate to allowances for “other advant-
- ages’” and possibly for costs of movement (but these
things glso we neglect at present]) If wages are not
equal, then it will clearly be to the advantage of an
employer who is paying a higher level of wages to dis-
miss his present employees, and to replace them by
other men who had been receiving less. If he offers a
wage somewhere between the two previously existing
levels, he will both lower his own costs (and conse-
quently improve his own situation) and successfully
attract the new men, since he is offering them a higher
wage than they received before{So long as such
transfers can be made advantageously to both parties
entermg upon the new contract, ghere is no equilibriym;
since someone can always disturb it to his own advant-
age! Equa) wages are a necessary condition of equi-

! Bes below, chs. ii.-v,
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librium in a market governed by our present assump-
tiong) o
The second condition is much more critical.“The
only wage at which equilibrium is possible is 2 wage
which equals the value of the marginal produgt of the
labourersy At any given wage it will pay employers
best to take on that number of labourers which makes
their ma.l'gﬁlliw%;hat is to say(the difference
between the total physteal product which is actually
secured and that which would have been secured from
the*same quantity of other resources if the number
of labourers had been increased or diminished by one—
equal in value to the wage) In this way the demand
for Jabour of each employer is determined; and the
total demand of all employers is determined from it
_bz,_a.ddi.tion.‘:(._s_hme in equilibrium it is necessary that
the total demand should equal the total supply, the
wage must be that which just enables the total number
of labourers available to be employed This must equal
the value of the marginal product of the labourers
available)
The conventional proof of the marginal proauctivity
_proposition is simple enough. It follows from the most
fundamental form of the law of diminishing returps
that an increased quantity of labour applied to a fixed
quantity of other resources will yield a diminished
marginal product? Thus if the employer were to take
on a number of labourers so large that their marginal
product was not worth the wage which has to be paid,
he would soon find that the number was excessive. By
reducing the number he employed, he would reduce
his total production, and therefore (under competitive
conditions) his gross receipts. But at the same time he
would reduce his expenditure; and since the wage was
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higher than the marginal product, he would reduce his
expenditure more than his receipts, and so increase
his profits\_Similarly, he would not reduce his employ-
eny of labour to such a point as would make the wage
Imﬁhan the marginal product;] for by so doing he
‘ould be reducmg his receipts more than his expendi-
ture, and so again diminishing his profits.[The number
abqurers which an employer will prefer to take on

s t at number whlch makes his profits a mammum
and that numbeT 18 given by the equality of wages to
the marginal product of the labom%w 4
[__tl'f I8 thus cléar that the wage at which equilibrium
i8 possible will vary in the opposite direction to changes
in the total number of labourers avmla.blc;j If the
number bf labourers available on the market had been
larger, the wage must have been lower; since the addi-
tional product secured by the employment of one of
these extra,labourers would be worth less than the
previously given wage, and consequently it would not
pay to employ these men unless the wage-level was
-reduced. If the number had been less, employers
would have had an incentive to demand more labourers
at the given wage than would actually have been avail-
able, and their competition would therefore force up
the level of wages. ¥The The only wage which is consistent
with ethbrlum ia one which equals the value of thu}
marginal product of the@vmlable!labour

v/ This “Law of Marginal Productivity” is regarded
by most modern economists as the most fundamental
principle of the theory of wages) Nothing will be said
here to contradict that view. Nevertheless, care has
been taken in framing the above statement of the law
to bring into clear relicf the extremely abstract as- -
sumptions on which alone it is rigorously true to say
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that wages equal the marginal product of labour. A
long road has to be travelled before this abstract pro-
.position can be used in the explanation of real events.
We shall have to tread that road in future chapters;
but it must first of all be pointed out that the difficulty
of applying the law ig considerably increased by the
conventional method of proof. The proof which we
have just given is theoretically valid, and it has its
- uses; some of the broadest and most far-reaching de-
ductions which can be drawn from the theory are
reached most easily if we look at the proposition in
something like the above manner.* But other appli-
cations come out much more clearly if we adopt
another way of looking at it (which is quite consistent
with the first) ; and these are among the most important
in the detalled study of rea.h%yp ‘
cbto
The number o men employed by a firm depends
d.lrectly _upon { two things: the guantity of product it
destres to turn out, and the method it decides to adet
In Jgraauctm@ Some methods use a large amount of
one factor, some use less of that and relatively more
of another; and though no entrepreneur in his senses
would ever use a method which needed a large amount
of all factors, when a method which needed a smaller
quantity of each of them was available, a very real
choice does arise between methods, one of which uses
relatively more of factor A and relatively less of
factor B, while the other uses less of A-and more of B.
Jf the method of productlon is given, then the quantity
of labour employed varies directly with the output;
the larger the output, the mote men will be employed;
If the output is given, then a variation in method

1 See below, oh. vi,
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will still vary the quantity of labour employed to
some extent, since some methods need more labour
than others.

In equilibrium, both the scale of productmn and the
method of production must be chosen in such a way
that no opportumgy remaing open for employers to
benefit themselves by a changQThus if for the
present we Work under the assumption that the
methods of production are fixed, the amount pro-
. duced in each firm (and consequently the demand for
labour} is determined by the condition that the price
of the product should equal its cost of production—
including an allowance for ‘“normal proﬁts .vThese_
normal profits are genuinely an element in costs for
they are simply the price which has to be paid for the
resources—the capital and managerial skijl—which are
contributed by the employer himself, in order just to
induce them to stay in the branch of production in
question(Jf the wages which have to be paid in a
particular industry were higher, costs of production
would be raised relatively to selling prices, and the
profits of employers would consequently be reduced)
' These employers would therefore find that the employ-
ment of their own resources in the industry in question
had become less advantageous relatively to the em-
ployment of similar resources in other industries, so
that they would tend to turn their attention to other
industries, and production in the first mdustrz would
contract..And under our present assumptions, the
contraction of production would lead to a roughly pro-
portlonal contraction of the demand for labour in that
industry)

Inexactly thesame way, A fall in wages, other things
remaining equal, would make the industry concernci
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a relatively proﬁta.ble one for the investment of other
Xesources; new capital would flow i m, Tew firms would
set up, and the demand for labour would expand) ’If the
industry is to be in egulhbrmm there must be no ‘ten-
dency for an expa.nmon of this kind, ¢ ,or for a contractlgm_,

This partlcula.r relation (whlch a8 we shall see, is
not by any means the only one which we have to take
mnto account) received particular attention from
Marshall at one stage of his development. The wages
of labour,(Marshall declared, tend to equal “the net;
product of a man’s labour” —“the value of the,
produce which he takes part in producing after deq
ducting all the other ¢ gxpenses of producing it”." It is
this which appeared in the first edition of Marshall’s
Principles'as the main part of his theory of the demand
for labour, although there 1s appended to it the cele-
brated warning that it is not “an independent theory
of wages, but, only a particular way of stating the
familiar doctrine that the value of anythmg tends to
equal its expenses of productlon” £

‘It is interesting to enquire whether{* net._pmduc—

1 Principles, 1st od., p. 548. It abould be observed that as it stands
this is not the same thing as the marginal produot.

3 Of course, even in the first edition, Marshalldid not leave out of account
the variation of methods, aithough he had not yet fully developed his charac-
teristic way of dealing with it. This was to conceive of entreprencurs as
choosing between blocks of resources, each organised in a technically given
manner (& man with o spade, to take the simplest case}, Such a block would
be taken on only if ite marginal product was worth more than its cost; but it
would not be taken on even then if another block was available, which
offered an equivalent product at amaller cost. Marginal productivity suf-
‘fioed to dat,armme the total valoe of the block, but in order to discover the
.price which would be paid for one only of its componenta, the prices of the
other components must be subtracted. Thus we have the “marginal net
product”,

The resulta of this approach do not seem to be appreciably diflerent
from thoee of the analysis in the text—though that ie based an Walras ruther
than Marehall. But it way perhaps be claimed that the presant version
achieves a greator simplicity, and is not much less realistic '
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Livity ” is simply a determinant of the equilibrinm
level of wages in a particular trade, or whether it is
also a sulficient determinant of the level of wages in
genera}d At first sight it would appear that if wages
were raised throughout all industries to a uniform
the demand for labour from this causc) (The with-
drawal of capital (or land) from a particular industry is
due to the fact that other investments have become
more profitable; if profits are simultaneously reduced _
elsewhere, thisincentive seems sems to be removed. But this
5 0ot The case. Since different Industries are making
different products, it is almost certain that the pro-
portions in which labour and capital are combined will
be dlﬂerent in different industries; lyxd thug a gwen__
rise in wages will diminish, profits more in some in-
dustries than in others) Where will thus still be an in-
" cenfive for the other factors to move, capital, for in-
stance, moving out of the trades which use relatively
much labour and little capital, into those in which the
proportiens are reversed.)In the less capitalistic in-
dustries there _,yl;ll_bﬂnemploy'ment the more
cap1tahsmcmdustnes there will be a rise in the demand
for labour. But since in those industries which nse a
high proportion of capital the amount of labour
required to use a given amount of capital is relatively
small, the transferred capital in its new employment
will absorb less labour than had been thrown out by
ity withdrawal. (’I(hc:mmt._lmmnplo ment.) &
\?mﬂarlj, a fall in the general level of wages will
lead to a transference of other factors in the opposite
direction, and so to a rise in the demand for labour.,
-~ Thus, even if we suppose the technical methods of
production in every industry to be fixed, it is still true
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that there is a determinate rate of wages which will
make demand equal to a given supply. If wages are
higher, the supply will exceed the demand; if wages are
-lower,-demand will exceed supply.!

f' e difference between the marginal productivity
theory and this “net productivity” doctrine lies
simply in a difference of assumptions. “Net produc-
tivity” assumes the methods of production to b
ifixed; marginal productivity assumes them to b

rvariable. In -fact, there can be very little doub

!the:it;?ey nearly always are variable to some extent;
‘andn€onsequently the marginal productivity theory
thas a deeper significancd than the other. But this dogs
not mean that the particular relation which is distin-

guished in the net productivity doctrine foses its ing-

portance, Even if the methods of production are:
variable, it is still true that in equilibrium “the value
of anything equals its expenses of production”. Thus
the demand for labour will react to changes in wages
through the consequent change in the relative profit-
ability of investment in different industries-—even if
it reacts in other ways as well.

When an entrepreneur has to choose between two

1 This extensicn of the “‘net preductivity” doetrine to cover all industries
together is due to Walras (Eléments d'sconomie poliligue pure, particularty
Legons 20 and 21).

The effect on the demand for labonr which arises from the redistribution
of other resources betwegn industries ought to be distinguished from another
‘olosely similar effect, not discussed in this chapter. It is not improbable
that the reduced (or increased) price whiok is paid for other factors vf pro-
duction {even after they have been transferred), as compared with their
situation before a change in wages took place, may have some effect on their
total supply. If, as the result of a rise in wages and consequent fallin profits,
the supply of capital falls off, then the demand for labour will contract atill
further. And vice versa if wagea fall,

But thia effect on the total supply of other factors involves quite different
oconaiderations than the effect through changes in the application of a fized
supply of the other factors. Here, therefore, we concentrate on this latter
effect, But the question of consequentis! changes in the supply of other
factors will have to concern us later in this book (see Chapters V1. and IX.).
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different methods of producing a given output, he may
be expected to choose that which costs least. For, at
any rate in the first place, anything which reduces his
costs will raise his profits{_If employers are not using
the cheapest method of production available to them,
they have an incentive to change; and so there is no
equilibrium.)

It is this condition of minimum cost of production
E;:r_-“.ﬂi—‘mml”c}l leads us directly to the law
of margina) productivityll For if e §ippose the prices
of all the factors of production to be gwen,G;he “least
cost” eombination of factors will be given by the
condition that the marginal products of the factors

are proportional to their prices. JIf the S
marginal product of factor A . marginal prodoct of B
price of A is greater than price of B ?

then this means that it will be to the advantage of the
entrepreneur to use a method of production which uses
s alittle more of A and a little less of B, since in that way
he will get a larger product for the same expenditure,
or (what, comes to the same thing) he will get an equal
product at a lower cost.
f@hm "condition of the proportionality of ma.rgmall
products is simply another means of expressing the
necessity that the method employed in a position of
equilibrium should be the cheapest method of reaching
the desired result) No new principle whatever is intro-
duced 80 that in practlcal applications we can work
Witk the condition of minimum cagst, or with the con-
dition of the proportionality of marginal products—
whichever seems more significantin the particular case.!

! The proportionality of merginal products is simply the mathematical
condition for minimum cost of production—or maximum production from
& given expenditure. It is thus easy to sce why it takes the same form aa
the law of oqui.merginal utilitiesa—the condition for maximisation of satis-

{uotions. &
notions ,}\I\‘ T v (“_. &‘L o L‘.&,i Mﬁ'd +
ANYLVS
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It must, however, be observed that the above con-
dition only states thatj the marginal products are pro-
portional to he prices of the factors—it does not say |
that the prices equal the. _values of the marginal
p‘ﬁduct_j So far as the choice of methods of production
13 concerned, it appears that the prices of the factors
might all exceed, or all fall short of, the values of the
marginal products—so long as they do it In the same
proportion. But if this were to be thecase, it would be
possible for the entrepreneur to increase his profits by
expanding or contracting production without changing
hls methods. (Phe condition of equality between price
“and cost of production would not be satisfied.!

‘When we allow for the variability of methods of
production, there is thus another way in which changes
in wages may affect the demand for labour, A rise in.
wages will make labour expensive relatively to other
factors of production, and will thus encourage entre-
preneurs to use methods which employ less labour and
more of these other factors. And this evidently applies
in exactly the same way to industry as a whole, as it
does to particular industries. Phe more extensive the
tise in wages, the more substitution will take place. JWor
exactly the same reason, a fall in wages will lead to
substitution in the reverse direction.

[_The law of marginal productivity, in its usual form,
5_simply_a convenient means whereby the statement
of of the two tendencies we have been discussing can be
com__by_led On the one hand, the returns to other re-
sources than labour tend to equa.hty n their dlﬁerent
a.BEhcatlons (thet tendency which alone is taken account
of in the formulation of “net productivity”); on the
other hand, employers ¢an modify the methods which

1 For a further discnssion of this point, see Appendix, sect. 1.
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they employ in their businesses, and the relative;
profitability of different methods depends on the
relative prices of the factors of production] For some
purposes it is convenient to use the conventional
formulation, which brings together the two tendencies,
and enables us to manipulate them together; but for a
good many other purposes it is convenient to treat
them separately.!

1 Bome remagka msy usefully be ineerted hero about the conception
of “discounted marginsl productivity’’ a& we find it in the work of Professor
Tam?ymﬁf&;nbmi.. P. 214 ff.}. This conception ia

J |intermediate between “net productivity” and ‘“marginel productivity®,
na we have defined them; just as they aro consistent with each other, since
they describe the same phenomenon under slightly different assumptions, so
“discounted marginal produotivity" ia connistent with them.

Ona of tho faotors of production which is required to co-opetate with labour
in almoat any employment is circulating capital; the amount of circulating
capital needed for the employment of labour being equal to the wages %::d_,
multiplied by the length of time elapeing between the payment of labou \
and the aale of the product. If now we suppose that this length of time—
the period of production, in the familiar English sense—is given and constant,
but that the proportions of labour to other factors of production except
oirculating eapital are independently variable, then, although the amount
of these other factore of production may be supposed conatant when the
amount of labour employed slightly inoresses, girculating capital cannot
ho keptoonatant; wo have to allow for a amall inoreass in circulating capital
parulicl with the igereased employment of labour. In order to maintain the
condition of equalily of selling price and cost of production, the cost of this l
additional ciroulating capital must be deducted from the marginal products
1.8, the marginal product {estimated in this manner) must be “‘discounted.™

However, there is no reason why, in gensral, we should not assume that
the period of production is variable; and once we do this, we get & true mar-
ginal product of the kind described in the text. The smployment of more
labour with the same atmount of cirouleting capital will generally involve a
shortening of the period of production; but the additional product created
by the additional labour under these ciroumatances is & _true marginal

‘prod uot, which in equilibrium must equal the wage, without any discounting.
" Professor Taussig'a prefetence for this petfectly valid way of stating the
theory springs no doubt from- his conviction (a0 properly ahown in all his

r work) of the extremo importance of circulating capital and of a right under.
standing of its functions. A full understanding of this important sspect
of the detetinination of wages can, however, probably only be secured if I
we meke use of eowe kind of modornjsed “elastio” wage-fund theory, such
as hae been elaborated in the works of Bohm-Bawerk, Wicksell, and Professor
Taussig bhrmwelf (see his Wages and Capital). Such » modernised wage-fund v
is parfvedy consistent with masginal produotivity; and I have often boen
tempted Lo use it on & considerable scale in this boak. But I have concluded
that the wdvantsges of such a treatinent would uot cowpensate for the
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I11

C There can be no full equilibrium unless the wages
of labour equal its marginal product; since, if this
equality is not attained, it means that someone has
open to him an opportunity of gain which he is not
taking. QEither employers will be able to fird an
advantage in varying the methods of production they
use, or investors and other owners of property will be -
able to benefit themselves by transferring the resources
under their eontrol from one branch of production to
another}.ﬁ we cannot go .on from this to conclude
that this equality of wages and marginal products will
actuslly be found in practice; for the real labour

rket is scarcely ever in equilibrium in the sense con-
.pidered heresIn actual practice changes in methods
are continually going on; and resources are continually
being transferred from one industry to another, pr new
Tesources being putat thedisposal of mdus.try, which are
not uniformly distributed among the various branches
of productior( This ceaseless change 18 partly & con-

!

economig¢ activity—those th.mgs which we have to take

as the final data of economie enqmry—-—changes 1

tastes, changes in knowledge, changes in the natural
environment, and in the supply and efficiency of the
factors of production generally. &?se things change,
8o the marginal product of labour changes with then;,
and these changes in marginal productlwty exert

obstaolea it would probably place in the way of readers brought up on the
English tradition.

On this question of the relation of circulsting capital to marginal pro-
ductivity, see Barone, “Studi sulla distributions " (Giornale degli ecomomisii
1596).
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pressure, in one direction or the other, upon the level
of wages?))

It does not follow, however, that because thel
margmarfrodu(t of labour has changed, therefore
the level of wages will change in the same direction at
onc There are several processes which have to be
_ gone through first; and most of these are by no means
instantaneous) Some of these processes (those which

- concern the reaction on the wage of an already effective
change in the demand for labour) will have to be con-
sidered in detail in future chapters; for the present, it

.18 only necessary to point out that a rise in the marginal

: productivity of labour with constant wages (or a fall

in the wage with constant marginal productivity) does
not necessarily lead employers to expand their demand

' for labour at onge, Similarly, the fact that the em-
ployment of certain men has become less advant.ageous
does not always lead to an immediate contraction in.
the demand for labour.

x CThe principal reason for this “lag” is to be found
n the fact that one_of the co-operating fa.ctors—
ci _thal——-ls at any particular_moment, largely incor-
porated in goods of 8 certain degree of durability) It
may liave become more advantageous to use other
methods, or to invest capital in'other directions, than
those which are cﬁently practised; but if the caplta.h
is at present invested in durable goods, the change in |
conduet which follows from the change in relative
profitability cannot lmmedla.tely be realised. At the
moment, only & small portion of the total supply of
capital is “free”—available for investment in new
forins—and although this portion will be reinvested
in ways more appropriate to the new situation, that
in itself may make very little difference to the demand
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for labour. But, as time goes on, more and more plant
will wear out and have to be renewed; more and more
half-finished goods will come to fruition, and the money
they bring in become available for reinvestment in
other ways ,\}ﬂrger and larger will therefore become
’the' possibilities of adjustment.f In the short period
therefore, it is reasonable to expect that the deman
for Jabour will be_very melagth,.‘mce the possibility
of ad]ustmg the organisation of industry to a changed
level of wages is relatively smallyfut if time is allowed
the elasticity grows very considerablyy

CSince the whole conception of marginal productivity
depends upon the variability of industrial metbods,
little advantage seems to be gained from the attempt
which is sometimes made to define a ‘“‘short peri
marginal product3—the additional production due to
a small increase in the quantity of labour, when not
only the quantity, but also the form, of the co-
operating capital is supposed unchanged.® It is very

1 The fact that the existing plant is now no longer the plant which best
suits the existing situation will of course have its effect on the time of replace-
ment. Suppose an entrepreneur to possees a machine A, while, owing to
a change in conditions, a machine B which hag the same original cost has
become more productive. If his capital were free, he would thus invest
in B rather than A. If, however, he has already acquired A, which is nor-
mally dus for replacement after a certain number of years, then his replace-
ment fund only amounts to a sum corresponding to the number of years
A hes already been in use; it is short of the total cost (of A or B) by a
sum ¢orresponding to the rest of A's normal life, Thus & decision to scrap
A and replace it by B now involvea the use of new eapital—borrowed or
‘drawn from some other part of the business—to an. amount equal to this
,defleiency in the replacement fund. Now if the difierence in the net produc-
'tivities of B and A exceeds the interest on this extra capital, {t will pay to
‘sorap A; not in the contrary oase. The older A is, the lesa is the extra
"capital required; and therefore at some point in the life of A, which is earlier
than the normasl time of replacement, the change will take place.

The lower the rate of interest, the sconer will s change in the fundamental
conditions of equilibrium lead to an actusl change in the struoture of produc-
tion.

» The ambiguity of this conception comea out clearly when we realise
that the difference to total production made by the addition of s single
man with form and quantity of co-operating capital supposed unchanged
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doubtful if this conception can be given any precise
meaning which is capable of useful application.

It seems much best to restrict the term “margma.l
product” to the sense in which we have nsed it in de-
fining the conditions of full equilibrium. If we accept
this view, then it is not true to say that a man’s wage
must always (or even normally) equal his marginal
product. The changes in employment which go on
every day in the most settled industries are themselves
due to variations in the marginal productivity of the
labour in question, and are set up by divergences be-
tween the marginal product and the wage-level If.
wages are below the marginal product of labour,
entrepreneurs have an incentive to expand production,
and expand it in & way which uses more labour rela-
tively to other factors than the methods which they
bave been using. If wages are above the marginal pro-
ductivity of labour, entrepreneurs have an incentive
to contract employment; they will contract their out-
put, and contract in such a way as to use less labour
proportionally to other factors than they have
previously been doing. This may not be feasible at
once; it may have to wait until machinery comes o be
replaced, however, an incentive to the dismissal “of
labour existsy and the employment of a certain number
+ of labourers i¥ so far precarious.]

The normal condition of the labour market is one in
which there is & tendency to an expansion or a con-
traction of the demand for labour; this tendency is the
way in which the forces described in the marginal pro

will be much lsas than the true marginal product (forn‘;' supposed variable):
while the subtraction of a single man when the forms of capital have been
adjusted to the previows supply of labour will give a difference in total
preduction much greater than the marginal product.
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ductivity theory exercise their pressure upon the level
of wages.?

1 Yor a critical discussion of some current theories bearing on the subject-
matter of this chapter, see my article, “Marginal Productivity and the Prin-
ciple of Variation"” (Economica, February, 1932), Bee also Valk, *The
Principles of Wages JsARobertson, “ Wage Grumbles” (in ** Economic
Fragments'}: Schultz, n uctivity and the Pricing Process”
(Jouraal of Political Ecamomy, October, 1929); Schults, *“ Marginal Produc-
tivity and the Launsanne School” (Bconomica, August, 1832); and my reply
to Professor Schultz in the same number of Economica.



CHAPTER II
CONTINUITY AND INDIVIDUAL DIFFERENCE

WHEN the marginal productivity theory is stated in
the form which has been adopted in the preceding
chapter, it seems to be free from most of the objections
which have been brought against it by its critics.
C{Taken as a condition of full equilibrium in the labour. .
market\ ) it is immune h-om the criticism so often made
against ib—that the existence ve of fixed plant makes the
free variation of the proportions in which factors of
production are employed 1mposmble5‘6nce we realise
that fixed plant has to be replaced, and that if the
relative prices of the factors have changed, it is likely
to be replaced in a different form, this objection col-
lapses; leaving behind it, however, the important con-
clusion that the full effects of a change in wages on th
demand for labour must not be expected to revea
themselves at once)

Nor can we take very much more senous]y the pos- -
sible objection that(a small change in the relative
prices of the factors ‘will not be enough to lead to a
change in methods.) Naturally the most spectacular|
changes in method proceed from relatively large
changes in the prices of the factors; small changes are
little noticed except by those whom they lmmedlately
concern, After all, the making of small changes in
method—well within the present meaning of the term
--15 one of the chief functions of the entrepreneur; and

businesses do not only require management during
Industrial Revolutions.
28
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I

There is, however, still one further criticism—in
itsel of still less importance-—which is not so directly
met by the formulation we have offered. It is indeed
no objection against the marginal productivity theory
in general; at the most all it claims is that the (deter-
mination of wages by marglnal productivit __ZIS gome-

El what rough;, 36 that there is in fact a certain ‘ “range of
mde‘bermmaten 7, within which’ Wwages can change
without, there being any reaction in the demand for
[ labou;:(No one would seriously suggest that the range
is a very wide 0111? so that the practical significance
of this contention{ even if it is accepted, is small. But
since one of the principal objects of this book is to
attempt a precise definition of the possibilities and
probable consequences of interference with the com~—
petrblve course-of wages, we “must not allow any open-
,ing for completely harmless interference, even a small

«2ons, to appear available, if it does not really exist.

" és the number of men emp]oyﬁby a firm increases,

% their marginal product diminishes.}The marginal pro-
- duct of 15 men (the diflerence betwéen the total product
of 15 men and the total product of 14) exceeds the
marginal product of 16 (the difference between the
products of 16 and of 15). These two quantities give
the limits between which the wages of a single man
must lie, in order that 15 men, no more and no less,
should be the most profitable number to employ. The
wage cannot rise above the first figure, since otherwise
it would not be profitable to employ as many as 15;
it cannot fall below the second, simce otherwise it
would be profitable to employ mor{i‘hese two mar-
ginal products—the internal and

[ T

'K
Soea .

_external, we

Powld
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may call them—set limits to the wage which is con-
sistent with equilibrium) Now it seems possible that
the internal and external marginal products may differ
by an amount which is not negligible; and if that is v/
so, we are only possessed of upper and lower limits
within whick the wage must lie—limits which may not
ke close enough for us to be able to use the margmal"
productmty law as an exact determinant of the equi
libyium level of wages. , s
he smalier the units in which a factor of produc- B
fion can be measured, the nearer together its internal -
and external marginal products are likely to bey If we
were to plot the marginal products of varying quanti-
,bies on a diagram, then the successive ordinates, in the
case of a factor which can only be measured in large
units, would differ quite appreciably, and we should
get the familiar “‘stepped” figure; but the smaller the
units can be 'maﬁ nearer we should approach a
continuous curve, until ultimately the difference be-
tween successive ordinates became altogether neg-,
ligible.
CThus in the case of capital, the problem of con-

tinuity presents no difficulty. Free capital, at an
frabe, is alingst indefinitely divisibley And, as we hav
seen, it is free capital, not capital which has been
locked up in fixed plant, which matters when we are
examining the conditions of equilibrium.
/ C-Labour, however, is not indefinitely divisibley In a
- very large number of cases it is practically impossible
to engage anything less than & whole man; even if we
mean by a fraction of a man, a man for less than the

vhole of the time which is conventionally devoted to
Viwage-earning employment. For, so long as we are
concerned with conditions of equilibrium, we cannot




26 THE THEORY OF WAGES on.

suppose that he remains unemployed for the rest of
his time. He will want to find another employer for
“ that; and although it is of course a familiar fact
that many men (gardeners and window-cleaners, for
example) do divide their time between a number of em-
ployers, this i not a practical proposition over the
greater part of industry; probably for the very good
reason that such division is incompatible with any
high degree of efficiency in-organisation.
4  The indeterminateness which could conceivably
arise from this cause has perbaps received more atten-
tion from Edgeworth than from any other economist.
| He showeam certainly a very beautiful piece
+ of abstract analysis) that the fact that two employers
cannot easily “share” one workman, while two work-
en can very easily share one employer, “constitutes
a positive advantage to the workpeople in their deal-
Jngs with entrepreneurs.”* Yet all this means is that,
0 far as there is a range of indeterminateness, wages
‘are mqre likely to lie at the higher than at the lower
~end of the rangé) Jt is only if there is an appreciable
range that Kdgeworth’s proposition becomes of any
practical importance.®
- {_The possibility of there being an appreciable range !
depends to some extent on the elasticity of the deman
for labour. And that largely depends on the degree to
which substitution (or variation of method) is possible.|
The more easily it is possible to substitute other factors
for labour, the greater the elasticity of demand for!

1 Edgeworth, * The Determinatencss of Boonomio Equilibrium ™ ( Papers,
vol.ii.. p. 318).

* Edgeworth did not himself imagine that his proposition waa very impor-
tant in practice. For a discussion of this matter, more precisely in terms of
Edgeworth’s argqument, see my article “ Edgeworth, Marshall and she Indeter-
minateneas of Wagee'' (Econ, Jour., Juns, 1030).
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labour becomes; gnd the less probable it is that any
appreciable indeterminateness will arise from the in-
divisibility of the human uni@

.~However, it would be unsafe to rely on this very far,
and it happens that we have other resources. It is only
reasonable to assume that.the various emaployers who
are competing for the services of the workmen in a
particular trade are differently situated in many
réspects, and are themselves of varying capacities.
And once we make this assumption, it becomes clear
that the(internal marginal products of the labour em-
ployed by different firms are not likely to be exactly
equaly If the same wage rules throughout the market,
that wage must lie between the internal and external
marginal products of the labour employed by each
firm; but that is all we can say about the conditions of
equilibrium. Now if the wage were slightly raised, it is
quite possible that the increase might not be sufficient
to give an incentive to every firm to reduce its demand
for labour. The new wage might still be lower than the
internal marginal product in many firms; but the rise
would have to be very slight indeed to leave the de-
mand of every firm unaffected. And similarly for a fall
in wagesl. When there are a large number of firms
competing for a particular kind of labour, it is safe to
say that the range of indeterminateness due to th
indivisibility of the workman will be too small to b
perceptiblel ' -

II

Thus Edgeworth’s “curiosum” disappears beyond
the limits of vision; but only to leave behind it & much
more disturbing problem. If we are to eall to our

-
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J assistance the individual differences of entrepreneurs,
we cannot any longer leave out of account, as we bave
, tacitly been doing hitherto, the individual differences
" of labourers. And it is impossible to allow for their
differences without making considerablé~ modifica-
tions in our statement of the marginal productivity
form
v f_ the labourers in a given trade are not of equal
p’ efﬁclency, then, strjctly speaking,’they have no mar-
ginal product.\W% cannot tell what would b be the
difference to the product if one man were removed
from employment; for it all depends which mgg_xg Te-
noved, There would Te & Targer differerice if a more
“efficient man ceased to work. |
The only way in which it is possible to overcome
2 !this difficulty is to treat each man as a separate factor
of productiony His internal marginal product is then
v em‘ﬁ)cut;lm to identify—it is gthe difference which
would be made to the total produce of the firm in
which be is engaged if Ass labour were to be removed.
That clearly sets a maximum to the wage he can get,
and still remain undisturbed in employment 1f he
were to get more than this, his employer would soon be
seeking to find a way of dispensing with his services.
LWith homoge.neous units,;the external marginal
,product is the productivity of a unit of the factor in
that use which is just excluded, because there is not a
sufficient supply of the factor to satiszvthat particular

unit of demand; or, otherwise statedit is the produc-
tivity in that use which just does not™pay at the cur-
#y rent wage) With units that are unique, the external
marginal product is still the productivity in that use
which just does not pay. If the wage were slightly
lower, some other employer would be willing to take
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on the man in question.[The highest bid which iz not
satisfied sets the lower limit to the wage:

C1In order that the market should be in equilibrium,
every man's wage must lie between limits defined in this
manner,)But these limits, set by a litersl application
of the marginal productivity law, are not the only ones
whick must be observed. It is true that if a man’s
wage rises high enoughy his employer will prefer to do
without him, even if it#s impossible to replace him in
any manner. Yet before this alternative comes to be
seriously considered, other adjustments may be
possible,

First of all, although we ought in strictness to treat
the work of every individual labourer as a separate
factor of productionfthe differcnt labourers in a single
trade are factors that can be readily substituted for
one another.-They are highly “rivAl” factors. It isf{
precisely this possibility of substitution which ensures
that a more efficient man will always tend to get
higher wages than one who is less efficient; for if he
does not, he will always be preferred tothe less efficient
man, and the less efficient man will find it impossible
to get employment)

C This gives us & second pair of limits within which
the wages of any particular man must lie ,\’(h;e cannot
be paid more than the man who stands next*to him in
the order of efficiency, but is just more efficient than
himself; he cannot be paid less than the man whe
stands next below him.)These limits are very likely to
lie nearer together than the first set, and thus they
are more likely to be effective, but they in their
turn do not exhaust the list{In order that the wage
should be in equilibrium, other conditions must be
satisfied as well. It is possible that a wage could be
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named at which it would not be profitable to replace a

man by one who is more efficient, since more efficient

men are very expensive, but at which it would be
profitable to replace him by & less efficient man at an

appreciably lower wage. Similarly, a man might be,
receiving a wage at which other employers would find '
it profitable to substitute him for men more efficient:
than himself. Neither of these situations is compatible

with equilibrium;)We have thus a third set of limits,

which is perhaps rather less likely to be the effective

set than the second pair is, because in most cases these

limits may well lie outside the second pair, so that a

wage which is capable of provoking the third kind of

adjustment would have an even stronger tendency to

provoke the second. But in at least two cases the third

pair is very likely to be effective; for in the cases of the

most efficient and the least efficient men in the trade

one member of the second pair of limits is absent; and

it must therefore be either the first or the third kind of

adjustment which is responsible for setting a maximum

to the most efficient man’s wages, and a minimum to

the wages of the man who is least efficient.*

Suppose the number 6f men available for employ-
ment in a certain trade to increase by one; and since
that extra man must have some definite efficiency, let
us assume that his efficiency is indistinguishable from

that of the man who took the 400th place on the
original list when the meri were arranged in descending
order of efficiency. Now the best job open to the new™
man is the job which the original 400th man just turned
down, the job whose"eg:istence sets the minimum limit

./ 1'In the sspecial case to which comlderatxon of tho marginal produc-

tivity law is gonherally limited, where the u us and in-
definitely.djvisible, these three mets of limita merge tugether and become

l indistinguishable,



u  CONTINUITY AND INDIVIDUAL DIFFERENCE 31

to that 400th man’s wage. But the new man can only
get that job if he accepts something less than this
minimum limit; @ forfior:, something less than the
400th man had been getting. Now if he accepts that
job, as he must do if he wishes to get the best possible
employment open to him, the market is at once in a
position of instability. For the old 400th man’s em-!
ployer will find that he can get the new man to come
to him for a wage less than he had been paying to the
400th man, and since the new man is of the same
efficiency as the 400th man, the employer will clearly '
benefit by the exchange. And the old 400th man can
only regain employment by accepting lower wages
than he used to get, since the old most favourable em-
ployment is now closed to him. (Of course it is un-
necessary to suppose that the change round actually
takes place. The threat of a change would be quite-
" sufficient to compel the 400th man to accept lower
wages.) And so the wage corresponding to that degree
of efficiency which was represented bx the 400th man
is reduced; but the process i unlikely to stop here.
If the new wage of the 400th man is less than the old -
wage of the 401st man (and that is very likely to be
the case), then it will be profitable for the employer of
the 401st man to replace him, either by the 400th man
or by the new man, at a wage at least as high as the
401st man had been earning. And if this happens, the
,401st man goes unemployed, being able to regain em-
ployment only at lower wages, which in their turn have
& tendency to reduce the wages of all those below hnn[
in efficiency.
~ On the other hand, the fall in wages of the 400th
man, by increasing the gap between his+ wages and those
of the men whose efficiency is greater than his, will start
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a mevement towards the substitution of more efficient .
by less efficient men, Wlﬁgctil can go on 80 long as the
economy in wages outweighs the loss in efficiency.

UJust as the wages of those who are less efficient than the
new man will tend to falk, so will the wages of those
who are more efficient? An addition to The supply of
labour will undoubtedly reduce the average wage paid
in a trade, whether it is possible to assume that the
differences between the efficiencies of workers engaged
in that trade are negligible or not. '

[Tt does not follow, however, that it will reduce every
wage. In the majority of cases it will affect the limits

"within which a particular wage must lied But if the
limits are not; close together, then it is possible that a
wage which was consistent with the old limits may
still be consistent with the new. If it still lies between
the limits set for it, it will be unaffected.!

{ We are thus brought back to the “range of in-
determinateness”. (If a man’s wage rises above a
certain point, there will be a danger of his employer
preferring to replace his labour by that of another man,
or of a machine, or deciding to do without him
altogether:(If his wage falls below a certain point,
there will be a danger of another employer tempting
him away. How far can we assume in fact that these
points are close together? ]

We have already seen thaw of the
various men in the trade were equal, it would be fair

Jl Since the limits to the wages of any particular mu: are largely dictated
by the wages aotuslly received by men whose efficiency does not differ
very greatly from his, the immobility of any partioular man's wage will help
to insulate the wages of those round him on the scale of efficiency. But this
only leads to the rather obvious conclusion that a change in the supply of
labour of normal ability is somewhat leas likely to affect the wages of excop-

tionslly effivient or inefficient men than it is to affect the wages of “average™
workers.




n  CONTINUITY AND INDIVIDUAL DIFFERENCE 33

to assume that the range was negligible] Differently
situated employers would be prepared, some to take
on more men, some to dismiss men, as a result of very
slight changes in the level of wages. And this con-
. clusion proves to be applicable, to a very considerable

" extent, to the circumstances of reality. The abilities

of the men in & trade may differ, but they are likely to
differ in such a way that the number of “average”
men i8 very large. In fact, the abilities of the different
labourers in a trade are probably distributed according
to something not far removed from the normal curve
of error. There will be some who are well above the
average—and perhaps quite distinctly spaced out
above it—and there will be some who are distinctly
below. But the majority probably differ in efficiency
to no very marked extent.

Thus, so far as the majority are concerned, our
earlier conclusion applies. The wage of any “average”
workman cannot be changed appreciably (while the
fundamental conditions of the market remain the same)
without giving opportunities for substitution and dis-
placément. | His “range of indeterminateness” is so
narrow that it is not worth considering.

Vith the exceptional men (whether they are excep-*
tionally good workers or exceptionally bad) things may
conceivably be different. The difference in efficiency
between one man and those who are most like him
may be sufficiently great for his wage to be only
determinable—so far as the tendencies we are describ-
ing are concerned—within fairly wide limits. The
exceptional man is in a position something like that
of a monopolist; he has to look out for substitutes, but
they give him a certain amount of elbow-room.

Yet it is not with the exceptional man that the

8
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study of wages, for very good reasons, has generally
been concerned. We need not be disturbed in our
application of the marginal productivity theory to
wages in general by our discovery that it does not tell
us much if we try to use it in the cases of Charlie
Chaplins and Sir John Simons. We can rest content
- with the knowledge thay there may possibly be an
important element of “bargaining technique’ in the
determination of the wages earned by their humbler
counterparts, the superlative bricklayer and the
rengineer with a gift for his job.<JThe wages of the!
i “average workman” cannot be in equilibrium unless
| they are equal to his marginal product; and that is
| what matters?

I

T Up to the present we have assumed that the effi-
ciency of a workman is something which depends solely
on the workman himselﬁ but this is again one of those

- convenient simplifications which are not tenable on a
last analysis; although they do not often lead us into
serious error. Efficiency is not really the simple one-

,dimensional magnitude we have hitherto assumed it

, to be; it i@ complex of various qualitiesjso that to say
directly, without further precision, that one man is
more efficient than another may sometimes be im-
possible. But it is an objective fact that, under given
circumstances, a particular employer will prefer to
take on one man rather than another; although the
preference may not always rest purely on grounds of
“productivity”. If the technical qualities of a work-
man are such as to make him specially useful to a
certain small class of employers, then the mutual
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competition of those employers will raise.his wages
above the level paid to other workmen of his gradg (if
his “grade” is established by referring to the prefer-
ences of employers who do not have this particular
need). But if, say, the man happens to be a Com-
munist, and the particular émployers who would other-
wise be specially appreciative of his qualities have
an objection) (however irrational) to Communists, he
cannot expect to obtain the advantage he would other-
wise have secured. Unquestionably this sort of thing
may have a considerable influence on the wages of in-
dividuals; and it is sometimes desirable to interpret

} “marginal productivity” in & manner wide enough to
include it.

The forces whose action has been described are suffi-
cient to generate a tendency for men with particular
qualities to move towards those employers who can
make the best use of their qualities. But of course the
demand of employers for particular qualities of labour
(like their demand for other things) is satiable; and if
a particular quality is not highly uncommon, some of
the possessors of it will find that the demand of the
employers to whom they are best fitted has been satis-

. fied by the labour of men even better fitted than them-
solves; 50 that they, rather than force themselves into
an employment where they could only be absorbed at
& considerably lower wage than they could get else-
where, will go elsewhere and offer their services on the
basis of some productive capacity other than their
special qualification.

CThe dependence of a man’s efficiency on the effi-
-cieney of his employer has a significance which is not
confined to the case of special qualifications) A work-
man A may be unquestionably more efficient than

-~
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another workman B, 8o that, other things being equal,
every employer in the trade would prefer to take on A
rather than B. But even in this case differences may
arise if other things are not equal. Simply because A
is s0 unquestionably superior to B, he will ask a higher
wage than B; and if the wages asked by the two men
are different, two employers, who both wish to take on
an extra man, may decide differently between A and B.
(An employer who is himself highly capable is more
likely to prefer A, because he can make such use of A
that A will be worth his higher wage; an employer
who 18 less efficient himself would be wiser to prefer B,
to pay lower wages, and to be content with the in-
ferior workman whom alone he could get at those
lower wages.,

* It 18 impossible to doubt that a very large part of -
the validity of that “Gospel of High Wages” which
was preached so vigorously a few years ago springs
precisely from this source.[If an employer is of very
superior shility, it will pay him to offer higher wages
than his competitors, in order to have the “pick of the
market} Such a policy, in his hands, may well be
abundantly successful. But like so many economic
panaceas, it does not bear generalisation; ZYFor an em-
ployer of less ability to follow in the footsteps of his
successful competitors would be to court destruction.
He cannot use men to such good purpose; in his hands
the best workmen are not worth as much as they are
worth under the direction of his rivals; to pay them
more than they are worth will bring not gain but
loss,
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1v

CThe forces making for equilibrium in the labour
arket are for the most part rather slow in their
action}) and this is as true of those which have been
the special subject of this chapter as it was found to |
be of those which were described in its predecessor.
Although there is always a tendency for substitutions
of the kind we have just been examining to take place
—although any considerable opportunity for them to
be carried through profitably is likely to be acted on
sooner or later—it caunot be pretended that they are
easy, or that we shall not expect an immense number
iOf unused opportunities of this kind to exist in the
‘labour market at any moment{ The adjustment of
wages to individual efficiency involves each employer(
in & series of difficult estimates}-appraisals of the
relative abilities of two men, one of whom he knows,
but the other of whom he can only know in a much
more superficial way. At engagement, the knowledge
on which an exact estimate of a man’s efficiency can be
made will usually be lacking. This will not prevent a
rough approximation of wages to efficiency, for some-
thing can be told from a man’s record, or indeed, on
occasion, from his mere appearance. But if it is not
very clear indeed that the change will be advantageous,
a perfectly rational conservatism will usually forbid it
to be made. :
Nevertheless,(the adjustment is often made ap-
preciably easier by the texﬁsg(iz of efficiency to cluster Y
about an_averagel Save In very small Dusinesses, a

stapdard rate” will naturally emerge. The majority

of the employeesare likely to differ so little in efficiency
that it will not generally be worth while for a sensible

¥
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employer to distinguish between them. To them the
standard rate will be paid, since discrimination would
involve & labour altogether disproportionate to thel)
end in view. It might involve detailed supervision of a

kind likely to annoy the men supervised, and make
work under such an employer less attractive to them.

Finally, it would open up a serious danger of disagree-

ment between employer and men as to the basis of

estimation, and consequent accusations of favouritism.

On all these grounds it would not be worth while.

%  (But there will proba.bly be a’small proportion who

il

fad
F

O’Ja.re obviously of superior ability, and if their ability

becomes sufficiently well known outside the firm for
them to have an opportumty of moving advantageously
employers must pay them better) Since, even in this
case, there may be room for disagreement about merit,
such payments will often be made without much
advertisement.’ The same end can also be reached in
a more straightforward way by promotion into a
higher wage-grade. Here, 00, there may of course be
disagreements and discontents, but there is the counter-
vailing advantage that a firm which is known to have -
a system of promotion will attract the better men, who
will know that they will get better wages when they
have proved themselves. It is even possible that some-
thing of the same sort is occasionally achieved if pro-
motion goes only by seniorityl The better workmen
1are less likely to be discharged when trade is bad; they
jwill therefore earn promotion sooner, and charges of
ifa.vourltlsm are less likely to be encountered when pro-
motion is, at least apparently, automatic. )
[Men whose capacity is definitely inferior to the

! The * somet.lung' extra in the pay envelope which i= 30 upeetting to
wage statistica,
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average will not get employment, save as a form of
charity, unless they are prepared to accept something
less than the standard wage] At all events, this will
be the case if their inferiority is an obvious one, result-
ing from infirmity or a bad record that cannot be con-
cealed. If it is due to some less obvious cause, they
may get taken on at the standard rate, but they will
be unable to maintain these favourable terms of em-
ployment. Sooner or later they must choose between
(staying with an employer at lower wages, or the only
alternative—chronic unemployment.

€ Thus there is no reason to suppose that standard |
rates are in any way'a particular product of Trade -
Unionisma And this deduction seems wholly borne out
by inductive evidence. According to Mr. and Mrs.
Webb, ¢“the most autocratic and unfettered employer
spontaneously adopts standard rates for classes of
workmen, just as the large shopkeeper fixes his prices,
not according to the higgling capacity of particular
customers, but by a definite percentage on cost™.!
HOWever, the standard rates of free competition ar
not in any sense minima; exceptlona.l cases are alway
likely to be paid less)

5 . CA closer approximation to the “individual wage” of

theory is probably secured by piece-work than 18 pos-
gsible by time-work methods. A slow worker gets less; ‘
and a fast worker gets moré (so that his employer can
more easily retain him). And the adjustment can be
carried out with less trouble and with less danger of
discontent than would be possible with time-work.
:There is a definite objective measure of efficiency.

: But it is not altogether a good objective measure;

1 Indusirial Democracy, p. 281,
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and this is natural enough{for efficiency is a com-
plicated thing and does not readily lend itself to ob-
jective testsJ It is only in those trades where quantity
of work done matters more than quality (or where the ,
quality can be looked after satisfactorily in some other
way) that piece-work is possible at allyIf quality is
likely to suffer from speeding-up, to pay merely for
speed of work would be thoroughly bad economy.!
Further, even where quantity is almost the only thing
aimed at, a fast worker will get more out of his tools
and machines, and will in consequence be worth a
higher wage in proportion to his output than a slow
worker is. But even when these things are allowed for,
there is more to come.

CDifferent men cause all sorts of varying amounts of
trouble to their employers; some are very “reliable”,
they are never ill, never want a day off, are always
content and on good terms with the management.
Others are always causing expensive temporary ad-
justments for such reasons. In all these ways there
may be variations in efficiency; of which piece-rated
take no account, and indeed may make it more diffi-
cult to take account, since it is more difficult to pay
more or less than standard piece-rates than to vary
from standard time-rates. The more obvious and easily
accepted excuses are absent.

In these last pages we have already forsaken the
marginal productivity theory, a.nd the slow moving
forces determining ‘‘normal wages”. We have entered
upon the study of the labour market as lt actua]]y 1s,
with the fundamental conditions &

' Of course, since discrimination among workmen is only one object of
piece-work, the general speeding-up which would follow from its introdue-

tion would not payif the aacrifice of quality was serious, and reflested itself
seriously in selling pricos.
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stantly changing,’gnd entrepreneurs so busily occupied
in adjusting Their businesses to_these miore Important
changes that they have only a limited amount of time
to spend on the finer adjustments. They have to con-
tent themselves with rough-and-ready devices to ensuref”
that the more delicate relations do not become so con-
siderably out of adjustment that the loss to them is
serious. But the rough-and-ready devices are only
means to an end—the making of those adjustments
whose theoretical perfection was set out in the earlier
pages of this chapter. If opportunities offer for their
successful use, new means are always likely to be in-
vented.




CHAPTER II1
UNEMPLOYMENT

O the threshold of a more extended study of the com
petitive labour market must stand the problem of un-
employment(_ What is the effect of unemployment on
wages? JHow is it possible to reconcile the Iact of un-
employment with the simultaneous existence of rising
wagesD These are not the only new questions raised by
the fact.that@he labour market of actuality is not in a
state of equilibrium} but they are the most obvious
questions, and we may conveniently begin by examin-
ing them.

It is now alfommonplace that unemployment has
many causes; fthe classification into seasonal, cyclical,
casuaﬂ and so on, has become familiar. But it is
precisely in this commonplace that the clue’ to the
paradox of wages and unemployment is found to rest.
Some kinds of unemployment do tend to pull down
wages; others do not. When wages are rising, it is an
indication that the first kind of unemployment is not
present, but 'the second may be present all the same,
and account for a considerable percentage of unem-
ployed.

I
One kind of unemployment we have already had
cause to mention in our discussion of individual differ-
ences. We have seen that the adjustment of wages to

efficiency is unlikely, under any conceivable circum-
42
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stances, to be perfect. "The readiest means of partial
adjustment is the adoption of standard rates, which
are suitable to the average workman, but exceed the
value of the least competenty There must always be
some mer in every trade Who cannot earn the standard
rates paid even by the least efficient and least well-
pituated employers within their reach) and although
they may be able to get regular employment by accept-
ing less than standard rates, there is no certainty either
that they will readily consent to do this, or that em-
ployers can be found who are prepared to take the
trouble involved in finding a wage which suits them.
When we remember that the things which drag
down a man’s efficiency below the ordinary level are
particularly likely to be things not easily estimated—
that they are less likely to be low direct productivity
than carelessness or unreliability or bad temper—then
it is very easy to see how unemployment of this kin
may well be of no inconsiderable importance. It is no
that the man’s direct productivity is low, but that hi
‘net product is low—allowance being made in assessin
his net product for the indirect costs involved in em-
ploying him. In such a case, his net product is likely
to prove lower after he has been working with an em-
ployer for some time than it appeared at first; and so
on experience his employer will either dismiss him or
ofler him lower wages. But for several reasons the first
is rather likely to be the alternative taken; if lower )
wages are offered and accepted, the man may very |
well feel that he has a grievance, and as a result may
prove to be worth even less than he was before; and
again, from his own point of view, it may be advisable
for him to go elsewhere, since he may find an employer
who attaches less weight to his particular disabilities,
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or at the worst, he may find one from whom he can
conceal his disabilities for a time. Even if lower wages
are offered, quite probably they will not be accepted;
and employers are thareby less likely to offer them.

T Men whose efﬁ,otency is subnormal are thus pecu
liarly Hable to find theit disqualifications resulfing in ex
ceptionally long pefiods of unemployment rather than
in exceptionally low wages. The most inefficient of all,
the indirect cost of whose employment is extremely
high, may find that there is no employment at all in
the market where they can continue to receive a wage
high enough to support life unassisted. So far as these
men do get jobs, they will retain them only for short
periods, and for the greater part of their existences
they must depend on the support of relations; or on
poor relief, or on cha.rltyJ

CThese are the “‘unemployables”; their net product}
falls below the level of subsistenced Although in a.nyl
community there probably are a certain number of
these unfortunate people, it is generally recognised that
they do not form & seriously important part, numer-
ically, of the general unemployment problem.& What -
has to be recognised is that there is a much larger class
of those whose efficiency is high enough for them to be
able to earn—somewhere—a wage sufficient to support
life unassisted, but who are exceptionally difficult to
fit into the industrial system, so that they are likely
to suffer from unemployment to a special degree;

This is one kind of “pormal unemployment?; it ac-
counts for part, perhaps the most important ‘part, of
that unemployment which persists even when a trade
is neither expanding nor contracting, even when the
demand and supply of labour are constant. Most of

1 Bevcridge, Unemployment, p. 138,
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these “normal unemployed” are likely to be of sub-
normal ability, unemployed because of the difficulty of
fitting them 1y But probably they will not all be sub-
normal: ¥or although the industry as a whole is sta-
tionary, some firms in it will be closing down or con-
tracting their sphere of operations, others will be
arising or expanding to take their place. Some firms,
then, will be dismissing, others taking on labour; and
when they are not situated close together, so that
knowledge of opportunities is imperfect, and trans-
ference is attended by all the difficulties of finding
housing accommodation, and the uprooting and trans-
planting of social ties, it is not surprising that @n in-
terval of time elapses between dismissal and re-engage-
- ment;. during which the workman is unemployed:y

_Between them, these two causes account for most of
“normal unemployment” as it is found in the majority
of industries—the unemployment which is consistent
‘with constant supply and demand for labour. But for
completeness, we should add a third kind—which is
unemployment, although it is voluntary, and raises no
social problem; the unemployment of the man who
gives up his job in order to look for a better] He may
believe that he could get higher wages elsewhere, or he

.may merely desire to work in some other place for
private reasons.

CIf the supply and demand for labour are constant,
any attempt by an employer to take advantage of the
existence of unemployment by cutting wages must
ultimately prove futile. If he lowers the standard rate
he pays, some of his men will soon be looking for jobs
elsewhere; and though he can replace them, for the
most part it will be with inferior men. It is conceivable
that by careful qelectlon, and a good deal of luck, he
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might succeed in getting men of as good quality as
those he lo,st, but even so, these in their turn are
likely to drift away. By reducing wages, he has re-
duced his chance of getting good workmen; and sooner
ior later he will find that he suffers.)

Sooner or later; for it is no use to pretend that in
this, any mgqre than in other processes of the labour
market, the forces making for equilibrium are par-
ticularly rapid in their action.CThere is a temptation
for unwise gmployers to snatch temporary gains by
making wage-cuts that do not correspond with the
fundamenth]‘conthlons of the market. Aslongas they.~
can retain at the lower wages men who came to themI
because they were offering hlgher wages, they can gain
what is reallty a monopoly profit at the expense of 1:heu;1
employees. But when those men goand are replaced by
less efficient men, the employer’s profits are likely to’
be smaller than they were at firsf.) He has, in fact, de-
graded himself to a lower and less well paid class of
entrepreneur. The retribution is definite enough; but
it may not always be sufficient to prevent the action.

But usually it will be difficult for employers to cut
wages without being able to offer some excuse; and
so unjustified wage-cuts are most probable, not in a
stationary condition of trade, but when there is a real
change in demand or supply. It is possible that the’
existence of normal unemployment may result in the |
changes in wages which would, under such circum-
stances, be made in the most perfect market, being less
favourable to the workmen than they would be other-
wise. Of course, at the most, such an efiect could be
only temporary ; and it remains to be seen whether it is
not likely to be neutralised in another way.
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I1

Before passing on to the consideration of changes in
demand and supply, we must turn aside to examine
what may be reckoned as yet another kind of “normal
unemployment’y—although it differs in deo'ree rather
than kind from those already mentioned. CThere are;
certain industries in which the shifting of the demand:
for labour between firms is not the result of the slow:
rise and decline of those firms, but is due to chance day-
to-day fluctuations in their activityJAll firms, of
course, undergo continual variations in activity, but it
is only in certain industries that the smallest variations
express themselves directly as fluctuations in employ-
ment. In most cases it is possible to find some less
urgent work that can be done on slack days, so that,
although employment may vary from year to year, or
from month to month, it will not vary from day to day.

\_But where all the work which comes must be done at
once, or where technical reasons do not provide any
appreciable incentive to keep together a permanent
labour force, the number of men employed by a
particular firm may undergo daily fluctuations) The
most marked cases of this are the docking, bulldlng,
and contracting industries—the industries of casual
labour.

€ When the amount of employment given by particu-
lar firms fluctuates daily, a large surplus of unemployed
labour is inevitable) By the time a man has discovered
that the firm he worked for yesterday does not want
him, it may be too late for him to get employment else-
where today. The time which it takes to find a job
becomes closely comparable with the time a job lasts

-when it is found. Even if the total amount of work to
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be done remains unchanged, the place where it has to
be done is continually changing, The total number of
men “‘occupied” in the industry is divided into those
who are working and those who are looking for work.
Every month, and usually every week, nearly all the
men attached to these industries get some work, but
their'work is not continuous.

The conditions of employment in these trades are
such that one cannot help asking the question: Why
are men drawn to them? Today they are for the most
part relatively high-wage trades; and there is little
question that high wages have a more powerful in
fluence in attracting labour than a high chance of un
employment has in repelling it. But they were not al
ways high-wage trades; and still they got their labour.
" It is true that a certain number of men do manage to
make their abilities clear to their employers; they get
regular employment and their earnings are good. But
the majority? To a large extent the lower grades of
casual employment must have attracted those who had
failed elsewhere ; they offer johs where little skill is re)
guired and little reliability—for a man is unlikely, on
this system, to stay long enough with one employer for
his deficiencies to be found out. Partly they attract the
lazy ; the prospect of being able to take a day off when
you choose outweighs for some people the chance of
not being able to get work when you choose that. But
the advantage is dearly bought.

CHow will these variations in employment affect
wages? So long as the total demand for labour in the
area remeains steady, they are very unlikely to affect
wages at all? It would be senseless for a firm to raise
wages on days when its business was good and to
lower them when its business was bad. The high wages



m UNEMPLOYMENT . 49

would not be eflective in attracting labour until the
exceptional demand was past. And to lower wages
would indeed have a repellent effect on the supply of
labour to that firm—yet not on the day when business
was bad, but subsequently, when it might be expected
to have improved.

A firm which maintained wages steady would have a
definite advantage over one which was always changing
the wages it offered. To go for a job which was offered
at 12s. yesterday and find that today only 8s. was
being paid would be an experience enough to dis-
courage applications in that quarter for a long time.
It would by no means be set off by occasional windialls
in the opposite direction_So long as the activity of the
trade is unchanged, casual unemployment is most un-
likely to give an opportunity for lowering wageg}

I

When unemployment is due to a fall in the demand
for labour, or to an increase in the supply, then, of
course, it is fa.r.more llkgllt_o affect wages than in any of
the casés we have considered up to the present. But
even here it is necessary to distinguish.

CTake, first of all, the case of seasonal fluctuationd]
A considerable number of trades vary largely in their
activity according to the season of the year. Some of
these fluctuations are due directly to the meteoro-
logical differences between summer and winter; agri-
culture and trades connected with it are most active
about harvest time, building operations are most easily
carried out in the summer, the demand for coal is
greatest in winter. Others depend more directly on

1 But see bslow, p. 8.
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gocial causes, such as the Christmas activity in the
distributive and clothing trades, and the mysterious
and complicated rhythm of printing.

[Now the significant fact about these ﬁuctuatlons is
that they can be foreseen, and are foreseen, by em-
ployer and workman alike. This makes their effect on
wages purely a matter of policy. It is perfectly possible
to maintain wages at a fixed level throughout the year
—a level which is sufficient to attract the right kind of
labour in sufficient 2mounts, even when the probability
of & certain amount of unemployment is reckoned iy}
Extra labour (of a sort) can generally be obtained in
rush periods, simply because it is widely known that
temporary employment is available in these trades at
these times. There is no need to raise wages in order
to get labour, at any rate to get “general” labour; it
would be too much to expect that even a distinctly high
rate would attract labour which was specially well
suited to the occupation, since it is known that the en-
gagement is most unlikely to last. '

(On the other hand, there may be certain advantages
in varying the rates. This was generally done in the
building trades before the war, in order to reduce the
costs of building in the winter, and make it rather less
disadvantageous to undertake building operations
then.! If a firm varies its rates, that means that the
terms it offers to permanent employees are, on a long
view, rather less attractive; and it may find that as a
consequence it gets less good workmen ‘than it would
get if it paid the same average rate regu.la.rly through-
out the year, But if the difference in summer and-
winter rates a.pprecm.bly reduces the extra cost of

* Binoe the war, as a result of Trade Union aotion, hours have been varied
inatead of wages,
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working in the winter, it will be profitable to take on
more business in the winter than it would otherwise
have beend When a small variation in rates can be'
eflective in transferring demand to an appreciable
extent, it may easily outweigh the deterrent effects of
variation on the supply of labour.CThe employer will
vary rates, because it increases his profitsy and it is
certainly desirable that he should do so, because, by
reducing the fluctuation of trade, it diminishes un-
employment,)

(There is indeed nothing to prevent the two systems
existing together for a considerable time. Some firms
may adopt one, some the other. So long as the wage-
paid by the “steady-wage” firms lies between the
“slack” and “busy” wages paid by the rest, in sucha
way as to make the terms offered for a long period of
employment about equally attractive, men will not
readily move from one to the other in order to snatch
a galn that they know to be fleeting:) In the long run,
it is true, one system is likely to prove better fitted to
the industry than the other, and it will slowly push the
other out. The victorious system will then appear as a
“custom of the industry”’.

The niore the extent and duration of a fluctuation in
trade can be foreseen, the more are its effects on wages
a matter of policy; Seasonal fluctuations can be very
clearly foreseen, but there are other kinds where some
foresight is possible, though it is much less definite and
reliable. In these cases the element of conscious policy
will be less important; more play is given to “natural”
economic forces. :

An example can be taken from those little temporary
slumps to which many industries (but particularly ex-
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port industries) are subject, as the result of harvest
variations or political disturbances. Suppose an in-
dustry finds one of its markets closed by a revolution.
The firms particularly specialised to that market will
find themselves faced with two alternatives (once the
- possibility of making for stock has been exhausted)—
either they must close down, or they must cut prices
and try and force their way into the markets of othef
firms. This second alternative will take time, and if the
disturbance is expected to be brief, it will not be worth
while. It is no use to go to the trouble of building up a
newconnection when your own market will soon be open
and you will then be exposed to retaliation by com-
petitors, Thus so long as a rapid end to the disturbance
is expected, the stricken firms will probably refrain
from cutting into the markets of their more prosperous
rivals.

Now the(prosperous firms,) although hot directly
suffering from the disturbance, will be(in a position to
take advantage of it by lowering wages: But it does hot
necessarily Yollow that they will do so. For the moment
they could get sufficient labour at a lower rate of wages ;]
but only for the moment. Once trade recovered they
would have to raise wages agaim/Employers in these
firms Yre therefore confronted with a choice:either
reduce wages and snatch this temporary advantage,
but with the compensating disadvantage of worsened
relations and a possible exodus of good workmen,
determined to seek better remuneration and security
even though they know circumstances to be unfavour-
able. Or on the other hand maintain wages, sacrifice a
temporary profit, but avaid these more lasting dangers.
The decision between these courses will depend in large
measure on the expected duration of the depression/
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The longer it is likely to Jast, the more advantageous
reduction becomes.?

The transition between this case and the next is
gradual.CWhen trade undergoes a permanent or pror
longed decline, owing to & change in the character of
demand, or to credit or currency deflation)) the firs}
instinct of employers is, as usual, to take the line of
least resistance and assume the decline to be temporary;
Wages may thus be maintained after unemployment
has set in. But with a continued depression, wa.ges
cannot be maintained indefinitely. Sooner or later
some employers will come round to a more pessimistic
view, and to the action which is prompted by pessi-
mism. Either some of those who have closed down wil
reopen at alower rate of wage§] or some of those wh
have remsined open will see an ad vantage to be gamed
on balance, by cutting rates. Once this has happened,
the rest may delay for a time, but cannot avoid coming -
into line in the end. For if they maintain wages, they
must either maintain prices and so lose trade, or cut
prices and so incur direct losses. Continued optimism
may lead them to do this for a while, but they cannot
go on indefinitely with limited resources.

{The wage policy of entrepreneurs in a period of.
depression is very la.rgely & question of clrculatmg
capital. Selling prices will fall steeply if production is
maintained; and therefore to continue to employ the
same number of men at the old wage-rates would in-
volve them in direct losses. If, instead of using their

1 It is to the days before the growth of Trads Unionism to which we have
to go for an inductive verification of these conclusions. It is thus intersating
to read in Thornton’s celebrated easay on ** Paper Oredit ¥ (1802): “A fall
{in price) arizsing from temporary distress will be attended probably with no
correspondent fall in the rate of wages; for the fallin price, and the distress,
will be understood to be temporary, and the rate of wagea, we know, is not so
variablo as the price of goods™ (lst ed., p. 82).
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capital to pay wages, they put it in a bank, it will yield
a positive profit, however small, and not a loss; con-
sequently, if wages aremaintained, there is an obvious
incentive to reduce the number of men employed.,) But
Gf & man is dismissed, it may mot be possible to re-
cover him again when he is wanted in the futurey and
thus, Gf the employer looks to the future, he may well
think it worth while to retain some of his men (those
whose services are specially useful to him) even if their
present employment involves him in lo And it
may be technically necessary to keep on some of the
others so that the men who are still employed should be
able to do some useful work; so that the losses of con-
tinued employment should be as small as possible.
Further[if he can afford to keep on those men whom
he does retain without cuttmg their wages, he has a
stronger claim on them in future; and the same reason
which prompts him to keep them employed, prompts
him to refrain from cutting their wages. But since his
total net returns on his capital (when fixed charges have
been met) are probably negative, he cannot maintain
this policy indefinitely. As time goes on, , present losses
pile up, and future profits become more and more
problematical. The advantages of maintaining wages
grow steadily less, and finally he cannot avoid a re-
ductiony

But since even at this stage the future advantages
of maintaining wages will not altogether have dis-
appeared, there will still be a check to the reduction
which is likely to be made. If employers looked
merely to the moment, they might cut wages to “sub-
sistence level’’; but it is fairly clear that the reductiona
made, even when employers are unhampered by Union
opposition, are generally far less drastic than this.
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In part, their moderation is simply the result of a
desire to maintain good relations; but when large cuts.
are being made—have to be made—this cannot count
for very much. There is also the possibility that some
workmen may possess reserves, or chances of taking
themselves off to other trades; so thathe supply of
efficient labour may be contracted if wages are cut too
far7 But these are surely not the main consideration.
If an employer cuts wages too far in a period of de-
pression, he will probably still get a sufficient supply of.
labour then; but the time may come when he is short
of labour, and then he will be shunned. He will get the
reputation of standing out for the last penny when he*
gets the chance ; and so, when he wants labour, he will
be unable to get it, because, although he offers good
wages for a time, he does not offer security)

CThis is a potent check on the cutting of wages, but/
it cannot prevent a fall of wages altogether, if the de-'
pression is serioug)At the very latest, a time must
come when particular firms are faced with a choice
between cutting wages and closing down altogether;
and then, so long as it is possible for them to get labour
at lower wages at that moment, they must choose that
alternative. As soon as some firms have cut wages,
they become thereby more serious competitors o the
rest; and, they hurry forward the date when the rest
must cut wages too, however much they desire to gain -
the advantages which would follow from keeping wages
steady.:

It is impossible to resist the conclusion that we have

* here a good deal of the explanation of that distinction
between “good” and “bad’’ employers which figures so
largely in lubour history.("Bad” employers, it appears
to the workman, are people who seize every chance of
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cutting rates; ‘““good” employers have not this bad
habit, and consequently maintain better relations)
But if the foregoing analysis is correct, the distinction
is not merely a question of character. If it was, it
would be a far less important matter than it is, for bad
employers would be much less of a danger to their
work-people. Their action would always tend to lead
to their own destruction. The distinction is to a very
large extent one of financial resources, and of judg-
ment; since naturally the pessimist will cut rates before
the optimist does so. And pessimists do not abolish
themselves by the foolishness of their actions; not in-
frequently they are right. ‘

If a labour market could be found which was}
genuinely in equilibrium, so that every employer could
go on employing the same men, and every man could
go on working for the same employer, without either
party having any incentive to make a change;nd if
then the employers’ opportunities of profitably em-
ploying labour were suddenly reduced, or the number
of labourers available suddenly increased, unemploy-|
ment would result) If the new conditions remained
unchanged indefinitely, then, under competitive con-
ditions, this unemployment must lead to a fall in wages,
going on until the excess of labour was absorbed. But
these artificial conditions, although they may serve as
& convenient model for analysis, are not a descrip-
tion of what really happens. Even in a stationary
trade, when there 1s no appreciable change in the
general activity of business or in the supply of labour,
the position is not sufficiently near to theoretical
equilibrium for unemployment to disappear. Men
grow older, and their efficiency changes. Luck (or
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what is very nearly luck) brings about continual
changes in the activity of different firms. But the
reserve of labour produced by these minor changes can
stay practically unchanged without its having any
tendency to depress wages. At the worst it offers
opportunities for foolish employers to snatch transitory
gains at the expense of ultimate loss—it induces an
element of instability. _

Against this factor of instability to the detriment of
the labourer must be set an element of rigidity due to
the desire of employers to maintain good relations and
safeguard the future. If the presence of normal un-
_employment has some tendency to make the labourer’s
"position less secure than it would appear to be on the
basis of pure equilibrium theory, his wages are Likely
to suffer less from the presence of abnormal unemploy-
ment than a hasty application of pure theory wounld
lead us to expect. A sensible employer will not reduce
wages until he is convinced that men at least as
efficient as those he is employing will come, and will
continue to come for an appreciable time, at lower
rates. And it is likely to take a considerable amount of
unemployment before be can be sure of this. . :

Whether this rigidity atones for the first instability,
or whether it is another evil superimposed on the first,
is a matter on which the reader will be able to form an
opinion from his study of later chapters.



CHAPTER IV
THE WORKING OF COMPETITION

I

LIt has become clear that the effect of unemployment
on wages can only be explained if we allow very fully
for two general circumstances which do not receive
much attention in equilibrium theory-{the time and
trouble required in making economic adjustments, and
the fact of foresighf) Even in equilibrium theory the
importance of these things is not quite negligible; but
theixfsignificance is immensely’ynhanced fwhen we come
to 'deal with “‘economic dynamic$j—the theory of
change. It is by considering them that dynamic
analysis can best begin, to whatever part of the
economid field that dynamic analysis is to be applied.
Naturally they are the most convenient means of
approach to the dynamic enquiry which is necessary to
complement an equilibrium theory of wages. )

CTtig true tha.bﬂgn equilibrium theory the importance
of the facts that(workmen cannot move from one em-
ployment to another without cost and trouble, and that
similar costs are imposed.on entrepreneurs when they
change their methods of organisation, is not altogether
negligible.) Such (costs of transference influence the

r conditions of equilibriumy for an entrepreneur, or.in-
deed any individual, may sometimes be satisfied with a
particular system of production or particular contracts,
-even if there is another system which he would prefer

if he could move to that other system without costs.
' 58
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But if the advantage in “income” which he would gain
on that other system is less (when capitalised at the
current rate of interest) than the cost of getting to that
new position, he will not move there.

However, in the majority of those cases with which
we are.concerned, costs of transference are not great
enough for the interest on them to be a quantity of out-

tanding importance in. determining the conditions of

quilibrium. (And sometimes, a8 we have seen in the
case of technical change by entrepreneurs, these costs
can be Teduced very appreciably by selecting a favour- -
able moment for the change.)” So long as the cost can
be spread over an indefinite period,'it very frequently
becomes negligibley '

. TWhen a market is not in equilibrium, costs of trans-
ference cannot be spread over an indefinite period.
'Even if it is certain that the change will be & change for
the better, it is not certain (and indeed it is highly im-
ptobable) that the new position will long continue to
be the best attainablej It would be highly imprudent
to change unless the cost of changing would be covered
by the gain within quite a brief periodl. Costs of change,
therefore, become a vastly more important influence on
action that they would be under conditions of station-
ary equilibriumo '
, The increased importance of foresight is more

jobvious} Elementary economic analysis, which cul-
minates in the determination of the conditions of
equilibrium, assumes, when it does deal with change,
that the change has not been foreseen, but that, when
it takes place, everyone can count on the new con-
ditions being maintained. Such an assumption natur-’
ally leads to paradoxes. In fact, everyone does foresee
changes to some extent, and the eflects of a change
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differ, according as it is expected to continue or not.
Suppose an entrepreneur receives & sudden increage in
orders.’ This may mean any one of four things: (1) It
may mean merely that ordinary orders have been
brought forward, so that the excepfionally great de-
mand of today will be matched by an exceptionally
low demand at some future date; (2) it may be a special
demand for some special non-recurring purpose, $o that
after it has been met demand will return to normal;
(3) it may be an indication that demand will hence-
forth settle down to a new and higher level; (4) it may
be the beginning of an expansion, o that demand will
not only maintain the new level, but rise above it. It
may mean any one of these four things, and it will be
met in a profoundly different manner according as it is
interpreted to mean one or another of them.

Further, the effects of today’s actions are not ended
today; and action is always liable to be influenced by
the remoter consequences which are expected to flow
from it. But the importance attached to these remoter
consequences depends on what the situation is expected
to be in which they materialise; and thus any action
depends on all the consequences which are expected to
flow from it, ahd also on general expectations of the
relevant future. Neither can be foreseen perfectly; but -
both can be foreseen to some extent, and both must be
allowed for.

11

When the economists of the late nineteenth century
wished to coficentrate their attention on the imper-
fections of the labour market caused by costs of move- [
ment, they usually contented themselves with the
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analysis of one special case, where costs of movement
are sufficient to shut out competition over a consider-
able range.* In normal circumstances, wages are de-
termined by competition on both sides; if labourers
compete for jobs, employers at the same time compete
lfor labourers. But where there is only one employer
,whom a particular labourer can work for, save at great

o sacrifice and expense of trausference, and where there
1s only one man, or one set of men, whom that employer
tan secure to work for him, it is perfectly evident that
there is a possibility of great indeterminateness in the
wages paid;) The lowest wage which can be paid is the
wage which will just not induce the labourer to go
elsewhere; the highest is the wage which will just not
induce the employer to do without him. Where costs
of movement are considerable, the difference between
this maximum and minimum may be large; and since it
may be thought that employers are likely to be the
better bargainers (that is to say, employers are more
likely to be able to guess the workman’s minimum than
workmen to guess the employer’s maximumy}, the wage
actually paid is more likely to be near the lower end of
the “range of indeterminateness” than near the higher:}
This is all very well; but as an argument to be used

in serious analysis of the labour market it is presented
far too much ¢n vacwo. What are the circumstances to
which it is meant to be applied? If to stationary

——

1 For a discussion of the history of this argument, this particular kind
of ** indoterninatencas”, see W. H, Hutt, The Theory of Collective Bargaining.
Profossor Hutt is sometimes rather hard on the authors he critivisea.

1 Stated in this way, the argumant does not noed any great theoretical
refincment, It unly becomes interesting as an exercise in pure theory
when aoccount is taken of wariations in the amount of “work the labourer '
mny be willing tu do st different lovels uf wages. But although the intricacy
of the argument may easily be increased in this way, its significance is not
appreciably chunged.
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. equilibrium, it is formally valid; but if we are dealing
with stationary equilibrium, the costs of movement
can be spread over so long & period of time that, in the
majority of cases, the “range of indeterminateness”
becomes very narrow. If we are not dealing with
stationary equilibrium (and it is hard to believe that
the importance attached to costs of movement by many
of those who have used this argument does not arise
from an appreciation of the much greater importance
of these costs in a changing world), then we must allow,
not simply for the costs themselves, but for the fact of
change, and for the anticipation of change. When we
make this allowance, the picture changes appreciably.

It is true that there do take place a certain number
of labour contracts (generally contracts of personal
service) where a particular job of a practically unique
character has to be done. The particular job will not
recur again, or, if it does recur again, it will only do so
after a considerable interval of time, and perhaps at
a very different place. It is impossible to get labour
which is specialised to such work as this, and the man
who desires to become an employer must take such
labour as is available, often from & very narrow circle.
The difference between the lowest terms on which
some available labourer will do the work and the high-
est terms which the employer will consent to pay may
often be very considerable. Unquestionably there is
here a “range of indeterminateness”. But no one would
expect any important conclusions about such cases
from a theory of wages.! ,

¥ Of course it is impoasible to base a defence of tage control on the sort
of indeterminatoness which arises here. Where neither employer noremployee '
in specialised, there ia no reason why “bargaining advantage’ should be
on one side rathor than on the other. Further, where jobs are not generally
repestod, control, which must relate to future contracts, is evidently im-
possible. N
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(Where contracts are not repeated, no foresight on
the part of either party can have any influence on the
terms of the contract) Indeterminateness is rife; but
the case, from our point of view, is supremely un-
interesting and unimportantiIt is only when a trade
is continuous, when bargains of the same kind are
being continually struck, that the major problems of
wage determination arise)) It is only at this point that
economic analysis can really get to grips with the
matter.CAnd it is at this point that foresight begins to
be importantJ

wThe repeated contracts of a continuous labour
market can conveniently be divided into two classes:

* (1) Those in which a labourer normally expects to be
re-engaged by the same employer when hisfirst contract
has expired ; (2) those in which he does not. The second
class is evidently that of casual labour in the widest
sense. In both of these foresight is important, though
it is more important in the first class—'‘reguldr” em-
ployment.

N If we could conceive a “casual” market in which
employers were generally specialised to a particular
trade or branch of production, but their labourers were
altogether unspecialised, in the sense that, having
completed their service with one of these employers,
they passed on out of the trade altogether; and if, at
the same time, those who had passed through held
little or no communication with those who were to
follow after; then these employers would not bave to
look to the future at all, and provided it was not easy
for men to go about hawking their services to different
employers, costs of movement and the time taken being
too great, each employer could beat down each man to
the very lowest level that man would take. (Wages
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would be fixed at “subsistence level” because of the

“bargaining power” of the employe_rg The traditional

“indeterminateness” analysis would fit perfcctly But
there is no need to enlarge upon the absurdity and
improbability of these conditions. (It is practically i im-
possible to conceive of employers beginning to exert
a fairly regular and continuous demand for labour,
without some labourers very soon becoming specialised
to some extent to the performance of the service re-
quired. |

/The opposite case to this is a much more real one.
There are certain services (those of porters, for in-
stance)’ for which there is a fairly regular demand, but
a demand which does not come continuously from the
same people. The demand is regular enough for it to be
worth while for people to become specialised to that
occupation, but nevertheless they work for a particular,
employer for a very short space of time; they can never|
count on seeing him again, and he never has to reckon '
on seeing a particular workman, or an associate of that
particular workman again.

L The conditions under which such labour is sold are |
very similar to those of retail trade. In an undeveloped
community, where opportunities for the profitable em-
ployment of time are strictly limited, it may be worth
while for a seller (of labour or of goods) to spend some
time “higgling and bargaining” to get as good a price
a3 he can. If this procedure is followed, the terms are
almost as indeterminate as with the isolated bargain.
But as economic activity increases, haggling over small,
sums becomes & more and more uneconomic way of’
spending time. Both in the retail market and in the
'abour market its use diminishes.;It becomes more

} Some professional services do not depart very far from this type.
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convenient for the seller to fix a definite rate and to
stand by it.

The labour market has developed in this direction
1to a much less extent than the retail commodity mar-
iket. The reason for this backwardness is probably to be

found in the fact that the continual change of em-
ployers makes it impossible for each man to be con-
tinuously at work. The retail shopkeeper often has
a second customer waiting to be served, when his
business with the first is finished; but the retail seller
of labour expects to spend an interval, of minutes or of
hours, between his jobs; and he will often be willing to
spend part of his time trying to better the terms he gets.
J The influence of “bargaining advantages” in this
( market is all on the side of the wage-earners. They can,
.and undoubtedly do, demand higher wages from em-
‘ployers who appear to be more wealthy; to this extent
they act as discriminating monopolists. Their mono-
poly arises because they know the market better than
their employers do; because their employers generally
cannot spare the time to seek another source of supply;
and because direct undercutting, by other workmen
offering themselves at lower terms, is hindered by its
probably unpleasant personal consequences\

But although this market is one of the fost imper-
fect with which we have to deal, demand and supply
do influence wages even here, in however halting and
irregular a fashion. (An increase in demand will raise
wages; for the workmen, finding that their more
ambitious suggestions are accepted with greater alac-
rity than before, are likely to advance their claims.>A
diminution in supply has the same effect, for it will be
felt as an increase in demand by each individual work-

inan.. Wages, however, will fall less easily than they
5
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rise. An abnormal surplus of supply over demand will
be felt as an increase in unemployment. Each man gets 1
fewer jobs; and earnings fall, while wages per job may
be less easily affected. Nevertheless, some effect on
wages per job there will probably be; some potentiajf
employers are being excluded by the high rates de
manded ; those wage-earners who are more moderate in
their claims find that they get more employment;
slowly, very slowly perhaps, the news will spread
" that moderation is a more paying policy; and com-
petition does its work.

No one will pretend that the working of such a
market is a pleasing spectacle from any point of view,
social or economic; yet it ig significant that in this
market, the most imperfect with which we have to
deal, the danger (once it is given that men will come to
this sort of work) is not that they will be exploited by
low wages, but that by refusing to reduce the wages

they will accept, when a reduction is called for, they -

will cause themselves to suffer unnecessary unemploy-
ment.

I11

. We pass now to the case of the casual market proper,
which is distinguished from these last by the fact that
both employers and employed are continuously at-
tached to the trade. But though the demand of these
employers is continuous, in the sense that practically
every day each employer has some men working for
him, it is not regular, since the number of men he em-
ploys fluctuates incessantlyy A large proportion of the

_ labourers, therefore, cannot count with any assurance
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at all on being taken on again by the same employer
when their period of contract has expired.!

We have already seen that the unemployment,
which is inevitably a serious matter in such a market,
may be a “normal” unemployment, perfectly consisj
tent with stationary wagegy; For although each firm'’
demand for labour fluctuates continually, a change in
wage-rates would affect, not the present, but the
future supply of labours) So long as each firm expects
to want labour, on the average, as much in the future
a8 it has done in the immediate past, it would be
obvious folly to change the rates it pays.

/By its very nature, a casual labour market is aj
highly competitive market. Since men do habitually' .
move from one establishment to another, the costs of
movement can be no obstacle to mobility.

This intense competitiveness, combined with the de-
ferred action of wage-changes on the supply of labour,
must make for stability in wage-rate§) Wages cannot
be aflected by the day-to-day variations of the market;
and they are likely to resist even more serious fluctu-
" ations to some extent._For if the activity of trade in-
creases, and a firm finds it difficult to get labour, it may
well postpone raising wages as long as possibled It
knows that the higher wages cannot in any case exert
their full eflect in attracting labour to it for a little
while, and by that time the end of the pressure may be

! Tho precise boundary-line between “‘casusl” and “regular” trades is
of eourse impossible to define strictly. In every trade a certain number of
mun leave their employers at the end of every contract period (day, week,
month, eto.). The “‘casual coefficlent™ of & trade could be defined as the
proportion which the average number of men leaving employers at the end
of & week bears to the total number employed in the trade during that week.
1t ia itpoasible tu suy how these cveflicients would be distributed among
different trades; there may bo a rogular progression from the most casual

to the most reguinr. But it is only necessary to examine the extreme cases,
The reader will have little difliculty in deducing the working of those between,
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in sight. It knows, too, that its action js likely to com-
pel similar action on the part of its competitors, and
that this will follow so quickly that the efficacy of the
rise in drawing labour from them will be seriously
diminished. \The principal hope is to draw labour from.
outside the industry, or from another area, but then
much of what can be hoped from this quarter may very
. well be secured simply by the prospect of more assured
employment (which follows in any case from the ac-
tivity of trade) without a rise in wages.Mt may be only
when this source dries up that firms will be forced to
raise wages, with the object, at bottom, of compelling
their weaker competitors to relax their demands on the
labour market.J

[A similar (though possibly less prolonged) lag is
probable when demand falls off. A firm will not lower
wages until it feels sure that it can get at a lower rate
all the labour it expects to require for a considerable
period in the futurg) This fmplies, not only that the
firm in question expects & period of quiet trade, but
-that it can rely on its competitors’ demands also being
lower than they have been in the past. If it lowers wages
before this, it will have to reckon on the likelihood
of its low-wage policy picking out the least efficient
men in the market, who will know that they have a
better chance of employment with the low-wage firm
than with its competitors. So long as any attention ia
paid to the quality of labour (and even in the lowest
grade of casual market some rudimentary selection is
usually practised’) this is.a risk which will not easily be
invited.

{But although wage-rates, even in casual trades, are
capable of resisting for a little while an abnormal ex-

1 Boveridgb. Unemployment, pp. 83, 88.
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cess of supply over demand, they probably do fall
more easily than they rise. This is mainty due to the
familiar fact that while it is very easy to become a
casual labourer, it is much more difficult to stop being
one,)The gate into casual employment stands wide
open, and can always be entered by the unemployed of
other trades. The way out is much harder{ The casual
labourer has often acquired habits which diminish his
usefulness to the employer of regular labour; he is
usually unlikely to have acquired savings which enable
him to move into localities of developing industry.
Thus, although a considerably increased demand for
casual labour must raise wages, the effect may well be
belated, and possibly small}

Iv

["Regular” trades—those in which & man does not
frequently change his employer—are regular because
for them there is an cconomy in regularity. This
economy must be found in the fact that experience in
working for a particular employer makes a man more
useful to that employer; he gets to understand the
particular sort of work his employer needs, and also
the personal idiosyncrasies of his employer (or, in a
large works, the manager or foreman under whom he
works directly). Simply because a2 man has worked
for a time with a particular employer, he becomes

* ¥ If other industrios share to a wide extent in the activity of the oasual
in lustry. the delay may be much reduced. General unemployment is low;
the rescrves which can be drawn into the industry are much harder to find;
even an exadua out nf the industry is not impassible, since in times of boom
empluyers are less particnlar whom they employ. snd the ex-casual laboorer
may find it more paszible to get & footing eisewhere. Some deisy in raising

wages thare may be still: but it will not be more marked than the delay in
reducing wages when trado falls off.
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more ugeful to that employer than another man would
be, even a man whose initial qualifications were just
a8 good, so that, if neither had been engaged before,
it would be indifferent to the employer which he took})
This special advantage of maintaining the same men
in the same business is, of course, most marked in
the higher, more responsible, and more skilled grades
of labour; but it is not altogether negligible even in
lower grades.

If “regularity” is associated with, and is largely
due to, an advantage which accrues to employers if
they can maintain the same men in their employment,
it also brings about & similar advantage to workmen
if they can continue to work for the same employerl
If a workman is to continue long in the same employ-
ment, he will find it convenient to live near his work,
and once he has come to live in a place specially chosen
80 as to be near some particular employer, he is likely
to incur quite significant costs if he moves.COn both
sides, therefore, there is an economy in maintaining
the mutual relationship; and this economy appears
to reintroduce into the most regular and settled trades
those elements which we saw to make for indeter-
minateness in the isolated bargain2 ‘

“But this “indeterminateness”, instead of making
the determination of wages baphazard, has precisely
the opposite eflect. It greatly enhances the stability,
or “rigidity”’, of wage-rates_ If an employer’s need for
a particular labourer falls, he is the more chary of
reducing his wages, because he would be unable to
carry out a threat of replacing this man by another
without considerable inconvenience. df a workman
hears that he could get better wages elsewhere, he is
the less likely to use this opportunity as a lever to
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demand higher wages from his employer, because he
knows that he cannot take action to back his claim
without considerable trouble and expense.[Once,
therefore, a wage is established, it is likely to stand up
to minor fluctuations of demand and supply; it is only
when the pressure passes a certain point that wages
will be alteredny

C It is convenient to analyse the working of a regular
labour market by \faking the case of a rise in the
demand for a particular class of labour, and examining
in detail its probable effect on wages. (The contrary
case of & fall has already been discussed in the pre-
vious chapter, and so needs less attention here.)
Suppose the demand for the product of that labour
to increase; the new demand is likely to be con-
centrated at first on a limited number of firms, who
find more orders coming in. Now the action of these
firms will depend on their expectations, whether they
expect the change to be temporary or permanent. If
an entrepreneur interprets an increase in orders to
mean that ordinary orders have been anticipated, he
will make no serious attempt to speed up production
to meet the new demand. A short oscillation may thus
have no effect on the demand for labour. If he inter-
prets it as an additional demand, but an addition
which he does not expect to last long, he will probably |
work overtime, or, if this is not enough, he will passon -
some of the orders to other firms, either directly, or
indirectly, by raising prices. In some cases, of course,

- he will take on extra labour, but since he requires it
only temporarily, he will not trouble much about its
quality, but will take any unemployed man who will
come, and who is more or less fitted for the workJ
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It is probably the case that any increase in deman
will be met at first in one or more of these ways.
assume that a change is temporary involves less ad-
justment than to assume that it is permanent. These
" are the lines of least resistance[But if the increase
continues, these methods will usually be abandoned.
Overtime is expensive; no one likes to lose trade which
could have been secured; to use labour of inferior
quality is often expensive too. Once an employer looks
for a continuance of good times, he will normally
reorganise his works, and expand his demand for
labour of normal quality, which is what matters.

This reorganisation itself may take time. If the
firm has been working at full capacity, an expansion
may involve building operations or the installation
of new machinery. ‘We have to reckon with a probable
delay between an employer’s decision to expand his
works, and the increase in labour force which follows
from it.

Now whether this increase in labour force involves
a rise in wages depends, not on the circumstances of the
particular firm, but on those of the whole industry, er
at least so much of the industry as is within fairly easy
reach of the expanding firm.¥Particular firms may
expand even when the whole industry is in a stationary
condition, but their expansion need not force up wages
if they merely absorb those men who have been
thrown out by others. Probably the normal process
is for an expanding firm to seek labour through the
usual channels, telling foremen to tell their friends,
and such haphazard methods, by advertisement, or
(nowadays) through Labour Exchanges. At first it
will not be difficult to get men of reasonably good
quality,/but after a time the supply at the old rates
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will dry up. At this point the expanding firm may
take the initiative in offering higher rates, but more
probably applicants for work, realising the parket
i8 now getting tight, will demand higher rates) \?}Eeed
the applicants may very well prove to be men who
already have a job, hut are willing to move if it is made
worth their while.”In one or other of these ways the
wages paid by an expanding firm must ultimately rise.
C The next stage is for the rise to be diffused through-
out the mdustry] The attraction of high rates will
set in motion a gradual flow of labour from less active
. to more active centres of trade. But before a man moves
to seek work on the better terms offered elsewhere, it
is reasonable for him to try and get better terms with-
out moving. (His first step will be to demand a rise
in wages from his present employer\
¢ If that present employer is also doing well, the rise
i8 very likely to be conceded.’ A time of active trade is
the last moment when he wants to lose good workmen.
But once the adventurous, who have really considered
moving, have been given the increase, it must generally
be extended to other workers in their grade.yFor al-
though an employer may guess that some of his men
are not in a position to carry out a threat of moving, he
will hardly be able to examine their cases in detail and
distinguish between them. Murther, such discrimin-
ation would lead to extremely bad feeling. The “‘un-
fairness” would almost certainly diminish the efficiency
of those men who were left out.

Thus, once one or two firms have found it necessary
to raise wages, the rest of those who are in a prosperous
condition must follow./But what of those firms who
have not shared in the general prosperity? They will

. presumably refuse to raise wages, or will try to make
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the rise as small as possible) This involves losing some
of their men, who can only be replaced, if at all, by
others less efficient. Here there will be a real move:
ment of labour, due, of course, to a real shifting of de-
mand from one set of firms to the other;Xf'he less
prosperous firms will be faced with smaller profits if
they raise wages—with lesd efficient labour, and so
again smaller profits, if they do not raise wages. In any
tase their position becomes progressively unfavourable.

A

Since the general rise in wages depends upon the
action of workmen, on their moving from one employer
to another, or on their consideration of the possibility
of such movement,dit is easy to see that the trans-
mission of an increase must be a slow process: Indeed,
it is so slow that it is not by any means confined to
periods of spectacular development of the demand for
labour in particular trades or areas, but is going on all
the time{There can be little question that this slow-
ness is largely responsible for those local differences in
wages which present e picture of such bewildering com-
plexity in many trades.]

~Even in a position of equilibrium, some local difler-
ences indeed would probably persista Some are due to
diflerences in the cost of lividl, some to the indirect
attractions of living in certain localities, some are
simply due to differences in efficiehcy. The conditions
of equilibrium postulate no more than that the Inet
advantages” of employment in different places must
be equal for labour of equal efficiency.

It is extraordinarily difficult, when examining
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actual statistics of wage-rates, Mo disentangle the
effects of differences in “other advantages” from the
effects of immobility. Yet sometimes it can be done.
The way in which agricultural labourers’ wages used to
be “zoned” round a developing manufacturing centre
in the early days of the Industrial Revolution has been
worked out by Dr. Redford. This is exactly what we
should expect under conditions of incomplete mobility.
“In Lancashire it had been observed, so early as 1794,
that the rate of agricultural wages was in inverse
proportion to the distance from the manufacturing
centres. At Chorley & ¢ommon labourer got 3s. a day
with-ale; at Euxton 2s. or 2s. 6d.; at Eccleston 1s. 6d.
or 2s.; whilst at Mawdsley and Bispham labourers
could be got, even in harvest time, for 1s. 2d. or
1s. 447
The same tendency can be traced, though rather
less clearly, in the apparently bewildering confusion
“of varying local rates which marked the building trades
before the war.® London rates were higher than the
rates anywhere else in England, and although this is
partly accounted for by the high cost of living, that is
certainly not the whole explanation. For the regular
influx of building-trade workers into London is a well-
known phenomenon. It is an ancient custom of the
Londen builders to train relatively few apprentices, and
to rely on the influx to keep up their supplies of skilled
labour.® -

Throughout the country there was to be noticed a
lLigh degree of correlation between the number of men

! Redford, Labowr M igration sn Englond, p. 59,

1 Of course these were Trade Union rates, ao that the elements of Trade
Union atreugth and Trade Union policy cannot be neglected.

¥ Duarle, Unamployment in the London Building Trades (1008), p. 104,
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employed in a district and the level of wage-rates there.
Where much building was going on, many workmen
were required, and wages were high.

These two examples will suffice to illustrate a very
obvious and simple thmgfi'he movement of labour¥ .
from place to place is insufficient to iron out local
differences in wages. But the movement does occur,
and recent researches are indicating more and more
clearly that differences in net economic advantages,
chiefly differences in wages, are the main causes of
migration. The labour market is not a perfect market;
the equalising forces do not act quickly and easily, but
nevertheless they do acty] '

I Just a8 wages within a single trade are subject to
the equalising force of movement in search of better-
ment, so are wages throughout a nation. Even within
a trade, the equalisation is not completely effective;
between trades it is much less effective) For between
trades the obstacles to movement are much greater;
and also the probability that differences in wages
correspond to differences in ability is much more
serious] Wages may rise very high in one occupation
because of large demand for the kind of service there
given; and they may remain high indefinitely, because
the number of people with natural aptitudes for that
kind of work is limited.]The earnings of doctors are
higher than those of postmen, largely because of the
long training which is required of doctors and which
comparatively few people can afford; but probably
also because comparatively few postmen would make
good doctors even if the costs of training were removed.

And so we cannot expect that the movement of
labour between trades will be very effective in equal-
ising wages, or even in equalising the net advantages of
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different occupations.CEven if movement was easy, it
would not iron out all the differences. As it is, move-
ment is far from easy;
C The supply of labour can adjust itself to exceptional
differences in wages between trades in two ways: by an
dactual transfer of adult workers, or by a deflection of
the supply of juveniles] Every year a certain number
of the people working in each industry pass out of em-
ployment on account of old age and death; and in a
normal industry their places are taken by juveniles
fresh from school. {The least wasteful way to meet a
shift in demand from one industry to another is to cut
off the supply of juveniles to the first industry and
direct it to the second.HAny other way involves a
sacrifice of acquired skill and experiencey
[ But although this is the least wasteful way, it does
not follow that it will naturally be adopted unless
special encouragement is given to it.JYoung people
£ntering industry are probably less influenced by wage-
rates than adults are. A kind of work which is attrac-
Yive and easily accessible from their homes may easily
get recruits even if the wages it offers are relatively low.
Even the question of wages itself does not always pre-
-gent itself to them in a form which corresponds closely
with the true demand. A trade may require labour
badly and so promise high rates—ultimately; but if it
is a skilled trade, it will not offer them at once. A boy
, may easily prefer a less skilled “blind-alley” occupation
which promises relatively high rates in early years
slthough the ultimate prospects are far inferior.
“Actually, although in normal times the deflection
of juveniles is probably the principal way of adjust-
ment, there can be little doubt that the supply of
labour to different trades is adjusted to a very con-
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siderable extent by a transfer of adult workers. In the
case of the less skilled trades, where the period required
.for a new man to work up to full efficiency is short, such
transference is fairly easy. And these are, after all, the
great majority.

["Again, some of the more skilled trades fall into
groups. Within such a group the trades are distinct,
but the kinds of skill they require have much in com-
mon, If a man moves from one to another of these
trades, he forfeits some elements of his special acquired
skill, but other elements he can still put to useful pur-
posej He is in a favourable position to learn the new
trade more quickly than other men would do. If a
censiderable divergence between the wages paid in
different trades, which are allied in this way, were to
develop, movement would undoubtedly take place to
some extent. Thirdly, transference from a skilled to
a less skilled trade is always possible. In one sense,
indeed, this sort of transference is always happening,
and is a regular, if unfortunate, characteristic of the
labour market. A certain proportion of the men who
have been trained for a skilled trade usually prove un-
suited for it. They find it difficult to earn standard
rates, and drift into intermittent unemployment.
Sooner or later they see that they would do better by
flying lower, and they go over to some less skilled
occupation, where they have a better chance of regular
employment.

But this sifting-down of the failures has little re- |
lation to the forces determining standard rates. How-
ever, when a skilled trade undergoes a permanent or
long-continued decline, the road does stand open for
men of normal efficiency to move into less skilled, but
more urgently needed, occupations.
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{_In all these ways, then, there is in a free market;
some considerable degree of mobility between trades
And since there is mobility, we shall expect to find (to
a lesser degree, no doubt) the same sort of relation be-
tween rates as we found within an industry. Qf wages
rise in one industry, the possibility of movement to-
wards it will usually exist; And this possibility, hardly
realised, perhaps, but vaguely present, will set on foot
demands for a rise in wages elsewhere. If other indus-
tries are sharing in the prosperity of the first, they will
concede the rise. If not, they will refuse it, and there-
fore tacitly assent to a beginning of the transference of
labourny’

Activity in one trade often leads to activity in
others. All industries share to some extent in times of
good trade, and all alike suffer from bad. Thus while
wages may rise in one trade from causes peculiar to it
alone, this is not often the case; and similarly for a fall.
If the possibility of movement sets on foot demands
for a rise in wages, the fact of simultaneous activity
often makes it possible for the demands to be granted.
If the fact of simultaneous depression sets on foot
demands for reduction, the possibility of movement
towards that trade makes it more necessary that the
demands should be conceded.

CPotential mobility is the ultimate sanction for the.
interrelation of wage-rates. But it is a sanction that
need not be continually used.'If, when movement is
possible, wages do not move together, the sanction will,
slowly and ponderously indeed, begin to operatf,j But
it is improbable that the sanction is always in the minds
of those who are actually concerned with changing
rates. That certain rates move together—or, at least,
that the change of one gives a prima facie case
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for a change in the other--becomes a matter of
custom.

“Before the war the economic changes to which
wages had to be adjusted were gradual. Rates of
wages, therefore, had a high degree of stability, and
the relations between wages in allied or neighbouring
occupations were equally stable.) Wages, it may fairly
be said, constituted a system, since there were well-
understood. rates for most occupations; the relations
between these were stable and generally accepted,
and a change in any one rate would prompt demands
for a change in other rates.””* This is just what we
should expect.

The “system” was not by any means simply a
product of Trade Unionism. Even in a perfectly free
market wages must work in something like this way.

r Demands for a rise in wages come, in the first place,
because a rise appears to be “fair”. And the principal
motive in an employer’s mind when he concedes
such a rise may be a desire that his wage-policy should
not appear to be an “unfair’”’ ong¢) The same argument
which is used by the workmen to support their claims[
for a rise is used by employers to justify a reduction.

But although this appears to be the motive for
a very large proportion of wage-changes, it is not
their real reason[These rules of fairness and justice
are simply rough-and-ready guides whereby the
‘working of supply and demand is anticipated. That
they are not perfect guides is shown by the fact that
they are so often broken} If an employer is not doing
well, his men may indeed demonstrate to him that a
rise would be “fair”, but he will nevertheless refuse
it, and compel them to have recourse to their further

1 Clay, Problem of Indusirial Relalions, p. T4.
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sanction—to leave him[{f an employer wishes to
expand his business, he will have to pay higher wages
in the end, however much ke may grumble that the
rige is “unfair’’{ It is only in an equilibrium market,
or in a market so nearly in equilibrium, that its
changes can leave wages unaffected, that perfect
“fairness” of wages can always be preserved. Any
change, even those most desirable changes of a pro-
gressive community, lgust always create a certain
amount of “unfairness”

VI

1f an employer refuses a demand for a rise in wages
made on the ground of fairness, because he does not
consider that it would be profitable to go on employing
the workman in question at the higher wage, then,
although his conduct may be grumbled at, it is not
susceptible of valid economic criticism.? It is perfectly
open to the workman to leave him; 4f he does not
do so, the presumption is that costs of movement
{which may be quite personal to the workman himself)
prevent transference to the place of expanding employ-
ment. Thus if employers are in any way compelled
to give way to claims of this kind, the result must be,
at the best, that the man dismissed can only regain
employment at a net sacrifice? But although this

1 We shall aes later on that much of Trade Union policy is simply an
yAttempt to carry these principles of “fairness” further than they will go in
an unregulated market, :

1 (Y. Pigou, Economics of Welfore, 2nd ed., pp. 522-527. The term “fair
wagea” is used above in & much looser sense than Professor Pigou's. His
precise definition is devised with the object of defining an *“‘optimum™ dis-
tribution of labour, but ainoe this is not our present concern, it seems better
to preserva the wider connotation given to the term in actual practice,

Professor Pigou's approval of “interference to raise unfair wages”, when
the unfairness is due to ignoranoce, is irrelsvant to our hypothesie. :

6



B2 THE THEORY OF WAGES OH.

means that a certain amount of “unfairness” is a
necessary concomitant of economic change, this is
not to say that it i8 impossible for “unfairness’ to
arise which has less excuse. It is conceivable that an
employer, faced with claims for a rise on the ground
of fairness, might refuse, not because he could not
grant the rise without dismissals, but because he
believed that he could retain a considerable number
of men without raising wages, and the gain to him
from the low wages paid to these men would exceed
the loss he would incur from the contraction in employ-
ment.{ In fact, he might prefer to act as a monopohst
with respect to the labour he employs, and “‘exploit”
that labour?

This is a real possibility which we cannot afford
to neglect. But in estimating its importance there are
two things which must be borne in mind.

1C Exploitation is just as probable, if not more
probable, in better-paid as in worse-paid tradeg It
is, in fact, extremely improbable that exploitation hag
much to do with the grosser scandals of the labour
market. The extreme cases of poverty and low earnings
have usually arisen, not in regular trades, where the
peril of exploitation is admittedly present, but in those
trades which we have classified as casual, in the widest
sense. But in casual trades, competition is generally
quite sufficiently intense to prevent any possibility of
exploitation.[Casual labour, is often badly paid, not
becanse it gets less than it is worth, but because it 1:]
worth so appallingly littlé]

2. ['The losg of labour, which an exploiter must face,
will not usually be a single disaster, over and done
with as soon as the first loss is ove‘lj That first loss

' 1 Pigou, Economics of Welfare, 2ud.ed., pp. 527-5314.
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may indeed be quite small, so that his initial position
may be distinctly favourable. ‘But the loss will go on.
The circumstances in which men live are continually
changing, and everyone finds it easier to move at
some times than others. Opportunities for movement

N?'il come to others of his men, and slowly his original
abour force will contract. The places of these men
can only be filled, if at all, by others less efficient, for,
unless he is very lucky, these are all he will get at
the wages he is offering. Besides this direct movement,
there is the normal wastage of labour. Men grow old
or leave him for other reasons than the wages offered.
These again he will be umable to replace.

/A point must come when the decline in the effi-
cieney of his business outweighs the advantages gained
from ‘Yxploitation. And When this time arrives, it
may be too late to save the situation by a change in

.policy}

Anticipation of this course of events must usually
be sufficient to deter employers from any considerable
use of the power to exploit which undoubtedly lies
in their hands on occasion. It may sometimes even be
sufficient to deter them from a quite temporary ex-
ploitation, which they expect to abandon after a short
while. Forivhen a man thinks of changing his emplay-
ment, he looks, not only at the wages he is to receive
at the moment, but at his prospectsy And he judges
his prospects on what has happened in the past.

[_The possibility of exploitation thus depends on
two things:on the ease with which men can move, and

n the extent to which they and their employers con-

ider the future, or look only to the moment.. The
more difficult men find it to change their employment,
and the less experience they possess on which to fore-
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ast the future, the more opportunity for exploitation
here will be) Thus in earlier ages, when communica-
tion was bad, and when repressive enactments re-
strained the mobility of labour, the possibilities of
exploitation were considerable; and the same is doubt-
less true of some of the more backward countries of
the modern world. But communications have gener-
ally improved with the rise of industrialism; and direct
legal impediments to mobility are so obvious a hin-
drance to the growth of wealth that they have gener-
ally disappeared—within national areas. In the first
stages of industrialisation, improved mobility may
conceivably have been offset by lack of experiencef
of the conditions of an unfamiliar employment but
at the most this can have been only a passing phase.
It is very hard to believe that the explontatlon of |
labour, in the strict sense considered here, is likely to |
be a serious social evil in advanced industrial states.
There is, however, one kind of exploitation whose
feasibility appears at first sight to have been increased,
rather than diminished, by economic progress. Al-
though (apart from institutional obstacles, of the kind
we shall consider in our second part) the difficulties
" of movement from place to place have been diminished, -
J{eﬁncreased specialisation of labour has had some
tendency to increase the difficulty of movement from
trade to tradej (Of recent years this has to some
extent been offset by the increased specialisation of
machinery, which has reduced the need for highly
specialised skilled labour.) At the same time, the in-
creasing advantages of large-scale production have
made it more possible than before for a single firm to
monopolise a whole industry. If cases can be found
where a particular skilled trade is specialised to the
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performance of labour required only by one firm, the
members of that trade are peculiarly liable to exploita-
tion.

CWhere an employer is a monopolist, not only with
respect to labour, but also with respect to his cus-/
tomers, the limitation of the supply of labour which
will follow from an attempt to pay specially low wages
is particularly likely to pay him. Yet simultaneous
exploitation of customers and employees is a peculiarly
dangerous policy] So long as the monopolist is exposed
to any sort of potential competition (as what private
monopolist is not?) exploitation of skilled employees
is 8o likely to drive them away, when they may offer
themselves as a& most convenient basis for the ex-
pansion of a rival, that it will be worth his while to
go some distance to avoid this danger. In fact, it
1s much more likely that a private monopolist will feel
it prudent to offer his skilled employees a share in his
monopoly gains than that he will ask them to con-
tribute.

When the monopoly is not a private “economic
monopoly”, maintaining itself by superior efficiency
and the economies of large-scale production, but a
lezal mongpoly, protected by the State, there is much
less reason for such prudence. But when we come to
State employment, or semi-State employment of this
kind, criticism is baffled. The higher the wages paid,
the better (on the whole and in the long run) will be
the service rendered; and vice versa. Yet there is no
direct means of telling whether the better service to
the community is worth the extra cost. Since the
benefits are obvious, and the costs are indirect and for
a long while much less obvious, democratic States are
peculiarly liable to indulge in long periods of extrava-
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gance, and then, when the bill comes in, in fits of
indiscriminate and often misdirected parsimony.

The results of this chapter have rced and
fortified the conclusion of our first, /{ %ere is no
necessity whagsoever for thé wage a’man receives at a
particular moment to equal his marginal product. In
so far as that term “‘marginal®reduct’ can"be given
any sense at all in a changing community, it can only
mean the wage a man would ultimately receive if the
fundamental conditions of equilibrium—the number of
people in the market, their tastes, their ability to
labour, and the property they possess—were made
eternal as they exist at the moment, and the process of

settling down followed to its furthest-limits(This mar-

inal product is a regulator of wages, but it does not

etermine their precise magnitude. For the marginal
product of a man’s labour, defined in this way, changes
incessantly, and wages db not incessantly change.
Sometimes the wage must fall below the marginal
product, sometimes exceed it. But any such difference,
if it is maintained for long, slowly bends wages to meet
the new situation. The forces elucidated by equili-
brium analysis are the forces which, in nearly every
case, cause wages to change.

CLike Professor Clay, we must conceive the wages of
labour (at least over a very.large part of the Iabour
market) as a {‘system,” a_system_with_considerable
internal str its y As economic conditions
vary, they bring about changes in the system, but ex-
ternal changes have to reach a certain magnitude and
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a certain duratioy before they can break down the in-
ternal resistana%ome of these variations in economic
conditions are what seem fortuitous; changes in taste,
for instance, are often fortuitous from the point of view
of the economist, since their origins lie outside his field
of vision. Some, however, are not fortuitous in this
way, but arise from the fact that a particular wage-
system has effects peculiar to itself on the slow-moving
ground-swell of the economic world—that it influences
the distribution of labour, and stimulates or discour-
ages the accumulation of capital, in a way of its own.
Any change in the wage-system must influence these
slow-moving tendencies, and they in their turn react
on the wage-system. In the freest of markets such
pctions and reactions go on; they are what we call

conomic progress. But to some extent it is possible
o deflect the wage-system from this regular course,
and make it follow a path, which is not the resultant of
millions of separate desires,*but the fruit of conscious

olicy~/The working of such control will be our con-
cern in later stages of this enquiry,

Before we can pass on to that subject, there are
still some respects in which our study of the com-
petitive labour market needs to be ex yded First, we
must drop the assumption with which%we have gener-
ally worked up to the present, that the amount of work
a man does in return for his wages can be treated as
given. It has not indeed always been possible to hold
rigidly to this assumption, since we have been obliged
(for reasons of convenience) to take into account the
way in which personal relations between employer and
jmployed (the content or discontent of workmen) may

nfluence the efficiency of a business, and therefore the
wage-policy of employers. But this is only one of the
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ways in which variations in the individual’s supply of
labour may affect the determination of wages. The
other ways must be our concern in the next chapter. -

Secondly, it is convenient to insert at this point an
examination of the way in which we may expect the
general forces of economic progress to affect the aver-
age level of wages. This is one of the most important
sets of deductions which we can draw from the general
‘marginal productivity theory; and in addition to the
considerable intrinsic importance of the subject, it will
be found a convenient background against which to
place our later study of the effects of wage-regulation.



CHAPTER V
INDIVIDUAL SUPPLY OF LABOUR

I

WHEN an employer hires a workman, he buys work.
The wage he is prepared to pay—the price he is pre-
pared to give—depends on the amount of work—thd
amount of the commodity bought—he expects to re-
ceive in return. Qther things being "equal, a more
efficient workman offers more “work” than a less
efficient; and he receives highér wages in consequence.
In our earlier discussions, we have assumed these,
other things to be equal, so that the amount of work
offered by each man is something fixed, depending on
the nature of that man, but not on the conditions on
which he is employed. It'is now time to drop this con-
venient simplification. (The amount of work a man does,,
is partly a matter of ehoice, and the amount he chooses
to do depends on what he gets for it if he works,
undet supermtendence, the conditions of this super-*
intendence also affect the amount of work he does;
and further, his ability to work may be affected by the
wages he has been in the habit of receiving in the past,
A change in the amount of work offered, arising from
any of these causes, will affect wages) but it is not only
for their effects on wages that we must examine these
reactions through the amount of work performed{The
amount of work a man does, and the conditions under

which be does it, are themselves matters of independent
89
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interest. They are part of his wage-contract with his
employer; they determine, simultaneously with his
actual wage, the degree of benefit he derives from his
employment) The improvement of the conditions of
labour is as much a desideratum of social progress as
the simple raising of wages.

But before we can go on to examine these reactions,
there is one preliminary question which must be
settled. What exactly do we mean by a variation in |
the amount of “work” or “labour” a man performs?
How is it to be measured? A change in the effort a man
puts into his work will affect the disagreeableness (or
agrecableness) of that work t0 him; and it will also
affect the value to his employer of the work he does,
But it is by no means certain that it will affect these
two things in the same direction; it is even less likely
that it will aflect them to the same extent.' Along
which of these lines are we to seck for a measure of the
quantity of labour supplied? There can be no question
that it must be the second. The benefit derived by an
employer from a particular man’s work is a benefit
ccapable of transference, since the work might have
been done for another employer: ft is the actual ser-
vice performed by the labourer which is bought and
sold, not the sacrifice he endures in order to perform
that service, or the eflort he expends in doing it.

d Now the direct services performed by a single
labourer ate often very heterogeneous, and when he
works ‘“more,” it is often not by doing more of a
particular service, which could be added arithmetically
to the collection, but by reassorting the services he has
been doing in a complicated fashion, which, however,

1 8o far as the degroe (as opposed to the direction) of a change in subjec-
tive cost is meaaurable at all. .
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results in a collection preferred by his employer. Even
in the case of those men who are engaged on repetitive
operations, with whom an increase in their supply of
labour does seem to reflect itself directly in an increase
in output, there is no guarantee that the increase in
labour supply can be considered to be proportional to
the increase in output; for, on the one hand, ah in-
crease in quantity may be accompanied by a fall in
quality, and, on the other, the increase in output is al-
most certainly due in part to the co-operation of other
factors of production.

This difficulty cannot be overcome without making
reference to the general system of prices; and since we
must make this reference, the validity of the solution is
inevitably narrow, and only to be made use of with
great care. The only way is to use the account given in
Chapter II of the determination of wages in equili-
brium, when allowance is made for differences in
capacity among labourers. Ve assumed there that the
efficiency of each labourer (the amount of “work’” he is
prepared to do) was given, and then showed how in
equzlibrium a scale of wages would be constructed, so
that a man of higher efficiency would always get higher
wages. If we suppose a labour market to be in equili-
brium, and consequently & scale of this sort to be
established; if now we suppose the ability of one
labourer to change (or the effort he expends upon his
work to change); then in the new position of equili-
brium which results from this change, the position of
this labourer on the scale will be altered.TWe can best

" define an increase in an individual’s supply of labour
by its results; if he supplies more labour, while other
things (the remaining fundamental conditions of
equilibrium) remain the same, his equilibrium wage
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will rise; if he supplies less, his equilibrium wage will

fall)

So long as we are dealing with a strictly competitive
system, so that the change in one man’s conduct is in-
sufficient to have an appreciable effect on the wages of
other men, or on the prices of commodities, we can
assert, without any danger of awkward consequences,
that the change in that man’s supply of Iabour is pro-
portional to the change in his equilibrium wage. This,
as an exact definition, does give us practical results of
the same kind as the looser conceptions commonly in
use. If a man’s abilities increase, if he works harder
(successfully works harder), offif he works longer hours
which have no detrimental effect upon his efficiency,
his equilibrium wage will rise, and in all these cases it
is perfectly natural to assert that the quantity of labour
he supphes has mcrease(D)

" But of course this is not to say that if a large num-
ber of men simultaneously increase their supply of
labour, then their equilibrium wages must rise. It is
perfectly possible that separate individual action of a
certain kind might increase a man’s wages (at the ex-
pense, if we like, of an infinitesimally small reduction
spread over the wages of many others), yet, if a large
number simultaneously acted in this fashion, the loss
would outweigh the gain.,

In the case of repetitive work (provided that we can
leave out of account the possibility of substitution, or
change of method), the change in & man’s supply of
labour becomes proportional to his net output, This
again is perfectly consistent with common usage.

If we remember these limitations, it is perfectly
possible to treat “labour’ as a commodity consisting
of discrete homogeneous units, for which therefore
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there are well-defined curves of supply and demand.
It is decidedly convenient to do this when treating
some special problems; but it is a method with very
considerable dangers, which can only be avoided if we
think back our arguments into a more cumbrous but
more realistic form as frequently as possible.?

II

[ Changes in the individual’s supply of labour may
arise from any of three kinds of economic cause:
(1) they may result from a change in the conditions
of lubour fixed by the employer or agreed upon be-
tween him and the labourer (of these the most impor-
tant is a change in hours); (2) they may be the man’s
conscious reaction to a change in the wage offered

v

o

(such as & change in piece-rates); (3) they may be the’

unconscious result of his whole situation, including
the wages he has received and the work he has done in
the recent past. In modern industrial employment the
first type is very probably the most important] When
once the conditions of employment have been fixed, the
variations in supply of labour of which account still
has to be tuken are relatively small. iNevertheless,
that they are not without importance is shown by
- the advantages frequently derived from the use of
piecework. Piecework enables such changes to be re-
flected directly and rapidly in the wages earned; al-
though in theory changes in the amount of work done

! It rony conveniently be observed hero that precisely the same kind of
¢ diflioulty arises with other {actors of production, partioularly capital, And
the sams solution, for all its limited validity, is the ouly solution possible.
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will affect wages under time-work, there can be no
question that the adjustment there is extremely slow
and imperfect) There are considerable theoretical
advantages to be gained if we begin by ruling out these
difficulties; if we suppose that there are no conditions
of employment other than wages to be settled between
a man and his employer (that is to say, we are in fact
dealing with something like the “domestic system’’)}
and further if we assume (what almost follows as a
consequence of this) that wages are paid by the piece.

he amount of work a man does is determined, then,
partly by his ability, and partly by his relative
demands for income and leisure. Both of these may
be affected by his wages™)

To take ability first{JTigher wages may react
favourably on a man’s efficiency in several ways>
They enable him to be better fed, and consequently
stronger; they open up to him new opportunities for
recreation and self-improvement; and, further, they
offer indirectly many of those advantages of increased
leisure” with which we shall subsequently be more
immediately concernedy Higher wages make & man’s
hours of leisure more genuinely hours of leisure, since
many of the fatiguing things a poor man must do for
himself,(a better-paid man can have done for him by
other people. A poor man’s wife and family are often
compelled to become wage-earners themselves. But
& rise in wages sets more of their time free for household
work. .

[The influence of this reaction upon wages (and the
same of course applies toYhe other reactions which we
ghall have to examine later) depends on the elasticity
of demand for labour.(If for any reason wages are
falling, this will reduce the efficiency of labour to



v INDIVIDUAL SUPPLY OF LABOUR 95

some extent, perhaps not at once, but at any rate
after a time. If the demand for labour is inelastic,
the reduced supply will actually check the fall in
~wages per head; if the demand is elastic (the elasticity
‘greater than unity) reduced supply will accelerate
the fall in wages."

The case of falling wages to which attention has
generally been directed in connection with this reac-
tion is the case of a “declining trade”, declining be-
cause it has to meet some new kind of competition.
A new method of produetion, more highly mechanised,
or using a different sort of skill; the growth of industry
in other districts, or other countries, whose compara-
tive advantages are greater—these are the kind of
things from which such a prolonged decline in wages
may arise. Now under these circumstances, just beca.use
the decline is due to competition, we may be nearly
certain that the demand for labour will be elastic.

CIf the old trade can maintain its efficiency, it will fight
its battle better; if its efficiency is impaired, defeat
will come all the sooner.

Thus in this important case, the reaction of low
wages on elficiency will accelerate decling/ But it
will not only accelerate decline; it will make movement
from the declining trade more difficult. Thus it is
undoubtedly a cause aggravating the difficulty of those

|rcd|sl,ubutmns of labour which are inevitable in a
progressive community, but which too often result
in & prolonged-exclusion of considerable sections of the
community from the benefits of progress.

_But although the reaction of wages on efficiency
complicates adjustments, it must not be forgotten
that its general effect in a progressive community
is highly fuvourable. Once the first step out of sta-
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tionary conditions has been taken, fising wages pro-
mote rising efficiency, and these again rising wages)
In this way, as in others, progress stimulates progress.
Wealth facilitates further accumulation.

C1t should not be inferred, however, that such a
cumulative process may go on indefinitely. ‘The wealth
of a community is determined not only by the effi-
clency of labour, but also by its capital equipment
and technical knowledge\With given supplies of
capital, and given technical knowledge, there is a
definite limit to the possible rise in wages, and conse-
quently a limit to the possible degree of efficiency of
labour) If capital increases, or technical knowledge
improves, the direct benefits of this improvement
will be increased by an indirect effect through the
efficiency of labour. But probably that is all.

Further,[&vhen wages are low, a rise in wages may
improve efficiency very greatly; but_there is in this
matter & law of diminishing returng’ The difference
between a very low level of wages and one slightly
higher will inevitably be spent to a very considerable
extent on “necessities”—in the sense of things which
are necessary to keep a man in a fully fit condition.
‘At first, indeed, while he is becoming accustomed to
a new standard of living, much of the increase may be
“wasted”, spent upon commodities with a merely
meretricious attraction, much greater to people who
have not been able to try them than to people
who have But if his standard of living has been so
low that his physical condition has seriously suffered
from privation, the greater part of an increase in wages

180 long as we are concerned with wagoes in general throughout a progres-
sive community, thers ia no need to fear inelastic demand (see below, pp. 132,
244; also Pigou, Kconomics of Welfare, 2ud ed.. p. 624).
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is likely to be spent (possibly after an experimental
period) on those things most needed to restore fitness.)
/A large proportion of a low wage is inevitably spent
on things which have an immediately favourable
reaction on eﬂicwncy
But as_wages rise, this proportion must decline.
It is true that, even when a man has as much food as
he can eat, he can still spend money in ways that do
increase efficiency. But he can also spend it in many
ways that do not. It is & good thing that expenditure
should increase the pleasure of existence, but pleasure
and efficiency do not always go together. After wages
have reached a certain level, only a few men will
spend any further rise upon things which promote
their efficiency as workers) If the wages of a large
group of men are increased, there will nearly always be
some favourable reaction on efficiency; but the higher
the wage, the smaller is that reaction likely to be.

II1

\3The other way in which wage-changes may react
upon the productivity of labour is by affecting, not
the workman’s ability, but his willingness to work:) In
Marshall’s terminology,? man will work up to the
point where the marginal utility of the income- he
derives from his work equals the marginal disutility
he incurs in the effort to acquire if) If wages are
changed, the marginal utility of income will be
changed, and so the amount of work done must be
changed also in order to restore equilibrium.

It has sometimes been thought that a change in
’ 7
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wages will always change the willingness to work in
an opposite direction; but there is no logical justifica-
tion for this view.) If piece-rates fall, it does not inevit-
ably follow that men will be willing to work harder.’
They may be inclined to work less hard. But it is
possible to distinguish to some extent the cases in
which we shall expect to find the one reaction or the
other. '
- The expenditare of income is largely a matter of
habit; and since there is a considerable amount of
intef-relation among different expenses, the adjust-
. ment to a lower standard of living (apart from the
direct loss of satisfactions) is not an easy matter to
arrange. Some expenses, indeed, like housing accom-
modation, are arranged for over long periods, and a
change often cannot be made here without consider-
able trouble and expense in the adjustment. The use
. of leisure time, however, once that time has passed &
certain minimum, is much less a matter of habit.
If leisure is to be used to advantage, it must yield a
good deal of variety. (Thus about the use of leisure
there are fewer commitments, and if the work done
becomes less remunerative, it is easier to sacrifice
leisure than to sacrifice incomeD _
But in applying this argument, there are two things
which must be noted. First, {although it suggests a
probability that a fall in piece-rates will be followed
immediately by an expansion of output, it is uncertain
1 Seo Robbins, “Note on the Elasticity of Lemand for Income in Terms
of Effort” (Economica, June, 1930), In this article it is shown {by turning
round the individual supply curve of labour so as to exhibit it as a demand
_ourve for income in terms of labour) that the only natura] deduction from
the law of diminishing marginal utility is, not that the supply curve of
labour must slope downwards, but that this demand curve for income must
slope downwarda, The elasticity of demand for income in terms of labour

must be positive; but this means that the elaaticity of individual supply of
labour must be either positive or lie between 0 and — 1.
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if this expansion will be maintained® (As time goes on,
it becomes more possible to adjust expendituze to the
lower standard, and the attractions of increased
leisure are doubtless more deeply felf. Secondly,
(although the argument applies to some extent to peaple
with all sizes of income, it applies most strongly
to those with low incomes. Larger incomes sre less
stereotyped in expenditure; and a considerable part
of most large incomés is sa.ved.\éavirfgs can usually be
reduced without any immediately awkward reactions
on the rest of expenditure; and other economies can
often be made without any-very great sacrificé; Thus
although the reduction of a poor man’s wages may
generally make him willing to work harder (at least
for the time being) this is less certain in the case of.
a rich man., ‘Very remunerative work offers such prizes
a8 to encourage a great expenditure of effort on it
(it appeals to the imagination as well as to more -
‘commonplace passions); if work becomes less remu-
nerative, it is not inconceivable that such men may
become less, and not more, willing to exert themselves
to any exceptional extent.) )

So long as a change in piece-rates affects the supply
of labour in the same direction, no new problems
arise. The case 1s precisely the same as that we have
already studied when dealing with ability, and this
reaction can only intensify the other. If demand is
elastic, the change in wages will be accelerated yet
further; if inelastic, it will be checked. But if, as
seems very possible in the case of manual labour,
the supply of labour is changed in the opposite direc-
tion, we do have a new situation. A fall in the demand
for lubour increases the supply, and piece-rates must
therefore fall more than they would have to do if we
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could leave this reaction out of account.!_But whether.
total wages will fall more than they would have done
if the willingness to work had been unaflected, depends
upon the elasticity of demand for labour. If demand
is elastic, piece-rates indeed are lower, but income per
head is not lower. If demand is inelastic, income per
head will be further reduced by the increased output.

Although increased effort will reduce income when
demand is inelastic, it does not follow that the in-
creased effort will not be made. (For, at the piece-rates
in existence at the moment, income will be increased by
extra effort; it is only when it has proved impossible to
absorb the increased supply of labour without reducing
rates, that there is any danger of a reduction)

As we have seen, the most important case of falling
wages with an elastic demand for labour is that which
arises when a trade is being contracted by the force of
some new kind of competition.\Under these circum-
stances, {the affected workpeople can maintain their
weekly wages to some extent by working harder. But,
this is not the end of the story. [The increased effort,
as well as the lower wages, are likely, after a time, to

1 This appears to raise & disquieting possibility. With such a downward
sloping supply curve, is stable equilibrium poesible at all?

It equilibrium is to be stable, the sum of the elasticities of demand and
supply at the point of intersection of the two curves must be positive. Thus,
if the elasticity of supply is negative, the elasticity of demand mmnat be greater
'than the elasticity of supply with its sign changed. All the elsaticities of
eupply with which we are concerned muat lie between 0 and —1; so that
stability ia certain so long as the elasticity of demand is greater than 1, It
s only if the demand for labour ig inelsstio that a difficulty arises, and
probably then only in cases of extreme inelasticity,

If time is given for readjustment, there can be no quastion that the demand
for labour in general is generally eiastio, There is therefore nothing in the
downward slope incongistent with genera) equilibrium. The possible insta-
bility is not & question of the general equilibrium of the economic system;
it is essontiaily & guestion of short-period adjustment, when, owing to the

{sga in the redistribution of labour between trades, and owing to the obstacies
to rapid reorganisation of busineases, inelastic demanda for labour are cer-

tainly possibie,
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have unfavourable effects upon efficiency,The final
level of weekly wages may therefore be rather lower
than that which initially resulted from the changez

The most important case of falling wages in which
we have good reason to expect that the demand for
labour will be fairly inelastic is that which arises from
temporary depressions in trade. If, in this case, falling
plece-Tates are met by increased output, the result will
be to depress weekly wages still further. Tt is quite pos-
sible that if this tendency could continue indefinitely,
there would be no limit to the extent to which wages
could fall.’, But it must be remembered that & prolonged
and sharp fall of this kind will almost certainly drive
some workmen out of the trade; and even if this is
ruled out, the fall will ultimately be checked (in a
sufficiently miserable manner, it is true) by the reaction
of the low wages on efficiency.

But of course there is not the slightest reason to
suppose that this deplorable drama will be played out
on any but very exceptional occasions. The adjust-
ment of piece-rates to changes in the economic situ-
ation is itself not particularly rapid; and, although
theoretically a similar adjustment should take place
with time-rates, it will certainly be even slower.. But
it is precisely in the very short run (while such adjust-
ments are being made) that an extremely inelastic
demand is most probable.) The depression must last
long enough for considerable changes in rates (prob-
ably more than one change in rates) to be possible;
and yet the longer it lasts, the more likely it is that it
will be profitable to make adjustments in the organis-
ation of industry to meet it; and the more adjustments
which can be made, the less is the probability of
melastic demand.
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Further, it is not at all unlikely that the expansion
of output will be checked by a suspicion on the part
_'of the workpeople that demand is inelastic—the super-

stition of the “work fund” may in this instance serve
a useful social purposse.1 Fma.lly, we have seen how in
times of depression good’” employers are likely to try
to maintain wage-rates; and we now see an additional
advantage which they may gain from doing so (whether
or not it has anything to do with their motives); By
maintaining the efficiency of their workmen, while
competitors are uhdermining the efficiency of theirs by
lower wages, they make up to some extent for the extra
cost imposed by their higher wages, and put them-
selves in a'good position to reap further advantages
when trade recovers. Then their competitors will be
forced to raise wages again, but increased wages do not
at once lead to increased efficiency, and in the mean-
while the “good” employers are producing under a
definite advantage.?

It would be possible to go on for some time working
out special cases in which reactions through the,indi-
vidual’s supply-curve of labour complicate wage-
problems. But there seems little to be gained from
doing this, since their practical importance does not
appear to be very great® In the great majority of

1 Both this reaction and the next are only genuinely advantageous if a
recovery can be expected from external canses, without any adjustment ot}
labour costs being necessary. How far general trade depressions are of this!
type is & bitterly argued question, which cannot be examined here. But per-|
sonally Linoline to believe that they are not.

* The effoots through willingnesa to work of a rising demand for labour
can be worked out in & similar manner. But it should be remembered in this
conneotion that, while an inelastic demand may remain inelastic til] the
prica falla downwn.rd to tero, the elasticity must uitimately increase if the
price rises far enough,

¥ One such reaction ought perhapa to be mentioned for a personal resson., |

Just as paat wages may affect the abiiity to work, and present wages the desire
to work, o it is conceivable that paat wagee may affect the desire to work,
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cagses, the magnitude of these reactions is probably
small; in those cases where they do matter, they tend
usually to intensify those precise effects which we had
already detected by simpler lines of reasoning. Some-
times, indeed, they may increase the evil effects of
fluctuations to a marked and important ¢xtent. Where
that occurs, it only points the familiar moral of the
need for mobility and adaptability if smooth working
of the economic system is to be ensured. But on the
whole, these reactions affect the shading, rather than
the outline, of our picture. We should need far more
accurate quantitative knowledge than we possess, or
are very likely to possess, before we could derive much
advantage from a more prolonged study of them.

Iv

When a man works under supervision, it is still
possible for him to vary to some extent the amount of
work he does according to his own choice. To that
extent the tendencies which bave been described in the
preceding pages will still operate. But there can be no
question that his freedom is much more circumseribed
than it would be under a “domestic system.” The
most important conditions determining changes in the
individual's supply of labour are those which are laid
down by the employer, or settled deliberately between

if any of those past wages are carried over or saved, to act as & reserve in
the present period. This particular reaction I hold to be supremely unimpor./
tant; but since 1 was once led $o oxpreas some views about it in the Economid
Journal (in order to meet certain arguments of Mr, M. K. Dobb) it may be
well to explain what is it place in relation to the present discussion (see
Beon, Jour,, June, 1030, pp. 227-228),
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the employer and workman; of these again the most
important is the length of the working day.!

A change in wages does not always influence the \
supply of labour in the same manner; and the same is
true of a change in hours. It is indeed true that the
immediate effect of an increase in hours must always
be to increase the supply of labour, and the immediate
effect of a reduction in hours must always be to reduce
it. But here again immediate and ultimate effects are
not always the same. Even if the hours worked have
been excessively long, their reduction will reduce the’
supply of labour for the moment ; but after a while it is
reasonable to expect that there will be favourable re-
actions on the ability to work which will offset the .
first decline. Increased leisure means increased facili-
ties for rest and recreation; rest and recreation im-
prove physical strength and increase alertness; these
in their turn react upon efficiency. In almost every
case a reduction in hours will be followed by some
favourable deferred action of this kind ; and in certain
cases the improvement may be great enough to restore
in the end the former output, or even cause it to be
exceeded.

If, for the present, we leave out of account these
transitional eflects of changes in the length of the
working day, and fix our eyes only on the supply of
labour which will be reached when a given length of
day has been in force for some time, we inevitably
reach the conception of an “‘optimum.”” A man who is
accustomed to working six hours will rearly always

1 The classical statement of the theory of “hours" in a free market is to
be found in Sir Sydney Chapman's article, ‘‘Hours of Labour" (£con. Jour,,
September, 1009), His arguments have been restated by Professor Pigou
(Economics of Welfare, bk. iii., ch, vii.). There is very little thot needs to be
added to the conclusions of these authoritiea.
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produce a greater daily output than he would do if he
were accustomed to working four; but on the other.
hand it is very likely that he would produce more at an
jaccustomed ten hours than at an accustomed twelve.
' There will be some length of working day which, if it

. were maintained, would yield a greater supply of
labour than any other, whether less or greater; and
this we may describe as the “optimum” length of -
working day—from the output point of view.

The position of this optimum will, in all probability,
vary very greatly in different cases{ it will vary with
the individual, with the kind of work, with the cir-
cumstances of work (with such things as climate, for
example).But & group of men working in a factory
will have an optimum,'just as a single man will have.
Some men might turn out more if the hours were
longer, some men more if they were shorter; but if the
total output is maximised at a given length of day, that

- length is the optimum.
( The length of day at which output is maximised -
will be the length of day for which employers will be
prepared to offer the highest wages (assuming, as
before, that the effects of any change on the general
price system can be neglected)(But although this
“optimum” working day will yield the highest wages,
it does not follow that this output optimum is the true
equilibrium length; If the wage oflered, although the
greatest which could be secured by varying hours, were
- still very low, then it is hardly doubtful that workmen
would look to that wage, and would be moved very
little by any other considerationi But if the wage were
not very low, then it is at least possible that a large
nuniber of people would prefer shorter hours and
lower (weekly) wages to longer hours and higher wages,
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and since the regular and settled output would prob-
ably not be very greatly reduced by an appreciable re-
duction of hours below the oytput optimum, such
terms could usually be found) %mployers might find
it easier to attract labour by offering shorter hours
than by offering higher wages, so that the hours ulti-
mately established might be below the output opti-

D Of all the conditions within reach, these
mJgh best satisfy the wants both of employers and
employed.

Now, although this arrangement would, in the long
run, be the most satisfactory to all partles{ it does not
follow that{ it would easily be realised in practice. 'As
industry develops, the strain to which workpeople are

. exposed probably increases; rest and recreation be-
. come more necessary; and thus the output optimum
k ' length of day probably falls J,‘\[f output is to be main-
tained at the maximum possible, hours ought to be
\.Ieduced On the other hand, the development of in-
dustry brings with it higher wages and a raised stan-
dard of living. YThe desire for leisure and the willing-
ness to sacrifice income for leisure almost certainly in-
crease too; for without leisure the advantages which
can be derived from a higher income are very limited.
1f the equilibrium length of working day is to be
found, hours ought to be reduced below the output
optimum.)

History gives us no ground for supposing that the
reduction takes place at all easily. The long hours
worked in the early days of the Industrial Revolution
are notorious; they were reduced, it is well known,
mainly by State regulation and Trade Union action.
It was found, after they bad been reduced, that “the
output of eleven hours’ work might be greater than
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that of twelve”.! Employers had been working at
more than the output optimum, without realising
it.

Probably it had never entered the heads of most
employers that it was at all conceivable that hourg
could be shortened and output maintained. But it is
clear that there were a few who had realised it.2 Why
did they not reduce hours by their cornpetltlon,
Just as enterprising firms force up wages by their
competition?

One reason, and perhaps not the least important,
lies in the technical considerations which usually make
it necessary for a change in hours to apply to a whole
establishment at once, (It must, therefore, spring from
the employer’s initiative.'As we have seen, this is not
the case with a rise in wages. That comes mainly from
the initiative of workpeople, and may begin in a small
way, with one workman finding an employer who is in
great need of labour and from whom he can thus ex-
tract higher wages. It need not come into the light
of day until it has gone too far to be stopped.

(But & man seeking work in this way under such
favourable conditions cannot ask for reduced hours.
If he did, the employer would be likely to take it as an
_attempt to dictate how his works should be run, and
"his estimate of the man’s nef product would undergo a
very rapid depreciation.)

A reduction in hours must therefore come from the
initiative of employers (if it is not imposed from out-
side). And there is a good reason why they should be
rather slow to take it. Cl‘he immediate effect of reduced
hours must be to reduce output and increase costs,

! Hutchius and Harrison, Factory Legislation, p, 122,
% Robert Owen, for instance ; ef. op. o¥., p. 22.
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unless the reduced hours are accompanied by reduced
wages, and not only by reduced time-rates, but reduced
piece-rates, since fixed costs will, for the present, have
to be spread over a smaller output.y But a reduction of
wages in the period. of adjustment has to meet all the
objections against temporary wage-reductipns which
have been discussed in previous chapters.,{t has also
to meet the further objection that the reduced wages
will militate against an improvement in efficiency, the
very thing to which the employer was looking for a
large part of his gain from the reduction in hours.! At
the best, wage-reductions will lengthen the period of
transition; at the worst, they will prevent the im-
provement in efficiency altogether. An employer who
was sufficiently enlightened to undertake the change
at all would be very unlikely to want to push the costs
of the change on to the shoulders of his employees.>
[But if be does not reduce wages, he has to bear the
cost of the transitional period himself. His losses
during this period are a form of investment, from which
he hopes to gain later-yBut they are a very risky in-
vestment, since it must always be extremely uncertain
whether additional leisure really will improve output
in the end, and if so to what extenb. It is not sur-
prising that the number of employers who are willing
to undertake investments of this kind is limited. They
can only be undertaken by those who are possessed of
adequate capital (no one could raise a loan for such
purposes) and they are at least only likely to be begun
by people of a certain kind of temperamend Though
doubtless when these have pointed the way, others wiil
slowly follow.
There is, in addition to this, a further difficulty.
5/ When the transitional period is over, an employer bas
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of them well worth it; and it is also probable that there
are occasions, rarer indeed, but quite real, when no
sacrifice in wages has to be called for. But, as we shall
have cause to see in greater detail at a future
stage of this enquiry, this is certainly not always
the case.

Much of what has been said about hours applies in a
similar way, but with less force, to other “conditions
of labour.” In many ways the work of a factory can be
varied, and devices introduced, which themselves add
to costs, but ultimately react favourably upon the
productivity of labour. “Breaks” in working time,
washing and recreation facilities, adjustments in work
5o that it can be done sitting instead of standing, all
these things which are now considered to be the special
domain of the Industrial Psychologist, react ultimately
upon the efficiency of labour, and at the same time
make employment in a factory where they are used
more attractive) With them again there is usually
some gap before they improve efficiency, and the un-
certainty of retaining men whose efficiency has heen
improved by them. So that there will probably be the
same delay in their application which is likely with the
reduction of hours.

But in one way these changes are easier than a
change in hours, for they can be carried out more
gradually. Experiments can be made on a smaller
scale, and thus the risk involved is less.

Protection agamst dangerous work, a matter whlch
has bulked so large in Factory Legislation, stands of
course on a different footing. Competition is here less
eflective than is desirable, but for a rather different
reason. Until a man has had experience of a certain
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kind of work, he is unlikely to know that it is danger-
ous, and then the damage is often done. And even
when the danger is known, most people are too in-

clined to suppose that they can escape dangers which
overcome others.



CHAPTER VI
DistrRIBUTION AND EcoNomic PROGRESS

I i

TeE subject of this chapter is one of the most venerable
of economic problems. The effect of progress upon
distribution was a question inevitably raised by the
Ricardian theory of rent, and naturally it often en-
gaged the attention of the classical economists. But
we do not now need to go back to the classical econo-
mists; for we possess today, in the marginal pro-
ductivity theory, a much superior line of approach
to it.(The marginal productivity theory is simply an
extension of the Ricardian law of rent;Jand it suggests
the problem as infallibly as its predecessor did.
Nevertheless, none of the modern treatments of
the problem seem wholly satisfactory. The best
account in English is undoubtedly that of Professor
Pigou, in the Economics of Welfare.' Almost every
thing which is there said seems to be beyond criticism;
but it must be remembered that his account does not
profess to give a complete examination of the problem.
He is simply concerned with one special question—
whether anything which is to the advantage of the
National Dividend as & whole is likely at the same
time to be to the disadvantage of the poorer members
of society. He concludes—rightly, it appears— that
while it is possible for economic progress sometimes

1 3nd ed., bk. iv., chs.ii.and iii.
112



o DISTRIBUTION AND ECONOMIC PROGRESS 113

to make the poor poorer, while it makes the rich
richer, this is highly ﬁnhkely

So far as this goes, it is satisfactory; but this is
not the only question to which a theory of distribution
and progress ought to provide an answer{ For example,
there is the question of relative shares which was raised
by Professor Cannan.} Is economic progress likely to
raise or lower the proportion of the National Dividend
which goes to la.bour?(A complete theory ought to
answer this question t00.")

Before setting out a positive solution, it is necessary
to make clear two assumptions on which the following
argument rests. For one thing, although we are really
dealing with a community in constant change, and com-
paring two stages of that change, we are obliged to
assume that in each case the system is in equilibrium.
The use of the marginal productivity method implies
this.% But although this assumption is a grave weak-
ness, it need not deprive our results of all usefulness.)
For some purposes, it is the equilibrium position which
we want to know about; and for the rest, although
we should have to introduce large qualifications if
we sought to apply our results to the distribution of
the National Dividend in two years quite close to-
gether, the error from this source will generally be
quite small if we are comparing two fairly long periods
separated by & considerable span of time.

The other assumption is more recondite, and at

! “The Division of Income" in The Economic Outlook, p. 216.

* Professor Cannan’s aversion from the more shatract and rigorons
methods of economic analysie probably prevented him from giving a final
solution, Anattempt at a solution on more abstract linea is, however, to be

+ found in Dalton, T'Ae Inequality of Incomes, pp. 185-220. If it wera possible to
aocept Dr. Dalton’s argument, much of the discussion in this chapter would
" be unnecessary. But it appears to contain a faw,
¥ 330 above, p. 21,
8
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the same time its significance is much more doubtful.
.We have to ignore the possibility of increasing returns,
using that ambiguous expression in the sense of econo-
mies of mere size, arising from an increase in the
quantity of resources in general at the disposal of
the community, independently of any variation in
the proportions between the quantities of different
kinds of resources available.)Clearly the possibility of
such economies has an enormous importance in the
"theory of Production and Economic Progress. It is
not impossible that they have a bearing on distribution.
This could conceivably be allowed for to some extent,
but only at the cost of wrecking completely any sim-
- plicity which it has been possible to iriport into the
following arguments. And it could probably be shown
that the conclusions would be substantially unaffected.

1I

The kinds of “progress” which have to be dealt
with in economie theory are four in number:

1. Increase in population.

2. Increase in the ability or willingness to work of
a constant population.

3. Increase in capital.

4. Inventions and improvements.

To these there should perbaps be added changes in
‘the tastes of consumers) as a fundamental cause of
secular economic change, very similar, as we shall see,
to invention, as far as their effects on distribution

' See Appendix, eaction (i),



v DISTRIBUTION AND. ECONOMIC PROGRESS 118

are concerned; but they cannot, by any stretch of the
imagination, be classified as “progress.”

From a purely analytical point of view, 1, 2, and 3
are the same problem. The consequences of a change
in the quantity of labourers, of labour, or of capital,
can all be treated as special cases of the general ques-
tion of the effect on distribution of a change in the
supply of one factor of producblon

The answer to-this question can be stated in the
form of three rules, of which one is scarcely more than
a definition, but is put in for completeness; the second
is & generally accepted, but less obvious, proposition;
the third appears to be new. Much the most satisfac-
tory way of proving the validity of the second and
third rules is to use the mathematical method set
out in the Appendix to this book;' but an attempt
at non-mathematical proof can be made, and will
be set out here.

The three pI'OPOBlthlls are:

1. dn increase in the supply of any factor of pro- .
duction will sncrease the absolute share (i.e., the real
snoome) accming to that factor if the easticity of demand
Jor that factor s greater than unity. |

2.' An increase in the supply of any factor will always
ncrease the absolule share of all other factors taken
together. 'If the increase in the variable factor is small,
then the return to the additional units will approxi-
mately equal the addition which they have made to

«the whole product. But since the marginal produet of
the variable factor is now reduced, the units previousty
present will get a smaller return than they got before,
so that the old total product will be divided between
these units and the other factors in & ratio more

¥ Sea Appendix, sections (iii,) and (iv.)
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favourable to the latter. The return to the other
factors will therefore be increased.n ‘

It is possible, however, that the increased return
to the other factors may affect their supply. But in
whatever way their supply is affected, whether
it increases or diminishes/ it is inconceivable that it
should diminish to such an extent as to leave the total
return to them smaller than it was before. ‘The most
extreme case conceivable is that in which the pro-
viders of these other factors have a completely inelastic
demand for income in terms of the factor they supply;
in this case the return to these other factors will of
course be unchanged.?}

Although the absolute share of all other factors
taken together cannot diminish, this is not necessarily
true of any particular other factor. For example, if
the demand for bakers’ services is inelastic, but bakers
are casily transmuted into confectioners, then an

“increase in the supply of bakers will probably not in-
crease the real income of confectioners. But we need
not trouble ourselves with this difficulty so long as we
are talking about groups which are reasonably distinct.
In nearly any application which we are likely to want -
to make; it will be true that an increase in the supply
of any factor will increase the real income of any other
factor.®

1 This iz scen at once if we use the rent diagram, continually used by
Clark in The Diairibution of Wealth (e.g. on p. 368).

2 See above, p. 88, note.

¥ Some of the conclusions which follow from this are very far-reaching and
illaminating. It is nlways to the interest of & particular man that other people
in the same trade as himeelf ahould not work too hard; for if he works with
the same intensity as before, and they work harder, his wages will tend to
fall. ‘But it is nevertheless to his interest that pecple in other trades (at any
rate in those whick do not compete very directly with his own) ehould work
8a hard as possible, for by doing so they raise his renl wages. Similarly,
it is nearly always to his intereat that aa much as possible of the national
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3. (An increase in the supply of amy factor will
increase ils relative share {i.e., its proportion of the
National Dividend) if its “elasticity of substitution™ s
greater than unity. This is the new rule, involving
a new definition. The “elasticity of substitution”
is a measure of the ease with which the varying factor
can be substituted for others.) If the same quantity of
the factor is required to give a unit of the product,
in any circumstances whatever, then its elasticity of
gubstitution is zero.! If all the factors employed are
for practical purposes identical, so that the varying
factor can be substituted for any co-operating factor
without any trouble at all, then the elasticity of sub-
stitution is infinite. The case where the elasticity
of substitution is unity can only be defined in words
by saying that in this case {(initially, before any conse-
quential changes in the supply of other factors takes
place) the increase in one factor will raise the marginal
product of all other factors taken together in the same
proportion as the total product is raised.

The proposition can thus be expressed in another
way. ‘In so far as the direction of change in the relative
sharing of the National Dividend is concerned, secon-

invome should be saved. In the short run, partioular men may be displaced
by an increase in eaving; but in the long run, the accumulation of capital
is always favourable to the interssta of labour.)

The following apecial case is partioularly worth noting. Although it may
well be to the interest of working men to work for shorter hours as their
sconomic position improves (even if this invelves a saorifice in wages), it
is definitely againat the intercat of the employing and capitalist olasses that
they should de so. And, looking at the same thing the other way round: if
wo seek for am economic policy designed to serve the long-run interests of
the working class, it ought to be one which disconrages the rich from taking
out their privileged evonomic position in consumption and in leisure, but
encourages thom to work and to save. One cannot help feeling that the ob-
vious ohango in this reepect between the nineteenth and twentieth centuries
is a and comment on the suconas of progresaive policy.

* In the terminology of Walras, this is the case where the “coofficient of
production” of the varying factor is constant.
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dary and consequential changes in the supply of the
other factors do not matter. YIf the conditions of tech-
nique and consumers’ demand (which determine the
elasticity of substitution) are such that an increase
in the supply of a particular factor would increase its
relative share with constant supplies of the other fac-
tors, its relative share will still be increased in what-
ever way the providers of the other factors react to
the change in their fortunes) (it is not too difficult to

show this—at least with some degree of plausibility.
If the elasticity of substitution is greater than unity,
the initial eflect of an increase in the supply of one
factor will be to increase that factor’s relative share.
But at the same time the real return to the other factors
will be increased, so that the supply of the other factors
is hkely to change to some extent, upwards or down-
wards. \If the supply of the other factors falls, the rela-
tive supply of the first factor is greater than ever, and
thus its relative share (under the present assumption)
is likely to rise still further. There is thus no danger
of our proposition breaking down in this case. The
dangerous case is the other one, where the supply of
the other factors tncreases. In order to prove that this
does not disturb the rule, it is best to take the most
extreme case. Suppose the elasticity of supply of
the other factors to be infinite, so that their supply
increases, as a result of their now more favourable
position, to such a point that their real return per
unit is unchanged. It cannot increase so far as to lower
their real return per unit, since otherwise the first
situation would not have been one of equilibrium.
If the real return per unit to the other factors (or
their marginal product) is unchanged, this must mean
that the relation between the supplies of the factors-
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is the same as before; for we are ruling out the possi-
bility of increasing returns to all the factors taken
altogether, and diminishing returns to all the factors
taken together is obviously impossible. 1f the propor-
tion between the supplies of the factors is the same as
before, and their marginal products the same as before
(which evidently follows), the relative shares of the
factors in the distribution of the National Dividend
must also be the same.

Thus in the most extreme case conceivable, the
increase in the supply of the other factors can only
just cancel out the eflect of the primary change. In
any less extreme case, the direction of the change in
relative shares must be the same as if there were no
secondary effect through the supply of the factors,
And this could be proved in a similar fashion for an
elasticity of substitution less than unity.

Another important consequence of our third pro-
position is that the condition for an increase in supply
increasing & factor’s relative share is symmetrical.
If we classify all our factors of production into two
groups—whether we label them “work™ and “property”
with Dr. Dalton, or “labour” and “capital” “supposing
that land can be neglécted”™ with Professor Pigou,
the clasticity of substitution of labour for capital
is the same as the elasticity of substitution of capital
for labour. {If the conditions of technique and con-
sumers’ demand are such that an increase in the supply
of capital will increase capital’s relative share, then
an increase in the supply of labour will increase
labour’s relative share.. And vice versa.!

1 The startling conclusion put forward by Dr. Dalton (Inequality of In-
comes, p. 2d), that ““the relative ehare of property will increase, as the result
of increases in the supply of work and property, ot in the amount of either
alone’, is thereforo untenable. Some remarks on the detail of Dr. Dalton's
argument will be found below {see Appendix, p. 247).
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We may now proceed to examine more closely
the things upon which the elasticity of substitution
depends. Substitution, in the sense in which we are
uging it, may take any of three forms:

1. The change in the relative prices of the factors
may lead simply to a shift over from the production
of things requiring little of the increasing factor to
things requiring more. If capital increases, the com-
modities in whose production capital had already
been used to an extent above the average will become
cheaper relatively to others, and presumably, there-
fore, more of them will be made.

2. Methods of production already known, but
which did not pay previously, may come into use.
This form will include, possibly as its most important
case, the mere extension of the use of instruments
and methods of production from firms where they
were previously employed to firms which could not
previously afford them.

3. The changed relative prices will stimulate the
search for new methods of production which will use
more of the now cheaper factor and less of the expen-
give one.

Partly, therefore, substitution takes place by a
change in the proportions in which productive re-
sources are distributed among existing types of produc-
tion. But partly it takes place by affording a stimulus
to the invention of new types. We cannot really
separate, in consequence, our analysis of the effects
of-changes in the supply of capital and labour from
our analysis of the effects of invention. To the theory
of invention we must now turn.
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4

Il

¢ Under the assumption of competition, it inevitably
follows that an invention can only be profitably
adopted if its ultimate effect 1s to increase the National
Dividendy For if it is to raise the profits of the entre-
preneur who adopts it, it must lower his costs of pro-
duction—that is to say, it must enable him to get
the same product with a smaller amount of resources.
On balance, therefore, resources are set free by the
invention; and they can be used, either to increase the
supply of the commodity in whose production the
invention is used (if the demand for it is elastic), or
to increase the supply of other commodities (if the -
demand for the first is inelastic). In either case, the -
total Dividend must be increased, as soon as the liber-
ated resources can be eflectively transferred to new
uses.!

"But although an invention must increase the total
Dividend, it is unlikely at the same time to increase }
the marginal products of all factors of production in |
the same ratio2)In most cases, it will select particular
factors and increase the demand for those factors to a
special extent. If we concentrate on two groups of
factors, “labour” and “capital,” and suppose them to
exhaust the list, then we can classify inventions accor-
ding as their initial effects are to increase, leave un-
changed, or diminish the ratio of the marginal product
of capital to that of labour. We may call these inven-
tions “‘labour-saving,” “neutral,” and “capital-saving”
respectively, CLabour-saving™ inventions increase the

' For a fuller olaboration of this srgument, see Wicksell, Vorlesungen,
vol. i., pp. 185-207, Aleo Kaldor, “'A Caso against Technical Progresal"
(#comomoa, Moy, 1032).

v
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marginal product of capital more than they i increase
the marginal product of labour; “‘capital-saving”
inventions incredse the marginal product of Iabour
more than that of capital; “neutral” inventions
increase both in the same proportionl

‘A labour-saving invention, according to this defin-
ition, need not actually diminish the marginal product
of labour, and consequently labour’s absolute share in
the Dividend. It may dp so, if it is very labour-saving;
there is nothing to prevent the ratio of marginal pro-
ducts being changed to such an extent as to make the
absolute size of one lower than it was before. But
equally it may not.{In every case, however, a labour-
saving invention will diminish the relative share of
laboug) Exactly the same holds, mufatis mufandis,
of a capital-saving invention.’

It may be observed that the definition of a labour-
sa.vmg invention just given is not identical with that
given by Professor Pigou.! (He supposes the technical
change to take place in an industry which produces no
wage-goods—.e. none of whose products are bought by
labourers. }(This is, of course, & very unreal assumption
if we interpret labour in the very wide sense which it
has to be given in thls discussion. The Attorney-
General is a labourer.)However, taking this special
case, he defines(& labour-saving invention as one which
diminishes the ratio of capital to labour employed in
the rest of industry. Now if the ratio of capital to
labour in the rest of industry is diminished, the mar-
ginal product of labour in terms of the products of the
rest of industry (which is all that matters to labour)
must be diminished. An extension of Professor Pigou’s
definition—and it cries out to be extended—would thus

' Op. cil., p. 832,
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make a labour-saving invention oné which diminished
the absolue marginal product of labour) Professor
Pigou’s case then becomes a useful illustration of this
definition, but it 1s too limited to serve as a definition
itself.

But even the extended Pigou definition appears on
reflection rather unsatisfactory for our purposes. (For if
we were to call “labour-saving” inventions those which
diminished the absolute marginal product of labour,
and “capital-saving” inventions those which di-
minished the marginal product of capital, there wquld
be a wide range of neutral inventions between—quite
possibly including the great bulk of those inventions
in which we are actually interested.[But some of these
“neutral” inventions would be inore favourable to
capital than labour and some the contrary. They
would all increase both marginal products, but some
would increase that of capital more than that of
labour, and some the revers®y If we have any interest
in relative shares, we do not want to leave this dis-
tinction in the dark. Thus it seems best to make the
definitign hinge upon relative shares{ but it must of
course be realised that any invention which is very
labour-saving may diminish the absolute marginal
product of labour; and similarly for capital.

Although this amendment of Professor Pigou’s
definition appears desirable, the definitions are still
fairly close, and most of the things which he says about
inventions can be perfectly well applied with the
definition just given, In particular, there is no reason
to question his view that{ inventions have a decided
bias in the labour-saving direction. It is indeed diffi-
cult to find clear cases of important capital-saving in-
ventions}-wireless is, of course, the standard case, but



124 THE THEORY OF WAGES c.

beyond that, although there can be little doubt that
capital-saving inventions oceur, they are not easily
identified. (Obvious labour-saving inventions, on the
other hand, are frequenfl Not all those inventions
popularly called labour-saving are labour-saving in the
- strict sense, but there can be little doubt that the
great majority are.

This predomma.nce of Iabour-savmg inventions
strikes one as curious. It may conceivably be the case
that it is 8 mere “optical illusion”; Jabour-saving in-
ventions cause more social friction than others, and
so force themselves on the attention of the observer;
There is probably some truth in this, but it hardly
seems a sufficient explanation. It is also possible that
the utilisation of fixed capital has a close relation to the
particular kind of scientific knowledge which has been
available for industry during the last two centyries:
that it is to be connected with the special growth of
mechanical and physical science. But this again does
not seem very probable. For after all, wireless is the
result of physics; and there seems no reason in the
nature of physical enquiry why the growing com-
plexity of industrial technique should not have been
kept in check through the constant supersession of
complex methods by simpler methods requiring less
capital.

"The real reason for the predominance of labour-
saving inventions is surely that which was hinted at
in our discussion of substitution. A change in the
relative prices of the factors of production is itself a
- spur to invention, and to invention of a particular
kind—directed to economising the use of a factor which
has become relatively expensive.’ The general tendency
to a more rapid increase of capital than labour which
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has marked European history during the last few
centuries has naturally provided a stimulus to labour-
saving inventiond

If, therefore, we are properly to appreciate the
place of invention in economic progress, we need to
distinguish two sorts of inventionsCWe must put on
one side those inventions which are the result of a .
change in the relative prices of the factors; let us call
these “induced™ inventions. The rest we may call .

“autonoiious” inventions) We shall expect, in prac-
bice, all or nearly all induced inventions to be labour-
saving; but there is no reason why autonomous in-
ventions should be predominantly labour-savingy
There is no obvious reason why autonomous inventions
_ should incline, on balance, to one gide more than to the
other. In the absence of special knowledge we may
reasonably assume a random dispersion. Then, since
induced inventions are mainly labour-saving, both
kinds taken together will give us a predominance of
labour-saving inventions—precisely what we appear to
find in practice. There is nothing therefore in observed
fact inconsistent with the hypothesis that autonomous
inventions are evenly distributed. But of course, this
even distribution will, at the most, be a long-run
affair; it is quite conceivable that scientific discovery
may tend to produce inventions with a bias in one
direction over quite long periods.

In order to complete this classification, one further
distinction must be drawn—within the field of induced
inventions.rAn induced invention is made as the
result of a c%imge in relative prices; but it may be such
that 1ts adoption depends upon the change in prices, or
it may not) Capital increases, let us say, and in con-
sequence a labour-saving invention is made and
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adopted. But either this invention would have paid
before capital increased—and would therefore have
been adopted if it had been known—or notl_If it would
not have paid under the old circumstances, then it is
simply a cause increasing the facility of adjustment to
a change in circumstances—i.e. increasing the elas-
ticity of substitution. The elasticity of substitution is
greater than it would have been in the absence of such
an invention; consequently the possibility of capital
increasing its relative share in the Dividend is greater.
But so long as the invention is of this type the second
rule about absolute shares still holds; it is quite certain
that as a result of the whole change the absolute share
of labour will be increa.sed._I‘

But it is certainly quite conceivable that a change
in relative prices will stimulate invention to do more
than this—to discover methods which, if they had
been known, would have paid even before prices
changed {Now induced inventions of this type (if they
are labour-saving, as we may suppose generally to be
the case) may reduce not only the relative share of
labour, but also its absolute share.} Such inventions as
these are perhaps not very common, but there is little
reason to doubt their occurrence; they are the only
kind which are really dangerous to the real income of
labour. ’

The classification of invention just made is a purely
economic classification; there is no reason to suppose
that it corresponds to any kind of scientific or technical
division. At times when scientific and technical ac-
tivity is great it will probably manifest itself in a large
crop both of autonomous and induced inventions. In
the dark ages of science, both autonomous and induced
inventions will be rare, Further, although the kind of
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induced inventions just referred to (those which are
induced by a change in prices, but do more than adjust
technical methods to the new economic conditions) may
occur at any stage of development, they are perhaps
most likely to be important when the accumulation of
capital has been proceeding for a long while, but many
kinds of production have retained conservative
methods, and have not benefited by technical progress.

IV

The significance of this theoretical analysis can
perhaps best be illustrated if we examine its working
in two extreme cases.(In both we shall assume popu-
lation constant and capital increasing; but in one
technical progress is very lethargic, in.the other very
rapid. )

In the first case,/ where inventions of all kinds are
almost wholly absent, substitution is practically con-
fined to the first two lines mentioned above—the in-
creased use of those commodities requiring rmuch
capital, and the more extensive use of known capital-
istic methods. It is conceivable that in an early stage
these may be sufficient to keep the elasticity of sub-
stitution greater than unity. In that case, the relative
share of capital will increase, even though the absolute
share of labour inoreases simultaneously. But as
capital continues to grow, it is certain that the more
advantageous applications will be used up; the
elasticity of substitution must fall, and ultimately the
relative share of capital must fall and that of labour
rise. It is impossible to say how soon this stage will set -
in, but it must set in sooner or later. But of course this

4
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{ process involves a fall in the marginal product of
“capital and therefore of the rate of interest. Event-
ually the fall in interest will check saving, and the
community whose technique does not progress will
approach the “stationary state” of the classical
economists. )
In the other case, where invention is very active,
(the elasticity of substitution will be high and will re-
main high. (Thus the relative share of capital will tend
to increase, and that of labour to fall But not only
will induced inventions be active, autonomous in-
ventions will be active too. If we are right in assuming
that autonomous inventions have no particular ten-
dency to stimulate a special demand for either factor,
then the initial effect of autonomous inventions will be
to increase the marginal products of both labour and
capital in much the same proportions, and so leave the
relative distribution of the Dividend unchanged.) How-
ever, since an enlarged absolute return is more likely to
stimulate an increase in the supply of capital than an
increase in the sypply of labour, autonomous in-
ventions may have a secondary effect in encouraging
the accumulation of capital. But under the supposed
conditions, an increase in the supply of capital will
increase capital’s relative share, and thus activity in
autonomous inventions will, indirectly, have a similar
eflect to activity in induced invention.)
But(although for both these reasons the relative
share of labour will diminish, neither a great activity
in autonomous invention, nor & high elasticity of
substitution, has any tendency to reduce the real
income of labour. The only kind of invention which is
likely to have this effect is that which has already been
mentioned—that which is inspired by a change in
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relative prices, but which would have been profitable
to apply even before prices changed. D

Some inventions of this kind doubtless occur fairly
frequently, but if they are—as is probably usual—
merely a small part of general inventive activity,then
it is most unlikely that their influence will be dominant.
(For if they tend to reduce labour’s marginal product,
there are simultaneously at work other forces, derived
from the increase of capital and the expansion of
autonomous invention, tending to increase the mar-
ginal product of labour. There can be no doubt that
these latter forces are usually far more powerful.)

It may be suggested, very tentatively, that a fall
in the general level of real wages is really likely to
occur as the result of invention only on those rare
occasions when invention breaks into a new and exten-
give field of industry that has long been conservative
in its methods) Such “economic revolutions” always
cause maladjustment, and social nnrest arising from
the maladjustment; but it may be useful to point
out that in such times the malaise may go deeper. A
fallin the equjlibrium level of real wages is here a real
posmblhty

But it is difficult to feel that this danger is a very
pressing one ' today. The generalised character of
techuical change is a considerable safeguard against
ity Inventive activity usually makes itself felt quickly
enough, so that a prolonged failure to adjust technical
methods to new circumstances is unlikely on a large
scale.\Our continuous “industrial revolution” protects
us from the discontinuous revolutions of the past.

Thus, so far as the absolute share of labour is
concerned, a rather different line of enquiry does not

lead us to modify in any way the optimism of Professor
9
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Pigou. \It is ‘possible, but extremely improbable, that
economic progress may cause a decline in the equili-
brium level of real wages.” And further, it should be
remembered, even if this unlikely event should
materialise it would be temporary; enlarged profits
would mean new saving; increased capital would raise
the level of real wages again. | '

But it is difficult to feel the same degree of op-
timism in the matter of relative shares.(For the chance
of an elasticity of substitution greater than unity
stands in an altogether different order of probability.
Increasing capital, accompanied by stagnant invention,
may very well raise labour’s relative share in the
Dividend; but increaging capital, with active inven-
tion, is very likely to do the contrary. And since the
activity of invention is definitely favourable to the
growth of the Dividend—and with few exceptions also
favourable to growth in the real income of Jabour—
it is highly probable that periods of most rapidly
rising real wages will also be periods of a falling
relative share to labaur. It is clear that we have here
a divergence of no small significance.”

A

The application of these conclusions to historical
fact is no easy matter; and what follows must be
largely guess-work. But it seems worth while to state
the most probable interpretation, if only to serve as
a basis for future discussion. According to Professor

Bowley,' the share of property in the National Income
of Britain just before the war was about one-third;

1 The Change in the Distribulion of the National Income, 18801913, p. 25.
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and it would seem to follow from this one ascertained
fact that there must have been periods in English
history when the elasticity of substitution between
labour and property was greater than unity. For it
is practically inconceivable that a few centuries ago
the share of property can have been anywhere near
this figure.! In the Middle Ages, capital was scarce;
but not only was the supply small, the demand was
undoubtedly small too, so that it cannot have made
up to any appreciable extent for its lack of quantity
by a high rate of remuneration. Nor is it possible that
the smaller share of capital can have been made up
by a larger share of land; for (if we exclude predatory
and monopolistic gains, as we are entitled to do, for
all the large part which they played in a pre-capitalist
economy) we cannot escape the evident fact that land
was far more plentiful relatively to the population than
it is today. Thus it seems clear that the equilibrium
relative share of property must have been much smaller
than it was in 1913; at some stage*it must have risen
considerably.

On the other hand, it seems clear from Professor
Bowley’s figures that it was not rising in the period
immediately before the war. He gives 37} per cent. as
the proportion of the National! Income going to
property both in 1913 and in 1880, though these
percentages require some correction for our purposes.
Clearly income from property held abroad ought not
to be included; but when it is omitted, the results
are even more striking. For the proportion of home-
produced income going to property in 1880 was about
34 per'cent.; in 1918 it was only about 31 per cent.

! See Cannan, “The Changed Outlook in Regerd to Populstion™ (Econ,
Jour., December, 1031, p. 528),
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On the whole this period seems to be long enough for
us to be able to neglect disturbances arising from the
fact that it is really unjustifiable to regard the situa- -
tion of the economic system at these dates as being
one of equilibrium—although it would be much more-
satisfactory if we had figures for an average of several
years round about each date instead of figures for a
single year. If we accept these figures, then it is clear
that the elasticity of substitution must at this time
have been rather less than unity. Not necessarily very
much less; quite a small difference would be sufficient
to give the observed resudt.

These facts, if they are correct, do not upset our
theoretical conclusions; but the theory does suggest .
a clear interpretation of them. (If capital is increasing
more rapidly than the supply of labour (and it may
be fairly supposed that this has generally been the
case in modern English history’), a tendency towards
& diminished elasticity of substitution will generally
set in as capital grows.) This diminution may be coun-
teracted by invention—it is conceivable that it might
be counteracted indeﬁnite]y—fbut clearly invention
has a progressively harder task as the process goes on>

(Invention has generally been increasing in activity,
but it is quite possible that this increase has failed
to set off the fall due to the first cause; But because
it failed to do so in the period under consideration,
because in this period it is probable that the elasticity
of substitution tended to fall, we should not be over-
confident that in the future it may not rise again.
And in many ways it would be good for us if it did

1('.'l.'hin is indeed leas certain than waual for the years which immediately
preceded the War, in view of the extraordinary export of capital in that
period, and its natural coneequence, & great retardation in the rate of in-
orease of real wages, . (Cf. Tauseig, Internalional T'rade, ch. 21.)
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so; ‘for it would probably be a mark of national
prosperity.

Changes in the distribution of the D1v1dend since
1914 are harder to interpret; and it seems most unlikely
that we can hope to do so if weleave out of account the
regulation of wages.

VI

v The theoretical conclusions of this chapter have
considerable interest in relation to- the question of
the causes governing inequality of incomes; but there
are other implications of hardly less importance.
These are in connection with the theory of money
wages.(If we assume a monetary pohcy designed to
stabilise the price-level of consumers’ goods, and
successful in that end, then, of course, no theory of
money wages is necessary, for money wages and real
wages are always directly proportionate.}Recent in-
vestigations, however, have thrown doubt upon the
feasibility of such a policy in a commumty where the
fundamental determinants of economic wealth are in
process of change; they suggest rather, that the price-
level ought to fall with rising productivity, and rise
with falling productivity; if it does not do so, there
will be in the one case a boom in trade, leading to
dangerous over-expansion, in the other case there will
be monetary causes making for a depression.} Exami.
nation of this contention would be out of place here;
but if we accept it provisionally, we can draw from it
some consequences which do seem to belong to the
theory of wages.

! Soe Haberler, Der Sinn der Indexzablen, p. 112 §. Hayok, Prices and
Production, p. 23. Also Robertson in TAe Iniernaitonal Gold Problem,
Pp- £1-24 and 485.
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If stabilisation of the price-level is ruled out, as
being in normal times more or less inflationary, our
thoughts naturally turn to other less ambitious forms
of .stabilisation.{One of these is stabilisation of the

“money earnings of the factors of production”{or of
the money value of the Social Dividend. {If we assume
& monetary policy of this character, the conclusions
about relative shares reiched in this chapter begin
to have some practical significance.)If population is
increasing,| then it is true that this monetary policy .
must lead to a fall in the level of money wages—
under all circumstances; while the level of money
wages would rise with diminishing population. But
if population is constant and capital increasing, then
the trend of money wages depends upon the elasticity
of substitution. If the elasticity of substitution is less
than unity, the average level of money wages will
rise; but in the contrary case it will fall. And as we
have seen, it is this latter case which is likely to be
associated with the most rapid rise in general economic
prosperity, in the level of real wages.

(Even if the elasticity of substitution is less than
unity, it is unlikely, in any community that can
genuinely be called progressive, to be much less than
unity. If this is-the case, it cannot be expected that
the average level of money wages would rise much. But
this would mean, in a world where men are specialised
to particular trades, and do not move easily, that fre-
quent cases of reductions of money wages in particular
trades would be unavoidable. And it is useless to
minimise the gravity of this conclusion.

{For the raising of real wages through falling money
wages with prices of consumption goods falling more
rapidly could not be a smooth and painless process.
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The reductions in wages would almost inevitably take
place at intervals, which would not correspond exactly
in time with equivalent falls in prices.\ There would
thus certainly be temporary reductions in real wages;
the trend of real wages might be upward, but there
would be sharp fluctuations about the trend. It would
thus not be in the least surprising if the reductions
in money wages were strongly resisted. We shall see
at a later stage what would be the probable effects of
this.

There is no doubt that these unpleasant results
could be avoided, {initially at any rate, by a more
elastic monetary policy.' But whether this would
be & real cure, or whether it would only put off the
evil day, is one of the major unsettled questions of
economics. It is possible that there is some third
alternative, intermediate between stabilisation of
prices and stabilisation of the social income, which
would avoid intense fluctuations of industry and also
avoid a downward pressure on money wages. But
it seems improbable that in a period of increasing pro-
ductivity, all, or nearly all, money wages could be
exempted from such pressure.! Further consideration
of this problem lies cutside the scope of this book.

} Cf. Robertaon, op. cit., p. 24,



PART 1I
THE REGULATION OF WAGES

CHAPTER VII
THE THEORY OF INDUSTRIAL DISPUTES

I

. It 1 now time for us to take a further step towards
actuality. The equilibrium labour market, which we
studied in the’ first chapters of this book, could -
never exist; it is merely a convenient abstraction, by
which we can isolate for thorough examination some,
. but only some, of the fundamental factors at

work. ' The free labour market, which we studied in
Chapters III.-V., is, on the other hand, a real possi-
bility; markets very similar in their working to this
have existed and do exist. Yet it is hardly posmble
for a market to exist, as we have been supposing, in
& condition of violent change, without competition
being displaced to some extent by combination. The
combination may be abortive, in which case the account
already given is reasonably complete, apart from
some rearrangement of motives; but i it is not
abortive (and in advanced communities it is unusual
for it to be so altogether) we have yet some significant
strokes to add to our picture.

We have already seen how, in a regular trade,

perfect plasticity of wages (immediate response of

wages to a change in the value productivity of labour)
136
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is hindered, among other things, by employers’ per-
ception that a reduction in wage-rates is likely to
impair efficiency by worsening their relations with their
men.) Even if we suppose (as it was convenient to do
throughout that earlier discussion) that combination
among the men is ruled cut—because, let us say, no
one has thought of it—there would still be present
this consideration tending to slow down wage reduc-
tions, But in practice, of course, even in a market
where labour is still unorganised, the principal check
of this sort on the action of employers is generally
their fear that reductions will stimulate combined
resistance.

About the origin of such combination it is unneces-
sary to say much; where it is possible for men to snatch
gains, real or apparent, permanent or temporary, from
the abandonment of separate individual action, it
would be surprising if they did not sometimes attempt
it. Monopolistic combination is common enough in all
parts of the economic system; very much the same
motives which drive business men to form rings andy
cartels drive their employees to form unions. The one,.
as much as the other, is a natural prodict of a gre-
garious animal.’

It will perhaps have been observed, in our analysis
of a changing competitive market, that more than one
situation came to our notice when a stimulus to
combination must in real life have been present.
When a man takes on a job in a regular trade, he
generally begins to form habits of life and expenditure
which are really based on the half-conscious assump-
rion that he will continue in that same employment
more or less indefinitely. He has no legal guarantee
that this will be the case; but it is not in the least
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surprising that he feels himself, with the flow of time,
to have agquired a customary right to continue in that
employment on much the same terms. |If, after a time,
his employer desires to reduce his wages, he feels, not
only that his interests have been damaged, which is
certainly true, but also that he has been cheated of a
legitimate expectation)If a considerable group of
men find themselves with the same grievance, it is not
surprising that they should seize any weapon which
lies to their hand to enforce what seem to be tbeir
rights} And a weapon does lie ready. The same thing
is likely to happen if, instead of reducing wages, an
employer merely refuses a demand for an advance
made on the ground of fairness—because wages in
similar firms, or associated trades, are rising. We have
seen that the competitive system naturally gives rise
to the belief that a rise in wages in one firm ought to be
followed by rises in similar firms: this is the mechanism
whereby advances are transmitted from firm to firm.
But although the competitive system engenders this be-
lief, and uses it, it cannot always fulfil the promise held
out. There are always firms which havenot shared the
prosperity of the rest, and which will refuse demands
made upon them. But the grievance arising from such
a refusal seems positively to ask for united pressure;
and since united pressure will not infrequently attain
the end which is outside the power of separate action,
it is extremely likely to be employed.

Any attempt at wage-reductions, and any uneven

‘rise In wages, is therefore likely to stimulate organisgd
.resistance; and since it is only in an extremely static

economy that such things are not likely to be frequent,
static conditions are probably a necessary pre-requisite
of a perfectly free labour market. But though change
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itself is sufficient to supply a stimulus to organisation,
it is a long way from this to the successful formation
of Trade Unions. For that other conditions are re-
quired: a legal system not too unfavourable to the
growth of voluntary corporations, and a supply of
organising ability competent to overcome ‘the very
considerable administrative difficulties inherent in the
establishment of associations with any degree of
stability.

The absence of these latter conditions is enough
to explain the long series of failures which marks the
early historyof British Trade Unions; while the final
elaboration of a technique of Union government
explains the spread of Unionism at home and abroad
in the later years of the nineteenth century. Ovemthe
whole world, Trade Unionism has generally followed
upon the tracks of capitalist industry and the distur-
bance of ancient habits which accompanied indus-
trialism; but where, as in America, more attractive
opportunities long remained open to the men who
would have been the Union organisers, the develop-
ment of Unionism has been somewhat held back."

When once a Union has been formed, a repetition
of the original stimuli will not necessarily be needed to
spur it to action. It is likely to resist wage-reductions,
certainly, and to demand increases in line with those
granted elsewhere; probably these will be the objects
for which members’ enthusiasm will be most easily
roused. But when once it has been discovered that a
prosperous firm can generslly be induced to grant-
advances without great difficulty, the mere sign of
prosperity may prompt claims; under Socialist in-
fluence & Union may take action without even this
excuse. Trade Unionism has been found a convenient
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weapon whereby militant Socialists can threaten the
overthrow of Capitalismy and it is consistent with revo-
lutionary principles to demand advances even when
it is obvious that the advances cannot be given without
the collapse of the firms in question—for the collapse
of the firms (in their existing form) is in fact the end
in view. (But such extreme doctrines have rarely
dominated any powerful Unions for long, since the
ordinary man is paturally reluctant to stake his liveli-
hood upon so dangerous a gamble; to protect the
customary standard of life (which may be conceived
as a money wage or, in times of monetary disturbance,
a real wage), to maintain fair wages, and to secure
to the workers a share in exceptional profits,are the
usual aims of the wage policy of Trade Unions.)

11

The weapon by which Trade Unions endeavour to
secure more favourable terms for their members than
competition would give is the:strike: 'the concerted
withdrawal of considerable bodies of men from em-
ployment.* Even in the absence of combination an
employer who offers less favouralde terms than others
must expect to find difficulties in retaining labour; but
when his men combine, he is faced by a more immedi-
ate danger, the withdrawal of most or all of his em-
ployees, not into other jobs, but into voluntary un-
employment, with the object of forcing him to re-
employ them at the terms they dictate.

When a Trade Union demands an ad vance in wages,

1 T ghall use “strike” to mean ‘‘stoppage of work arising out of an
industrial dispute”, whoever “‘began it”. The distinction between atrike
and lock-out 4s useless for our purposes,
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or resists a reduction, it sets before the employer an
alternative: either he must pay higher wages than he
would have paid on his own initiative (and this gener-
ally means a prolonged reduction in profits) or on the
other hand he must endure the direct loss which will
probably follow from a stoppage of work) In either
case he i8 less well off than he would have been if his
men had not combined, but one alternative will gener-
ally bring him less loss than the other. If resistance .
appears less costly than concession, he will resist; if :
concession seems cheaper, he will meet the Union’s
claims.) v

We can learn a great deal about TradeUnion action, ,
its possibilities, and its limits, by examining the cir-
cumstances which are likely to make an employer
incline towards one alternative rather than the other.
First of all, it is obvious that the higher is the wage
demanded, the greater will be the cost of concession;
and therefore the more likely he is to resist. On the
other hand, the longer he expects the threatened strike
to last, the more likely he is to give way. Now, for the -
present, let us leave out of account all the other things
on which his choice will in fact depend ; let us assume
““other things equal™ and concentrate upon these two.
We can then construct a schedule of wages and lengths
of strike, setting opposite to each period of stoppages
the highest wage an employer will be willing to pay
rather than endure a stoppage of that period. At this«
wage, the expected cost of the stoppage and the ex-
pected cost of concession (accumulated at the current
rate of interest) just balance. At any lower wage, the
employer would prefer to give in; at any higher
wage, he would prefer that a stoppage should take
place. .
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This we may call an “‘employer’s concession,
schedule’’; we can express it graphically by an “‘em-
ployer’s concession curve”. It will leave the y-axis at
the point Z, where OZ is the wage which the employer
would have paid if unconstrained by Trade Union
pressure. (It may be the same or different from the
wage which he had been paying when the dispute
arose.) The curve cannot rise higher than some fixed
level, since evidently there is some wage beyond which
no Trade Union can compel an employer to go. If
wages are to swallow profits completely, he will prefer
to close down his works and leave the industry.

‘Now just as the expected penod of stoppage will
govern the wage an employer is prepared to pay to
avoid a strike, so the wage offered will govern the
length of time the men are prepared to stand out.
They, in their turn, are making a choice between
present and future evils—present unemployment and
future low wages—and thus the length of time they are
prepared to stand out will vary according to the pros-
pect of gain from doing so. Since the sacrifice involved
in accepting a wage of 60s. a week instead of 65s. is
greater than the sacrifice of accepting 65s. instead of
70s., an extra period of stoppage which might not be
borne for the sake of the second may be borne for the
first. In order that their wages should not be reduced
below 65s., they are likely to put up with greater tem-
porary privations than they would endure to stop the
wage going below 70s. So in their case, too, we can
draw up a schedule, a “resistance schedule”, giving
the length of time they would be willing to stand out
rather than allow their remuneration to fall below the
corresponding wage. This again can be translated into
a “‘resistance curve”.
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At its Jower end, the resistance curve must cut ZZ’
at some finite distance along it, for there must be some
maximum time beyond which the Union cannot last
out whatever be the terms offered, At its upper end, it
will usually cut the y-axis, because, as we shall see,
there is usually, though not always, some wage beyond
which the Union will not desire to go, however easily,

Employer's concession
Abcassauans s curve
Union's resistance curve
z z'
8
£
&
g
3
o Expected length of strike

in terms of striking time, it can be secured. Very often,
the resistance curve will be nearly horizontal over a
considerable part of its length, since there is some level
of wages to which in particalar the men consider them- -
selves entitled. In order to secure this level they will.
stand out for a long while, but they will not be much
concerned to raise wages above it.

The employer’s concession curve and the Union’s
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resistance curve will cut at a point P, and the wage OA
corresponding to this point is the highest wage which
skilful negotiation can extract from the employer, If
the Union representatives demand a wage higher than
this, the employer will refuse it, because he concludes
that a strike, undertaken to obtain so high a wage as
this, will not last long enough to make it worth while
for him to give way. A strike is the lesser evil. If the
Union demands a wage less than OA, the demand will
be conceded without much difficulty, but the negoti-
ators will have done badly for their clients. Naturally,
Union spokesmen, more or less in the dark about how
much the employer will concede, prefer to begin by
setting their claims high, and only moderating them
when they see that the first proposals have no chance of
succeeding.
If the highest wage is to be secured, this is the in-
- evitable method of negotiating, but it is easy to see
that it is & dangerous method. The Union leaders are
bound to set their initial claims high, in order to avoid
the criticism of their supporters. In order to give their
more ambitious proposals a chance, they have to pre-
tend to be unwilling to make concessions, but at the
same time they have to be prepared to retreat to a more
‘defensible line as soon as it is clearly impossible to
maintain the first. ‘If they are not sufficiently obstinate
in maintaining their first proposals, they may lose an
opportunity of inducing the employer to accept them.
If they do not moderate their demands in tine, they
may be forced to carry out their threat of striking,
when more favourable terms conld have been got with-
out the sacrifice entailed by the strike.®
For there is a general presumption that it will be
possible to get more favourable terms by negotiating



w THE THEORY OF INDUSTRIAL DISPUTES 145

than by striking. The reason why an employer is
prepared to pay higher wages than he would otherwise
bave done, as a result of Trade Union pressure, is that
it pays him to offer a certain amount of “Danegeld” to
buy off the loss which would follow from the strike.:
Once a strike has begun, all he can buy off is the re-
mainder of the strike; the loss_incurred as a result of
the stoppage which has already taken place is a ‘(by-
gone”—nothing can now be done about i) Tt is the
further resistance of the Union which he has to dread;
but once a strike has lasted (say) two weeks, the power
of the Union to last a further five weeks is less than its
power to last out five weeks at the beginning of the

stoppage. Since it is only the further length of the
~ probable stoppage which matters, we may say that, as
the strike proceeds, the Union’s resistance curve moves
to the left, and the highest wage that can be obtained
by negotiation consequently falls. '

This is indeed subject to the condition that “other
things remain equal.” It is possible that while the
strike is taking place, the prospects of trade may alter,
and in consequence the employer’s concession curve
may be shifted. It is possible that the employer, or
perhaps both negotia.ting parties, have anticipated the
staying-power of the Union altogether wrongly. If the ~
prospects of trade grow suddeunly brighter, or the
Union proves to possess undisclosed resources which
make its power of resistance greater than had been
expected, then it may indeed do better by striking than'
it could have done by negotiating. But even in this’
case it would be well to come to a settlement as soon as
the more favourable factors appear on the horizon. To
fight out to the hitter end can only mean going back
upon the employer’s terms. -

10
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And clearly it is most unwise to count on such
favourable factors appearing subsequently. New un-

favourable factors are just as likely to appear as new
favourable factors, so that the odds are bheavily in
favour of negotiation being a more hopeful policy than
striking. Although, by luck, it may sometimes happen
that a better settlement (from the Union’s point of
view) is secured by striking than could have been
secured without a strike, the general presumption is
that a strike is a sign of failure on the part of the Union
officials,

To this, indeed, there are some exceptions..
Weapons grow rusty if unused, and a Union which
never strikes may lose the ability to organise a formid-
able strike, so that its threats become less effective.’
The most able Trade Union leadership will embark on
strikees occasionally, not so much to secure greater gains
upon that cccasion (which are not very likely to result)
but in order to keep their weapon burnished for future
use, and to keep employers thoroughly conscious of the
Union’s power.

Under a system of Collective bargaining, some
Istrikes are more or less inevitable for this reason; but
‘nevertheless the majority of actual strikes are doubt-

less the result of faulty negotiation. If there is a con-
siderable divergence of opinion between the employer
and the Union representatives about the length of time
the men will hold out rather than accept a given set of
terms, then the Union may refuse to go below a certain

level, because its leaders believe that they can induce |
the employer to consent to it by refusing to take any-
thing less; while the employer may refuse to concede
it, because he does not believe the Union can hold out -
long enough for concession to be worth his while.
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Under such circumstances, a deadlock is inevitable,
and a strike will ensue; but it arises from the diver-
gence of estimates, and from no other cause. Any
means which enables either side to appreciate better
the position of the other will make settlement easier;
adequate knowledge will always make & settlement
possible. {The danger lies in ignorance by one side of
the other dispositions, and in hasty breaking-off of
negotiations. )

This analysis suggests, what has in fact been the
general practical experience of collective bargaining
in England, that the best way of reducing the proba- !
bility of strikes is the institution of joint meetings of ¢
employers and Union leaders, using sufficient for--
mality to prevent hasty ruptures of negotiations, and
meeting frequently enough for each side to gain
some understanding of the circumstances of the
other. It suggests Conciliation Boards and J omt’
Councils.

Yet conciliatiop, however intelligently operated,
cannot prevent strikes altogether. There will still be
some strikes necessary to keep the Union “in training”,
and further and more 1mportant there remains the
‘possibility of a difference of opinion between the Union
leaders and their rank and file; The leaders may be
convinced that they have got the best that could be
- got by any method, but they may fail to convince their
supporters. Probably conciliation actually increases
this evil; the closer the contact between Union officials
and employers,(the more the officials become negoti-
ators instead of agitators, the easier it is to persuade
the ordinary member that his interests are being
neglected.] The proportion of strikes into which
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officials are forced against their will is certainly very

high.?

Conciliation generally works best when the board-
possesses an independent chairman {who can interpret
the demands of one side to the other, smooth over mis-
understandings, and make suggestionsf{[ﬁs function
is simply to facilitate the working of the board, and to
prevent unnecessary disagreements) It-is altogether
different from the function of an arbitrator—although
in actual usage the terms conciliation and arbitration
have become hopelessly c}olgfused. The application of
arbitration to industrial disputes is different, and of
much more doubtful efficacy. It is indeed probable
that cases arise in which excessive confidence on the
part of the Union, or irritation on the part of the em-
ployers (leading them to under-estimate the cost to
them of a strike) may offer an opportunity for inde-
pendent valuation of the strength of the rival parties,
‘so that an arbitrator could put forward proposals which
would have a good chance of acceptance Even when
direct negotiations have reached a deadlock, it is
nevertheless possible in almost every case for an
arbitrator to. put forward terms which it would be to
the advantage of each side to accept {fhe Union be-
cause it is most unlikely to get better terms by striking,
the employers because acceptance would be less costly’
than a strike would be.j It may not be easy to find
such terms, and still less to persuade the disputants
that acceptance will really be advantageous; neverthe-

1 This possible failure of leaders to carry their followers with them ia
of course the foundation of Marshall's claim that “strong Unions facilitate
busineas’"(Economics of Induairy, 1907, p. 385). The more control aver their
followers the leaders possess—-and formal organisation with the accumulation
of funds gives a vonsiderable amount of control automatically—the easier

| iw it for smployers to come to binding agresments with the Unions, and the
- lesa in the probability of strikes,
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less the authority of a respected arbitrator may well
induce a frame of mind disposed to concession. If the
arbitrator has succeeded in inducing a belief in his
© genuine impartiality, it may be psychologically easier
to yield to him than to the other party.)

It makes very little difference to this argument
whether the parties have pledged themselves to accept
an arbitrator’s decision before he gives it, or not; in
either case & wise arbitrator will proceed npon the
same lines.In either case he ought to seek for a settle-
ment which it will be o the advantage of each side to
accept; for even if a previous pledge makes it possible
to enforce a decision “‘against” one party, to do so will
certainly have the effect of disgusting that party with
arbitration. The present dispute is only settled at the
expense of making settlement more difficult in the v
future by ruling out one possible method of solution:

Many arbitrators do indeed proceed on these lines;
but the generalfisefulness of arbitration as a method
is diminished by the fact that an alternative line of ™
approach presents fatal attractions’ It is difficult to
get out of the minds of arbitrators the notion that their |
function is in some way judicial-—and this in its turn
induces a legslistic approach, which has remarkable
consequences in the field of industrial relations.¥ For
lawyers think in terms of rights, and so do Trade
Unionists.! A legally-minded arbitrator cannot fail to
be impressed by Trade Union claims, couched in terms
of rights, to a customary standard, or to fair wages.’

1 Sir Rupert Kettle, one of the early English enthusiasta for arbitration,
imagived that he bad found the laws for which he was looking in the lawe of
economica. When acting as chairman of a conciliation board, he used to
refer “from time to time to any well-settled ecomomic laws bearing directly
on the question” (3ec my article, *“The Early Hiatory of Induatrial Concjlia-

tion,” Economica, March, 1030). Kettle's notiona about the difference be-
tweon conciliation aund arbitration were very vague.
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Unless he is uncommonly perspicacious, he is likely to
be more affected by his feeling of the justice of such
claims, than by any apprehension of the consequences
of successful Trade Union pressure, of which, too often,
he has only a dim ideaf It cannot be too clearly recog-
mised that in an arbidrator, legalism is a bias; the
arbitrator’s job is to find a settlement that the disput-
ants can with advantage accept, not to impose a
solution that seems to him fair and just. If he is in-
fluenced by considerations of justice (based nearly
always on very limited conceptions of where justice
lies) he cannot expect that party, whose procedure he
is inclined to consider unrighteous, to be very ready to
bring disputes for his decisio

‘If legalism generally implies a bias in favour of the
Union, 1t may perhaps be suggested on the other side
that class prejudice (arbitrators being rarely working-
men) provides a countervailing bias in the other
direction.(IE\T-‘ow the fear of class prejudice is certainly
a reason which makes Trade Unions loth to submit to
arbitrationyand in consequence it is one of the things
which diminishes the usefulness of arbitration. But it
may be doubted whether the fear is justified, whether
(for this is the decisive test) the alleged class prejudice
of arbitrators can ever have any significant influence
in encouraging employers to use the method. In
practice, { the danger of class prejudice is such an
obvious one that arbitrators are inevitably on their
guard against it; no arbitrator who tock his job at
all seriously could fail to discount such a bias
fairly thoroughly(The bias of legalism is less easily
recognised, and so more insidious) It supplies a good
reason why employers should naturally be on their
guard against arbitration; if employers have a good
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reason, and unionists a bad reason (though one which
inevitably weighs heavily with them) why they dislike
arbitration, it is not surprising that the history of
Industrial Arbitration is not very glorious?

‘When arbitration, instead of being simply one of the
methods of dealing with disputes, so that dJsputants
can go to arbitration or not as they choose, is made by
law the method which must be applied to any intract-
able dispute, a different situation arises{Compulsory
arbitration (at least in its extremer forms, as practised
in Australia, or over a considerable part of British
industry during the war) has many of the character-
istics of State regulation of wages through Wages
Boardgl (The sanction for the wage fixed is the power
of the State, not the power of the Unions; but since it
is much easier to exercise State power aga.inst em-
ployers (who are relatively few in number, and whose
property can be confiscated) than it is to exercise it
against Unions (fining Unions large enough sums to
act as an effective deterrent is politically difficult, and
strikers cannot be sent to gaol, for that would prolong
the withdrawal of their labour),arbitrators on a
compulsory system are driven to make large con-
cessions to Union claimg) Indeed, so far as the im-
mediate objects of the Unions are concerned, cem-
pulsory arbitration is the best system conceivable,
since the Unions are likely to get whatever they can
persuade- the State, or coerce the employers, to grant

! In her valuable survey of the work of the Industrisl Court, the principal
officin] organ of arbitration in Great Britain since the war, Miss M, T, Rankin
shows that this body has been sa much concerned with establishing a system
.of quasi-legal principles on which wages ought to be fixed, as with asettling
'disputes. It is hardly surprising that these principles turn out to be nothing
elss but the living wage and fair wages, the traditional principles of Trade
Unionism (Arbitration Principles and the Indusirigl Court, paseim ; see also
Amulree, Industrial Arbitration, ch, xix,), ,
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them—whichever is the higher. But this, as we shall
have abundant cause to see, is not the end of the
story.l _ :

III

The problem of Industrial Peace is only one, and
not by any means necessarily the most important, of
the economic problems raised by Trade Unionism.

% Within wide limits{(the more pacific is a Union’s policy,
the greater its economic influence—in particular, its
influence on wages—is likely to be) Thus, in studying
the potential influence of Unionism on wages, it is best
to assume that we are dealing with Unions whose
officials are highly competent, and in which there is a
spirit of confidence between officials and members:
Such Unions will strike rarely, and when they do’
strike they will quickly come to a settlement with
the employers. We may now examine what are the
circumstances which favour the establishment by
such Unions of wages considerably higher than the
wages which would have been paid if combination
had not been present. This will give us a maximum
value for Trade Union gains; the Unions of actual
fact cannot generally be expected to do as well as this.

In our diagram (p. 143) this maximum level to

1 The direct regulation of wages by the State, in the absence of Trade
Unions—through Trade Boards, or Wages Boards of whatever description—
does not concern us here; but not only because it falls outeide-the title of
this chapter. The level of wages fixed by euch boards is & matter of publio

licy, and there is co economic reason why they should not in the first place
Eiany level they choose. Of oourse, some seta of wages would be so obviously
ruinous to the industry in question that they would only be fixed by a Govern-
ment or board which bad altogether taken leave of ite senses; but this is a

matter of consequences, and the consequences of wage control are reserved
for consideration in a future chapter.
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which wages can be raised by Trade Union action,
when executed with the greatest possible degree of
skill, is given by OA; and it is the causes which de-
termine the level of OA, or rather ZA (the extra wage
due to combination) which we must now examine.
This level clearly depends upon the shape and position
of the two curves.

About the form of the Union’s resistance curve
there is not much that has to be said. It has already
been suggested that in many cases the resistance curve
mey be horizontal for an appreciable portion of its
length; for example{in times of bad trade, a union may
resist & reduction in wages with all its might, but
suggestions for an advance, if they are made at all, are
not meant serlously  When the dispute arises originally
out of the men’s claim for an advance, a horizontal
stretch is indeed less likely ; but even in this case, some
new level may easily invoke a special attachment—
because it has been granted elsewhere, and is therefore
considered fair, or because it has been paid at some
earlier period, or for some similar reason. If now the
employer’s concession curve cuts the resistance curve
on the horizontal part, the union will generally succeed
in maintaining its claim; but if it cuts it at a lower
point, compromise will be necessary, and if is over such
compromises that misunderstandings and strikes most
easily arise.

More or less sentimental considerations of this sort:
evidently have a large influence on the willingness to
hold out for a given rate of wa%es ;(but the adtual
duration of resistance depends ok ability as much as

h))wﬂhn: es§) Btrikers’ ability to hold out depends,
in its turn, partly on the size of the Union’s accumu-

lated fundg (the amount of strike pay it can give),
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partly on the savings _of ‘the members (which enable
them to be content with a low rate of strike pay, or to
hold out when strike pay has disappeared), partly on-
the attitude towards the strike of parties not directly
concerned (the willingness of shopkeepers to give
credit, the willingness of other unions or independent
well-wishers to give loans or donations to the union)}
The greater the extent of such resources, the stronger
the union will be; and the more likely it is to be able
to secure a given level of wages. V *

How far the possible further consequences of
raising wages are likely to influence a union in making
claims—how far it is likely to abstain from demanding
an advance because of a fear that in consequence of its
being granted a proportion of its members would be-
come unemployed—is not a question that we can easily
discuss at present. Some influence of this kind there
undoubtedly sometimes is; but experience seems to
indicate that it is a good deal less than a superficial
examination of the economics of the situation would
suggest. This is one of the things we shall have to try
to explain.

‘We may now turn to examine the employer’s con-
cession curve. "The wage an employer will pay rather
than submit to a strike of given length will depend on
the relative costs of concession and resistance; any-
thing which raises the cost of a strike to him will raise
the wage he is prepared to pay, anything which raises
the cost of paying a given wage will lower the wage
obtainable! Once the duration is given, the most im-
portant conditions which determine the cost of a strike
are:'(1) the degree to which the union can make the
strike effective in causing a stoppage of the employer’s
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business; (2) the direct costs of the.stoppage—the
profits unearned and the fixed charges uncovered ;{3)
the indirect losses through breaking of contracts and
disappointment of customerS_JAnything which in-
creases these things increases the wage which Trade
Union action can secure/ The most important factors
which govern the cost of concession are: (1) the length
of time the settlement is expected to last; (2) the ex
tent to which a given rise in wages will diminish profits{.
Anything which increases these will diminish the wage
the employer is prepared to offery

One of the best ways of illustrating the significance
of these factors in Trade Union strength is to adopt an
historical method, and to follow out their working at
different stages in the development of collective bar-
gaining. This we shall endeavour to do in the next
chapter. But before passing on to that, there are cer-
tain general deductions from these points which may
conveniently be made here.

First{the power of Trade Unions to raise or retain
wages above the competitive level is much greater i
times of good trade than it is when trade is bad. No
only is the direct strength of the union likely to be
greater—it is nearly always easier to get members when
trade is good, for the men can afford union subscrip-
tions more easily. The funds of the union are likely to
be higher for this reason, and also, if it pays unemploy-
ment benefit, because there is likely to be less drain
from that source. But more important than either of
these is the fact that when trade is good, the cost of a
strike to the employer will be immensely enhanced.
Once an employer is making large profits, and expects
those profits to continue in the near future, he is an
easy mark for union demands. He will nearly always



156 THE THEORY OF WAGES on.

be prepared to make some concession in order to avoid
a strike) On the other hand, when trade is bad, the
loss imposed upon him by a strike of moderate length
may be very small indeed (he may have been con-
sidering a temporary closing-down of his works in any
case) so that the union will have to be abnormally
strong, which it is very unlikely to be, in order to be
able to bring to béar any significant pressure at all.’}
Next, some special attention must be paid to the
last of the five conditions on which we found the form
- of the employer’s concession curve to depend { the ex-
tent to which a given rise in wages will curtail profits.>
This is perhaps the mostimportant of all the conditions,
. and yetitis frequently overlooked.
< Trade Union gains, like taxes, do not necessarily
stick where they are put, but can be passed on.%/If an
employer pays higher wages to a particular class of +
workmen, he does not necessarily content himself with
allowing everything else to go on as before, so that his
profits are reduced by exactly the amount paid in the
higher wages. The fact that this kind of labour can
only be engaged at a higher wage than before sets in
motion all those adjustments which were discussed in
an earlier part of this book (Chapter I}. Since costs
have arisen, he will, if he can, raise selling prices. But
gince any increase in selling prices will probably mean
a contraction in output, this will only be profitable to
a limited extent, depending on the elasticity of demand

1 Tt is true that in times of bad trade the efforta of the Union may bo
!powerfully seconded by an independent reluctance to cut wages on the part
of employers (see above, p 55).

* Forthe classical statement of this argument, see Marshall, Economics
of Industry (1878), p. 206. At present we are only concerned with these
further effecta of Trade Union action as far as they affect the willingness of
employera to concede Trade Union olaims. They will be elaborated much
miore fully in Chapters LX. and X.
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for his product.® Yet in so far as a reduction in output
takes place, it may have further favourable conse-
quences for him, 'to set off the direct fall in profits
which was occasioned by the rise in wages. For his
demand for other factors of production, other kinds of
labour, raw materials, transport, and so on, will be
reduced, and under favourable circumstances, the re-
duced demand may mean a considerably lower cost.:
To some extent, then, a rise in the wages of a particular
class of labour can sometimes be shifted by the em-
ployers of that labour on to the shoulders of other
sections of the community, both those to whom they
sell and those from whom they buy. To the extent to
which they expect to be able to shift their losses in this
way, their resistance to union pressure will be reduced.

Another effect of raising the wages of a particular
class of labour is to make that class expensive re-
latively fo athers. It therefore su_pphes an incentive to
employers to use less of the labour in'question and more

" of other factors of production. In so far as such sub-
lstxtutlon is possible without great loss, the einployers
will give way more readily.

But though easy substitution diminishes em-
ployers’ resistance to wage-advances, at the sdme time
there can be no doubt that this is a case where union
policy is considerably influenced by apprehension of
the consequences on employment which would be
likely to follow from success. Although any increase
in wages must mean fewer jobs than would otherwise
have been available—whether by this route of sub-
stitution, or by the direct effect of higher costs in

1 If he has direct competitors nat subject to the same Union prmsu;e.
then the extent to which he can pass on his loases is nearly negligible. Com-
petitionis extremely eiastic demand.
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checking output—there can be no question that the
effect is much more obvious along this route than along
the other.' As we shall afterwards see, the effect
through increased costs is usually deferred, and thus
less easy to recognise; but, at any rate(lin an industry
whose methods are very flexible, where technical
change is very frequent (and it is only in such an in-
dustry that the possibility of technical change will
generally affect the issue of disputes) the workman al-
ways feels his job to be insecure because of the progress
of invention. It is not difficult for him to get some
rudimentary idea that he is more likely to be displaced
if he becomes more expensive; and apart from this, he
naturally directs most of his attention to using his
lunion to safeguard his. job, rather than his wage: In
the engineering trades, which are perhaps more ex-
posed than any other British industry to the impact
of technical change, the policy of the unions has been
more anxiously concerned with putting restrictions on
the introduction of automatic machines than with the
control of wages; it is a very natural tendency in
the circumstances.



CHAPTER VIII

THE GROWTH OF TRADE UNION POWER

SINCE the publication of Mr. and Mrs. Webb’s great
history in 1894, much has been written on the develop-
ment of the English Trade Unions. But it is the social
and political aspects of this evolution which have been
most thoroughly examined; the economic aspects
have been much less adequately treated. The econo-
mist, seeking an answer to the most fundamental
economic problems of Union development, can get
little help from the historical literature, and is largely

left to his own devices{ To him the most important &

question is not any of those which have been so ex-
haustively studied, but rather the determination of
the extent to which, at different periods, the Trade
Unions have been able to affect wages) And to this
economic historians, with their eyes fixed on the
qualitative rather than quantitative differences be-
tween competitive and collective wage-fixing, have
rarely attempted to give an answer.

In order to be able to answer this question at all,
some theoretical apparatus of the kind developed in
the preceding chapter is absolutely necessary. Without
some such apparatus it is impossible even to ask the
right questions, to get on the right road towards a
solution of the problem. With it we can at least hope
to do that; and although a fully adequate answer must
await more intensive historical research than it has

been possible to devote to the following pages, even a,
159.
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smattering of historical knowledge, rightly used, may
at least throw some light upon the economic side of
Trade Union history.

When our analysis is applied to the main facts of
that development, it becomes clear that the various
stages through which Collective Bargaining has passed
in this country form a natural sequence, the deficiencies
of each stage offering an economic stimulus for the
closer organisation of the next. We must beware of
any hasty conclusion that the economie stimulus wag’
the only one operating, and still more that it was the
dominating cause of closer organisation. But there can
be little doubt that the economic analysis does throw
a good deal of light on the causation of the process.

I

Like other things, Trade Unionism began on a small
scale—small clubs among the employees of a single
business, or of a small group of businesses in a single
town or village. Now it is clear that the power of such
embryonic unions must have been very limited—for
two reasons. {One was the presence of available sources
of labour supply outside the combination, and the
consequent difficulty of making a strike effective. If
on the declaration of a strike, considerable numbers of
men, working for the employers affected, refused to
obey the orders of the Union, and remained at work,
the costs laid upon the employers were reduced (in all
probability more than proportionately to the numbers
of those who remained) and hardly anything could be
won from the employers as the result of so mild a
threat. Very naturally, pressure (and not always
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peaceful pressure) was brought to bear upon non-
unionists. But the law and public opinion frowned
very severely upon the more violent methods; and
“peaceful persuasion,” although in the end fairly
effective, took a considerable time to reach its goal
Even when organisation reached; the pomt. of
making strikes fairly effective in this sense—in that
nearly all the men actually at work for the firms con-
cerned would withdraw—another danger of the same
kind remained. When the area covered by the Union
was small, employers could generally carry on (at
somewhat increased cost, it is true) by importing °
labour from outside the area. It is not surprising that
for both these reasons, the “blackleg” trouble was one
of the dominating features of the situation in these
early days. It was a natural consequence of the weak-
ness of organisation and the limitation of membership.
Even apart from blacklegs, it is improbable that
at this stage the Unions could have made very appre-
ciable gains, owing to the impossibility of employers
passing on the concessions which might be extorted
from them to other parties.* So long as each employer
was faced withcompetition from other firms whose men
were not unionised, or at least not organised in the
same Union, the possibility of raising selling-prices, or
lowering the buying-prices of other factors, was small,
and the resistance of employers was therefore intensi-
fied by the fact that the whole burden of concession
must fall on profits. It is true that, now and again,
1 This statement requires some modification with respect to those trades
where interlocal competition was still very imperfect; since in thess cases
& considerable rise in selling price may have been possible without too
setious a reduction in demand, But as time went on, the extent of these
opportunities must have been diminished; and it is very poesible that this
:;'::; .cme of the reasons for the extension of the area of Trade Union organisa«
i
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when an employer was caught with a contract which
he must fulfil to avoid heavy loss, strikers might catch
him at a disadvantage, and score a temporary success.
But such gains would inevitably be fleeting, since he
could not afford to carry on for any length of time with
costs higher than his competitors’. "As soon as oppor-
tunity arose, he would defy the Union, and beat it.
Now although this second limit was certainly one
of the penalties of small-scale organisation, and
although in all probability it was largely responsible
for the weakmess of early Unions, it is most unlikely
that at this period unionists had sufficient insight into
the motives of employers for it to have had much
influence in stimulating the extension of their organisa-
tions. ( Sometimes, 1t is true, we do find in Trade Union
history traces of a suspicion that the ill-success nf
unionism in one district is a factor limiting the poss:-
bilities of success elsewhere; but these are generally
vague, and mostly belong to a time when the move-
ment as a whole was past this initial stage: Blacklegs,
on the other hand, were an cobvious nuisance; the
danger of direct undercutting by non-local labour must
have been the main economic consideration encourag-
.ing the extension of unionism from small districts to
large, and even to the whole of an industry within the
national frontier. Doubtless there were less speci-
fically economic causes at work as well—feelings of
working-class solidarity, and the fact that capable
organisers would be easily flattered by size. And once
it had been discovered that financial organisation, the
accumulation of funds and the payment of benefits,
were the easiest way to hold a large Union together,
more members meant more subscriptions, and a finan-
cial motive for extension gathered considerable farce.
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II

- This second phase of Union history dppears to
correspond, in the case of England, to the middle part
of the nineteenth century. It was only after the repeal
of the Combination Laws that open canvassing, without
which it would have been nearly impossible to form
large Unions, became really feasible; but for a long
while the sheer difficulty of organising large masses of
men presented insuperable obstacles. The organisation
of 1,000 men was a problem different in kind from the
organisation of 100, and a new technique had to be
invented. From 1825 to 1850 the story is therefore a
monotonous record of failures, and it is only after
1850 that any real success in the formation of large
unions is achieved.

Once this organisation had beer accomplished,
the strength of the Unions was greatly increased.
Although Union members were still in most cases not
a very large proportion of the tofal number of men
working in each trade, the blackleg trouble must have
become appreciably less serious, and at the same time
the accumulation of funds greatly increased the Unions’
staying power. A local strike could be supported Ly
the aid of funds raised in other districts, and so by
careful husbandry the funds at the disposal of a local
branch might sometimes be made so large that an
employer could be confronted with the possibility of
his men staying out almost indefinitely. In such
circumstances it is conceivable that Union gains
might be large; though since the burden of concession
must still fall aimost entirely upon profits (competition
with other firms making it impossible to pass it
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on) the resistance of employers would generally be
strenuous.

Some things of considerable consequence the
Unions, in this second phase, could, and generally
did, achieve. It will be remembered that in dur dis-
cussion of the mechanism of wage-reductions in s
free market, we found that the process is generally
initiated by the action of some “bad” or pessimistic
employers; and that these subsequently, if the condi-
tions of trade remain unfavourable, force the others
into line. Now if a strong Trade Union were to concen-
trate its attack upon these “bad” employers, it conld
very effectively postpone reduetions, since any single
employer who desired to cut wages would find the
whole force of the Union against him. (Ifthe declinein
trade was not too protragted, this policy might prevent
reductions altogether.) The most convenient means
of achieving this end was to set in the forefront of
Trade Union objectives the maintenance of & “common
rule” —definite minimum wages or recognised piece-
lists throughout a district, enforced by the concen-
tration of Union strength upon any employer who
sought to reduce these standards.”

Nearly all Unions in this second period had some
success in the establishment of standards, although
naturally the area through which the standard could
be enforced varied immensely. In localised industxies,
like Cotton and Coal, strongly organised and well-led
Unions might extend standards over large and busy
districts; while, on the other hand, in less concentrated
trades the standard might apply to no more than two
or three firms in a small town. But the relation
~ between the standards established in two districts

must inevitably have been loose, even if the men
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working in both were organised in the same National
Union; for costs of movement had allowed large local
differences in wages to persist in the competitive
market, and the achievement of a commmon standard,
even for places twenty miles apart, usually remained
for a long while beyond the Unions’ strength.

Thus although this is the period of the first decided
successes of the Unions, their power was still very
limited.. Save in exceptional cases, their membership
was not a8 yet very large, and although the weight
of their funds was beginning to tell, the competition
of employers in the selling markets made great suc-
cesses difficult. The average level of wages over a
period of years could not be much affected; the most
that could usually be done was to moderate or delay
the adjustment of wages to conditions of bad trade
by the euforcement of standard rates. "
~ Under these circumstances, it was natural that

many Unions should turn to indirect ways of reaching
their end. One of the most important of these was the
limitation of entry to the trade. When a trade is in
a flourishing condition, it draws immigrants to it, and
the presence of these immigrants retards the rise in
wages. This in itself the established workers may fee]
to be a grievance; but in general the source of their
resentment is probably different. The good times are
unlikely to last for ever, and when the tide turns, the
‘newcomers, although the first to be dislodged, will
be a supply of potential blacklegs whose presence
will make it appreciably harder to resist reductions.
Thus,iin addition to its direct and immediate effect in
forcing up wages, the limitation of entry to men with
certain defined qualifications strengthened the future
position of the Union. And once organisation had
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reached a moderate stage of effectiveness, it was a
tolerably easy regulation to enforcé) For the times
st which it became most irksome to employers would
be times of extremely good trade, when the Union
found it easiest to enlist members, when funds
were at their highest, and when the cost of a stoppage
to employers (owing to fhe high profits sacrificed)
would be most alarming. 'But though all these things
mede limitation of entry an attractive method of
control, it could never be a satisfactory alternative
to direct regulation of wages. For ome thing, it
was far harder to make it appear respectable (a
man ignorant of economics nearly always feels the
regulation of prices to be more justifiable than the
limitation of supply-—although they come to the same
thing); and for another, ‘the use of limitation of entry,
by itself, would have meant that wages, instead of
being steadied through periods of good and bad trade,
fluctuated more violently.' The result of this has been
that while Trade Unions have continued to use limita-
tion of entry as one weapon in their armoury, it bas
generally had a secondary importance, in comparison
with the direct control of wage-rates> :

III

{The transition to the third phase of Trade Union
history is marked by the rise of Employers’ Associ-
ations.! It is far more difficult to secure information
about these bodies than it is to get similar information
about Trade Unions; they are more secretive, and do
not present the same social interest as a lure to in-

Y7o be distinguished, of course, from those other associations of firms,
formed to operate in the selling market—oartels and ringa
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vestigators, however great their economic importance
may be. But it seems unlikely that we shall get &
radically wrong impression if we date the most active
period of their formation as the last'quarter of the nine-
teenth century. Local understandings of a loose kind
had probably existed before that time; there is even
the great authority of Adam Smith for holding that
they were of some importance in the eighteenth
century.! But it is not unlikely that Adam Smith’s re-
marks relate essentially to the pre-industrial or very
early industrial epoch, when the reluctance of em-
ployers to change ancient customary rates might well
induce a species of combination; with the progress of
the Industrial Revolution they became more ac-
customed to the idea that wages do change, and (so at
least the evidence seems to suggest) employers’ com-
bination became decidedly uncommon.*

But as the Unions grew in power, the situation in-
evitably changed. Where district minima were success-
fully achieved, the incentive to combination among
employers as the only possible means of enforcing
necessary wage-reductions became very strong.. At the
beginning of a period of bad trade, the “good” em-
ployers might not have been ill-satisfied to see their
weaker competitors restrained from cutting rates; but
as time went on, and opinion in favour of reduction
made headway among the employers concerned, the
idea of combination must always have arisen. No cne
would care to expose himself single-handed to the
attacks of the union—and sllow his competitors to
steal trade from him while he was fighting their battles;
but all (or nearly all) would desire to profit from the

' Wealth of Nations, bk.i., ch. vii.
? See Hutt, T'hs Theory of Collectivs Bargaining, pp. 25-30,
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. reduction. Sooner or later some employer must have
- taken the initiative, and asked his rivals to join him in
threatening a lock-out; and circumstances inevitably
arose in which such an invitation would be warmly
accepted.

Over districts through which standards had
been established, employers’ combination inevitably
followed; but it was only in exceptional cases that the
unions’ policy had been sufficiently successful for these
districts to be very large. Nevertheless, once em-
ployers’ combination had begun, it spread fairly
quickly; even against a union which had failed to make
its standards uniform over wide districts, employers
tended to associate themselves on a larger scale. For
the standard rates were only one aspect 6T the piece-
meal policy; even when the rates in two districts
had not been standardised to the same level, the
employers had still to fear separate attacks—the whole
force of the union’s funds being used as a powerful
threat to win concessions from one small group of em-
ployers after another. Combined action could force the
union to spread its power thinly over a wide area, so
that no individual employer had to face a very serious
threat. The most famous example of this process is the
Engineering Lock-out of 1897, when the Amalgamated
Society of Engineers declared a strike in London (to
win a reduction of hours there) and then found itself
countered by the newly formed Engineering Employers
Federation with the declaration of a National Lock-out.

This general organisation of the employers marks
the’third phase, which reached its most perfect de-
velopment (though of course there were exceptions
and differences between particular industries) in the
early days of the twentieth century before the Great
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War. Wages were negotiated between unions and
employers in districts, large or small; it was only in
small localised industries that such agreements usually
covered anything like a whole trade. Central Feder-
ations of employers generally existed, but for the most
part they functioned purely as reserves; they took no
part in the direct negotiation of wages, but simply
prevented the unions from bringing excessive pressure
to bear on any local group. National Agreements be-
tween the central organisations did indeed exist in
several important cases; but the more we examine
these documents, the more we are struck by their
paucity of content. A few particular questions (hours
for example) did tend to be negotiated centrally; but
the National Agreements consisted, mainly, of “Pro-
visions for Avoiding Disputes”, arrangements that in-
tractable local disputes should be referred to the
central bodies. The presence of these clauses was
really a symbol of the employers’ dominance; the
limit of Trade Union gains was no longer marked by
what the whole force of union funds could win from a
small group of employers, but by the point.at which
such a group of employers could effectively summon
the central organisation to their assistance.

In itself, the organisation of &mployers was a
factor diminishing union strength; though historical]y
this was doubtless offset to a large extent by in-
creasing union membership)The rigidity of wages in
face of bad trade was greater than under competition,
since the marginal “bad” employers were restramed
from making reductions; the sentiment in favour of
reduction had to spread some way before reduction
could take place. But the initiative for a change still
came from the districts; and if any district was badly
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kit, the other employers in the association could not
very well restrain it from cutting wages, for fear that
the same trick would be played on them on a future
occasion.! Their best course was to play for a com-
promise. Similarly, the other employers would gener-
ally give & certain amount of support to a group from
whom an advance had been demanded, because one
set of advances would give a strong precedent for
othe:z And although any employer whose men re-
ceived advances late in the series would secure a tem-
porary gain, no one could tell easily whether he would
be an unfortunate early victim, or a fortunate late one.
{ As a result, we must still regard the influence of Trade
Unionism on wages, even in the immediate pre-War
period, as partial and limited—confined to anticipating
a little the gains which would have accrued under
competition in times of good trade, and delaying a
little the losses which would have resulted in any
circumstances from periods of depression."In those
industries where the force of trade fluctuations is not
generally very great, this was indeed a very significant
gain to the workers; for it meant that the temporary
wage-reductions which would probably have occurred
occasionally in competitive conditions were largely
ruled out., But neither in the case of these industries,
nor with those normally subject to greater disturbances,
was the average level of wages, even over a short period
of years, probably affected to any great extent.
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IV

But this has not been the final phase of industrial
evolution. In one or two industries before the War,
and in most industries soon after the War, wage-fixing
passed beyond the phase of local initiative under |
central supervision to that of central initiative, The
main cause of this change appears to have been the |
total disorganisation of relative wage-rates in 1919-21.
Under the abnormal pressure of war demand, wages
in some industries and some localities had arisen re-

_ latively to others in a way which was obviously un-

tenable in the altered conditions of peacetime. Yet no
one knew where the new equilibrium would be, and no
one imagined that it would be anything like that which
had existed in 1914. So strange a situation, in which
sharp and revolutionary changes in the wage structure
had to be made, although no one really knew what
changes were appropriate, gave a long wished for
opportunity to those who held theories of how the wage
structure should be planned. 'Following the example
of the Trade Boards, and using the new machinery of
consultation which was to hand in the Whitley
Councils and other newly established conciliation
bodies, several industries set to work to reshape their
wage structure on new ‘“‘rational’”’ systems, while even
those which found it impossible to go so far neverthe-
less introduced sweeping changes. -

{In these new systems, it was inevitable that the

-actual rates for each locality should be negotiated

directly between representatives of the central unions

and central employers’ associations. There was no

time for any other method but this, the most expe-
ditious. Sometimes time was saved further by leaving
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the pre-War local rates unchanged as base rates, and
adding to them a nationally-negotiated bonus. But
in either case, direct control over the effective wage-
level was handed over to the central bodies, who be-
came responsible for it. When it became necessary to
bring about any change in wages, it was to these bodies
that men naturally appealed.

It is true that these systems have generally pos-
sessed a certain amount of elasticity—rather more than
that possessed by Trade Board rates, for example. But
their installation has meant that no considerable
change in wages in the industries concerned could take
place without positive action by one massive organis-
ation or another, and without the threat of a stoppage
throughout the industry.,

From the standpoint of the national economy this
change has been most serious; undoubtedly it has been
one of the main factors responsible for the scale of the
industrial strife which has marred the history of post-
" war England. (But from the point of view of wage-
. regulation, it has a different significance> For the first
time, it has become possible for the resistance of em-
ployeras to union pressure to be largely influenced by
the possibility of shifting a considerable portion of the
burden of high wages on to the shoulders of other
people, who are not in any direct way parties to the
dispute) ‘As long as rival employers were not subjected
to simultaneous pressure, the extent to which this
could be done was very limited ; once the same pressure
was felt by all, any firm could pass on a considerable
part of the cost of concession to its customers or to the
providers of other factors, confident that no one could
outbid it.?

But although this possibility, on a considerable
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scale, was a new and vitally important factor in the
situation, it was not equally present in all industries.

( The extent to which costs can be passed on to the con-
sumer, for example, depends on the elasticity of de-
mand for the product; and although our knowledge of
elasticities of demand is very vague, there is no doubt
that they do vary immensely from one commodity to
another! It is theoretically possible for men who work
at the production of a commodity of highly inelastic
demand to force up their wages almost indefinitely—
so long as the demand continues inelastic, and so long
a8 no alternative method of production, or alternative
source of labour, is available. Their employers (if
attacked simultaneously) have hardly any incentive
to resist them. The more inelastic the demand is, the
easier it will be to establish a high level of wages by
Trade Union pressure; but with commodities of
elastic demand, the possibility of shifting is very slight
and the resistance of employers proportionately in-
creased.

JEven when wage-regulation proceeds on an in-
dustrial scale, there are some unions which are bound
to encounter a highly elastic demandy These are the
unions in industries with foreign competitors, whose
workmen, at least in the present stage of organisation,
are not organised in the same unions and do not exert
simultaneous pressure. They may be ‘‘protectable’”
industries, whose foreign rivals compete with them in
the home market, or export industries, whose foreign
rivals compete with them in foreign markets. But in
either case, the elasticity of demand for the home pro-
duct is likely to be very high, since it has so convenient
8 substitute in the foreign products Naturally, there-
fore, once organisation has reached our fourth phase,
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in which some industries can effectively pass on the
costs of high wages, a very considerable divergence is
likely to develop between the fortunes of different
unjons. “Sheltered” wages must rise relatively to
“unsheltered”.!

v -

This change in relative wages has been very evident
since the war; but it has been much more significant
in the second half of the decade than it was earlier.
The new national agreements came into force in 1920-
22; but it seems unlikely that they had any very pro-
nounced efiect in impeding the adjustment of wages
to the catastrophically changed price-level of the
latter year. Employers and men alike were quickly
convinced that the circumstances of 1920 were ab-
normal; while the state of trade was such that the
Unions could make little resistance to a determined

! It ia not denied that some effect of this sort was probably present
before the war; in those trades which transport costes, or other obstacles,
made quasi-monopolistic, and in those small trades which were aided by
local concentration to reach my fourth phase at an early date, some amount
of shifting was possible. But there can be no question that it has become
a phenomenon of altogether different magnitude in the last decade.

There is an intereating passage in Marshall’s account of Trade Unjonism
(Economics of Industry, 1807, pp. 383-384) whera he suggesta that the“*brac-
ing influence of foreign competition,” by preventing the unions in export
trades from making great guins by aggressive action, and aggravating the
losses caused 1o the indastry by strikes, leads them to develop a concilistory
policy, **Thoge union officials who most fully realise the fundamental
solidarity between employers and employed, and who oppose all demands
which would needlesaly hamper production or inflict loss on the employers
are those whose advice is found to bear the test of axperience best; their in-
flusnce increases, and their character spreads itself over the union,” Post-
War experienoo moderates this optimism; but even with respect to earlier
history, it may be questicned whether Marshall was not unduly impressed by
the very remarkable cases of Cotton and Ircn and Stee!, which must awrely
have been in his mind when he wrote these words. Coal is also an export in-
dustry, and the history of Indusirial Relatione there ia very different.
Personally I doubt if, in the pre-war situation, the difference between
sleltered and unsheltered trades was s significant aa Marahall thought.
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attack on wages. By the end of 1923 wages had found
their new level. There was already apparent at this
date a considerable divergence between sheltered and
unsheltered wages, but it was not much larger than
could be explained easily enough by two causes only
remotely connected with Trade Union action. For one
thing, the unsheltered trades were largely war trades,
which had been abnormally expanded for the pro-
vision of munitions, and which were in consequence
now saddled with an abnormal surplug of labour. And
for another, they were largely heavy trades, in which
wages had always been particularly influenced by the
Trade Cycle. In Shipbuilding, Engineering, and Coal-
mining, wages in 1923 were relatively low by pre-war
standards; but then 1923 was a year of trade depression.
When trade recovered, it was reasonable to expect that
wages in these trades would recover too, while shel-
tered wages would share in the advance to a much
more limited extent.

These expectations were not fulfilled. In 1924
there was indeed an appreciable recovery in trade, and
with it the expected recovery in export trade wages.
The coal-miners exacted that short-lived and fatal
agreement whereby the minimum percentage was
raised from 20 to 33}. Wages in engineering and ship-
building also rose. But the recovery was not confined
to the export trades. The workers in sheltered trades
also had not been satisfied with the wages they had
been forced to accept in the slump. In a considerable
number of cases they succeeded in getting their wages
revised. With improved trade, Trade Union strength
was increased, and that strength was used to exact a
rise in wages at a very early stage of recovery.

But the recovery did not persist. In April 1925,
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England returned to the Gold Standard, at a par of
exchange which cannot now be denied te have been
too high to be consistent with the then existing level
of wages. But the downward pull on wages which
thenceforward existed was not catastrophic like the
slump of 1921; it was much milder, and could to a
large extent be resisted by the Trade Unions with their
new-found strength. Not all the Unions, indeed, could
resist it effectively; for here the divergence in position
between sheltered and unsheltered trades began to
show itself in its true significance. The sheltered trades
staod up to the pressure, for they felt it very little, or
hardly at all. But it was very different with the export
trades. Even with thése, of course, the pressure was
not simultaneous; particular influences crossed with
the general monetary deflation. But, one after another,
Coal, Wool, Cotton, became storm-centres. The re-
sistance of the Unions was prolonged and powerful,
though this only sometimes showed itself in a lengthy
stoppage like the 1926 Coal Strike. More often the
employers did not like the prospect of a strike, and
bore their losses for a long while.

The rigidity of wages, or successful resistance of
wages to downward pressure, which was a dominating
factor in Britain’s economic position between 1925 and
1931, was further reinforced by an indirect consequence
of the national agreements. The threatened wage-
changes could not take place gradually and on a small
scale; they thrust themselves into the front pages of
the newspapers, and became events of which politicians
had to take notice. It was impossible for Governments
to avoid interfering in the disputes; and once they did
interfere, they acquired a certain amount of responsi-
bility for the outcome. For obvious electoral reasons,

L
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no democratic Government cares to be associated with
wage-reductions; and thus the influence of the State
was nearly always directed against those adjust-
ments which it had made necessa.ry by its own

policy.?

Further, throughout the post-war period, all.

Governments have undoubtedly been strengthening
he hands of the Unions, by the system of Unemploy-
ment Insurance. If it had not been for Unemployment
Insurance, there can be little doubt that many of the
national agreements would long sgo have broken down,
or been rendered much'more flexible. It is not so much
that the Unions, if they had had to look after their own
unemployed, would have been financially weakened,
and thus less able to resist wage-cuts, although this
may be of some importance. The significance lies
rather in that clause, which has run through all the
multitude of Insurance Acts, decreeing that employ-
ment ‘‘at a rate of wages lower, or on conditions less
favourable, than those generally observed in that dis-
trict by agreement between associations of employers
and employees” shall not be regarded as suitable em-
ployment, refusal of which disqualifies for benefit. If
it had not been for this clause, it is impossible to be-
lieve that it would have been possible to enforce agree-
ments in the face of large and persistent percentages
of unemployed in regular trades. New firms would
have started up, absorbing the unemployed at low
wages; many of those firms which have actually closed
down would have remained open with “blackleg”
labour. And in face of competition from these

1 The Coal Minea Eight Hours Aot of 1028 is not really an axcept on to
this rule. An inoreass in hours seemed to be the only slternative to still
hoavier reduotions in wages than thoss which came about. The Government
was faced, from ita own point of view, with a choice between two evils.

12
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sources, the national agreements must have given
way.

This is not a pretty alternative; but on the question
whether the choice we have made is better the follow-
ing chapters may perhaps throw some light.



CHAPTER IX |
WAGE-REQULATION AND UNEMFPFLOYMENT

I

It is now time to return from this historical digression
to the general issues of theory with which we are
more directly concerned. (We have examined the -
conditions which make it possible for Trade Unions
to secure at any time the payment of wages higher than
would have been paid in a competitive market; We!
may now assume that such wages are being paid,
whether as the result of Trade Union pressure or
because they have simply been imposed by the State;
and we may proceed to enquire what the consequences
of such a situation are likely to be.

/ Very simple and familiar economic reasoning
suggests at once the main nnswer—pnemployment}
/A raising of wages above the competitive level will
contract the demand for labour, and make it impossible
to absorb some of the men available.) fis the employ-
ment of labour contracts, the marginal product of
+ the men still employed will rise; when the marginal
product has risen to a level corresponding to t{;e new
wage, the increase in unemployment will stop.

There is nothing in the arguments put forward
in this book to suggest that this analysis is not sub-
stantially right/But it is obviously a simplified picture
of what goes on, couched in terms which remove it
further from reality than is necelsary; so that it is
hardly surprising if those engaged in industry have not
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found it easy to recognise as their own experience.
Some further discussion even of this simple direct
reaction seems to be desirable if we are to have clear
ideas on the matter./
i First of all, we mustﬁlstmgmsh between the cases
» of a partial control of wages—in some firms or indus-
tries only—and a general control of wages extending
throughout a whole commumty\ If the control is
limited to particular employments, then certainly the
demand for labour in those employments will contract
below the level which it would otherwise have reached.
Some men who would bave got employment there can-
not now do so; they must go off and seek employment
elsewhere. This may indeed cause temporary unem-
ployment, if men have to be shifted from one trade,
or one district, to another; but it is essentially the
same kind"of thing as results from an ordinary change
in the demand for labour, common enough in a per-
fectly free market. JIn this case, it is not the unemploy-
ment which is, economically speaking, the most signifi-
cant effect of regulatlon (in an extreme case, where the
affected firms are abnormally prosperous, and the rise
in wages i8 only just sufficient to prevent them expand-
ing employment or to diminish their expansion, there
may be no net unemployment due to the regulation);
j the important effect is the redistribution of labour—
the fact that some men are prevented from securing
employment in a trade where they would be better
off than they are otherwise condemned to be. ¢
When the control of wages is general, the situation
*is different.| If there are not sufficient uncontrolled
 industries to absorb the men who cannot get employ-
ment in the controlled industries—or absorb them at
a Teal wage above starvation level—then, the unem--
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ployment which results is not temporary in the
above sense. /It must go on, until the long-run economic
forces which determine competitive wage-levels—in-
vention, the accumulation of capital, and, in an open
community, the direction of foreign trade—produce
such a change in the wages which would have been
paid in the competitive market as to enable the unem-
ployed to be absorbed, That is to say, the unemploy-
ment must go on until the artificial wages are relaxed, | |
or until competitive wages have risen to the artificial |
level.

It will be one of the principal tasks of the next
chapter to determine to what extent it is possible to
bold out a hope of this taking place. But for the
present it is worth our while to concentrate on the
more immediate reactions, on the unemployment-
manufacture which results directly from Trade Union
action and the policy of wage-boards. We can leave
until later the question of how far secular changes
in economic resources may cause this unemployment
to disappear.

II

% Tt should be clear from our analysis of the Marginal
Productivity theory in Chapter I that the effects on
employment of artificially bigh wages may easily be
slow in making their appearance,;Take first the case
of a single firm, carrying on in a condition of moderate
prosperity, which is compelled to raise wages. Apart
from the possible reactions of the change in wages
on the efficiency of labour (on which we shall have
something to say later) this means a reduction in
profits? But although some reduction in profits is
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inevitable, the employer will obviously do all he can
to make it as small aspossible; and the ways which lie
most directly open to him all invelve a reduction in

&gﬂ&&iﬁmhour-)
urst, there will probably be some men who are

, doing work of relatiyely small importance to the
conduct of the business, and who can consequently
be dispensed with. So long as the waged they received
were relatively low, it was estimated that their employ-
ment brought in more than they cost; but at the higher
level of wages this is no longer the case. Secondly, there

\ 1 may be certain lines of business where the profit on
turnover was small; and these again, although they
just paid at the old rate of wages, may not pay at
the new. If they are abandoned, that is another reason
why -employment should contract. (But it is probable
that in most cases the contraction of employment
which arises in these ways would be fairly small, so

v 1 that the vmmediate effect on employment of a rise in
wages may not be considerable)

But the reason for thisis that an entrepreneur, by in-
vesting in fixed plant, gives hostages to fortune. So long
a8 that plant is in existence, the possibility of economis-
ing by changing the methods or the scale of produc-
tion is small;{but as the plant comes to be renewed,
it will be to his interest to make a radical change.
Either he will reinvest his capital in some form of
plant which uses less of the labour whose wages have
risen—if a form can be found which reduces output
less than it reduces costs; or alternatively, instead of
reinvesting his depreciation allowances in a new form

| of plant for this business, he will decline to replace
¢ his plant, and will keep his capital in the form of
shares in other businesses, s0 long as these yield a
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higher rate of return than he would get by reinvest-
ment in his own.> .

“Naturally this is a slow process, for some reinvest-
ment in old forms will very.often be necessary in order
to preserve the earning-power of the old equipment.
But there will be a continual urge to such transforma-
tion ; and as it takes place, more and more of the high-
wage labourers will be unemployed, and driven to
seek work at lower wages elsewhere. This process will
only stop when the contraction has proceeded so far
a3 to raise the rate of profit upon that capital which
is kept in the business sufficiently to remove any
incentive for the employer to change methods to the
disadvantage of labour, or to withdraw capital and
reinvest it outside.

If, instead of considering a single firm which bhas
been in a stationary condition, we consider an industry,
or group of firms, then there is another possibility.
fFor even if the group as a whole is stationary, in the

"sense that, apart from the rise in wages, its total
output would have tended neither to expand nor
contract, individual firms in the group may reasonably
be supposed to be changing in scale and prosperity, in
accordance,) perhaps, with the changing ages and
efficiencies of their managers. Some firms will be on
the downgrade; and the rise in wages, by diminishing
their already meagre profits, will hasten their decline,
Ordinarily; their place would have been taken by the
establishment of new firms; but since profits are now
abnormally low in this industry, the incentive to
capitalists and entrepreneurs to choose it as a field for
investment will be seriously diminished. The number
of firms in the industry will be diminished, for more
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will go out, and fewer will ‘come in. Thus output and
employment will fall. -
This will be the process in a stationary industry.- -
// In an expanding industry, where profits were abnot-
mally high, the artificial raising of wages may cause,
1~ not contraction, but only a retarding of expansion.
For the reduction of the abnormal profits, caused by
the rise in wages, diminishes the incentive to transfer
capital to this industry; it therefore diminishes the
incentive for the old firms to expand, or for new firms
to enter; and the expansion of the whole industry
is therefore less than it would otherwise have been.
In a contracting industry, where profits are already
{ abnormally low, high wages will accelerate decline,”
It is now easy for us to see why Trade Unionists
bother so little about the connection between their
wage-policy and unemployment.~“The unemployment
caused by their policy does not all appear at once, but
only declares itself gradually. Even if the initial |
advance was made at a time when the state of trade |
was neither particularly active nor particularly de- !
pressed, there would probably still be very little un-
employment to begin with. The unemployment which|
is actually a result of the original advance will only;
show itself as plant comes to be renewed, or as the
| marginal firms die off and there is none to replace
them.(Thus to the Trade Unionist wages and unem-|
ployment naturally appear to have little connection.
The initial unemployment may be too small to be really
| noticeable; and the later additions are most easily
ascribed to quite different causes) That which comes
from substitution is put down to “labour-saving
| machinery”; that which comes from bankruptcy and
1 closing-down is ascribed to the inefficiency of em-



"x  WAGE-REGULATION AND UNEMPLOYMENT 185

ployers. That the wage-policy which has been going
on 5o long and has seemed so successful has anything
to do with present calamities seems too far-fetched
to be considered. ' -

When, as is indeed most likely, the initial dis-
crepancy between Trade Union rates and the rates of
the competitive market arises, not at a time of normal
trade, but in the midst of an upward or dgwnward
swing, even the initial unemployment may easily be.
masked. The earliest gtages of the growth of unemploy- ;
ment which actually results from wage-policy are’ 1.
completely hidden in the unemployment which comes [
from a depression in trade.

II1

// Whatever may be the case with the ordinary Trade
Unionist, no one with an economic education is likely
to deny what has just been established with perhaps
unnecessary detail{that a raising of wages in one
industry will diminish the demand for labour in that
industry. But even economists sometimes find a diffi-
culty in seeing that what is admittedly true for each
industry separately is also true for all industries taken
together.(Once we have universal Trade Union action,
the ceteris paribus assumptions, with which Marshallian
economics is accustomed to work, break down; it is
no longer fair, for example, to suppose that the demand
curves for the products of the industries remain un-
aflected by the changes; and a way of looking at the
problem which had sufficed with one industry con-
sidered alone, becomes unsatisfactory in the more |
complicated case.
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~ But it is not really difficult to adjust our views
to this caset is true that we must not look at the
various industries successively; we must look at them
simultaneously. But we can then prove conclusively
\ that an all-round rise in wages must cause unemploy-
ment (apart, again, from reactions on the efficiency of
labour) by supposing i does not, and then proving th
continuance of such a situation to be impossible. //e
We now suppose that the free labour market has
entirely disappeared. It does not matter very much if
we regard all industries as unionised, and all the
Unions forcing wages above the competitive level; or
whether, initially, only some Unions are doing this,
and the others are resisting the fall in their wages which
the rise in the first trades tends to ,produce} There is no
serious theoretical difference here! But for simplicity’s
sake we shall for the present assume that we are dealing
with an isolated or closed community, and also with
one that is stationary, having no tendency either to
economic progress or decline. We may also assume
that by “wages” we mean real wages. The complexi-
ties which are introduced in practical affairs by the
absence of these limitations we can examine later.

f Suppose now that a rise in wages takes place and
that initially no one is discharged. The rise in wages
does not directly increase the spending-power (meas-
ured in terms of goods available for exchange) which is
coming forward to take off the market the goods
offered for sale. All that happens is a redistribution of
that spending-power; more of it comes from wage-
earners and less from the receivers of profit) This may,
and indeed probably will, alter considerably the relative

* demand for different commodities; the demand for
~some commodities (those which wage-earners would
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buy if they had a little more money) will increase, while
the demand for those commodities which are consumed
mainly by the capitalist and employer classes will
diminish.’ This will affect consiﬂerably the relative
profits of different trades——employers in some trades
may find themselves better off than before, even with
the higher wages they have to pay, but employers in
other trades (doubtless the great majority) will be
worse off. The general rate of profit will diminish.

The disturbance in the relative rates of profit
earned in different trades will lead to a good deal of
shifting of industrial activity, those in which profits
are now higher tending to expand, and the others to
contract. But in so far as this merely reflects the
‘changed relative demand for different products, there
18 nothing to suggest that it is likely to lead to per-
manent unemployment For, on the whole, as many
men ag are thrown out from the one class of businesses
are likely to be absorbed in the other. (There may of
course quite well be serious temporary unemployment
owmg to the difficulties of transfer.)

‘But the shifting of demand for products is not the 4
only reason why a transference of resources will take
place. Some trades use a higher proportion of labour
to capital than others; so that while, in the more
capitalistic trades’ (speakmg generally, and apart fmm
the variations ifi demand for products) the burden of '
the high wages on profits will be small, in the less '
capitalistic trades it will be much more considerable.:

| Profits will therefore be higher in the first class than; ‘

in the second, and there will thus be a tendency for
1 By ‘‘more capitalistic™ industries, I mean those industries which nse &
rolatively la.rgu proportion of capital to labour in making & unit of product;

similarly by *‘a more capitalistic method" I mean a mothod which uses &
larger proportion of capital to labour.

1
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capital to shift—from the less capitalistic to the more
capitalistic trades.)

But this second tendency—unlike that which arises
from the change in the demand for products—is not in
the long run innocuous to the employment of labour.
For a given amount of capital, which enabled a large
number of labourers to be employed in the less capital-
istic trades, will employ far fewer men in the more
capitalistic industriesCAlthough employment expands
in the latter, they cannot absorb all the labour which
is thrown out elsewhere)

Now even if this kind of transference were to take
place completely up to the point where it ceased to be
advantageous to the capitalists—and, for all the
reasons we have previously mentioned, this is bound
to be a slow process—the rate of profit would still in the] v
end be lowez than it would have been in a free market. {*’
For capital is being forced into uses less advantageous
than those which would then have been open to it, and
its net productivity is therefore lower. And so there
is still an incentive to further change. And a further
change can advantageously be made—by(making each
industry more capitalistic than it was beforej The
wages of labour are higher and the rate of interest '
lower than they would have been in a free market; so
that more capitalistic methods of production which
would not have been profitable then become profitable
now. But the adoption of these methods lowers still
further the amount of labour which is required with ;.
a given volume of capital; gnd so increases unemploy-
ment.

»..!-s-\ But although@his change of methods, like the
- shifting of resources between industries, must increase
.—}Fnet‘ unemployment, it will not increase unemployment

2
.,P"
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at all regularly, nor necessarily increase it in every
industry.Under moders conditions{the use of more
capitalistic methods means, to a large extent, the in-
creased use of machinery}énd since the making and
the using of machines are now generally specialised _
into different trades, the fate of these trades will be Ev X "5
different. . After a certain lag, maybe{the demand for
the products of the machine-making trades will begin » o
to expandy-at least relatively to other industries; for F‘:iu
it is concervable that the reduction in employment, by
reducing the demand for final products, may set off
this increase. But it remains perfectly possible that
employment in the heavy industries—those specialised
to the production of capital goods—will be well main-
tained ; and, as far as the things we have hitherto taken
into account are concerned, it is certain that there will {
be relatively less unemployment in the heavy trades
. than elsewhere.
On the other hand [ unemployment will be concen- \
trated in those trades where relatively little capital is
\employed, and among the producers of.consumption
goods)The providers of services will also suffer severe
tunemployment, particularly if the services in question
have been previously demanded mainly by the weal-
thier classes, who may be expected to suffer worst from
the fall in profits.(This will be the case particularly in
the early phases of the process. As the various trans-
ferences and substitutions which we have been des-
cribing are carried through, total wages will fall owing
to unemployment, while total profits will rise, since
more profitable investments for capital are being dis-
covered than those which were at first available. This
will of course be beneficial to the chances of employ-
ment of the class just mentioned.f{Eurther, the dis-

ﬂ"—-r-
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| tributive trades will contract heavilyy cooks, tailors,
repairers of all gorts will suffer severe unemployment,
both on account of a direct decline in the demand for
their services, and because their labour will be sub-
stituted by more mechanical methods, and by the

} mass-production of standardised goods. So great will
be the unemployment in these trades (if the original
rise in wages has been at all considerable) that it is
most unlikely that they will be able to maintain a level
of wages comparable with that enforced in the rest of
industry. Their wages will therefore fall, and the
pressure of unemployment will thereby be somewhat
relieved.! -

v

This picture of the incidence of unemployment
appears to follow inescapably from our reasoning; but
it is extremely surprising. For in an earlier chapter we
have seen good cause to suppose that the situation of
Great Britain between 1925 and 1930 was essentially
similar to that of the coMmUnNIty whose economy we
have just analysed; and it is well known that British
unemployment was very differently distributed from
this. Indeed, the position was not only different; it
was almost diametrically opposite.” Unemployment
was concentrated in the_heavy industries, while the

| distributive trades, which ought, on our analysis, to
have been most severely hit, positively flourished.. The
antithesis is, however, so complete, that we need not
1 Up to this point, my analynis of the effects of a general rise in wages is
largaly based wpon the olassio study of Béhm-Bawerk (Macht oder Gkomomia-,
ches Geselz in Gesammeltz Schriften, vol, i.; see particularly pp. 270 ). What

follows owes & great dobt to Dr. F. A. Hayek. (See his article, “Kapi talauf-
sehirung,” Weltwirischaftiiches Arehiv, July, 1932,)
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despair, and conclude that we are on altogether wrong
lines. So perfect a negative can hardly be 2 coinci-

denge

(fi partial explanation of this extraordmary dis-
crepancy is obviously to be found in the fact that
Britain is not a closed commumty\ but is extremely
dependent on foreign ‘trade.'Largely owing to her
historical position as an international lender, a con-
siderable proportion of her exports are capital goods.
fhe concentration of depression on the heavy indus-
tries is partly explained, therefore, by the fact that they
ate export industries) Even if they had suffered rela-
tively little- by a contraction in home demand, they
would still have been hit by the unprofitableness of
,export in competition with foreign firms not exposed
to the same kind of pressure. -

Another partial explanation, though even less
genera.l in its slgmﬁca.nce, {is to be found in the fact,
noted in the previous chapter, that the heavy indus-
tries had been expanded by the abnormal demand of
wartime (when they were practically converted into
- tonsumption goods trades), and they were now due for.

! a contraction owing to a natural shift in demand.- '

Neither of these explanations, however, is wholly
satisfactory. For the relative prosperity of the dis-
tributive trades, and of those sheltered trades en-
gaged in the manufacture of consumption goods, still
remains quite unaccountable. Even when we allow
for these supplementary considerations, we still cannot
see why the distribution of unemployment should
have been so perfectly opposite to that which we first
deduced. A piece of the puzzle still seems to be
missing.

Now one important possibility was left out in our
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previous analysis. We began then by assuming that
the community was in a stationary condition, tending
neither to economic progress nor decline. This implied
(although the implication was notfstated) that the
community’s stock of capital remained approximately -
constant; for the accumulation of capital is one of the
principal causes of economic progress, just as the -
destruction of capital is perhaps the chief cause of
economic decay, By taking it for granted that the
fundamental conditions of stationariness remained un-
changed after the change in wages, we made the tacit
assumption that the transference of capital to new uses, -
the principal way in which the economic system reacts
to a change in wages, could take place without affecting
the total supply of capital’) This assumption must now
be called in question.

It is most unlikely that a stationary community,
in which the supply of capital was constant, would be a
community in which there was no saving. For portions
of the social stock of capital are continually being
destroyed, through accidental losses, mismanagements,
and investments that do not come np to expectation.
In order to maintain the total capital supply un-
changed, there must be enough new saving to make
up for these losses. Part of that saving will take place
within firms, reserves being built up to cover the
various risks to which their capital is exposed; but
since we may expect that in any given period some
firms will suffer losses large enough to drive them into
liquidation, some private saving will also be peces-
sary to cover these losses.

“We can now see that it is most mprobable that a
genéral artificial raisihg of wages can take place with-
out there being some effect on the quantity of social
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capital.Changes in the quantity of available capital
wiil occur in four ways:':

1. More firms than usual will be driven into liquid-
Yation and their pital lost.

V2. Firms which are not driven into liquidation, but
lsuﬁer a severe decline in profits, will have a strong
incentive to reduce their dividends by less than the
t decline in profits, in order to keep shareholders quiet
in these “bad times.” This is particularly likely to
¢ happen if a large portion of their capital is raised by
fixed-interest securities.
3. Capitalists, suffering a decline in dividends, and
consequently a decline in income, are very likely to
1 save less—whatever is the effect of a reduction in
the rate of profit on their willingness to save.
‘M, To some extent this will be set off by an in-,
! creased saving by wage-earnersy) '

Now since the capitalist class, by reason of their
being already capitalists, may fairly be assumed to
have a more developed habit of saving than wage-
earners will have,it is improbable that (3) will be com-
pletely set off by (4). If this isso, there can be no doubt
that the total effect of the raising of wages will be to
diminish the total supply of capital.

Once we admit the probability of this reaction, we
are confronted with a new situation, with whose full
complexity we are not yet in a position to deal. But
certain preliminary conclusions may be stated, while

" Those firms which anticipate that the bad times will continue are
perhaps unlikely, save in extromo cases, to eat into their capital in this
way. But gince, in the more depressed industries, the trouble may euily
not bo traced to its scurce, but may be put down merely to a decline in
demand, which is not further anaiysed, entreprensurs are very likely to
maintain dividends, in much the same way ﬁ! they would maintain wages
in » froe market under apparently similar vircumatances. (€Y. albeve, p. 52,)

13
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their more precise elaboration must be left over to
Chapter X.

In so far as the total capital available is reduced,
the extension of more capitalistic methods and the
consequent activity of the heavy industries will be
damped down) For every reduction in the supply of
capital will tend to raise the rate of interest higher than
it would have been on the basis of our. previous as-
sumptions, and(so diminish the incentive to substitute

. -Ilabour by machinery.*

On the other hand, the fact that the capitalist class
as a whole has declined to contract its consumption
pari passu with the fall in profits, means that one very
important stage in our argument-+the conclusion that
the demand for consumption goods would not be

¢stimulated on balance by the rise in wages—is no
longer valid.[There will be a net increase, at any rate
t to begin with, in the demand for consumption goods,
because a portion of those funds which would other-
wise have been devoted to the replacement of produc-
tive equipment is now spent on them?d This is clearly
“a factor making for less unemployment in the consump-
tion goods trades, although it will be directly set off by

*| more unemployment in the heavy industries.

Although we are net yet in a position to compre-
hend properly the situation which arises in these cir-
cumstances, it is easy to see that our picture is now
taking a shape much more recognisably consonant with
the facts, with which, at an earlier stage of the dis-
cussion, it clashed so violently. It is true that in post-

1 In so far aa it makes substitution more difficult, the destruction of capital

fin & factor favourable to the maintenance of employment; but on the other

, hand, it will have obvious bad effects on employment, since less capital

" will be available to employ labour even on the old methods. Which of these

\ tendencies will be dominant in & question that we cannot adequately discuss
at present (see below, p. 199),
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. war England the control of wages was probably not
imposed upon & stationary community, (flc))r it is likely
that some increase in the national stock of capital was’
all the while going on. \But this makes very little

its capital by net saving at a given rate in the past, the
same circumstances which djminished the capital of a
statlonary commumty would come into force to check,
in & progressive community, the rate of increase) In
the stationary community the scale of the industries
‘which produced capital goods would be adjusted
merely to the replacement of the existing stock of those
goods; in the progressive community net additions to
this stock would also be made. And thus, even if, in the
latter case, the decline in the rate of increase of capital
was not sufficient to cause an absolute reduction in the
supply, the heavy industries would nevertheless ex-
perience & decline in the demand for their products
below the level which they had expected, except in so
far as this was set off by the substitution of machinery
for labour and the use of more mechanical methods in
the other trades. Similarly, the reduction of net saving
would operate as a relative increase in the demand for
consumption goods, leading to relative activity in
those trades which most directly minister to the wants
of the consumer. '

It must not be supposed, however, that the ten-
dency in this direction, which has been so striking a
characteristic of post-war England, is solely due to the
causes already mentioned. ‘It has been pointed out in
the preceding chapter that(artificial rates of wages, re-
sulting in long-continued and extensive unemploy-

| ment, can only persist if some means are taken by
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which the unemployed are kept alive at a standard
of living with which they are not too actively dis-

“satisfied.) This could be done simply by a levy on
wages, on the lines of the old Trade Union unemploy-
ment benefif] In that case, what has been said so far
remains perfectly valid; for the fact that a portion of
the high wages are handed over to the unemployed
more or less as a present makes no significant differ-
ence to economic structure.(Df course the advantages
gained from wage-control, even by those who remain
in employment, are heavily diminished.) {f on the other
hand, as has been the case in the practical instance,
the unemployed are sustained by funds raised through
loans and by taxation (the employers’ contribution to
the insurance fund being a tax that raises, in the most
direct manner possible, the cost of labour), then the
effects which, we have been describing are considerably
intensified) The supply of capital to industry is still
further reduced, the depression in the heavy industries
is intensified, and the demand for consumption goods
is maintained with even less reduction than before, or
possibly even increased. We have certainly no longer
any difficulty in accounting for the distribution of un-
employment.)

This completes our survey of the direct reactions
on employment of the maintenance of artificially -
high wages. But it does not by any means exhaust
the questions which have to be answered if we are
to have a satisfactory understanding of this causal
process. It shows how a community may get into a
certain rather disagreeable position, a position which
obviously has a good deal of relevance to much recent
history (in England and elsewhere); but it does not
show what are the prospects of getting out of that
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position—or, generally, where the process leads. We
frequently find that writers who successfully diagnose
the presence of high-wage unemployment, conclude
‘that the only prospect of a cure is an improvement in
productivity. It is the conditions under which such a
cure i8 possible that we must now examine.’

In Chapter VI. we have already been concerned
with the working of those fundamental causes of
economic progress from which alone an improvement
in productivity can be sought. The analysis of
Chapter VI. thus begins to have a distinct relevance
to our present discussions. With the slight change in
method, in which we are thus involved, it seems con-
venient to begin another chapter,

1 The solution will be given only in general terms, and it must not be
understood that the author would wish to apply it without qualification to
the historical instance which has boen used for illuatration in the sbove
argument. A full survey of the causes and prospects of unemployment in
modern Britain would involve'the examination of many matters which fail

outside the scope of the present study. But it may be claimed that our
anelysis throws light on some aspects of the problem.



CHAPTER X '
FURTHER CONSEQUENCES OF WAGE-REGULATION

How far can we expect the process of contraction
described in the last chapter to lead to the establish-
ment of a new equilibrium? This is the first question
which we must endeavour to solve with the aid of our
analysis of Distribution and Economic Progress. (It
is true that we are now concerned with a process
of decline, rather than one of progress; but, within
limits, our earlier analysis was equally applicable to
either case.)

I

We may begin with the case considered in the
central portion of the last chapter: that which arises
when,[in a stationary closed community, the general
level of real wages is raised, and maintained, at a
height inconsistent with normal employment;f.w_e
saw then that (provided there is no wastage of capital
in the process) capital will be transferred to the more
capitalistic industries and to more capitalistic processes
within the same industries; and that this must go on
so long as there is any possibility of increasing profits
by such transformations.® We can now see that a final
position must be reached which is precisely the same
as that(which would have occurred.if there had been
a direct reduction in the number of labourers available,
and a consequent rise in their marginal product on

account of the increased capital per head available for
198
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them) (Naturally their average productivity rises as\ f.
well on account of the increased capital: per head
employed; while a further apparently favourable effect
on productivity arises because the men excluded ]
are likely to be on the average less efficient in them-’ .
selves than the men who remain in employment.
But neither of these things conflicts in the least with
~ the fact that the total social product is reducéd.)

The final position thus reached is one of equilib-
rium, if the existence of the unemployed is left out of
account.

II

“Other things bemg equal, an increase in the supply
of capital will raise the real wages at which a given
number of labourers can be employed; similarly it
will raise the number who can be employed at a given
level of real wages.! On the other hand, a reduction in
the supply of capital will reduce the number whose
employment at & given wage-level is consistent with
equilibrium. Thus, if capital is destroyed, through J.
firms becoming bankrupt, and replacement funds and ‘
circulating eapital being paid out in dividends and not &
reinvested, that 1s a powerful force making for the
increase_of unemploymept\But this does not merely
mean that the number of men who can be employed is
lower in the final equilibrium; it means that that equi- |
librium itself is harder to reach.{For it is the contraction
of industry itself which puts businesses into a condition
in which they are tempted to consume their capital;
but the greater the destruction of capital, the more
industry must contract; and this in its turn encourages
further capital consumption, which can only be
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avoided if a drastic cut is made in either dividends or
wages) ff once the tendency to cut into capital can
be removed, equilibrium is attainable; but there 15)
clearly a possibility that this may not be the casel.
The contraction may prove cumulative.)
~There are three reasons why the equilibrating
tendencles, which usually prevent the effects of an
economic change continuing indefinitely in one parti-
cular direction, may possibly be absent here. First, the
consumption of capital within particular firms may
easily induce a considerable amount of capital-wastage
outsideMThose firms which are driven into bankruptcy
cease to demand machines and other kinds of plant
from the makers; the firms which dissipate their capital
are compelled at the best to renew their equipment less
frequently. The demand for the products of the con-
structional industries thus falls off heavily.) Some
| counteraction to this—but most improbably a suffi-
cient counteraction—(may be found in the increased
demand for constructional goods from those firms
which keep their capital intact, but “rationalise”—
that is to say, invest their capital in more capita.listic
or roundabout forms in order to reduce costs by savmg
labour.”However,lin so far as there is a falling-off in
the demand for these goods, their makers find them-
selves in difficulties; they have to cut dividends, or eat
into their capital, and it is probable that in many cases
even those firms which survive will choose the latter
alternative. And this reduces the funds which will
©“be available for capital purposes in the further stages
of the adjustment, and consequently ma.kes it neces-

sary for the contraction to proceed further)

1 We now reach & point where the theory of Wages abuts so closely on
matters which properly belong to the theory of Capital, that it becomes
difficult to describe accurately the provesses under consideration without
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2  Secondly, it is improbable that any community
could get into the position just described -unless it}
possessed an extensive system of unemployment
relief, since otherwise the high wages could not be
maintained in the face of mounting unemployment.’-
[And unemployment relief is itself a factor making for
the wastage of capital) since, when once the total
amount of benefit paid out passes a certain figure, it
becomes hardly possible for it to be met solely by a
contraction of the expenditure on consumption of
wage-earners or capitalists—the only innocuous source
from which it can be paid. If it is met from the taxza-
tion of industry, it raises the costs of industry; if it
Vis met by loans, it diminishes the supply of capital
available for industry; if it is met from personal taxa-
tion, it is likely to diminish saving. Since the burden
of unemployment relief, and consequently the rate
of destruction of capital from this cause, is likely
to increase with every increase in unemployment, the
seriousness of this factor can hardly be exaggerated.
If a high level of unemployment benefit is maintained,
the cessation of contraction becomes nearly impossible.
by \Thirdly, the process of decline is greatly aggravated
i by the series of disappointed expectations which must
almost inevitably mark its course. [f it were possible for
business men to foresee that at some given level of

an inocursion into ospital theory which would drive wa very far afield, In
particular, it is difficult to be precise, when describing & process of change
which involvoa, as one of its moat important features. ‘the acoumulation or
dovumuiation of oapital, without making use of the Béhm-Bawerkian ter-
minology, which intreduces into these matters a precision similar to that
seoured in other parts of sconomica by the use of mathematics, The full
seriousness of the considerations here adduced in the text only becomea
readily agpamnb when we think in torms of the “time-structure” of pro-
duction,

For » much more extensive slaboration of the argument in the text, sos
Hayek, op. cit. The whole of this section is basod on Dr. Hayek's work.,
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employment there would be no further incentive to
contraction, and if they could get some idea of the
structure of industry appropriate to that situation,
then they might be able to move fo that situation
without more than the anticipated loss. But, in fact,
there can be little doubt that they would not be pessi-
mistic enough) In the first place they would nurse
stubborn hopes of & return by some magic means to
the earlier days of prosperity, and they would keep
their workmen employed; and their dividends intact—
regardless of the fact that the reduction in the com-
munity’s supply of capital inevitably involved in this
robbing of veserves must cause an immediate decline
in employment elsewhere, and a much more serious
future decline in employment owing to the reduced
productivity of industry in general which must follow
when equipment wears out which has now become
irreplaceable. To some extent, employment may well
be maintained in the present at the expense of greater
unemployment in the future.,

(At a later stage in the process of contraction, the
same kind of faulty anticipation would lead to consider-
able quantities of capital being invested in only ap-
parently profitable enterprises—cinemas in shortly
to be derelict mining villages, for instance. In the
state of employment and consumers’ demand at the
time of their construction, these might pay hand-
somely; but a little later, when the disease had gone
further, they would prove to be worthless. Thus more
capital would be lost.

' Another important aspect of the process, in which
faulty anticipation may very well aggravate the
wastage of capital, is the following: The constmctional
trades.will, at the beginning of the decline, possess
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large quantities of fixed. plant It soon becomes clear

place this plant; but it remains ins profitable to cperate
it 8o long as it gives any net proceeds. at all. Con-
sequently these trades will not contract production
in proportion to the fall in demand for their products
but will continue to produce at a level of prices which
is proﬁta.ble in the short period, though it will not be
profitable in the long period. (This temporary relative
cﬂeapness of the products of the constructional trades
gives an incentive to the producers of other goods
to use more capitalistic methods, in apparently much
the same way as would have occurred if there had been
no loss of capital. ‘At first, therefore, “rationalisation”
proceeds apace; but as time goes on the fixed plant
i t’ﬁé‘é’éﬁstmctional industries wears out, the supply
cesses become unprofitable. A great movement of
apparently fruitful activity has run to waste, and the
other industries have to adjust themselves as best they
can to less capitalistic, less productive, and probably
more primitive methods.

III

This last aspect of the process of decline has par-
ticular relevance when we are considering one of the
possible ways out—through improvements and inven-
tions.( In normal circumstances, inventions are on the
whole much more likely to raise the margina.l produc-
tivity of labour than to lower it; and even in the condi-
tions we have just been conmdermg, there can be little
question that, apart from the transfer unemployment
which it inevitably causes, invention is on balance a
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force making for the reduction of unemployment.. But
it must be observed that the temporary cheapness of
the products of constructional trades has a definite
tendency to encourage the making of “induced”
labour-saving inventions, which are the kind least
likely to diminish unemployment\9 A great deal of ac-
tivity is likely to go in this direction; and not only is
this a factor making only to a very limited degree for
a reduction of unemployment in the short run (such
effect as it has may easily be cancelled out by transfer
unemployment), but it is only too likely that these
inventions will prove unprofitable in the long run, when\
the fixed plant of the constructional trades wears out,
8o that this activity too largely runs to waste.)

For this resson it seems that very little comfort
can be derived from that Deus ex machina. whe some-
times appears to still the consciences of people who
perceive that high wages cause unemployment, and
yet cannot abandon their hankering after a forward
wage-policy : the stimulus given by high wages to the
~ efficiency of entrepreneurs. Certainly Trade Union
pressure will force entrepreneurs to look about them,
to reorganise and to introduce “up to-date” methods.
But at the best these activities can only slightly raise
the marginal productivity of labour, and so only
slightly weaken the eflectiveness of the forces tending
to unemployment. For reorganisation is bound to
have a bias in favour of labour-saving changes; its
eflect on the marginal productivity of capital is bound
to be much more favourable than its effect on the
marginal productivity of labour.

In so far as the reorganisation is simply “rationali-
sation” of the kind we have discussed—the substitu-
o 1 Seo above, p. 125,
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tion of labour by machinery now only temporarily
cheap—then its long-period effects are still less favour-
ables, It is almost certain to involve wastage of capital,
and 8o does nothing to impede the process of contrac-
tion, but rather the reverse.
Nevertheless, these considerations do not outweigh
{ the fundamental fact that increases in technical know-
ledge or in the activity of entrepreneurs do generally
have favourable eflects on the real income of labour,
{Even in the midst of & process of contraction, these
elements of economic progress can still exercise a
beneficial effect. Just as they will generally raise the
marginal productivity of labour (and consequently
real wages) in a period of normal employment, so, even
when employment is declining, they can do something
. to arrest the decline. But they work under difficulties;
and their effect is less beneficent than it would be if
wages were lower.

Iv

In this discussion of invention: we are already
moving away from the hypothesis with which we
began—-that the 1m$,1al rise in wages takes place in a
stationary economy. It is now time for us to examine
the effect of a similar rise in wages fg 3 community
which is advancing in wealth by the accumulation of
capital—a rather more cheerful case,'and one which is
more directly relevant to the recent history of England,
at least up to the beginning of the World Depression.

(If, under such circumstances, the transformation
of production, which must still follow from the rise in
wages, can take place without loss of capital, then the
trouble is purely temporary. There will still be unem-

F
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ployment at firat, but as accumulation proceeds, the
marginal product of labour will rise, and (provided
there is no further rise in real Wages% abnormal unem-
ployment will gradually disappear.

(But it is much more probable that there will be a
loss of capital in the transformation. {Now if the rate
at which capital is thus dissipated is less than the rate
of saving, then there will simply be a reduction in net
- accumulation, and therefore a slowing-up of the re-
cuperative process. It will take longer for unem-
ployment to disappear, but {again if wages are not
raised further) the abnormal unemployment will dis-
appear in the end, even if it is & distant end.

"But if the rate of consumption of capital should
come to exceed the rate of saving, then the same
process of decline must set in which we have found to’
occur if wages are raised in & stationary community.
And since capital is likely to be consumed more rapidly
the greater the initial rise in wages, it seems clear that
while a small raising of wages will only cause what is,
on a long view, temporary unemployment, there must
be some point beyond which the situation will be
irretrievable, except at the expense of a drastic cutting
of wages, dividends, unemployment benefits, or (most
probably) ‘all three, which must be more drastic the
longer the process of decline is allowed to go on. Thus
in a progressive community there is some degree of
high-wage unemployment which is relatively innocu-
ous, considered as to its effects on the general econo-
mic system; but a rise in unemployment beyond a
certain critical point is infinitely more dangerous,
since it puts in peril the seeds of progress themselves,
and seriously diminishes the prospect of future auto-
- matic diminution of unemployment, or, indeed, of
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avoiding an economic decline, which can only be
checked by heavy sacrifice.)

(This will be the situation if we start with a com-
munity where capital is increasing, but population is
stationary, or increasing less rapidly than capital. If
population is increasing more rapidly than capital,
then the elements of declining wealth are already
present, and what has been said hitherto applies with
increased force. If population is diminishing, that to
some extent eases the position, since declining popula-
tion is a factor making for a rise in the marginal pro-
ductivity of the available labour, and consequently
diminishing the amount of unemployment caused by
8 given imposed level of wages.

\'4

We pass on next to consider variations in the indi-
vidual supply of labour—a source from which salvation
has not infrequently been sought. The p031t10n here is
a little more complicated. If we assume the demand for_
labour in general to be elastic,%then it follows that an
increase in the supply of labour per head (the imposed
rates being time-rates) must diminish labour-costs and
then raise the demand for labour more than propor-
tionately, so that the number of men employed in-
creases. But if the imposed wages are piece-rates, this
ia less certain. For although an increase in the supply
of labour per head will diminish costs somewhat (owing

1 7t is probably true, however, that a diminishing population would be
accompanisd by greater transfer unemployment, owing to the smaller
proportion of the population who would be entering industry (the most
aduptable section) in any given period. See Robbins, “Note on the Advent
of a Stationary Population,” Economica, April, 1929, pp. 76-77.

® See above, p. 132, snd below, p. 244,
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to the better utilisation of plant) it will not diminish

them in proportion to the increased supply of labour
per head) Consequently, unless the demand for labour
is very elastic indeed, it will not increase in proportion

to the increased supply. Employment will thus prob-

ably diminish,

~ In our discussion of Individual Supply of Labour
in Chapter V., we saw that a rise in wages might
generally be expected to have some favourable reaction
on ability to work, and although in some circumstances
this would be ofiset by unfavourable reactions on
willingness to work, this is not necessarily the case.
We may now proceed to enquire how far these reactions
are likely to play a part in determining the net effects
of an artificial rise in wages. It has often been main-
tained that the raising of wages (by Trade Boards, for
example) has no deleterions effect on employment,
because the high wages are matched by a rise in
efficiency. "How far is this possible?

First of all, there is the fact that although increased
efficiency reduces labour-costs, it simultaneously in-
creases the supply of labour per head. Thus a mere fall
in labour-costs in this way is unlikely to increase con-
giderably the number of men employed, unless the
demand for labour is very elastic, and unless the in-
crease in efficiency is large. Whatever is the elasticity
of demand, an increase in efficiency in the same pro-
portion as the initial rise in wages does no more than
prevent labour-costs from rising as a result of the rise
_in wages'; so that, other things being equal, only the
same quantity of labour would be demanded, and
since this is being provided by fewer men, there must
be a considerable amount of unemployment. If un-

1 Assuming time-rates; on pioce-rates it would not even do this.

i
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employment is’\to be prevented altogether by a rise in
efficiency, then efficiency must rise more than pro-
portionately to the rise in wages; though the necessary
increase in efficiency is less, the more elastic is the de-
mand for labour,! ) _

Now there are several reasons why sq great an in-
crease as this in the individual supply of labour seems
highly improbable save in exceptional cases. {It is only
among the worst-paid classes of labourers that we shall
expect the higher wages to result in & marked increase
in ability to work, while among them it is perhaps most
likely to be counteracted by a decrease in willingness,
due to the diminished pressure of poverty.? With
other grades there are also tendencies working in both
directions.)To some extent, the appearance of un-
employment might be expected to make people work
harder, since, from their own private point of view,

_the harder they work, the less likely they are them-

selves to lose their jobs. But this is just the kind of in-
centive which is most likely to be countered by social
pressure working the other way. )

It is also important to observe that the favourable
effects on efficiency must show themselves fairly
rapidly if they are to come to anything. As we have
seen, there is nearly always likely to be an initial

' Tf time-wages aTe raised by & fraction a of their criginal lavel, and the
individual supply of labour consequently increases by s fraction b; them if
the increased efficiency is to prevent uncmployment, b must be not less
“_!;H .8. {7, the elasticity of
demand, is assumed greater than 1.) ft demand is inelsstio, then of course
increased output will diminish employment. :

2 We are told, on the one hand, that the artificial raising of wages stimu-
latea the efficiency of labour; and, on the other hand, that the iow wages
in unregulated trades lead people to “spuil the market” by working exces-
sively hard. I see no resson why both should not be true-—in different
ciroumstanoces; but it shouid be obeerved that each argument weakens the
foree, or at least the generality, of the other)

n
than (1 +a)w_-1-1; that is, approximately,

14
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. pbase in which the effect of the high wages on employ-
ment will not be considerable. If, during this phase,
‘the individual supply of labour expands, well and good.
The unemployment will be diminished. But once un-
employment has appeared to any appreciable degree,
it is itself a factor diminishing efficiency. In the case of
relatively casual trades, where the unemployment is
shared out among the main body of workmen, un-
employment will diminish efficiency all round. In
relatively regular trades, it will diminish the efficiency
only of those men who suffer from it directly. But this
means that the cost of employing these men at the
imposed level of wages is raised; and so the increased
demand for labour, which may proceed from the in-
creased efficiency of the men who stay in employment,
is largely offset by the decline in the quality of the
labour available for satisfying the increase in demand/

Although there can be little question/that the de-
mand for labour in general is elastic—when time is
allowed for re-organisation—therc is equally little
doubt that we must allow for the possibility of inelastie
demand in particular trades) In a trade where the
demand for labour is inelastic, .increased individual
supply of labour as the result of higher wages would
only increase unemployment. Restriction of output
would have a more favourable eflect; and its occur-
rence is not altogether improbable. But although re-
striction of output would diminish unemployment in
that trade, it would increase unemployment or lower
wages outside. For the high wages must be passed on
in the end, either in higher prices to the consumer, or
in lower prices for the producers of raw materials or
capital equipment, or in both. The second alternative
will lead to a pressure on wages in the trades immedi-
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ately aflected; the first must force the consumers
(since by hypothesis they are not economising on the
products of the trades where wages have risen) to’
economise on something else. This must lead to a
decline in demand there, and a consequent tendency to
falling wages or unemployment}

Looking at the community as a whole, it is only
from increased efficiency that we can look for a moder-
ating effect on unemployment. But although it is
evident that there may be some tendency in that
direction, it seems unlikely that it will very consider-
ably modify our previous conclusions.?)

\

VI

The wages which throughout this discussion have
heen supposed fixed are real wages—that is to say,
money wages corrected for movements in the price-
level of consumption goods. Thus if wages were uni-
versally fixed in terms of cost-of-living scales, the pre-
ceding analysis could be applied with only minor adap-
tations, due to the imperfections which any actual

1 To what extent the analysis of this section is really applicable to the
oaso with reforence to which argumenta of the sort under consideration have
most frequently been bronght forward—*Sweating” and the Early Trade
Boprda—it is imposaible to say. Probably not very mygh. Most of the
recorded factsa about that episode can be explained in much simpler terma,
without reactions through the individual supply of labour having much to do
with it. After a survey of some of the more readily acoessible literature on
the subject, I aeo little in the facts adduced which can possibly be regarded
aa incousistent with the general analysis put forward here—though of course
much in the interpretation which is generally given of them (see, for example,
Selle, The British Trade Board System, passim), The pools of sweated labour
which disfigured England at the beginning of the century have now been
sucoseded by pools of unemployed; the fact that the latier are not in the
same places as the former will surprise no cne who has understood the analysis
of Chapter IX,

But it is much to be desired that some oritically mimded person would
examine this Sweating episode properiy.
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cost-of-living scale must almost inevitably possess.
But if it is money wages which are fixed—and this is
practically the most important case—then evidently
monetary disturbances may affect the situation. If
the price-level rises from monetary causes, and money
wages do not rise too, then the seriousness of the situ-
ation is considerably lessened, and the prospect of re-
ducing unemployment, or at the worst retarding its
increase, is considerably improved. The reverse holds
if the price-level falls. )

These conclusions are simple enough; but it is im-
probable that they exhaust the ¢omplications intro-
duced by the monetary factor. In nearly every think-
able monetary system, the kind of process we have
been examining would itself have reactions on the
monetary machine; and these would have further
repercussions on the “real” process. But perhaps the
writer will be excused if he decides that, for the present,
these repercussions lie outside the Theory of Wages.
If economic science was fortunate enough to possess
generally accepted principles on the broad subject
which underlies this problem-—the effect of monetary
policy on the structure of production—then we could
‘apply these principles to our particular problem, and
round off our discussion more completely than it is now
possible to do. However, the relation of Prices and
Production is to-day perhaps the most hotly con-
tested issue in all economic theory. There is thus no
via media; either we must avoid the subject or plunge
into it at considerable length, And here it is obviously
necessary to take the first alternative.
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v

A little more may be said about the relation of the
foregoing discussion to another branch of economic
enquiry—the theory of International Trade. So far
we bave(assumed the fixing of wages to take place
within a closed community; and to that extent our
discussion has been seriously removed from reality.
For the only closed community which possesses any
economic importange nowadays is the world; (while
wage-fixing has pearly always been limited by national
boundaries., The prospects of international wage-
fixing through international Trade Unionism (or
through the International Labour Office) are dim; but
it is to them that our previous analysis applies most ’
exactly,

Nevertheless, the case we have examined is a case
of very great general importance, since it is the case
where the consequences of wage-fixing throughout a
community are likely to be least serious The prospects
of wage-fixing within national boundaries are decidedly
worse. For the situation which then arises is closely
parallel to that which would emerge in the case where
wages were fixed at a high level, not throughout an
industry, but in some particular firms only. Clearly
these firms would suffer much more seriously than they
would suffer if the same wage-level was imposed
throughout the industry. Their contraction would be
much more severe.

" If a high level of wages-is imposed in one country
only, the burden of these high wagea falls first, and

- most catastrophically, upon the export industries, and

upon those industries which compete with imports.
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Both of these suffer extremely from foreign competi-

(tlon and are forced to a violent contraction. This
leads to an unfavourable movement of the balance of
trade/ A smaller portion of the country’s production
goes abroad, owing to the difficulty of competing with
“low-paid foreign labour”. “A larger portion of expendi-
ture goes on imports, since foreign firms can charge
prices in the home market with which domestic pro-
ducers cannot compete. The balance of imports and
exports must therefore move in an adverse direc-
tion. -

" Nor can anything be hoped from the non-merchan-
dise items to correct this. If we begin with our first
case of Chapter IX,, in which there is(no wastage of
capital, then it is clear that the rate of profit on in-
vestment within the high wage country must be re-
duced, and this must affect the international flow of
capital. If the country has been an international
borrower, it will be able to borrow less; if it has been
an exporter of capital, capital will flow abroad in in-
creasing quantities. The balance of payments will thus
be in even worse plight than the balance of trade, .

The second case, where there is wastage of capital,
is once again a little more complicated. Capital con-
sumption is itself a factor tending to raise the marginal
productivity of capital and therefore the rate of inter-
est. To some extent wastage of capital is thus likely to
counteract the previous tendency. More capital will
be invested within the country, not of course in the de-
pressed constructional trades, but in the trades making
consumption goods.

However, such investment must necessarily be ab-
normally risky, since a further continuation of the
same process which rendered it profitable may easily
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make it unprofitable again,} Thus although increased
investment of this kind may very well offer temporary
assistance in the task of maintaining international
equilibrium, a time will probably come when there is a
run of losses, and it will hardly be surprising if invest-
ors then begin to fight shy.?

This is one way in which wastage of capital is likely

'to lead in the end to a scrious worsening of a country’s

exchange position; but there are other ways as well.
It may reasonably be supposed that,during the period
under consideration, foreign countries are investing
capital productively, and this normal economic pro-
gress will steadily lower their relative costs of produc-
tion. But although investment is taking place at home,
that investment does no more than offset capital
losses; the increase in the productivity of home in-
dustry, with a few probably temporary exceptions,
is mnegligible. Thus while costs are falling abroad,
domestic costs are not generally falling. Consequently

~the pressure of foreign competition continually

)

grows. )

Taking all these things together, we can hardly
doubt that, &t any rate at some stage of the process of
contraction, a very serious pressure on the exchanges
must arise; The banks can only resist this pressure by
a rise in interest rates and consequent deflation. This,
indeed, only adds to the difficulties of industry; but it
is precisely the way in which the sheltered industries
are forced to take their full share of the medicine. In
an open economy, the effect of artificially high wages

! See above, p. 202,

? It is impossible not to auspeot that in the recent history of Gormany
wo have s case olosoly oorresponding to this. Cf. Brescisni-Turroni, Le
Vicamde del morcr ledesco, pp, 807 f.
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is inevitably more drastic than in a closed economy;
and this is the way it takes place.

This analysis has of course assumed an international
currency standard—whether gold or another. And
we should like to go on to enquire how far these diffi-
culties would be removed if national currencies were
independent. But this question—of obviously im-
mense practical importance—cannot be considered
here. Foritinvolves once again those difficylties which,
a few pages back, we decided to s.void.(If it is real
wages that are fixed, then clearly no managed currency
will save the situation. It can only be a solution if we
are supposing fixity of money wages; and it can only
then be a complete solution if we believe in the
sovereign virtues of credit expansion.

3 Of course, there is the other alternative—the one which has usually

resulted in practice—the collapee of the international standard. But even
this is not neceasarily the end of the story,



CHAPTER XI

HOURS ANB® CONDITIONS

TuEe only subject which now remains for us to discuss
is one that need give us very little trouble. All the
principles, on which an examination of the effects of
regulation in the field of hours and conditions must be
based, have already been investigated in other con-
nections, There is no need for us to go over yet again
ground which is by now sufficiently well trodden. We
may confine ourselves to making directly the necessary
deductions, without discussing them in detail.!

I

‘The initial situation which is.created by Trade
Union demands for reduced hours does not generally
differ in any material respect from that which arises
from a demand for increased wa.ges It is true that if
the working day has previously been fixed at a length
which is greater than the “output optimum™,* the
Union will not usually need to exert any considerable
pressure in order tq bring about a reduction. For the
main reason why it has not paid the employer to reduce
hours on his own initiative, is his unwillingness to bear
the temporary costs of the period which must elapse
while efficiency is being worked up; the threat of a

1 Por s general study of the economics of hours-regulation, ses Rabhins,
**Hours of Labour” ( Econ. Jour., March, 1929),
¥ Seo sbove, p. 106,
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strike will consequently be very effective. For he can
now no longer avoid immediate costs if he refuses the
reduction of hours; the strike costs will probably last
a much shorter time than the costs of working up
efficiency, but per unit of time they will be proportion-
ately much heavier; so that he has little advantage in
the short run to gain from resistance) On the other
hand, in the more distant future, & reduction of hours
will improve efficiency; and there is now nothing con-
siderable to set against this. 'A very moderate degree
of ratiopality on the part of employers will thus lead
them to reduce hours to the output optimum as soon
a8 Trade Unionism bas to be reckoned with at all

seriously.

II

{/ But once the output optimum is passed (and it is
this situation with which we shall concern ourselves
- in the remainder of this discussion), reductions in the
working day, with unchanged weekly wages, involve
permanent increases in costs; and they will thus be
resisted by employers in' much the same way, and to
much the same extent, as demands for advances in
wages. The whole situation becomes closely parallel
with that we have examined previously when dealing
with wages. As we shall see, reductions in hours in a
single firm, or throughout a closed community, stand
on exactly the same footing as wage-advances; it is
only in the intermediate cases of single industries, or
(less probably) single nations, that there may be some
difference. " _
Take first the single firm! A reduction of hours
below the output optimum, while weekly wages are
unchanged, leaves the firm in a position where its
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total labour cost remains the same, but its total out-
put is diminished. So long as the firm is no monopolist,
the reduction in output can have no considerable effect
on selling prices, and gross receipts consequently fall.
Since labour costs are unchanged, and gross receipts
reduced, profits must be diminished. There will thus
set in the same process—withdrawal of capital, and
contraction of employment—-—-which we have described
on earlier occasions.

{f the reduction in hours is accompanied by a
reduction in weekly wages, then of course the tendency
to contraction is less serious.)But even a reduction in
_wages proportional to the reduction in output will not
" mecessarily remove all incentive to contraction. For
although the share of each unit of output going to
capital is no longer diminished, the total return to
capital is still reduced, more or less in proportion to
the reduction in output, and there is thus still an in-
centive for capital to be withdrawn)

Take next a whole industry.( Here again there is a
* contraction in output, but here we can no longer neg-
lect the effect of the reduced output on the price of the
product—and the similar effect of reduced demand for
raw materials on their prices. Of course, if by “in-
dustry” we mean simply those firms producing a
particular type of goods within a national fromtier,
they may still be exposed to foreign competition in one
or other of these markets. But if they are not exposed
to competition in these markets, the eflect of reduced
output on prices may be considerable. If the demand
for the product is inelastic, the reduced output pay
actually increase the total gross receipts of the in-.
dustry—measured in money, or in command over the
products of other industries—so that, even if weekly
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wages are unchanged, net profits will actually expand,
and there will be a tendency for employment in this
industry to increase, instead of diminishing. The same
thing may happen even if the elasticity of demand for
the product is slightly greater than unity, if the pro-
ducers of the raw materials are “squeezable’’—that is to
say, if a falling off in demand leads to a considerable
fall in price, and consequently to a very considerable
fall in the total amount which has to be paid for the
raw materials. Nevertheless, this is only a special case;
if the demand for the product is elastic, and the supply
of the raw materials is elastic, then very much the
same kind of thing must happen with an industry as
with a single firm. +
Further, we must remember that while it is some-
times {possible for a particular industry to reduce hours
without causing unemployment among those who are
“attached” to it, it only does so by shifting its burden
on to the backs of other people. Consumers are
directly damaged by the reduced supply of the product;
(the raw material producing industries find the demand
for their products contracted, so that capital in them
becomes less productive, and the wages of their
labourers have to be reduced, if the withdrawal of
capital is not to lead to unemployment. If consumers
have an inelastic demand for the product of the first
industry, so that they actually spend more money on
the smaller supply than they did on the larger (and
this is of course the case most favourable to the main-
tenance of employment in that industry), then these
consumers have less money to spend upon other
commodities, so that other industries are faced with a
reduced demand, which must finally lead to unemploy-
ment or reduced wages. A reduction in output must be
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at the expense of somebody; even in those cases where
the men working in the industry concerned are able
to avoid bearing the burden, they only do so by shift-
ing it on to other people.}

Obviously such shifting cannot come to the rescue
when we pass from the case of reduced hours in one
industry to the case of reduced hours throughout a
whole closed community. /Tt is still possible that some
particular industries—those producing the most neces-
sary commodities—will be able to maintain employ-
ment, in spite of the reduction in hours; but even these
will generally be affected by reduced demand for their
products owing to unemployment elsewhere. Further,
it must be remembered that the contraction of pro-
duction will generally send up prices, 2o that constant
money wages will mean reduced real wages.,

Thus in this connection the distinction between
real and money wages becomes once again of out-
standing importance. First of all'let us examine the
case of a general reduction of hours below the output
optimum, and unchanged real wages per week. Then
the gross production of the community will be di-
minished, while in the first place the absolute share of
labour remains unchanged. The share of capital is
therefore diminished, and the net product (per unit)

1 It is extremely unlikely that thess people will only be the wealthy.
For this to be possible, it is necessary that the consumers of the produot
should s!l be wealthy; and it is also practioally necessary that the elasticity
of their demand for the product should equal unity. For if the elasticity is
greater than unity, some people will be unemployed in the trade where
hours have been reduced (except in so far as the coat can be pushed off on

=10 raw material tradea, diminishing the demand for labour thers); if the elas-
ticity in loas than unity, the consumers' demand for other producta will fall,
and this willlead to a fall in the demand for labour in other trades producing
finished gooda, {Even if the olasticity is unity, thers is gtill @ danger of unem-
ployment in the raw material trades, though this (the one conceivable case
in which popular superstition is justitied) could be prevented if they also
reduced their houra. y
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of capital falls.}}Capital is now cheap relatively to
labour, and the same process of “rationalisation”—the
same going over to more capitalistic and mechanical
methods—will set in as we have observed in the case
of artificially raised wages. The whole further process
will work exactly as in that case. Capital in its new
forms will need less labour, and unemployment will
ensue,?

( The eflect of reduced hours with constant money
wages depends on monetary policy.If the price-level
of consumption goods is kept constant, then real wages
are being kept constant, and the same results will
follow as in the former case. If, on the other hand,
we assume (as in Chapter V1.) a monetary policy which
preserves a constant money value of the social income
—ananconsequently raises the prices of consumption
goods—then real wages are being reduced, and the
effect on employment is less certain. The central
analysis of Chapter VI. becomes applicable! The
supply of labour is being reduced relatively to the
supply of capital,® and the effect on the equilibrium
level of money wages depends on the elasticity of sub-
stitution. If the elasticity of substitution is greater

N ' Apart from the possibility of capital consumition, a8 in the laat two
cha; .
abAny reduction in weekly wages will of course do something fo offset
this tendency to unemployment]dn a closed community, a reduction in
wookly wages proportional to the reduced hours is slmost certain to offset
it altogether é;or this case can be looked at as & redeetion of the aupply of
labour umta ith the wage per unit unchanged. Although in the resulting
transformation there may well be some loss of capital; yet 8o long ss the
loss is not great we ghall have a sitostion in which there is an increased supply
of capital per unit of labour, and therefore & tendency to a rise in the mar-
ginal product of a unit of labour. The demand for Isbour will therefore
increassy

¢ But of course this only holds for & closed community, and it cannot be
predicted with any certainty for a fall in weekly wages less than proportional
to the reduction in hours.

3 Again oport from oapital consumption.
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than unity, equilibrium money wages will fall, and
therefore a fixed minimum level of money wages will
mean unemployment. In the reverse case, equilibrium
money wages will actually tend to rise, although of
course not to such a point as will prevent a fall in real
wages. )
Naturally, this only holds for the general level, and
assumes mobility of labour between occupations. But
(although 1t is not directly applicable to the case where
such mobility is absent, it gives us a clue to the situ-
ation which will then arise. Almost certainly there wills
be unemployment in some oceupations; though it is
very probable that in others there will be a rise in the
demand for labour. If this increased demand cannot be
satisfied by movement towards these occupations,
money wages in them will rise; in extreme cases they
may even rise to such an extent as to prevent a fall in
real wages in some industries. But this only happens
because these trades are shifting their burden off on to
others, in some of which there will be a rise in money
wages less than the rise in prices,while in the rest there
will be a definite fall in the demand for labourers, so
that, with constant money wages, there is unemploy-
ment., In different circumstances, the proportions of
the population falling into each of these three classes
will be different; but in no circumstances is the pro-
portion of those who get a rise in real wages likely to be
large. They only secure this rise in real wages by pre-
venting entry into their occupation; if the unemployed
and the men who have retained employment in less
fortunate trades were allowed to enter the high-wage
occupations, real wages there must fall to & level lower
than that which they would have reached if there had
been at the beginning no restriction of output. In so
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far as higher real Wwages may be secured in certain
trades, it is only at the expense of lower real wages or
unemployment in other occupa.txons)

IT1

A very similar analysis to that of the preceding
section is appllcable to the proposal of which a good
deal has been heard in recent years—@he International
Regulation of Hours.)But before passing on to the
problems raised by that proposal, it will be well to
examine a simpler case of hours-regulation, which has
international aspects: the case of a general reduction
of hours in one country—a country engaged in inter-
national trade.

There is a good deal of similarity between the situa-
tion created by ‘a reduction of hours in one country
only, and that created by a reduction of hours in one
industry only—as considered above. It is conceivable
that the world denand for one country’s exports might
be inelastic; and in that case reduced output, leading
to reduced exports, would turn the terms of trade
violently in that country’s favour. The reduced
exports .would bring jn a larger quantity of imports,
and the country’s international trade position would
therefore be improved; but it would still be uncertain
whether the level of real wages within the country
would be raised by its restriction of production. For
hours in industries producing for home consumption
would be reduced simultaneously; these industries
would yield a smaller product which mlght or might
not be balanced by the increase in imports.)

In any case, inelastic demand for a country’s
exports in general is very much less likely than inelas-
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tic demand for the product of a particular industry.
- Nearly all countries have & number of different exports,
most of which compete to some extent with the pro-
ducts of other countries. If its competitors do not
restrict préduction simultaneously, restriction on the
part of one country can hardly be expected to raise
prices sufficiently for it to be a very paying policy. It
is just conceivable that the loss imposed by a general
restriction of production in one country could be
shifted entirely on to the shoulders of the foreigner;
but if there actually are any countries which could
do this, it is not easy to find them.) .
{ If the reduction in hours takes place in all countries
simultaneously, then the prospect of some particular
countries gaining from it is rather improved. For if its
competitors reduce output simultanecusly with itself,
the prices of its exports are much more likely to rise
considerably. It is true that its imports will simul-
taneously rise in price, but they need not necessarily -
rise to the same extent. For if its exports are largely
necessities, the demand for which is not greatly reduced
under the new circumstances; and its imports are less
urgently wanted goods, for which other people’s
demand falls off very rapidly with the reduction in
supply; then the wealth of this particular country
may be quite definitely increased, since the reduced
home production is made up by a large movement of
the terms of trade in its favour. But this means simply
that the sacrifice which must be laid upon someone by
the reduction of output has been wholly borne by other
countries.,
Although this possibility is not without significance
in a general view of the prospects of International

Regulation of Hours, it is not suggested here that it
15
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has much to do with the actual proposals which have

been under discussion at Geneva in recent years.>

For one thing( the most obvious cases of “necessary”
exports, where a reduction of output might increase
the wealth of the exporting country, are to be found
in staple agricultural products; and an effective regula-
tion of hours in agriculture has never been seriously
regarded as feasible. But for another thing (and this is
more. important) the concrete proposals were chiefly
for a reduction of industrial working hours in all
countries to a level which had already been attained—
or practically attained—in some of the most advanced
industrial nations. The restriction of output in these
advanced countries would therefore have been re-
latively small; and they might have expected a con-
siderable advantage from the much larger reduction of
output in other countries competing with them. The
prices of their exports would rise, without (in all
probability) a serious contraction in volume; in so
far as their imports were derived from agricultural
countries where the regulation of hours was imprac-
ticable, there would be no tendency to a rise in-the price
of their imports; and this situation could hardly have

i

failed to be decidedly to their advantage. In the ..

relatively backward countries, however, the restriction
of bours must have led to a serious fall in real wages.
Since wages there were already relatively low, it is
most improbable that the fall in wages would be con-
sidered to be compensated by increased leisure. Thus
it is bardly surprising that the proposal for Inter-
national Regulation of Hours has not met with better
success.' -

21t 19 assumed in the sbove afgument that all countriea enforee the con-
vention equally. If the richer countries enforce it, and the poorer countries
do not, then it may conoeivably be to the sdvantage of the poorer countries.”
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Iv B

In addition to the direct fixation of minimum wages-
and maximum hours of labour, collective agreements
between employers and Trade Unions usually contain
some provisions which are best classified as being
concerned with “other conditions of labour”. These .
provisions are extremely various, but they are capable
of a rough economic classification. First, there are
(those which guarantee privileges of various kinds to the
workmen: privileges which make work more pleasant,
but which must as a general rule raise the costs of the
employer—in the most general sense of diminishing
the net advantage which he draws from his occupation
or investment of capital. For, in general, if these
privileges did not raise costs in this sense, it would not
be necessary to bring pressure on the employer in order
to induce him to grant them. The economic effect of
the introduction of such privileges is essentially
similar to the economic effect of a rise in wages—un-
less wages are reduced to compensate, But their
quantitative importance is probably small.

Another class of provisions is designed.to prevent
the employment of men on particular kinds of work
which may be specially disagreeable to them\ This
may be done by actual prohibition, or, more probably,
by specially high piece-Tates for such work. Economic
effects here are a little more compllcated In so far as
these provisions @ctually prevent the performance of
the kind of work in question, they act as a reduction in
the individual supply of labour, and consequently have
similar effects to a reduction in hours.)If, as is more
probable, some of the work is still performed at higher
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costs, then their effect is intermediate between the
effect of reduced hours and the effect of higher wages.

{ They reduce the individual supply of labour to some
extent, and, at the same time, they raise wages per
head to some extent. But the importance of such cases
is not very great, and the reader may be left to deduce
their working from what has gone before,)

A much more important class of provisions is not
directly concerned with improving the terms upon
which the employed man performs his labour. Their
aim is rather to safeguard his job.)Apprenticeship
regulations limit entry to the trade; demarcation rules
prevent particular kinds of work being transferred
from one class of workman to another class whose
wages are lower; rules about “the manning of ma-
chines’” discourage the introduction of mechanical
methods. In a community where wages are relatively
plastic, the principal effect of such rules is to safe-
guard the privileged position of the better paid trades;
they impede the movement of labour which would
otherwise be continually at work to undermine these
privileges, and at the same time, by preventing the
employment of labour in the places where its produc-
tivity is highest, they lower the average level of real
wages. Ina community where wages in general are held
rigid above the competitive level, demarcation rules
must, on balance, increase unemployment; for a given
quantity of capital will employ more men of the lower-
wage class than of the higher-wage class. The dis-
couragement of mechanical methods, on the other
hand, may do something to prevent the substitution
of capital for labour, and so far assist to maintain em-
ployment. But it is hard to believe that much can be
expected from this. The ways of snbstitution are often
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obscure; it can hardly be prevented altogether without
bringing the effective management of industry to a
standstild And €ven if it could be prevented, un-
employment would still be created by the movement
of capital between industries, and (in an open com-
munity) by the export of capital. The less the pos-
sibility of substitution, the greater the possibility of
evading high wages in other ways.)

A

In the last analysis, it_j.a‘by_tb.is,d.iﬂi.culby—(the
final impossibility of preventing evasion>-that Trade
Unions and Wage Boards, like almost all systems of
economic regulation since the dawn of history, are de-
feated. Capitalist enterprise is the child of evasion,
and 6n the long road from ancient sm}xggmn
industrialist, the entrepreneur has learned more tricks
than are easily reckoned witl} In this field as in others, ¢
regulation is not possible at &l until the more obvious
and speedy methods of evasion have been stopped::
Trade Unions must be able to prevent blacklegging,
Wage Boards must be able to see that their decisions
are not evaded by connivance between employers and
employed. But although the stoppage of these most
direct means of escape secures to the regulating
authority a temporary success, so that it enjoys a short
and happy period of self-gratulation, it appears later
that the task is not finished. The entrepreneur falls
back on his second line of defence( the changing of
methods to the “advantage of capital and the dis-
advantage of labour. On this line it is still possible for
Trade Unions to meke some impression, for they can
oppose, more or less effectively, the introduction of
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automatic machines. (It is much more difficult for
public authorities, such as Wage Boards, to take
effective action here; for they can hardly oppose
changes which seem obviously directed to increasing
productivity—even if it is only productivity per head
of the men still employed, And Trade Union action
against this line of evasion is much more liable to public
disapproval than are its earlier efforts at regulation.)

Even if this line of defence can be blocked—and
this is a very large assumption indeed—(the defences
of the entrepreneur sre not yet at an end. He can
withdraw his capital from the industry—and how is a
Trade Union to prevent that? Or he can consume his
capital in maintaining his own consumption—and how
. is that to be prevented?

When the fundamental problem of regulation is
stated in this way, we seem almost driven to the con-
clusion that the only way out is a supersession of the
entrepreneur by some kind of Socialism.- But—to pre-
vent misunderstanding—the writer must be allowed to
express his personal belief that this, too, is a delusion.
For,{ excepting in a completely static community,
where the fundamental determinants of econcmic
activity are always fixed and constant—and such a
community is a pure theoretical figment—adjust-
ments of economic life to changes in natural environ-
ment and human ability must continuously be made.
And for these adjustments some institution with the
same function as the entrepreneur must always be
necessary. It is certainly conceivable that this func-
tion might be carried out by some authority which paid
more attention to justice and less to efficiency than the
entrepreneur does; but this must involve a sacrifice
in efficiency, and consequently a sacrifice—probably a
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large sacrifice—of social wealth. The adjustments
made by the entrepreneur in his escape from labour
regulation are precisely the same kind of adjustments
a3 he makes in order to minimise the effects of natural
scarcity—bad harvests or the working out of mines.
In his actions the two are inextricably bound up to-
gether; and a system in which the first adjustment was
prevented would be seriously handicapped in its
endeavours to make the other.’

Our study of the working of the labour market
under industrial capitalism results in making clear a
dilemma.! Free competition is liable to prove intoler-
able, not because it fails to raise the real income of
labour—decidedly it does not so fail—but because it
raises expectations of security which it cannot fulfil.
It must be remembered, however,f that it is not the
insecurity which is the product of industrialism; it is
the expectation of security. In more primitive socie-
ties changes in natural environment and in his'own
human equipment react directly upon the economic
well-being of the individual. He experiences changes
from prosperity to misery far more violent than those
to which nearly all members of a capitalist community
are subject, but their origin is obvious, and he is under
no temptation to blame them upon any other origin
than that from which they actually come. With the
division of labour there proceeds a concentration of
risk-bearing on to a small class; by receiving a fixed
contractual payment for their services other people
acquire a degree of security which would have been
impossible at an earlier stage of development. But the

1 For an examination of the working of a socialist economy, which ia
highly relevant to this matter, sco Miscz, Dis Gemeinwiriachaft, eap.
Pp- 201 4.
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capacity of any man to bear rigks is limited, and there-
fore the insulation of the wage-earner can never be
complete. Yet he easily comes to think it complete;
and then, when realities jar against him, he feels him-
self to have been abused.))

So he endeavours to protect himself, through Trade
Unionism and the democratic- State. But our examina-
tion of the effects of regulation hasshown that this pro-
tection can rarely be adequate. Carried through to the
end, it can only result in a great destruction of economic
wealth. But of course in fact it is not carried through
to the end. Sooner or later, in one form or another, a
crack comes; if it comes soon, there is not much
damage done; but if it comes late, the illusion is
shattered most disastrously.

The Theory of Wages, as elaborated in this book,
has not proved a cheerful subject; but perhaps that
may be accounted to it for realism. If there had been
& panacea for labour troubles, men might have been
expected to show more signs of discovering it. Just
as the problem of individual economy arises from the
limitation of resources, so do the economic problems of
society arise from the hard necessity of cutting a coat
according to the cloth.

1 ¢f. Clay, “Irresponsibility in Economic Life,” Political Quarierly,
January, 1831.
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THE principal object of this appendix is the construction of
& mathematical proof of the conclusions about absolute and
relative shares in the Socisl Dividend put forward in
Chapter VI; but since the chief value of such a mathematical
proof must lie in the disclosure of the exact assumptions and
the precise limitations under which the propositions are true,
it is convenient to begin with a consideration of certain problems
whose connection with these proposmons may nppear at first

sight a little remote, &l»g_ _1 N & n

v (i.) THe Co-ORDINATION OF THE LAws oF DISTRIBUTION

Ever since the early days of the marginal productivity theory
in the eighteen-nineties, the mathematical application of the
theory has been greatly hampered by the difficulty which was
raised by P. H. Wicksteed, in his essay, “The Co-ordination
of the Laws of Distribution” (1894), \If each factor is paid
according to its marginal product, is the total product ex-
hausted, or is there & surplus or deficit?’ Clearly{it is most
consonant with the conditions of equilibrium that each factor
should be remunerated according to its merginal product,
including the factor which “employs” the others, and takes
the surplus for its share, But will there be enough residue
to pay the employing factor its marginal product?

The solution which Wicksteed himself offered to his own
problem is unsatisfactory, as, indeed, he admitted on subse.
quent occasions.! But it is not true, as most English and
American economists seem still to imagine, that the problem
remained unsolved. Within a few months of the publication of

1 Common Sense af Political Economy, p. 373, The argument in the toxt
of the Common Sense, while perfectly valid, doea not meot the mathematical

difioutty. Bee also Robbins, “The Fconomic Works of Philip Wicketeed"
{Kconomica, November, 1930).
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Wicksteed’s Easay, Léon Walras put forward a solution which
is altogether free from the objections to which Wicksteed’s own

. solution is liable.> But, unfortunately, Walras expressed him-

self in so crabbed and obscure a manner that it is doubtful if
he conveyed his point to anyone who did not possess some
further assistance. Anyone who knows the answer can see that
Walras has got it; but anyone who does not must find it almost
impossible to get it from Walras.

A perfectly intelligible solution did, however, appear a few
years later in the Vorlesungen of Knut Wicksell.? With Wick-
sell's aid it is not difficult to clear up this matter; after which
we shall be in & position to proceed with our principal enquiry.,

?:‘;I:he first thing on which we have to be clear, if we want to
see our way towards a solution of this question, is that we are
of economic eqml:bnum Our problem is purely one of the
conditions of equilibrium, and therefore it is extremely unwise
to complicate our discussions with the consideration of pheno-
mensa which only arise in the real world because the economic
system is not in equilibrium; and among these fall the greater

« part of the activities of enterprise and management. If we

persist in thinking of the factor which receives the residue as
the “entrepreneur’’, we shall get into endless difficulties; but
fortunately, without any serious departure from reality, we can
think of our typical firm as ‘a Joint Stock Company, and
suppose the residue to fall to the capitalist as capitalist,
management {80 far as management is required) being hired

“ like labour of other grades. Or, alternatively, we can follow

Wicksell’s example, and suppose the landlord or the labourer
to take the residue, hiring other factors.

Once we adopt this assumption, the most ordinary non-
mathematical analysis shows that every factor must get ite

- marginal product. For every hired factor must get its marginal

! “Noie sur la réfutation de la Théorie anglaise du fermage de M. Wick-
ateed,™ This waa republished as an appendix to the third edition of Walras'
Elsmenis { 1806). ‘Itdis omitted in subsequent editions,

$ Vol. i., pp. 186-191.
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product, since otherwise the demand for it would expand or
contract; and every unhired factor (which is “acting as entre-
preneur”’) must get its marginal product, since if it got less, its
owners would prefer to hire it out; and if it got more, some
would be transferred from the hired to the unhired class.

This is a perfectly satisfactory line of argument, and it is
evidently reasoning of this kind which has generslly persuaded
non-mathematical economists (for example, J. B. Clark and
his followers) that the “adding-up” difficulty is a delusion{ And
we shall see that they are right.

The trouble is that the alternafive mathematical line of
approach did not appear to lead to the same conclusion.

- Let z= the amount of product, and @, b, ¢. . . . the quanti-
ties of factors required to make that product . In order that -
the marginal productivity law should be fulfilled, the ghare of

the product which goes to the factor & must bea 2% o0 and simi-

larly for the other factord’ If the product is to he exactly
divided among the factors, leaving no residue, positive or
negative, then

_ z=a" + bab + . g
Wicksteed's explanatmn was based upon the well-known i '1,, ‘-
Euler,it.h : -

mathematical proposition, due to at 1f 718 8 homo- 1 *
geneous function of the first degree in @, b, ¢ . . . 80 that it ’ !

can be written ;
f(a, i—,. .. )

+ ..

this relation

T o
T=a 4+ 3
will always be satisfied.

It was this that drew the scathing remark of Edgeworth:
“There is a magnificence in this generalisation which recalls the
youth of philosophy #Justice is a perfect cube, said the ancient
sage; and rational conduet is a homogeneous function, adds
the modern savant.!

t « Theory of Distribution,"” in Papm, vol.i., p. 31,
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But when it is expressed in economic language, the Wick.
steed-Euler proposition appears much less ridiculous than it
seems to have appeared to Edgeworth. It means simply that
there will be no residue, positive or negative, if the commodity
in question is produced under conditions of “constant returns’”
—ausing that ill-treated expression in yet another unfamiliar,
but nevertheless highly convenient, sense. The -production
function will have the requisite form if a proportional increase
in all the quantities of factors employed will increase the
quantity of product in the same proportion in which the
factors were increased; that is to say, if-the amounts of factors
required per unit of product (the “coefficients of production”)
are independent of the amount of product.

Put in this way, the condition appears much less startling;
yet it is doubtful if it can be considered to be generally satis-
. fied. So long as all the factors are increased in the same pro-
portion, the general condition of diminishing returns—the dis-
proportionate incresse of some factors—is -absent. But the
condition of increasing returns—economies of, specialisation
and co-operation due to size—imay be present, It does secm
possible that “increasing returns™ (used here in a special sense,
but one that has many of the implications of the ordinary

meaning) may. MWMW@Y '
theory, as they are inclined to upset unless we are very carelul
o ]

50 MADY eCODOMIC generahsatlons

We may now turn to the solution of Walras and Wicksell.
We are concerned here solely with one part of the general
equilibrium system, the conditions thata particular firm should
be in equilibriumy e assume perfect competition, both in the
market where the firm sells its products, and in the market
where it buys its factors. Thus, so far as the action of this par-
ticular firm is concerned, we can assume all the prices with
which it deals to be giveri; for the influence of its individual
‘action on prices, whether of product or of factors, will be negli-
“gible. In order that the firm should be in equilibrium, two con-
ditions have to be satisfied: (.Q‘the unit cost of production of
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its product must be & minimum {3} that unit cost must equal
+ the selling price of the product. The first condition must be

fulfilled, since otherwise the owners of that factor which is

“acting a8 entrepreneur” could increase their profits by a
« change in methods. The second condition must be fulfilled,
since otherwise the owners of that factor would be receiving
8 return either higher or lower than was being earned by/
similar services elsewhere in the market, and someone would
therefore have an incentive to act differently. In order to
minimise its costs of production, the firm can vary indefinitely
the quantltles of factors which it uses, and therefore, of course,
the quantity of product it turns out. The production function
{the relation between the quantitiea of factors and the quantity .
of product) is naturally given by technical considerations.!
The, coefficients of production do not only have to be chosen so
that the unit cost of production for a given output is a mini-
mum; the output has also to be chosen so that the nnit cost of
production is a minimum,

We have then

z=f(a,b,¢. . ..) (production fanction).

Total cost of production=ap, + bp, + . . . .
where p,, p, are the prices of the factors,

Cost of production per unit=n,=£ {ap,+-bp, 4. .. ) —(1)

.=, v-£. cost of production=selling price.
In order that z, should be a minimum

%, %, « « « . must all=0.
o7, @ (1
Now e “salz@Patbp . .. -)}
1
=;Ph 0 ,a(apa ot ...
a " Onon we grant the universality of aubstitution, as we have seen cause

to do, aa & result of the discussions of Chapter I., the existence of a produc-
tion function followa naceasarily.
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1 1 o2
TabeTgg
~1oon2)

Then, since 2 =0, p, =z, > =p, =, and similarly for
o6 o o
the other factors.
This is the marginal productmty law, and by substituting
in (1) we have
T=a f +b '-’-mg + ...
'proved independently of any a.ssgnptxon about ‘“‘constant
returns”.
The explanation which lies behind this proof lies in the
essential hypothesis that each firm is producing at that scale\{
“ of output which makes its unit cost a minimum. If, as before,
we assume that the prices of the factors are constant, and if we
assume further that the proportions in which the factors are
employed remain unchanged as output varies, we can con-
struct & (very specialised) cost curve for the firm, giving the
cost per unit of producing various outputs. Wicksteed thought
he had proved that it was a necessary condition for the truth
of the marginal productivity theory that this curve should be
8 horizontal straight line. Walras and Wicksell showed that 1t
was only necessary that the curve should have a mlmmum
point, and that in equilibrium output must be at that point.
Now it is clear that in the neighbourhood of the minimum
point, where the tangent to the curve must be horizontal, the
curve will approximate very closely to the straight line.* It
is not surprising that, at this point, Wicksteed's condition
should be satisfied. Where Wicksteed went wrong was in his
assumption that he could argue from the shape of the curve
at one particular point to the general shape of the curve,
Wicksteed’s difficulty can therefore be overcome by sub-
stituting for his untenable condition of ‘“‘constant returns” theef
condition of “minimum cost” which appears, on the surface
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at least, more in keeping with the fundamental assumptions on
which it is reasonable to bese an equilibrium theory. But, as
Mr. Sraffa has pointed out,! the condition of minimum cost is
not without its difficulties. We are excluded from the assump-
tion of diminishing returns in the usual sense ; but if we assume
no tendency to diminishing returns—that a simultaneous in-
creage in all the factors in the same proportion will never
increase the product less than proportionately—then either
competitive equilibrium is impossible (which will be the case if
increasing returns go on indefinitely) or alternatively the dis-
whribution output among the different firms in an industry will
be altogether indeterminate (if increasing returns give way to
constant returns), Neither of these conclusions js welcome; but
if we are to avoid them, we are driven to assume that “tech-
nical diseconomies™ will, after a certain point, induce diminish-
ing returns. There can be little question that in fact there is
generally a limit to the extent to which any firm can grow under
given conditions, independently of the limitation of the market.
But a doubt must remain how far the limitations which we do
find in experience have not been assumed away on the level of
abatraction on which we are now working.
Further consideration of this point would lead us too far
into the more arid regions of higher general theory; its relevance
to the theory of distribution is remote.

(ii.) INCREAsSING RETURNS

. The marginal product which measures the actual return
which a factor of production must get in a state of equilibrium,
is the addition which is made to the product of a firm when
& small unit is added to the supply of the factor available to
that firm, when the organisation of the firm is adjusted to the
new supply (so that it is used in the most economical way), but
when the rest of the organisation of industry, including the

” | general system of prices, remains unchanged. Now there is 203

L ! *The Laws of Roturna under Competitive Conditions™ {Econ. Jour.,
826).
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reason why this increment should be the same as the increment
of production which would accrue if the addifional unit were
made available to the whole of industry, and the whole organi-
sation of industry, including the general price-system, were
adjusted to the new supply.)

If all the firme were operating in accordance with Wick-
steed’s law, under conditions of “constant cost”; and if we
leave out of account the fact that the allocation of the increase
in resources to one firm only would mean an uneconomic dis-
tribution of production; then there can be no question that
these two “‘marginal progucts” would be equal. But in fact an
increase in the supply of one factor generally involves a com-
plicated redistribution of production between firms and
between industries, and in consequence of these changes it is
quite likely that the marginal product of a factor in the second
sense will be greater than the marginal product in the first
sense, The division of labour progresses as the supply of the
factors increases, and the advantages of the division of labour
are gained as much, or more, through an increase in specialisa-
tion between firms and between industries, as through an
increase in the size of ﬁ:ms})

Thus we have to distinguish between/the “private” marginal
product, which does, in equilibrium, equadthe wage of labour;
and the “social” marginal product, which results from an
increase in the supply of labour, when we suppose that increase
to have worked out its full effect. And in general it is safe to
assume that the latter will exceed the former.)

This divergence has-awkward consequences for the applica-
tion of the general marginal productivity theory.. /If we can
assume “constant returns” and a consequent equahty of
lsocial” and “private” marginal products, it is possible to

u/ deduce certain not uninteresting results about the effect of
increases in the factors on the distribution of the product. But
in 80 far as we have to allow for increasing returns, these re-

v CJ. Aliyn Young, “Tnoreasing Returns and Economic Progrms—" (Econ.

Jour., 1928); Bhove, “Varying Coats and Marginal Net Producta” (Ecoa.
Jour,, 1928),
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sults are surrounded by a margin of doubt. Yet it does not
"] seem probable that the divergence would be very great
Nevertheless, the reader is asked to bear in mind that the
exact conclusions of the following pages depend for their strict
alidity upon the assumption of “cons " in the
Wicksteed- Wicksell sense; and fthus upon the identity of
‘private” and “social” marginal products*

—

(iii.) Tee EvasTiciTy oF DErRIVED DEMAND

. In examining the effects on Distribution of changes in the
supply of the factors of production, it is convenient to begin
with the special case of a change in the supply of a factor which
is specialised to some particular purpose, and can only be used
in one industry. The problem which is then raised within that
industry is then simply a problem of the elasticity of derived
demand—the problem which was studied by Marshall in his
well-known oxample of plasterers’ wage¥, Marshall gave four
rules for the things on which the elasticity of derived deémand
depends; 'and in their discussions of this matter, economiste
have generally been content to use Marshall's rules, without
making them the subject of any further investigation. These
rules are an excellent example of the convenience of the elasti-
city conoept, in enabling essentially mathematical notions to
be used in formally non-mathematical arguments. But such
procedure, although convenient, is dangerous; it will enable
us to proceed more securely, if, instead of merely accepting
Marshall’s conclusions, we examine their mathematical founda-
tion.

Marshall himself no doubt derived his rules from mathe-
matics; Note X V. in the mathematical appendix to the Prin-

! Of the two rules about absolute and relative shares in the Dividend
put forward in Chapter VI. and to whoss cousideration this disoussion is
ultimately leading, it seems extremely improbable that the rule about
absolute sharee could poseibly be affected by inoreasing returns. The rule
about rolutive shares, on the other hand. almost certainly must be affected
to eome extent, although it is unlikely that the difforonce would be very
serious unless it could be shown that an increaso in ons particniar factor
would be much more likely to call forth a strong development of those ten-
dencies making for increasing returng than an increase in the othe

16
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ciples is enough to assure us of that, But he does not there give
the full mathematical derivation;gl:z confines himself to a
eimplified case, that in which the proportions of factors em- ' .
ployed (the “coefficients of production”) remain constant.,
A more extended enquiry, he assures us, would lead to “‘sub-
stantially the same results.” But we may as well see for our-
selves.

The four rules (in Professor Pigou’s more convenient
formulation) are:

I. “The demand for anything is likely to be more elastic,
the more readily substitutes for that thing can be obtained.”

I1. “The demand for anything is likely to be less elastic,
the less important is the part played by the cost of that thing
in the total cost of some other thing, in the production of which
it is employed.”

ITI. “The demand for anything is likely to be more elastic,
the more elastic is the supply of co-operant agents of pro-
duction.”

IV. “The demand for anything is likely to be more elastic,
the more elastic is the demand for any further thing which it
contributes to produce.”!

We may now proceed to our mathematical enquiry.

A product is being made by the co-operation of two factors,
a and b, which are remunerated according to the value of their
marginal products. Let x be the quantity of product (x is
thus a function of @ and b), p, its price; p, and p, the prices of
the factors @ and b respectively, If 'y is the elasticity of
demand for the product, and e the elasticity of supply of b,
how is A, the elasticity of demand for @, determined ?

We have p, = p, ;—‘:, Po=P. }: (marginal products).

=_ P P a__ P
Also 7 . dp. e ; dp, ). . ap;
dz db da

" ! Marehsll, Principles, bk. v., ch. vi.; Pigou, Bconomica of B"djﬁ. bk. iv.,
ch, v.
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Since the total expenditure of the firm equals total receipts,
PE =P8+ Pib.
This can also be written

+bfb

Since we are assuming ‘‘constant returns” we can treat this
last equation as an identity, and differentiate it partially with
respect to b,

i PL iz %
b= %8 Tom
i’ iz
= - ———— . - . . 1 .
b ab* ¢ Jgazb (1)

Further, the total differential of =,
dx =" da+ % db
FY:) b
. pde=pda+pddb . . . . . (2)

Sinee the condition of equality of receipts and expenditure
must still be satisfied after we have made our smasll change in a,

Pdls + adp, = pda+ adp, + pydb + bap,
But from (2} this bacomes
odp, = adp, + bip,”
And by the elasticity formulss,

. da pdb
szf=3’°zr—ﬁ;-. R )}

Now the change in b, which results from the change in a as
independent variable,

be be oT
=db= -dp,=--d\p, 1
* » P ¥ (P b)
By expansion and application of (1), this becomes

_be!_p,,dx a_?'z ]
b= m—kpmb(da b
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Now write 0 = —FP5s_ gand = Pu® and simplify.
piz 2T P2
=7 ausb
Then Pz _pda_pib(1 ) ) @).
7 ¢ l-xde o/ °~ "7

Eliminating dz, da, db between (2), (3) and (4), we get

A-0_ & eto
n-4 l-x'etny
1= 9+ e)+ «e(y - o)

n+e-x{n-0) °

This gives us a value for the elasticity of demand for ¢, in
terms of %, e, «, and o.!

These are in fact the four Marshallian variables. «, ¢, %
correspond to the rules (IT), (III), and {IV) quoted above. ¢is
a suitable measure for (I); it is the “elasticity of substitution”.

or

Its principal ¢omponent, gﬁ’ gives the rate of change of the

marginal product of one factor for a change in the other factor.
If a:fb is infinite, ¢ = o, and there is no substitution possible at
all; the coefficients of production are strictly proportional. If

% = 0, o i8 infinite, the factors are perfectly rival or their

use is indifferent. If we had a third factor, or‘more, then ;ajb

might-be negative, and the factors would be rival in the more
ordinary sense of the term; an increase in one would diminish
the marginal product of the other. But with only two fa:cttfl‘s,
and under the assumption that there can be no “‘diminishing
returns” to all the factors together, this is impossible.
. k

But although a:;% is thus to some extent a test of the

amount of substitution possible, it is not a suitable measure of

! When o=0, this reducee to Marshall's formula (Principles, Mathe-
matical Appendix, Nnte XV.).
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the “elasticity of substitution”. For its magnitude depends on
the units in which , 4, and b are measured. Just as we have to

multiply ‘% by ? ip order to get the elasticity of demand, s0
we must multlply a.;b by a further factor in order to get the

elasticity of substitution, P :P 'z is a suitable multiplier. But I
b

have taken the reciprocal of this expression, in order to have
a measure increasing with the facility of substitution.

i

Since P “i:’;m =2 ::; , @ could also have been written
2, 7% el
Po% aob aaab

in this latter form.

So far we have only shown that the elasticity of derived
demand depends upon Marshall’s four variables. We have still
to examine how it moves with the four variables*».e., to test
the rules.

Taking the formula for 4, and differentiating it partially
by each in turn of the four varisbles on which it depends, we
get:

ok

(1) = {1 -«) X 8 square.

@ 2= (1-0)tr-+¢)(e+a) X & square.

(3) :2'=x(1—x)><asquare.

4 ?’%*xXasquare

The first, third, and fourth of these expressions are always
positive, The first, third, and fourth rules are universally true,
But the second rule is not universally true. Even if we concern
ourselves only with cases where e is positive ( and ¢ must be
positive) the second rule is only true so long as 7 >0; s0 long
as the elasticity of demand for the final produet is greater than
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the elasticity of substitution.,'Of course, in the usual cases
taken for Hlustration of this ru}e, the condition for its validity
is fulfilled. It is supposed that the demand for the product is
fairly elastic, while substitution is difficult. But if technical
change is easy, while the product has an inelastic demand, the
rule works the other way. For example, a factor may find it
easier to benefit itself by a restriction in supply if it plays a
large part in the process of production than if it plays & small
part. Itds “importand to be unsmportant” only when the consumer
can substitute more easily than the entrepreneur, Further even
if n>>0, but if the difference is small, the importance of this
second rule will be negligible.

(iv.) Tee DisTrRIBUTION OF THE NATIONAL DIviDEND

The last part of our enquiry—the application of these re-
sults to the wider problem discussed in Chapter VI.—now
presents little difficulty. We are now concerned no longer with
the money demand for a factor of production engaged in the
making of a particular product, but with the real demand for
a general group of factors of the traditional kind “labour” or
“capital”’; To this we can still apply our formula, but in a con-
siderably simplified form. Since the total product of a closed
community does not need to be sold outside that community,
we can write p, = 1, and = infinity. The elasticity of de-
mand for one of these groups of factors is therefore given by
the following formula, derived from the formula of the last
section: ‘

o+ xe
A= 1w

From this formula! the second and third of the rules given
above in Chapter VI. can be directly derived.

1 It may be interesting to illustrate the significance of this formula by
an arithmetical example, If we suppose w=1, the elasticity of supply of
the factors to be zero, and the dividend to be divided between labour u_nd
capital in the proportions of 76 per cent, to 26 per cent., then the elaaticity
of demand for labour (measured in terms of real goods) will be 4; and the
elagticity of demand for capital 1§.
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For
1
da (bp,) = Pu( +e)

d ap“) x({o - _1)
“da AT

The rules are therefore valid so long as 4 is positive; that is
to say, in practically every conceivable case. (It was shown

above on p. 98, footnote, that e may always be taken to be
greater than - 1),

It only remains for us now to make a few remarks on the
reason which led Dr. Dalton! to arrive at a conclusion so
different from that which is evidently to be derived from the
last of the above formule. Dr. Dalton constructed a formula

- giving a test for the conditions under which an increase in 4
would increase its relative share, In our notation, his formula

is A> . It is evident that this formuls is correet, so long

as e can be neglected, He then proceeded to apply to this
formuls estimates for the elasticities of demand for labour and
capital—estimates derived from Marshall’s rules, but not from
any formula. He thus naturally overlooked the precise way in
which 4 increases with «. The larger « is, the higher is the
obstacle that has to be jumped before a factor can increase its
relative ghare; but since the jumper increases in strength at
exactly the same rate, the obstacle is irrelevant. The condition
fur increased relative share depends on o, and on ¢ alone.

* See asbowe, p. 119,

PRINTED IN QREAY BRITAIR BY
RLLLING AKD SONS LID., GUILDFORD AND ESHER

X359
&2

Q4dou4



v INDIVIDUAL SUPPLY OF LABOUR 109

no guarantee that those men whose efficiency he has
improved will stay with himy The terms he is offering
to his employees are better than those offered by his
rivals; at least, they are better to a man in ordinary
circumstances./But & man’s relative valuation of in-
come and leisure may change; and if he is faced with
misfortune (for example, an illness in his family) it
often does change. Although under normal circum-
stances he may prefer the shorter hours to a rise in
wages, he may not always prefer them. If he is in
difficulties the temptation to go elsewhere, to work
longer hours, but to offer his improved efficiency as a
claim to higher wages than are generally being paid,
may be irresistible. The first employer must then re-
place him with another man, whose efficiency has to be
worked up; and instead of reaping his expected profits,
he ig faced with another period of loss."

In spite of all these difficulties, it must not be
assumed that a purely competitive system is powerless
to reduce the hours of labour, so as to give the labourer
some of the fruits of industrial progress in the form of
increased leisure. Even the darkest days of the In-
dustrial Revolution had their Robert Owen; and there
can be little doubt that since that time the number of
employers who are highly competent and adventurous
and at the same time sympathetic’ to the needs of
labour, has been on the increase. They can be relied
upon to do something to mitigate excessive hours; and
their success must induce others to follow their ex-
ample. However, the struggle is not an easy one. It
does seem probable that there are occasions when
interference to reduce hours may secure to large
mnumbers of workmen an increase in leisure at the cost
of a fall in wages; which, nevertheless, seems to most



