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PREFACE TO THE ENGLISH EDITION

I am very comscious. of the various shortcomings of this book
as published in German two yesra ago. Nevertheless I have agreed
" to the publication of an English translation without substantial

changes from the German original, because I hope that, even
in the present form, it will be of some use.

Apart from improvements in detail and statistical researches
with & vmw to verifying and applying to concrete cases the general,
theoretical statements, it seems to me that the theory of inter
national trade, s outlined in the following pages, requires further
development, in twe main directions.  The theory of imperfect
competition and the theory of short-run oscillation {business cycle

. theory) must be applied to the problems of international trade.
It will soon be possible to do this in & systematic way, since much
progress has been made in both flelds in recent years.

With regard to the first of these questions, there is the litera-
ture which centres around the two outstanding books, Monopolistic
Competition by Professor E. Chamberlin and Imperfect Com-
petition by Mrs. Joan Robinson. In the second field where furiher
development is required, it is not so easy to refer to a body of
accepted theory. But it seems to me that a ceriain measure of
agreement as to the nature of the cumulative processes of general
economic expansion and contraction is gradually beginning to
emerge. ' By starting or reversing, aceelerating or retarding these
cumulative processes, changes in the international economic rela-
tions of a counfry may give an unexpected and perplexing turn
to eventis, not predictable om the basis of & more rigidly static
analysis. There is certainly a wide field of international economic
problems which promises @ rich crop if tilled with the aid of
imperfect competition and business cycle theory. The theory uf
cammercial policy, in particular, will profit therefrom.?

Being occupied by work on a different mibjeet 1 have, unfor-

rgt, eg., G. Lovasy, Sehuboﬂebmunvdlkommmhkuﬂau in
Zeitachnifs Ma&m, vni. B {1934},
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tunately, had no time to revise the book thoroughly along the
lines indicated above. I hope, however, to be able to do this
on & later occasion.

During the last two years great progress has been made in
the tachnique of Protection. Not only have tariffse been piled on
tariffs and quotas on quotas; not only have the old methods been
used much more boldly and unhesitatingly than before; but new
devices have been invented: clearing and compensation agree-
ments, export and import monopolies, discriminating exchange
.rates, methods of contl;oﬁing tourist traffic and expenditure, siand-
still agreements and so on, with an infinite number of variations
in detail. Many interventionist measures, which seemed two years
ago either techuically impossible or so manifestly undesirable as
to be quite out of the guestion, are to-day adopted without reluct-
asnce. I have tried elsewhere® to go a little more deeply into
the details of the new commercial policy. In the presemt book
I have confined the discussion for the most part to fundamentals.
After all, the general principles and the technique of analysis
have remained unaltered and are just as applicable to the new as
to the old methods. If one has a firm grasp of these principles,
it is comparatively easy to apply thew to the new techniques of
:E:;’eiactmn

Chapters I-VIII have been translated by Mr. Alfred Stomier
(with assistance from Mr. Hugh Gaitskell), and Chapters IX-XX1
by Mr. Frederic Benham. In translating they both bave, I think,
improved the original version and eliminated a pumber of
inaccuracies. I am also indebted to Mr. Ragnar Nurkse, who has
read the greater part of the manuscript and pro?oaed many improve-
ments. I have taken this opportunity of . rovising the whois
manuseript and making a number of small changes in the text
The seetion on exchange control has been largely rewritten.

GoOTTFRIED V. HABERLER,

GaNEva, Adugust, 1935,

3 Liberals und planwirtechafilicks Handelepolitik, Berlin, 1934,



PREFACE TO THE GERMAN EDITION
{Abridged)

This book aims at a complete and systematic treatment of the
main problems arising from international economic transactions.
It attempts, especially, to give a thorough theoretical a.naiyszs
of ﬂzese problems, . . . I have not followed the tmdztmaza}é‘
practice of beginning with the ‘ pute’ theory, treating’ this as
the dominating topic and the question of the monetary mechanism
as subsidiary. On the contrary, I begin at once, in seciion B
of Part I, with the exposition of the monetary problems: that is,
of the mechanism whichk determines the exchange-value of a
currency, equalises the balance of payments, and makes possible
the transfer of unilateral payments. This is followed, in section
C, by the * pure theory.’ Here I have endeavoured to combine
.all the valid and relevant doctrines into & systematic whole. For
these dactrines are mostly not mutuslly exclusive, but, on the
contrary, supplement one another, either covering different parts of
the field, working on different levels of abstraction, or employing
different methods of analysis. )

I have alsc endeavoured to avoid the toa common practice of
placing the theory of international trade and the discussion of
trade policy in quite separate ccmpartmenta without any connection
between the two. Instead, I have tried to apply the theorstical
analysis to every question arising from trade policy. Indeed, any
discussion of trade poliey which attempts more than a mere account
of the legal and administrative devices in force, or than a state-
ment of the criteria by which the various policies should be
evaluated must inevitably consist in the application of economic
%ileery
*  In the various places where facts have been cxteé they have
been introduced not for their own sake but in order to illustrate
the argument. The only exception to this is section C of Part II,
which attempts & systematic account of the various measures which
have served as instruments of trade policy.
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Some readers will doubtless be surprised that the policy of
Free Trade, which is in glaring comtrast to the policy actually
adopted by nearly every country in the world, should be advocated
in this book. The universality of Protection inspires an instinctive
distrust of m theory whose conclusions sre nowhere accepted in
practice. Can & policy which is rejected with such unanimity be
correct?

But this is not an argument. It would be absurd to expect
economiec science to reverse the verdict of its analysis, based upon
accepted judgments of value, just because in practice it is com-
sistently ignored. Nobody would dream of asking medical science
to change its findings just because everybody followed some custom
which it had pronmounced injurious to healih.

Nevertheless it cannot be denied that the prineiples stated in
this book as ‘ economically correct ’* have hardly ever been com-
pletely applied. The disagreeable task of hsving to declare
current practice misguided, thereby provoking the accusation of
unfruitful doctrinairism, is ome which the present volume shares
with most scientific writings on international trade. Economists
are nearly as unanimous in favour of a liberal trade policy as
are Governments in favour of the contrary. It is irue that very
few writers attempt the hopeless task of proving & priors that no
case is conceivable in which the ° general welfare’ would be
promotied by some kind of intervention. Most economists, including
the present writer, concede that cases are both conceivable and
lisble to ocecur in practice in which tariffs or other restrictions on
international trade would be advantageous. At the same time,
there is fairly general agreement among them that such cases
are on the whole unimportant, so that a policy of complete Free
Trade would diverge only slightly from the optimum. The vast
_'majority of economists are convinced that the actual trade policies
of nearly all countries are founded upon the crudest errors and
have no shadow of justification. Upon this point there is surprising
agreement of expert opinion not only among liberals but alse
among socialists,

1 The msaniog of this phrase is discussed in chaps. xiii and xiv.
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The fact that nearly all economists unite in condemning Pro-
tection explains why some of them devote so much ingenuity tc
constructing hypothetical cases in which a tariff might be bene-
ficial and why economic works give so much space to such cases.
Exceptions are always more interesting, to the scientific mind,
than mere illustrations of the general rule. . . . But experience
has underlined the truth and wisdom of Edgeworth’s judgment:
“ As I read it, protection might procure economic advantage in
certain cases, if there was a Government wise enough to diseriminate
those cases, and strong enough to confine itself to them; but this
condition is very unlikely to be fulfilled.”

. . . I am very grateful to Dr. Erich Schiff, of Vienna, for
his help with the statistical work. G. H

Yimwna, May, 1933.
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INTERNATIONA_L "TRADE.
INTRODUCTION.
§ 1. Tee ProbrLEnM or DermNrrion,

The only really systematic theory of international trade we
possess is the so-called classical theory, of which practically all
the component paris were worked out by such early writers as Hume,
Adam Smith and Ricarde! Ib is eharacterised, un the one hand,
by t&a doctrine -of * eomparahve costs and, on the other hand, by
the prmcxple that prices, exchange rates and money flows provide a
mechanism which links together the monetary systems of different
countriea and ensures the antomatic adjustment of the balancs of
paymeats. In England the classical theory still holds the field
arnd it is accepted by the more theoretically-minded economists in
the United States.® In continental countries, however, with the
partial exception of Italy, it has mever found much favour.
Criticisms have been frequent, but the critics have not succeeded
in substituting for it anything that deserves to be called & new
theory of international trade. Certain details of the classical theory
have had to be modified, and there has been, of courss, much
interesting statistical and descriptive work. But the only important
theoretical advance has been the application, notsbly by Pareto,
of general equilibrinm analysis® to the problems of international
trade. The classical doctrine—id particular the theory of compara-
tive costs—is exhibited as a special case of the more general theory.

The classical theory staris from the fact that in international
trade, as in all other economic setivilies, it iz the, mdzvz&ual
economic subject who buys and sells, pays and is paid, grants and
receives loans, and, in short, carries on the activities which, taken
as a whole, constitute international trade. It is not, for example,
Germany and England, but individuals or firms located in Germany
and England, who carry on trede with one another. The first
question, therefore, which has to be answered is whether these
economic activities eill for a special theory at all, The mere

1 G,f the exbaustive bibliography in Angell, Phzory of Internationad Prices

}i etabI{‘ by thoss under the influence of Profsssor Taumi

soris matematica dei cambi forestieri,” Gtma% degli Bcomomisti

g&ﬁ), and ‘' Teorin matematica del commerc¢is internasionale,” Qtoradc degii
conomisti (1805); alao Cours décomomis politigue, vol, B, § § B62-

3



4 INTERNATIONAL TRADE

fact that a political boundary is involved and that the persons in
question are nstionals of different countries and, perhaps, speak
different languages, is economically irrelevant. It cannot there-
fore be taken as the criterion of demarcation between ome branch
of economic theory and another. .
~ The classical school believed nevertheless that there was a
Yfundamental difference between home trade and foreign trade.
Tkey pointed out that labour and capital moved freely from one
\ branch of production and from one district to another within a
single country. Between different couniries, on the other hand,
! mobility was totally, or at any rate to a great extent, lacking.
In the latter case, complete adjustment (i.e. the establishment of
the same rate of wages and the same rafe of inierest everywhere)
did not take place. Immobility was accepted quite 'naively by
the classical school as the criterion of international trade. They
based their argument upon it without attempting to justify its
selection on methedological grounds and thus laid themselves open
to various objections which have been raised from time to time,
particularly in recent years,
An obvioue criticism, which certainly has some truth in it,
!is that the difference in question can only be one of degree. On
the one hand, the factors of production sre mot perfectly mobile
'within national boundaries; on the other hand, large and, indeed,
enormous movementa of the factors of production do sometimes take
place across these houndaries.t
Of course, the classical school did not overlook this fact, Adam
\ Smith stressed the importance of emigration, and J. 8. Mill
recognised that capital was becoming steadily more mobile and
cosmopolitan. Moreover, it is common knowledge thai Cairnas
introduced the conception of * non-competing groups’ (i.e.
sharply defined groups of labour between which there was no free
movement) and pointed out that where such groups existed within
a country, the theory of international trade spplied te them.
Professor Taussig, to whomt we owe the latest and most carefully
worked-out version of the classical theory, devotes a good deal
lot space to the“imperfect mobility of labour and to the conseguent
differences of wages rates. It can, perhaps, be maintained that
the classical school and their successors have paid tao little attention
to the significance of these phenomena for the economic development

+ This point is atressed by Prof. J. H. Williams, * The Th of International
Trade Reconsidered,” Economic Journal {1925), vol. 38, and by Prof. Oblin * Ist
eine Modernisierung der Austenhandelsthecrie erforderlich? * ;efaws'rtsehe tickes
Archiv (1927}, vol. 26, p. 07; Die -Bezichung swischen internationalsm Hardel
und internationaler Bewegung von Kapitsl und Avbeit,” Zsitschrift Air National-
shonomie (1930}, vol. &, and Interreqional and Intsrnational Trade (1933}
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of the modern world. One may speak with Nicholson of a * lost
idea ""—lost, that is to say, since the days of Adam Smith.® There
can, however, be no question of & logical error on their part. If
the mobility of labour®* and capital between different countries
were to increase in the further course of economic development,'
‘there would be, according to the classical school, no need for a
scparate theory of international trade. For the phenomena which it
tries to explain would have disappeared and with them the distine-
tion between home and foreign irade. Buf ome must be careful {o
distinguish between the empirical question whether the assumptions
of the classical school apply to any particular epoch, ard the logical
question whether their conclusions foliow from those assumptions.

It has been argued that, even within the bounds of a single -
country, real capital cannot readily be transferred from one line
of production to ancther,” and, further, that the cost of transport-
ing capital goods from one part of a countiry to another is some-
times much greater than from one country to another, Bui thie
srgument is irrelevant, since it refers only to specific capital goods
slready in existence.* For capital theory, however, the criterion
of perfect mobility is the equality of interest rates. This refers
to alternative ways of investing liquid or money capital. IXf the
cost of transporting capital goods from -one place to another is
high, considerable differences in the price of capital goods will
probably exist. But, nevertheless, interest rates may very well
tend to equality. The rate of interest need not be higher in San
Francisco than in New York, because there is & mountain range
and & distance of 2500 miles betweer them. It must, however,
‘be granted that, if a country is completely shut off from the rest
of the world—in the sense that there can be neither movements
of labour por trade in commodities of any kind—no, capital can
be transferred, even if money as such is able to flow in and out.
The necessary and sufficient condition is the existence of some
international trade, even if it consists entirely of consumption
goods and services (e.g. tourist traffic) and sufficient flexibility
to allow an import er export surplus to develop. As will be shown
later, capital may them move in the shape of increased imports
or decreased exports of consumptwn goods, thus releasing factors
of production for employment in other directions.

« The international mobility of capital is restricted not by trans-

8 C§. A Project of Bmmre (1908), p. 18,
% In spite of his internationaliss, whick was characteristic of the whole clam—
cal school, Ricardo apoke of the ' natural disinclination which every man has to
quit the wunt.ry of hirth . Theas faehqg; whkich I should bs sorry fo see
weakened *'—Principles {ed. McCullock), p.

T This applies particularly to fizxed upxt.al i.a, to buildings and machinery.
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port costs but by obstacles of an entirely different character. These
‘eansist in the difficulty of legal redress, political uncertainty,
ignorance of the prospects of investment in a foreign eountry,
imperfectior of the banking system, instability of foreign
currencies, mistrust of the foreigner, &c., &ec.
v In actual fact, there is to-day very considerable immobility
of the factors of production, particularly of labour. Apari from
the ‘ natural ’ obstacles, such as the cost of emigration, ignorance
of foreign languages, and lack of initiative, nearly all countries
: limposa restrictions on immigration. Moreover, the War and the
jpost-war inflations have seriously restricted the imternational
mobility of capital. This is proved by the persistence of large
discrepancies between the rates of interest in different countries.
The chief reason is, undoubtedly, that owners of capital have lost
faith in the political stability of the debtor countries, where rates
are high. Hence they fear expropriation by a depreciation of the
exchanges or by exchange restrictions, moratoria, standstill
agreements, and other devices of the same kind now in vegue.
~ Immobility of labour and capital is by no means the only
possible criterion for defining international trade. Various alterna-
tive criteria, such as ihe existence of separate currencies and the
[independent control of monetary policy in different countries have
been suggested. Each definition of this kird drews attention to
different phenomena, and we shall have to investigate them all
in due course; but it is meaningless to inquire which is the
¢ correct * criterion of international trade.

"§ 2. Tas Pourricar CowceEprioN oF Forerey Trabpe.

The distinction made by governments beiween home trade and
- foreign trade is not based on any objective economic criterion,
‘but simply on a judgment of value or a rule of law. Home trade
means simply trade within that area, the prosperity of which
interests the gevernment in question or is subject to its jurisdiction.

The line of demareation between domestic and foreign trade
generally coincides nowadays with the national frontiers, and
foreign trade is identified with trade between different countries.
Of course, this need mot be the case. For iunstance, a British
statesman may regard itrade with Canada as domestic trade. On
the other hand, it sometimes happens- that people living in =
)parﬁcular district consider irade with other parts of the same
country as foreign trade. They may even try, by local tarifis and
other means, to protect their own distriet from ° foreign com-
petition.’

LS,
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The judgments of value, which determine the political distine-
tion between home trade and foreign trade, are mot based on the
sort of theoretical eriteria which we have been discussing. For a
Frenchman or for a QGerman, trade between France and Germany
is foreign trade, whether capital and labour are mobile between
the two couniries or not. It would remain so, even if both eountries
adopted the same currency, though this is unlikely to happen
because of the attitude {i.e. the judgments of value) of statesmen
in the two countiries. The comparative homogeneity of the economic
aystem of one country and iis comparative isolation from other
countries are the effect rather than the cause of the attitude of
statesmen to the distinction between their own country and the)
outside world. '

It is, at any rate, ambiguous to speak, as some German writers
have done, of the ° unity of the national ecomomy.’ One can
understand by & unified national economy an economy which is
carried on by a single organisation, e.g., the collectivist economy
of Soviet Russia. Or one can understand by it a totality of
separate economies, which are more or less closely connected by
trade and exchange. This is, obviously, the senee in which one
" speaks of the French or German economy. But one can speak
in the same pense of the European economy, since the various
national ecomomies are inter-related and interdependent. The |
difference is only one of degree. One can even speak in this
sense of the unity of the world ecomomy, though its interdepen-
dences are not of a very close character.

Some countries are linked together much more closely than
others. It would, therefore, be interesting to classify the various
types of connection from this point of view. Thus, at one end of
the scale, there are countries which exchangs only commodities
{e.g., industrial for agricultural products). The interdependence
between debtor and creditor couniries is appreciably closer. . Then
there are countries with & common currency or a common banking-
system, &c., &. It may be useful to study the consequences of
these various degrees and kinds of relationships, but nothing is
gained by attempting to draw a sharp line between those relation-
ships which do and those which do not constitute a single economy.

It muat, finally, be smphasised that, in a decper philosophical sents, even the

planued collectivist scomomy of & comntry or a family wn only be grasped
individnalistically.® Evory branch of economics haz to do with human actions

8 This is the principle of mbthedolﬁifal individualism. - ¢f. Max Woeber
Graammelte Aufsiize rur Wissenzchoftalehre, pp. 503 seq., sud Wirtschaft und
Gesellschaft (1822}, chap i. Cf. also Schumpeter, Weren. und Hauptinialt der
theoretia Natienaltkonomse (1908),



B INTERNATIONAL TRADE

‘and human behaviour.® Oiher phencmens intorest the economist only eo
far as buman activity is directed jowards them (commodities}, or =o far ns
thoy affect human activity {environment). Economic activities are determined cn
asnd carried ¢ut by individuel persons in a collectivist no less then in sxn
individoalist economy. The differsncs iz not that in the latter case economic
activition are carried on by individuals, and in the former by the community, It
is merely that they are governed by different motives snd considerations—in the
planned economy by the policy of the central planning suthority, in the exchange
economy chiefly by the desire for money, power or property.

§ 3. Questions oF ExposITION.

The theory of international trade has to be regarded as @ par-
'ticul&r application of general economic theory. The theory of
! marginal utility, whick interprets and explains the individual’s

economic activity as such, must therefore be applicable to those
economic activities which, in their totality, constitute international
trade. The same holds frue also of the propositions of price theory
{ which follow from the laws of supply and demand. ;We shall,
therefore, have to make constant use of these general propositiens
applying them to the specific assumptions which characterise igter-
netional trade. How far it is appropriate o assume that the reader
is already familiar with these propositions, and how far it is neces-
sary to irace their deduction from the corpus of general economic
‘thecry:, is of course a difficult problem of exposition.

The arrangement of the present work is as follows. Part I desls
with the various phenomena selected by different authors as the
criterion of international trade. Section A of Part I is concerned
with the problems which arise from the fact that different money
circulates in different countries, and that each couniry has its own
central bank and controle its own monetary policy. This
phenomenon gives rise to the problem of foreign exchange. Closely
connected with it is the problem of the trade-balance and of the
mechanism which equalises the balance of total payments and
renders possible unilateral payments such as the transfer of

reparations.? .
Section B of Part I deals with the phenomena which result from

97 The question in what way ecomomic sctivities differ from other human
activitiea cannotr be discussed here.

1 * The general conditions which determine equilibriom are the same for both
speciee of trads [home or domestic trade and international trade]; the prineipal

tilerence is that in the cass of homs trade thers are one or two more squations.”

Edgeworth,” * The {.oure th of international wvalues™ in Papers reicting to
Political Economy (1925), vol. &, p. 5. '

3 Ws nead not ush the question whether this problem helongs to the
of international trade in the strict Semss or not. The fact that one can also a
of & balance of payments besween different partz of a single country with only one
ourrency &nd complate mobility of the factors of production, ahows thai the
phepomenan in guestion is by no means confined to the intarnational sphere,
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the immobility of labour and ecapital, i.e. with the theory of com-
parative cost and all that follows from it. It will have to be shown
how the theory of comparative cost is based on the general theory
of. economic equilibrium, This section is, therefore, concerned
with what is usuvslly called the ‘ pure’ theory of international
trade. :

The method of discussing, first, the monetary problems and
then the phenomena which ¢ give rise ’ to them, is not the most
usual.® Bat, as will be shown later, the ‘ real ’ factors {or what-
ever one likes to call the subject matier of ‘ pure theory ’) are in
no way logically or objectively prior to the monetary phenomena.
The reversal of the usual order of freatment does nct, therefore,
lead to different results; it is mer¥ly an expository device which
appeara to offer certain advantages.

In Part II the theory of international trade is applied to the
problems of commercial policy. There more use will have to be
made of gemeral economic theory than in Part I. For, as already
explained, the political conception of foreign trade is determined
not by theoretical criteria but by spheres of economic interest.
‘What is foreign trade to the statesrman may be home trade from
the theoretical point of view. In that case only the propositions
of general economic theory and not those of the theory of inter-
national trade are applicable te it.

. % It has, howsver, heen-adopled widely of recent years. Uf. Prof. Oblin's
important work, Inferregional and International Trade, snd among sarlier writers
Nicholson's Principles of Political Economy.



PART 1.

A—THE MONETARY THEORY OF
INTERNATIONAL TRADE.



CHAPTER 1.
INTRODUCTORY.

Our problem is to examine on the one hand the factors which
determine the rates of foreign exchange, t¢.e., the exchange ratio
between the currencies of different countries, and on the other
hand the mechanism which brings the balance of payments into
equilibrium.

It will be best to approach these questions with the help of an
example. : .

Let ue imagine a closed economy in static equilibrium. Al
economic processes have been repeating themselves year by year.

Supply and demand, consumption and production, capital deprecia-

tion and investment exactly balance one another in svery branch of
industry and each individual firm ia itself in static equilibrium.

Suppose, now, thet a political frontier is drawn through the
middle of this area, so that it no longer forms & single country, but
two countries' with separate administrative organs. Clearly this
change creates no new economic problem. From the economie point
of view, the redistribution and incresse of taxation due to the

e

reorganisstion and partial duplication of the administrative

machine is the same thing as a redistributiom of the burden of
taxation between taxes and rates. Either one can ignore this
" change altogether, or one can assume that the new static equilibrium
appropriste to it has already been reached.

Suppose, next, that each of the new countries decides o have a
separate currency of its own. A law is passed providing that,
whereas in one country payments shall continue to be made in
* erowns,” in the other country the crowns which are in circula-
tion shall’ be changed inte *dollars’ at the fixed rate of five
orowns to one dollar; in the dollar country, debis must hence-
forward be contracted and payments made in dollars. As a result,
all prices and &ll liabilities expressed in money will be divided by

five?

! For the case of more than tws countries, of. chap. ii, § 4.

% Thix change in the unit of money which saffects egually and simzltaneously
the monetary expression of all {ransactions, must not be confused with a deprecis-
tion or apprecistion of the carrency. The latter is prodaced by an increasa or
diminution of the smount of money, which ieaves the raising or lowering of
prices to the forces of sepply and demand. The transition t¢ the new price-level
is achisved not at s stroke but step by step. Obligations siready contracted
remain nominally unchenged, while the real purchasing power which they repre-
sent diminishes or incresses.

13
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The new situation, thus created, differs from the preceding one
only in the fact that every payment from one place to another across
l the political boundary now invelves an extra act of exchange. A
payment from the dollar eountry to the crown country will require
an exchange of dollars into crowns, whereas, bsforehand, the
amount was simply made payable in {erma of the single currency
then existing.
It is clear that, under the assumption of static equilibrium, the
linf;reduetipn of a second currency need not iz itself produce any
economic chauge. Nc matter where the boundary ia drawn,? all
economic actiwitidh will proceed as before. At the rate of exchange
‘originally fixed the demand for dollars is equal to their supply, and
equilibrium will therefore be maintained at this rate. A moment’s
reflection shows that this must be the case. It has been assumed
that each individual’s balance of payments is in equilibrium; his
receipts exactly equal his expenditure over the appropriate period
of time. This implies that the balance of paymenta between any
* economic group and the rest of the ecomomy wmust also be in
equilibrium; for the external balance of payments of & group is
merely an aggregsate of the balances of payments betwaen mambers
of the group and persons outside it.* :
Of course, this does not imply that the same firma which make
’payments to the foreigner necesssrily receive the payments which
balance them. It only implies that, when an individual A in the
dellar country pays 100 to the crown country, thers must be an
individual B in the dollar country whether bhe is identical with
A or not, who is in receipt of 100 from the crown country. This
is an obvious corollary of the postulate that every individual
balance of payments is in equilibrium. ‘
"1t is alse a matter. of indifference whether the debtor or the
creditor actually changes dollars into crowns. The importer in the-
dollar country normally sells the imported commodity for dollars,
and the exporter in the crown country pays for his means of pro-
duction in crowns. The dollars must, therefore, be changed into
crowns at some point in this chain of transactions.
In actual fact, the persons who have to make paymenis abroad,
are not normally those who receive from abroad the payments
which balance them. Indeed, the two groups are not necessarily

3 It nestd not be o territorial boundary st all, One might assume that all
red-headed mon decide to usa a a%aezﬂ carrency for irade with one ancther.

4 ?ae mpeakis, for short, of °‘ British exporta‘® and * Germany’s balance of
trade.' But o analyse thess conceptions ons must split them up into their com-
ponent paris, i.¢., into the sotions of individuals. The * equality beiwean private
expenditures and private incomes tends nltimately to produce equality between the
commercial exporta and imports '* (Thornion, An Enguiry intc the Nature and
Bffects of the Paper Oredit of Great Britain (1502}, p. 118).
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in direct contact at all. An organieation of some kind is, thersfore,
required to provide a link between them, so that the supply of
foreign eurrency can meet the demand for ii.

The simplest method would be a bureau de change prepared to
exchange on demand crowns for dollars and dollars for crowna at
the current rate of 5:1. It would have to start with & cerlain
amount of capital {0 allow for temporary fluctustions, e.g., seasonal
fluctuations due to the harvest. But, under the assumptions made
hitherto, all fluctnations would in the long run cancel out.

The modern economic system does, as a matier oi fact, contain
an arrangement of this kind. A sort of clearing” market exists
where foreign debts and claims are cancelled against each other.
The banks in the various trading countries do business with each
other, and there is a foreign exchange market where the various
currencies are bought and sold. Moreover, under the gold standard,
the central banks act as dureausz de change.

The means of payment in international transactions are not for
the most part cash, which is only used for emall amounts {s.g., by
travellers abroad), but bills of exchange, cheques and telegraphie
{ransfers. The distinction between the various means of payment
is a legal rather than an economic one; the fechnical details need
not, therefore, concern us.®* The illustration, favoured by the
ordinary textbook, is as follows. The exporter draws a three
months’ bill on the foreign importer and the latter accepis it, s.e., -
makes a legally binding promise to pay. The exporter then sells
the bill to someone who is buying or has bought geods from abroad.
The latter gives it in seitlement of his own debt to the foreign firm
supplying him, which in its turn receives cash for it from the
original acceptor. But it makes no essential difference whether
the two paymenis are made in this way or not. They may just
as well be made by means of a book transaction or by the sale
and pure}zase of ready money. It is sufficient to note that there
are various different means of ysyment and that thess compete
with one amother, thus forming in effect » single market where
the supply of foreign money confronts the demand for it.

In the stationary ecomomy postulated above, this market is in
equilibrinm. OQOur main problem will be to consider what happens
when equilibrium is disturbed. But, first of all, it is necessary to
classify the items which make up the balance of payments and
t]ze different senses in which this latter term is used.

5 An account of them will be found, s.g., in the following works : Goschen,
Tie ?&ccry of Foreign Bzchanges; articls on Porsign Ezchenge in the Eneyclo-
%dm of the Soeuﬂ Bciences (1931), wol, §; Flux, Foreign FExzchanges {1924);

bitaker, Forsigs Exchange (1933}, 2nd ed



CHAPTER I1.
THE BALANCE OF PAYMENTS.
§ 1. Crassrrication or ITeus.

Before proceeding to the qualitative analysis, let us glance at
the more important of tha quantitative computations which have
been made. )

Since 1922 detailed statistics have been published annually by
the American Department of Commerce of the balance of payments
of the United States.® For some years now the Economic Intel-
ligence Service of the League of Nations has published an extensive
annual servey of the balance of payments of the more important
countries.” The most exhaustive investigation of this kind for any
single country was that conducted by the German * Enguete-
Ausachuszs ’® which based itself on & system of classification worked
out by the International Chamber of Commerce in Paris.

(af The chief item in the balance of payments is the inter-

"national trade in commodities. A comparison of; the value of
imports and exports yields the balance of irade.y] The German
!aystem of classification just mentioned distinguishes on the export
side the following items: goods exported in the ordinary way,
ships sold to the foreigner, fish sold at foreign ports, home produects
sold from skips located abroad, international mails carried,
electricity eupplied to foreign countries, and, finally, goods
smuggled out. Some of these items do not appear in the official
statistics of foreign trade, which cover only commodities passed
through the customs. Such items must be computed separately,
| but the classification has-no theovetical significance.
Of much the same type as payments for commodities are pay-
1menta for services. Thege are appropriately called invisible exports
and imports. They represent transport services, shipping freights,
passenger fares, harbour and canal dues, postal, telephone and

8 Tie Balance of International Payments of the United States in 1988, (T 1B,
No, 144}, based on Prof. J. H. Williams, ** Balance of International Payments of
the United Statea for the yesr 1921, in the Review of Kconomic Sthtistica {1923).

¥ Memorandum on_Bolances of ﬁws#, pebili in English and French.

8 Ausschuss wur Untersuch der Erseugungs- und Absatsbedingungen der
deutschen Wirtechaft: dis dsutsehs Zahlungebilans, in Verkandlungen und Berich
des Unterausschussss fir aligemeine ?irmba;tutnktﬁr {1830). This work has
bsan continued on the same lines and the ta have bsen pablished at intervals
in Wirlschaft und Staristik.

9 The <inelkion whether a pastive balance of trade should be regarded az an
unfavourable sympiom is not releyant at this stage.

RN -]
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telegraph fees, commercial services (fees and commissions),
financial services (brokexs’ fees, &c.), and pervices comnected with
the tourist traffic] There is always the risk that some items may be
counted twice over. Thus, if an imported eommodity is re-exported
at an enhanced pnae, thsaﬁei'ence, even if due io services included
in ¢ invisible exports,’ will be reflected in the price statistics of
imports and exports. . In such a case therefore it ahou}d not be
counted separately.

The halance of trade and the balance of services can be grouped
together under one heading and contrasted with the balance of
credit.

(5) ".i‘he credit balance consists, on the one hand, of the interest
balance, or balance of payments on capital, and, on the other
hand, of the capital balance, or balance of payments (and repay-
ments) of capifal.

The interest balance includes fixed interest on (GGovernment,
municipal and private loans, variable profits and dividends, rents,
&c., and perhaps also the yield of patents, gopyrights, cartel dues
and so forth. i R

Under the heading of capital balance one .should distinguish
between long term and short term investments. Long term capital
exports consist in the purchase of shares in foreign undertakmgs,
the repurchase of home securities or repayment of loans contracted
_abrosd, the purchase of foreign holdings in property located at
home, &c., &c. Short term ecapital exports include any increase
in the voluzne of bank balances held abroad, or in the holdings
of foreign bills, and any decrease in the volume of commercial
indebtedness to foreign countries.

The flow of long term capital is closely connected with the flow
- of short term capital, and changes in the one tend sometimes to be
compeneated by opposite changes in the other, so that only
fluctuations in both combined affect directly the demand or the
supply of foreign currency. Thus, if a German firm floats a loan
of 10 million dollars in New York, it need not mean that the supply
of dollars and the demand for marks in the foreign exchange
market are immediately increased by 10 million and by 25 millien
respectively, What happens is that & New York bank opens an
account in favour of the German firm, on which the latter draws
gradually according to its requirements. The long term debt is,
therefore, compensated by the creation of a short term asset, and
there is no eﬁective demand for currency until and so far as the
latter is used wup.?

1 Of course, it may happen that s short term debt is created first and that it is
consclidated Iater by the issue of long term bonds. |
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‘(c)‘Fnrthar items in the “balance of payments are Governmen
'ire.nsachons (salartes of diplomatic representatives, subsidies,
feparations, &e. Yand gifts of money such as mmﬁtﬁnees sent home

by emigrants.; -
§ 2. Doresent Senses oF Tas TEzM.

Having claseified the items which meke up the balance of pay-
ments, we must now analyse the concept itself. The term ‘ balance
of payments’ is used in a number of different senses, which are
apt to be confused with ome another. It is very importent to
distinguish carefully between them, as the failure to do so has led
to serious maconeeptxens

(a) The term is sometimes used for ths amounts of foreign

’eurzency bought and scld within & given period of time. In this
sense the balance of payments is, of course, always in equilibrium,
since the amount hought must necesearily equal the amount sold.
The proposition is a mere tautology which follows from this (not
very helpful) definition of the concept.

(b} It may refer, secondly, to the payments made, within the
period, to and from foreign countries. This is not the same thing
a8 {a) eince payment can be made net only by the purchase of
foreign money, but also by the transfer of foreign money already
held.* If the volume of payments made is greater than the volume
received, the deficiency will be made up in this way. The balance
of payments in sense (6) may, therefore, very well be passive. It
cannot, however, remain passive longer than the stock of money
hsta Moraeover, it must have been active at some earlier peint
ot time, since otherwise the stock could never have been acquired.
Gver a long period, therefore, the balance of payments must be
in equilibrium in this sense too.®

{c) The term is frequently used in the more r¥siricted sense
of/the balance of payments ® on jncome account.’ This includes
the interest balance and “the balance of trade and services. If it
is paseive, then either the capital balance is active, or there is a
transfer of gold or foreign currency. An *° unfavourable balance ’
is then equivalent to an increase in indebtedness (including the
export of shares, and any increase in holdings by foreigners) or te
a loss of gold

{d) There 'are no accurate figures of the balance of payments
in sny of the sbove sensea. One must, therefore, 'be content with

l Inchzdmg gold, if the eonntry receiving payment is on ths gold standard.

old-producing country can have a permanently passive
éoumt %urtorcgnrd gelémnuehomuamdltym&mmm
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statistics of liabilities falling due, Jf these are all seitled, the
result is equivalent to the balance of payments in senge (b}'

(¢) From the balance of Liabilities falling due during a given
period, it is only & short step to the computatzon of the total
volume of claime and lLiabilities cutsianding at a ngen moment.
This yields the * balance of international indebtedness.’

;(f} For the explanation of the exchange rate it is not safficient
to/measure the amount of lisbilities outstanding at & given moment
or falling due during a given period; nor does it help to record
ez post jacte all the paymenis actually made during a given
period. ‘Economic analysis cannot start with a certain amount of
existing liabilities;* it has to consider how they are contracted.
The willingness to buy and to sell at this or that price {exchange
rate) must be studied. In other words the apparatus of demand
and supply must be applied to our paxtumiar merket. The term
“ balance of payments’ is then used in the semse of the whole
' demand-and-supply situation and in this sense it will be ‘used in
the following pages

§ 3. SvrpLy aNp DEmawp ANarysis.

The e@g\; rate_ between the means of payment of two
couniries etérmined,. like all other prices, by supply and
demand. Since the supply of one currency constitutes the demand-
for the other and vice versa, we may treat either of them as a

-eammodxty and the other as money. In the following exposition

" the farezgn currency will be treated like a commadxty for which'
there is monetary demazul and we shall speak of its price in terms
of the domestic currency.®

In the accompanying &agram, prices (i.s., exchange rates
defined 8s number of units of domestic currency per unit of foreign
currency) are meaazzred»iaiong the vertical axis, and amounts of
foreign monsy bought and sold along the horizontal axis of &
rectangular system of co-ordinates. The demand curve (DD) slopes
downwards from left to right. This expresses the fact that people
are willing to buy larger amounis of foreign currency at a lower
price. This one can explain provisionally by the fact that foreign

4 This point was stressed by Ricardo in his disenssion with Malthus. * Yon
appesr to me not sufficiently to cousider tha circumstances [which] induce one
couniry fo contract a debi to anothar. gIn oz bring forward you alwa
x;;ppos?l%} [&eht] already contracted.’ tters of gtwdo to Malthus, od. by

nay N

$ This is ?t; accordance with the method of quotation used on the continsxnt,
where exchangs ratea are pxpressed B8 80 .and 20 meny uznits of domestic
money per 100 units of forsign monzy. Rates quoted in don mean, on the
other hand, so wud a0 many unita of foreign money per £1. )
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commodities become cheaper in consequence of the cheapening of
the foreign currency and larger quantities will be imported. The
supply curve (S8) slopes upwards from left to right. This expresses

1the fact that people are willing to sell larger amounts et a higher
price, which is to be explained by the stimulation of exports due
to the fall of prices of domestic goods in terms of foreign currency.®
The two curves intersect at P. This means that there is an
sxchange rate at which the amount of fordign money which can
be disposed of is equal to the amount offered for sale. If this
price obtains, there is market equilibrium.

B’ 5
Prce P o
of
c ; \\-\

fofe o

————— e, . ot

O Amount Actually @ * Amoent
Exchonged
Fig. 1.

Suppose now that demand increases, because of an unfavour-
able change in the balance of payments in semse {d). In other
words there is added to the existing demand the demand of those
who now bhave to discharge additional debis te foreigmers.
This is represented by a shift of the demand caurve from
DD to DD. It now intersects the supply curve at P'. The
exchange rate has risen and the amount of foreign money sold
has increased. A rise in the exchange rate may-also be due to
a reduction in supply, owing, £.g., to & fall in exporta. If the
supply curve shifts from SS to 'S, the price will rise from P to.
P” and the amount sold will decrease.

@ The ststement that the supply curve slopss upwards from loft to right needs.
qualification. If the amount of money in m.;'i? ofptim two countries in held con-
stant, there will be » go:_nt &% which the supply curve eurls backwards and siopss
upwsrds to the left. This means that, if demand incressss beyond that point, the |
amount of foreign moncy offered for sale will actuslly diminish ([elasticity of
supply ﬁo)i for the smaller amount of foreign money offered can buy a larger
amount of domestic money, In the limiting case when price of the foreign oanr-

- yancy approaches mﬁm;i; s.2., when the price of domestic money in terms of forej
monsy falls to zero, supply of foreign money will become very mmall. (it
should be noted that ths supply and the Simand carve are not sirical. The

cint where the eupply curve turns to the left carresponds fo t point in the
emand curve when the area of the inscribed rectangle begina to diminish.)

These casea mre, however, of no practical importance. They are remote from
reulity chiefly because of the assumption that the quantity of money remains con-
sta&xt. If the quantity of money changes and, therefore, prices changes, the demsnd
;lo "8:?1213&' ng:; :,hxfi’}. The .m&%nim of né}as;mant conaists precisaly of

D> i &tic changes in cireulating mediom which uce sppro-
priats shifts of the demand and supply curves. i ®
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Here it is necessary to recall the distinction, worked out in § 2,
between the balance of payments in semse {a) and the balance of
payments in sense {f). Sense (a) refers to 0Q (demand actually
satisfied, or supply actually sold); semse (f) refers to the whols,
demand-and-supply situation as represented by the two curves. In
sense (a) the two sides uf the balance of payment are equal by
definition and & statement fto the effect that they are equal is a
tautological statement. But if we say that the balance of payment
is, at a given moment, unfavourable, we mean that at the thenm
prevailing rate (or at a rate which is considered as normal) demand
exceeds supply, because the demand or supply curve or both have
shifted. The balance of payment in sense {f} is in disequilibrium
at a given rate, but equilibrium ecan be resiored by a change in
the exchange rate.

In view of the fact that changes are constantly ccourring in
the innumerable items which make up the balance of payments,
it might be supposed that the rate of exchange would continually
fluctuate like the price of commodities of which the supply-and-
demand curves are liable to shift, But experience shows that under
normsal corditions the exchanges remain practically stable. There
must, therefore, exist & mechanism which regulates supply and
demand.”

We shall discuss in the next chapter this mechanism under the
working of the gold standard. Chapter IV is concerned with the
mechanism which operates under a paper currency, and Chapter V
provides a synthesia of the two cases.

§ 4. Tee CisE oF MORE TEAY Two CouNTRIES.

Throughout the preceding argument it has besn assumed that only twe countries
are involved, But the modern economic system is composad of a zmumber dJ
different countries, sach of which trades with each of the others, There is no

- peason: to axpect that sne country’s balance of payments with any other individual
country will be in eguilibrinze. The analysis given sbove is appliceble, therefors,
only to a country's balance of payments with all the other countries combined.
The mechanism of sdjustmeni operates, however, throngh the mo-called iriangular i
trade, by influencing the balance of payments bstween countries other than the
one directly concerned. In eguilibrinm the position is as follows. Germany, for
instance, pays for its imports from the United States partly by selling mechinery

" to Boath America, while the Bouth American ¢ountries export raw materials to
the United Statez. On the monetary side we can imagine the American exporter
receiving in payment from his Germen customer s bill on Brazil, and selling it

T In terms of our demard and supply curves the working of the mechanism
must be conceived ax follows : There is an equalising source of supply {(gold reserve
of the central bank or sxchange equalisation f%md?; the curve o? total supply ie
therefore horizontal over a certain ran To avoid & depletion of the gold reserve,
forces are set up which tend to shift the demand and the supply curve in an
s?pm;mnte way; pricas are changed and the flow of capital is influenced by means
©of changes in the rate of interest. -
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to an importer of Brazilian coffes. Actually the whole set of transactions will be
finsnced by the banks, probably vic the London mobsy market, but that makes
no essentisl difference. The modern banking sysiem acts simply as a partially

decentralised clsaring-house.
‘When mors than two coontries sre involved thers will be more than one ex-

change-ratio. Between thres couniries thers will bs three ratios {e.g. 1:2, 1:3,
2 : 3}, between four countries six ratios (e.g. 1:3,1:3,1:4,2:3,2: 4, 2: 3) and
between = conntnun—{%-—-z}- mtioz, BSince the warious foreign exchange marksts
| ate conmected by telephone and telegraph, the diffarent ratios must bear 5 dster-
' minate relstion to sach other. If, for instancs, the doliar rate for marks were to
rise, whils the dollar rats for pounds, and the sterling rate for marks, remsined
constant, it wonld pey to change marks intc dolldrs, dollars into pounds, and
pounds into marks, until—sssmming the dollar rate for pounds to be in equilibriam
—+the sterling rate for marks bad risen proportionstely. It iz true- that if the
internationsl money market is broken up by the severancs of communications in war-
time, temporary discrepancies may srise,® but expsrience shows that they will
disappear very scon, even when rates sre flactuating widely.d There may, of
course, ba different rates for eash, telegrephic transfers, bills payable si pight,
thres months’ bills, %e., all in terme of ihe same currency. But these exceptions
are only apparent, since they refer to price discrepanciss between what are,
in effect, slightly differsnt means of payment,

Thke asituation, however, changes completely when & rigid exchsnge control
supersedes the forces of the msrket. Then more or less fictitious and indepen-
dent rates prevail and there iz no nscessity for a rapid adjustment between tham.
The problems resulting from this will be discussed later.

5 This applies also to a smgk axchange ratio, whick may be dxﬂeremt. sven
O Granam, Bechonge. Pei e Prod

raham, &xco. (] tion: ol >
1920-7438 (1030) g oot e in Hyper-Inflation: Gmy



CEAYTER IIL
THE GOLD STANDARD.

§ 1. DeFmvaTION,

\ The term ‘ gold standard >’ may be used in & narrower or in
a wider sense. In the narrower sense it signifies & monetary system
under ‘which gold coins of standard specification, or gold certifi-
cates with 100 per cent. gold backing, form the eirculating medium.
In the wider semse it covers also the case where notea or silver
coins are legal tender, provided they are convertible into gold
at & fixed rate. There must, of course, be no prohibition of
the melting down of gold coins.! TUnder these conditions the
value of money and the value of gold are rigidly linked fogether
and cannot diverge from one another.

If two or more trading countries are on the gold standard,
and if there are no obstacles to the import and export of gold,
then the different currencies are rigidly linked together/ For
instance, if an ounce of gold ean be coived into a definite mumber
of pounde sterling and inte twenty times as many marks, then—still
under the provisional mssumption that no costs are involved—one
can convert at will twenty marks into one pound and wice versa.
A good analogy, which will be worked out in Chapter V, is that
of two vertical cylinders joined by a conmecting pipe.

§ 2. Tar GorLp PomTs.

. So long as the balance of payments is in equilibrium the
*ordinary means of international payment (bills, cheques, &c.) cancel
out and there is no need for the transport and recoinage of geold.
But\suppaaef to take a concrete example, that, owing to a failure
of crops or the necessity of paying reparations, GGermany’s\balance
of payments avith Englnnd\]?ewmea passivef What happens then?

The effect is that the\ emand for bills on England becomes
greater thaa their supply./Counsequently the value in marks of
sterling bills goes wp/ the actual cost of recoinage™is sero,
marks can gtill be econverted into pounds at the rate of 20: I.
Neverthelessp firms which bhave payments to make in England are
prepared Jg\xve s somewhat higher price for sterling hills, since

z@/h&u been mwny suck prohibitipns in the course of economic hisfory,

but were always difficult to enforcs.
N 23
N 2
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they can in this way avoid the expense of transporting gold. If,
however, the price of bills rises above the socalled © upper gold
point,’ it will pay to export gold and to have it recoined abroad
rather than to pay the enhanced price.® The position of the gold
| point is determined by the costs of transporting gold; theee include,
of courss, the insurance premium and the loss of interest involved.
Corresponding to the upper or export gold point there iz a lower
or import gold point, which is likewise determined by the cosi
of trapsmitting gold. Under modern conditions the actual trans-
mission of gold is undertaken, mot by the merchant himself, but
either by a banking house which apecialises in this line of business
‘or by the central bank itself. The bank is enabled in this way
to open an account abroad. It can then draw cheques and sell
them at the enhanced rate. After the War it became the practice,
instead of actually shipping gold, to earmark it on foreign sccount.
If the Bank of ¥France wiched to import gold from America, it
would simply have the bullion placed in a special account at New
York, ready for shipment should the necessity arise. The Bank
of International Settlements has fried to set up an international
clearing system o supersede gold movements altogether ;/but since
y 1929 there has been to some extent a reaction in favour of the
traditional practice,
" The complications due to the existence of international borrow-
ing will be considered later. For the present it is rssumed that a
I passive balance of trade cannot be adjusted, even temporarily, in
this way.

1 § 3. MrrcawTiLisT IpEas.

Suppose now that, owing to some facior the effects of which are
not purely transitory,® the balance of trade becomes passive and the
rate. of foreign money rises above the gold export point. How long
can the outfiow of gold continue? Is there any limit to the amount
of gold which will be withdrawn from circulation? Must the
Government intervene to prevent an inconvenient drain on. the
currency, or is an appropriate distribution of gold between different
countries secured automatically? '

It is common knowledge that the mercantilists advocated the

! restriction of importe and the encouragement of exports, with a
-view to inducing an active balance and an inflow of gold. ** The

2 Goachen's Theary of Foreign ESGWJ containe & classical statement of the
theary, For a ds&a,i}'ed catalogue of the detsrmining factors, of. Einxzig, Infer-
sat;o;ai Gold Movements, :

-¢., & serics of poor harveste, the necessity of payiug repamtions over a
long period, or the parmanent contrection of a £§reignp‘mrkat. - .
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ordinary means to increase our wealth and treasure is by foreign
trade, wherein we must ever observe thiz rule; to sell more %oj
strangers yearly than we consume of theirs in value.’’* :

It is only fair to remember that the mercantilist doctrine was a
great advance® on the  bullion system ’ which was dominant in
England till sfter the beginning of the seventeenth century. This
consisted in the rigid control of each separate fransaction with
foreign countries, with & view, on the one hand, to reducing com-
modity imports to the bare minimum and, on the other hand, to
snsuring that exports should be paid for by an actusl inflow of gold.
All payments passed through the hands of the ‘ King’s Exchanger,’
who had a legal monopoly in the transaction of foreign business.®

The mercantilists showed that it was absurd to try and regulate
avery single transaction, since the only thing that mattered was
the balance of total payments. Thomas Mun even went so far as
to say that a passive balance of trade with one country ahould not
be interfered with so long as it led indirectly to an sctive balance
with another country. It was on the initiative of the mercantilists,
and parficularly of Mun himself, that the most burdensome of the
restrictions on foreign trade were removed.?

The mercantilista are often criticised for taking into account
only the balance of trade instead of the total balance of payments;
but this criticism is unwarranied. Even in the sixteenth century
there was an international credit system and & well-organised inter-
national money market. Many of the mercantilist writers referred
explicifly to items in the balance of payments sther than the irade
balance. For example, Thomas Mua .mentioned, amongst other
things, expenditure on foreign travel, the transmission of gold to
Rome, and military expenditure abroad. Ceriain other itema
which are familiar today were non-existent or cf negligible pro-
portions in the seventeenth century, and it is hardly surprising
that the mercantilists ignored them. Ii“any case, omissions of

4 Thomss Mun, Fngiand’s Treasure by Forrmign Trade {written about 1628,
published posthumously in 1664). . :

53 Prof. Bchumpeter calls the docirine of the trade balance “ the first st
lowards an amalysis of the sconomic tem.”” Of. Epochen der Dogmen- un
Methode aclucg' te {2nd ed. 1924}, p. :

¢ £f. Tawney's Introduction to Tg)om Wilson, 4 Discourse upon Usury {1572),
reprinted in Classice of Social and Political Scienge {1825). Prof. Tawnoy observes
with some justification, that the devices smployed by the Tudors are exactly the
same az those resorted to during the War—and alsc, it.may be added, ‘during the
depression from 1951 onwards. Cf. chap. ¥ii, 3 7.

T The best discussion of the mercantilist doctrine is to he found in Viner,
** English Theories of Foreign Trade before Adam Smith" Journal of Political
Economie (1830, vol. 38, ﬂa. 249 329. aud 404 2¢4., and The Balsnce of Trade *
in ths Encyclopedia of the Sociel gcism {1930}, vol. 3, p. 389, Professor Viner
nonfisss his attention to the English mercantilists, €f Heckacher, Mercan-
famu {1838) {2 woln.). .
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: this kind are unimportant eompared with ether defects of thi
doctrine,

The mercantilists based their whole attitude to problems of com
- mereial policy on the idea that the accumaulation of gold mesnt a:
increase in the real wealth of a country. This view was, of course
lerreneons. But even if there were any sense in tryivg to increas
the amount of gold in circulation, the method they sdvocated—
namely, Government interference with foreign trade—would no
in fact produce this result. Moreover, the fear that there migh!
[ be an indefinitely large drain of gold unless such action were taken
, was totally unfounded. The whole theory rested on very crud:
notions about the balance of payments. Mercantilism receivec
1its death-blow in 1752 when Hume published his Politica
Discourses. This was the first appearance in a systematic .form® o
the ® classical theory,” which was later refined and extended by
Adam Smith, Thornton, Ricarde, Senior,” John Stmart Mill
Cairnes, Bastable, Taussig, &c.» It must now be considered ix
detail. ’

§ 4. Tae Crassrcar Tezory awp Its CrrTics.

\Our problem is to explain how equilibrium is restored after ihe

' balance of trade has become passive and gold has begur to flow out
The classical solution is as follows. The outflow of gold decrease

| the volume of money in eirculation. {}onaeqnent}y prices fall
exports are stimulated and imports are reduced. In the foreigx

couniry where the balance of payments has become active th

opposite happens.® 4 Gold flows in, the volume of currency ir

eirculation expands, prices riss, imports are stimulated, and export:

are reduced. \The movement of gold, which is the same thing

as the cash payments necessitated by the passive balance of trade,

prodaces a gap between the price levels of the two countries. This

in jts turn stimulates s flow of goods in the same direction as the

engmal fiow of gold, and the flow of goods induces a flow of gald

ih the opposite direction. The two go}é movements, therefore

eancel out and the balance of payments is restored to equilibrium

$ It waz demonstrated by Friedrich Raffel that svery one of the elements
g !t could be found in ssrher writers. CFf. ' Englischa Freihandler vor A.dsn

l&h Zaitschrift {ﬁr dis gesomien Sioatsoissenschaften, supplementary _vol

also Viner, loe. cit,

' Bu Thres Lectures on the Transmirrion o ‘J ths Preciovs Mstals from Coun
iry to Country and ths Mgreantile The é edt& {1888}, reprinted in Londa
Scheol of Bconomics Sariew of Rzpnmo?e

1 A detailsd account of the historical deuiopmnt sad » pmtmslly exhsua
3& ?xhhogmphy are to be found in Angell, The Thsory of Intermational Pricel

* Bome ‘writers have expressed a fear that the balance of ts may iseueml
paasive for all countries simultanesnsly. But this is unli J;mm to happen umi
trade connections are szabhxhed with anaﬂmr planet! .

'i.;
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by the movement of commodities. Thus, payment is made pro-
monsliy in gold, but finally in goods. { To put the same thing
in another way: if a country is suddenly called on fo ‘make
additional payments to foreign countries, its volume of exports
and conseguently the supply of foreign bills will increase. Simul-
taneously the demand for these biils diminishes, because imports
contract. The bill market returns, therefore, to equilibrium and
the exchange falls once more below the gold point.

\This mechanism thus preserves equilibrium in the balance of
payments. It prevents a complete loss of gold by any one eountry
and ensures an -appropriate disiribution of gold among the gold
standard couniries which participate in world irade. The
mechanism of the gold siandard regulates the movement of gold
automatically. It therefore renders state interventiion at once®
superfluous and ineffective, s The exportation of the specie may
at all times be safely left to the discretion of individuala. . . . If
it be advantageous to export it, no laws can effectively preven% ite
exportation. Happily, in this case, as in most others in commerce,
where there is free competition, the interesta of the individual and
that of the community are never at variance,’’®

ARicardo never tired of pointing out that, for purposes of ipter-
national trade, money is simply that commodity which is most
readily exchangeable. I, therefore, gravitates like other com-
madztzes—only with particular ease—to the place where its value is
bighest, or, in other words, where the price level is lowest/ ** If
in France an ounce of gold were more valuable than in England,
and would therefore in France purchase more of any commodity
common to both countries,  gold would immediately quit England
for such purpose, and we should send gold in preference o anything
else, because it would be the cheapest exchangeable commodity in
the English market; for if gold be dearer in France than in Eng-
land, goods must be cheaper; we should not therefore send them
from the dear to the cheap market, bui, on the contrary,
they would come from the cheap to the desr market and would
be exchanged for our gold.”’* Ricardo was only putting the same
thing differently in the many passages where he atiributed the !
cutflow of gei& to its ‘ redundance.’ ‘‘ By relative redundance’
then I mean, relative cheapness, and the exportation of the com-
medity I deezn, in all ordinary cases, the proof of such cheapness.”’*

Disoussion of the par’eicuiar guestions at"issue between Ricarde

¥ Ricardo, The B’tgh Pﬂcc of Bullion {1911}, 4th ed. " reprmt.ed in Worka, ed.
5 :sifanl} {1846} 265,

Up. cit., p.
& Lcttm ta Hat'ﬁu%& od. Borar {1887), p. 13.
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snd Malthus must be postponed i1l Chapter VII, where the classical
treatment of the ° transfer problem ’ is compared with the very
similar discussions of recent years. At the present stage it is more
convenient to deal with certain misconceptions of the scope and
implications of the classical theory as a whole.
n the Coniinent the eclassical theory has never found much
) favour,® eriticism being generally directed against the ‘ quantity
| theory of money,’ on which it is based. But two varieties of the
quantity theory must be distingnished. The more rigid one asserts
that a given perceniage increase or diminution in the quantity of
money will necessarily change prices in the same proportion. But
|the classical theory of international trade clesrly does not require
so drastic an assumption. It need only postulate that an increase
in the quantity of money fends to raise prices, and that a diminu-
‘tion in the quantity of money tends to lower them, without saying
by bhow much. The quantity theory in this less rigid senee can
hardly be disputed. There is no sdvantage in sabatztutmg,
Professor Aftalion wishes to do, for * quantity of ‘money’ the
expression ‘ total incomes.’’/ Naturally the quantity of momey
influences the price level only when it is actually spent, and thus
constitutes an eoffective demard for goods. Without altering in
any way the meaning of the classical theory one could say ‘total
! money incomes fall,” ¢ the supply of money shrinks * or * the demand
for goods becomes smaller ’ instead of eaying ° the quantity of
mwoney diminishes * or ° there is an outflow of gold.”’ \One could
{ 8180 speak with Professor Ghlin of & ‘ shift in (noznmai) purchasing
power./
\It has been objected that the gold movements wluch occur in
ypractice are too insignificant to overcome such large disturbances
as often arise in the balance of payments. This objection cannot be
dealt with at the present stage, where the assumption is still made
of a purely automatic, ° unmanaged’ gold standard.  Under
modern conditions every monetary system is influenced by the
» deliberate policy of the central bank and by the mechaniem of
international credit.® As will be shown later, gold movements
provoke changes in the volume of p\:rchsamg power many times
. greater than themselves. Under a ‘ pure’ gold standard, where

8 Ag typical of t.ha Freuch and German attitude, of. ths various writings of
Prot. Nogaro, and Helfferich, Money, p. 589 (vol. 8).
. T Cf. his article, * Dte Einkommenstheorie des Geldes ™ {Wirtschaftstheorse der
Gegenware (1832), vol , P 376} Prof. schumpeber has shown oenaimmiy that
thers in no antithesis Mwean income theory * snd * quantity theory': cf. /' Das
gldﬁmdm und die Rechenpfennige " (drelsv jir 8andmmc£af: {1318},

)
§ For the objection that tariffs, &o., prevent the attainment of equilibrium, g:f.
<chap. vii, § &. : -
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t#¢ circulating medium consisted exclusively of gold, such move-
ments would, therefore, have to be on a much larger scalg(

Professor L. Laughlin® has objected that between modern
markets which are comnected by railroads, telegraph, telephome,
) &c., price differences cannot exist long enough %o produce suffi-
ciently large movemenis of goods. This criticism of the classical
doctrine can be disposed of by pointing out that modern means of
communication equalise prices by inducing transactions between the
cheap and the dear market; far from being an objection, this state-
ment calls attention to circumstances which make for a rapid
functioning of the mechanism, '

It is perhaps worth while to think out the classical theory
in terms of inter-regional trade.? Suppose that, owing to a redis-
tribution of tazation, London or the County of Middlesex has
to make increased payments to Scotland. In that case Scotland’s
purchasing power rises at the expense of the South. If the Scots-
men who now have more to spend buy the same commeodities
as would have been bought by the Londoners whose incomes have
been reduced, the only effect is & movement of goods from London
o Scotland. More will be consumed in Scotland and less in
London. If, however, the Scotsmen spend their money at home
on commodities other than thoss which the Londoners have
previously been in the habit of buying, the process of adjustment
is more complicated. The vclume of money in Scotland (which
forms the demand for goods there) hss inereased, whereas in
Londor it has diminished. Prices, therefore, rise iz Scotland
and fall in London, and the discrepancy between the two price-
levels causes goods to flow from London fo Scotland. This is
exactly the same process which has been expounded rbove as .
the standard ease in international trade. The problem will be
- further analysed in chapter VIL.

§ Principles of Money (1%3{3,J p- 368,

1¢f. p. 11, * As Bacardo himself pointed out, ** The money of a particalar
country i divided emongst ite different provinces by the same rales as the mone
of the werld iz divided amongst the different nations of which it is composed ™
{The High Price of Bullion; Works, p. 282).



CHAPTER 1V.
INCONVERTIBLE PAPER CURREN CIES.

§ 1. Tz ‘ Barance oF Pavuents’ THEORY AND THE * INFLATION '
THEGRY.

The last chapter dealt with currencies rigidly linked together
by convertibility into gold. The preseni chapter is concerned with
| the opposite extreme, with \inconvertible paper currescies, the
relative values of which are. determined by supply and demand
in the oper market. The value of one in terms of the other is
! subject to variations like the price of ordinary commodities. There
are no fixed pai‘iffes or gold points, and a passive balance of
payments will cause, not an outflow of gold, but a depreciation
of the exchanga. There is no fixed point at which depreciation
will cease, corresponding fo the gold export point in the previous
example. -On the other hand, depreciation cannot go on indefinitsly,
except: under a progressive inflation, For the relative price
changes which are necessary to reduce imports, stimulate exports,
and restore equjlibrium—and which under the gold standard are
induced by the outfiow of gold—are here produced by variations
in the rate of exchange.® The problem is now to find the general
principle which determines how far depreciation will go,
During the War, when the-gold standard was suspended by
one couniry after another, this question became again ome of
practical politics; and it was debated keenly, above all in Germany.
Two explanations were put forward of the steady depreciation of
the mark in terms of foreign currencies. The official view, which
- was mercentilist in spirit, ascribed it to the passive balance of
payments; the critics, on the other hand, attributed the whole
]msponsibility to inflation. .

1 Prof. Hollander points out that this factor operstes to some extent even
under a gold standard—within the limita et by the gold points 1" International
Trads under Depreciated Psper : & Criticiem ™ Quarterly Journal of Economics
18183, vol. 32, p. 678). He concindes that asbaolute price changes are not requirsd.

ut %a Malthne showed in bis review of Ricarde’s High Price of Bullion, * we
know indsed that such a demand {i.e., for goods of the couniry whose balance of
trade has become passive owing to & failure of the harvest) will to & certain degres
exist, owing to the fall in the bills upon the debtor country, and the consequant
?Bortamt of purchasing ita commodities at a chespar rate than usual. - But if the

abt for the corn or the subsidy be considerable, and require prompt payment, the
bills on the debtor country will fall below the price of the transport of the precious
metals, A part of the debt will be paid in these metals, and & part by the increased
exports -of commoditiea” (Edinfurgk Review [Feb. 18111, vol I7, pp. 344.5).
€f. siso Viner, Canada's Balance of International Indebiedness, p. 194

80
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A\, The  balance of payments ’ theory in its naive form merely.
asserts that exchange rates are determined by the balance of pay-
ments, in the sense of supply and demand. There can be no
objection to this “ theory,” but the question is: what determines |
supply and demand? St .

The balance of paymenta theory in its more sophisticated form
does try to answer this further question. \It asserts that the balance
of payments is determired chiefly by factors which are independent
of variations in the rate of exchange./\In addition to fixed pay-
ments, such as repargtions and the interest on foreign debts, the
demand for many imported raw materials is inelastic because they
are not o be had at any price except from abroad/ :

NT'he fatal weakness of this thesry is that it assumes the balance
of payments to be a fixed quantity. To use an appropriate metaphor
suggested by Mr. Keynes,® it applies the théory of solids where
ihat of liquids would be more appropriate. \The balance of trade
{and also soms invisible imports and exporis) depends on the
relation between price-levels at home and &broké{ Even the demand
for imported foodstuffs has a certain elasticity. For the same
physiological needs can be satisfied either by cheap commodities
%ike bread and potstoes, or by expensive ones like meat and fruif,
NIn a word, the balance of payments is partially dependent on

, the exchanges; it cannot, therefore, be used to explain them./

\This cbjection was raised by theorists of the ‘ inflation * achool.?
They pointed out that the mark would never have depreciated
80 far if the volume of currency had not besn continually increased.
It was only the rise of domestic prices that prevented the expansion
of exports and the contraction of imports. Otherwise equilibrium
would have been restored by the change in relaiive prices/ Exacily
the same point had been made more than a hundred years ago
by Ricarde, who asserted that * the exchange accurately measures
the depreciation of the currency.’* The situation in England
during the Napoleonic wara was very similar to that in Germany
from 1914 to 1920. The twentiefh century has added but little
to our understanding of these phenomena, and the correspondence

3 0f. * The German Transfer Problem,” Economic Journal {1929}, p. 6. Mr.
Koynes himself compares the balance of trade {o a sticky mass,

(2 Of. the yarious writings of Prof. Cassel; Mises, ** Zahlungsbilanz und
Dovisenkurse ' {in Mitfeilungen des Verbandes der Weterreichischen Banken und
Bankiera [1018]); K‘achkg:, Die Goldkernwahrung, P- 15; and Hahzn, ** Eandel-
bilanz—Zahlungsbilanz—Valuta-—Giterpreise ”’ and * Statiache und dynamische
Wechselkorse ** in Geld und Kredit }2’ 1.

& Letters, p. 15, Of. also High Price of Bullien, passim, and the celebrated
Bullion Report which was produced under his influence {reprinted in Cannanm, The
Faper Pound of 1787-1581).
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between Malthus and Rieardo still provides the best discussion
of the points ai issue.

§ 2. Tee Tarory or Purciasme Power Pilrry,

%139 view that & fall in ihe exchange is due to inflation rests
on the theary of ‘ purchasing power parity.’” This theory asserts
that the relative value of different currencies corresponds to the
relation between the real purchasing power of each curremcy in
its own eonnzry.)/\f[‘he term  purchasing power parity ’ was first
introduced by Professor Cassel, who enunciated the theory in ite
most extreme form. But he did not invent it® and his formula-
ticn was in any case very much over-simplified. His assertion
that the demand for foreign money is determined by its purchasingv
power wbroad is simply mot true. *Foreign money is normally
purchased to settle a debi, and debts are contracted sither without
reference to prices at all (political debts) or with reference only
to particular prices {commercial debts). (General purchasing power
is rarely considered’}” }

\But it is not cult to guess what Professor Cassel really
means. {In so far as particular prices tend to equality in different
countries, prices in general, or the value of money, will show
the same tendercy. But experience teaches that absolute equality
of all particular prices is never.realised.} Nevertheless, one can
speak of the equalisation of general price-levels, though hardly
any of the purchasing-power-parity theorists except Marshall have
tried to show in defail in what sense this is possible.

Obviously one cannot mean that the price of every single com-
modity must be the same in different countries. It ia only trans-
portable goods which react directly to price discrepancies at.all,
and even here discrepancies cannot be reduced in thizs way to
less than the cost of transport. Every commodity has an export
point and an import point. The distance between the two * com-
modity points ’® is determined by the cost of transport, including
tariffs, insurance, uninsurable risks, interest (since tramsport takes
time), cost of advertisement in the foreign market, &c., &c.” If

Commerce [1802]}. It was also extremely well set out by Wiltiam Blake [Gbzerva.
tions on the Principles which Regulate the Coures of Bxchinge; and o the Present
Dt‘pfsxei:tcd State of the Currency [18i0)). )Bhia spoke sf E%eh“hﬁm between
change {i.¢., purchasi wer ity) an cmin change.

€ A one maé eohpsham bmgmp:iogy p;;bytho gold pointa. It should be noted
that the sxporé poict is the [ower commodity point in terms of domestic prica.

.7 Most of theae factors are mot peculiar to international trade, however the
latter concept may be defined.



INCONVERTIBLE PAPER CURRENCIES 33

'in a eountry the price of a given commodity rises above the impert
point, imports will increase, if it falls below the export point, the

.commodity will ba exported. A

\Frofessoly Angell has recently urged that, in addition to traw_
port costs, thers are other factors which pmdzlce permanent price
discrepancies. Following Professor Schiiller, he mentions lack of
information, lack of initiative, selling costs in a new market. Nome
of these factors represents permanent costs of transport (indeed,
the first two can hardly be regarded as costs at all), bu$ for that
very reason they do not lead to permanent price discrepancies.®
How long digcrepancies due to them will persist is, of course,
another question,/ Some markets react more prompily than others.
The stock exchanges and the markets for staple commodities in
different countries are comnected by telephone and telegraph, and
speculation is highly organised. They therefore react to price
discrepancies within a few hours. Other markets take days or
even weeks fo react; but in modern times improved communica-
tions and the collection of more and more detailed information )
about foreign markets have reduced substantially the  reaction
- period ’ of all markets,

. \Professor Angell draws attention to another fact which in his
view is the chief cause of émpmportlonate price differences. The
increase of production which is necessary if exporis to the eountry
with the high price-level are to expand, will normally involvel
rising costs./ Under perfect competition this cannot preveat thal
equalisation of prices. But, according to Professor Angell, there
are many cases in practice where it will pay manufacturers to
produce the smaller amount at a lower marginal cost, thus making
larger profits per unit of the product. Now\it is true that market
conditions may be of this {ype, but, even so, they will not give

- rise to price discrepancies; for exports csn be increased without
an expansion of total output. Indeed, manufacturers may not
even know what proportion of their output wijl be exported by
the traders who buy from th

The case of dumping (i.e., price discrimination in favour of
the foreigner) also provides no exception to the rule, since com-
modities can be reimported if the price discrepancy is greater than
the costs of tramsport.?

‘Within the limifs set by the cost of transport the price of ;
a commodity may vary beiween different countries. In many

$ Ac Bicarde pointed out {Letierz o Hdt&u:, p. 1B}, lack of information as
s distorbing factor could be urged againet almost every law of political economy.
. % For s gensrai discussion of dumping c¢f. chap. xvili below.
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cases the two commodity points are a long way apart; and the
limits sre correspondingly wide. II tramsport is impossible, or if:
it is disproportionately expensive,! there will be no direct connse-'
tion at all between prices at home and abroad.j o
Thus it is Possible to HQistinguish, roughly, between goods
which are and goods .which are not ¢ internationally traded.” All -
commeodities” which "are regularly exported or imported, evem if
only in small- quantifies, should be classified as international
goodsy but it is perfecily conceivable that & commodity which is
exported from country A to country B may be produced in countries
C and D for the home market and neither imperted nor exported.
Moreover, the list of infernational goods is continually changing.
“Whether at any particular moment a given commodity is * inter-
I.‘ natiosal >’ or not depends on whether the cost of tremsport is
smaller or greater than the difference between the marginal costs
of production in the countries concerned.’ ‘
The question what goods are ‘ international ’ depends therefore
lon lhe particular circumstances; and the boundary is continually
shifting, Goods which have previously been imported will be
produced at home if costs in general are reduced (e.g., by deflation),
if their particular cests.of production are diminished (e.g., by a,
new invention) or if their costs of tramsport are inerebsed (e.g.,
by a tariff). Shifts of this kind may be permanent or transitory
or periodic (e.g., seasonal). A great many domestic goods are
petentially international goods. The nearer their cost of production:
is to the export or to the import point the more likely they are
to become international goods, as & result of small changes either.
in the cost of production or in the cost of transport.f ‘
The price of international goods in the exporting country
coincides with the lower or export commedity point, and in
'the importing country with the upper or import point.* The
difference between them is equal to the cost of transport. If it
ware greater, the flow of poods would increase; if it were less,

) The first sgpliu to land, houses, labour and commoditisa with probibitive
tariffs, the second to certain building materials and so forth.

3In trade statistics a single cless of goods may frequently be found both
ampong the imports and among the exporis of the same couniry. This may occur

for eoveral reasons. Thaz ths im commodity may differ alightly in qnality
from the exported commodity, although they are classified for ststistical .
under the sams besding. Moreover, goods of the ssmie type may be im and

exportsd at different momente of time (e.g. seasonal fluctustions), or they be
imporied into one part of the country and at the same time sxported fmm
suother part of the country. Thus for mtnézun wheat was imporied into Western
Germsny amd exported from Eastern many. Further, certain goods are
lmpemg from one couniry and then re-sxported to asother. Finally, there may be
occasional sxcsptions dus to imperfection of the market. But ths distinction
between regular exports and imports does not thereby become meaningless. £
Tanaeig, Some Aspects of the Tariff Queation {1831), 3rd od.
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the flow of goods would diminish., The price of each international
good in one couniry has, therefore, s determinste relation {o its
price in the other country; and both' prices move togethe_r) The
same argument applies to the price of internatignal gooeds taken
88 a whole. Their average price-level is generally higher in one
" country then in another, since the cost of transport varies between
different goods. But if there is no change in transport.costs the
average price-level rises or falls everywhere im the same pro-
portion; it cannot possibly ge up in oné country. and down in
another. CIf all goods were internationally traded the theory of
purchasing power parity would, therefore, require no further proof.
But there are also domestic goods; and it is theoretically possible
that their price-level may vary even inversely to that of inter-
rational goods. The theory of purchasing power pariig shas, there-
fore, to prove that ithe two price levels do, in fact, move together.)’
It seems probable that there is a fairly close connection of this
kin&.‘ Even if the proportion of international to domestic goods
iz small,* it must not be forgotten that the former include mast
‘ of the important raw materials, which influence comsiderably the
price of their products. Moreover, the number of international
-and of potentially international goods is continually being increased
by improvements in transport.f
¢ We_are now in a position to state the\theory of purchasing
parity in a precise form and with the necessary qualifications,
vIt is mot true that prices must be the same in all frading
coutitries. Owing to differences in the cost of transport there will «
be differences In the price of particulsr articles. It is impossible
to say beforehand whether in any particular case they will cancel
out, leaving average prices the same, or not.

(b) The theory cannot, therefore, be applied to absolute levels
of prices, but only to changes in the price levels.” Moreover, there
is & direct and rigid connection only between the prices of inter-
national goods in different countries, though probably the conmnec-
tion between the price of international and of domestic goods
within each country, and, thereforé, by way of the former between
the general price levels of different countries, is fairly close./

_ Let Ps be the general price level of country A and Ps the
general price level of country B. Let B be the exchange rate

3 0f. Zapeleon, * Interrational and Domestie Commeditiea and the Theary of
Prices ™ (Quarteri Journal of Economics [May 18511, vol. 45, pp. 400 ez s2g.).
Mr. Koynes is of the opposite opinion. Cf. 4 Trect on Mone g?efor 'y P Qf'sg

¢ For the United States it is computed at hetween 5 and 8 ¢, but the figures are
::b b:e}? ifehabie. In smaller countries one would maturally expeet the proportion

1gher.
5 £f. Pigou, Essays in dpplied Economics, p. 166,

- v
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=

of currency A in terms of currency B. Then Pa=PBxRxk\k
representing the difference between the value of money in A an
in B respectively/ Thus R= P—f : ;- The fraction I;B expresses
the relation between the two price levels, and k the divergence
from purchasing power parity.

Let 1 and 2 represent different points of time. Then

Pa, . Pa,

B, : B =53 3k P xF,
purchasing power parity remains constant throughout (i.e., if in
both countries the general price level moves parallel with
the price level of mtema.tmnal goods), then k,=k, sad

R, :R,= ;:; % In this case the change in purchasing power

If the degree of divergence irom

parity, t.e., the reiatwe movement of the two price-levels, iﬂ}
reflected by 8 proportionate variation of the exchange-rate.
The ssnplest form of the theory is represented by the eqdation

5— =-—1, which holds when the generai price-level in country
B remams unchanged (so ‘khat pe —I), while an inflation takes

place in A. In other words, thPBthange in the purchasing power
of money in country A is here reflected in a corresponding varia-
tion of the exchange rate. .

(_(c}\I% is obvious that the theory of pnrchamng power pa.nﬁy
stands or falls with the hypothesie that k does in practice remain
fairly constant. There is no logical necessity for this. The extent
to which k changes depends primarily on the comparative impori-
Jonee of international and domestic goods. If the volume of |
“infernational trade is small, it may even change very considerably.
In such cases the theory breaks down completely)

Suppose, for example, that Canadian exports to England
consist of wheat—representing agricultural produce in general—
and English exporta to Canada of electrical machinery, both to the
value of 100 million. If, now, England’s demand for wheat
inereases, more will be imported and the price will rise.*
England has then to choose between two alternatives. She can
directly stimulate exports and discourage imporis by letting the |
exchange depreciate. On the other hand, ehe can hold the exchange/
constant by reducing the amount of money in circulation. Under
a gold standard of the rigid type this is brought about aute-
matically by an outflow of gold, but under & paper currency
credit must be restricted in .order to secure stability of the

¢ Similay resujte follow n change in supply.
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exchange;” in either case there has to be deflation in England.
The prices of all commodities produced at home, including electrical
machinery, go down and wheat becomes comparatively dearer.
Thus equilibrium is finally restored, in this case, {00, by an increase
of exports and a diminution of imports.®

In both cases k has changed. The price of international goods
is once more, apart from transport costs, identical ir both countries,
In England the general price-level has fallen, compared with
the price of wheat. The price of electrical machinery is affected
in the same way as that of other commodities produced at bome.
The price-level of imports and exporis together has therefore risen,
relatively to the general price-level in England. In Canada, on
the other hand, the prices of interuational goods have fallen more
than the general price-level in Canda, since electrical machinery
is now cheaper than before. This £ clearly an .exception to the
theory of purchasing power parity. o

An example of the type j analysed was suggested by
Professor Viner in a debate with Professor Cassel.’ In reply,
Professor Cassel admitted thai the rate of exchange was determined
not only by purchasing power parity but also by ihe conditions of
demand for imports., Bui he maintained that his theory was
meant to apply only to the effect of monetary changes operating
ceteris paribus .

d)\In the modern world sudden and violeat changes of k are
prevented by the reserve of potentially international goods. Bui
over a period of years quite appreciable changes can take place.
The question therefore arises whether the theory of purchasing
power parity is anything more than an extremely rough approxima-.
tion to the facts, The answer must be that for one group of
phenomena, namely monetary changes, the theory holds true with
& bigh degree of precisiond During the post-war inflation, perhaps
99 per cent. of the depreciation of the German mark was due to

LR . ¥ below. :

® Apurt from the two cases d ‘in the text, there is a third possibility.
The increased demand for whest in England implies a decressed demand for
cther commodities. Productive resources may thersfore be libersted for use in
the export industry, and the prics of sleclrical machinery may fall, withont dis-
tarbance either to the exchangs or to the price system as a whols, I purchasin
got::: tgar:g ix to bs maintsined, Cansda must expend the whole surplus darins

o sals of wheat on the purchass of electrical machinary,

. ¥ At Chicago in Jan., 1028 Prof. Viner pointed out, further, that prices can rise
in one couniry snd fall in the other if the cost of ﬁ&mﬁl:s in one dirsction goes ©w
and in the other direction goss down.' The sams point alss been mads by Pmﬁ
Pigou {0p. eit.] in & more genersl form. He points cut thet any impediment to
trade in one direction only will upset the purchasing power parity. Prof. Gregory
sdmits that there are exceptions to the purchasing power parity theory, but con-
siders them to be negligy Cf. * Geldthaorie und ];:néelsbi}mz ? in Die
WirtcAaftstheorie day emwart { , vob. 2, pp. 370-1.
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the rise in prices and only 1 per cent. to changea in relative
demand, “Jt is improbable that inflation or deflation will
permanently saffect k, by changing the relative demand for
international and for domestic goods respectively, if the basic
conditions of consumers’ tastes and technical knowledge remain
constant.! Moreover, in a violent inflation the disturbing effect
of changes in relative demand is clearly quite imperceptible.?
((z) The experience of recent years has shown that it is possible,
to a quite unexpected extent, to isolate, by means of rigid import
restrictions, one couniry’s price-levels from those of the outside
world and thus to maintain for a long period an exchange-rate
which is quite out of line with purchasing power parity in the
ordinary sense. In the more exact terminoclogy of our theory
one would havs o say that\{t is possible to produce rapidly large
changes in k%}m gnposition of fariffs and quotas; but, of course,
only at the cost o 4ax‘“gica,lly restricting the international division

of I&bour.”/; '

Although the theory of purchasing power parity has therefore
ozly a restricted field of application, the fundamental conception
which distinguishes it from the balance of payments theory is both
correct and important. “\While the price-levels of different trading
countries may diverge, their 'price systems sre nevertheless inter-
related and interdependent, although the relation need not be that
of equality. Moreover/as will be shown in the mext chapter,
supporters of the theory are quite right in contending that the

\¢xchanges can always be stabilised at any desired level by appropri-
ate, though not necessarily by proportionate, changes in the volume
of money. ‘

§ 3. ProBrems oF SraTisTicar VERIFICATION.

If the theory of purchasing power parity is to be tested statis- .
tically, care must be faken io select for comparison those prices
which are relevant to it. This presupposes a thecretical analysis.

Attention has generally been concentrated on the index of’
wholesale prices. But this relates to raw materials, semi-manu-
factured commodities and foodstuifs, which are mostly international
* goods. The high degree of correlation® which has been established
affords, therefore, not much support to the theory of purchasing .
power parity.

i The problem of temporary changes will be discussed in eil&p, vi. .

3 Io the above-menticned discussion Prof. Cessel made it clear that his theory
had been devited primarily to meet this case, amd that it presupposed, strictly
spasking, fixed demand functions,

“Gf chap. vii, § 7.

. 3 In chap. vi it ‘will be shown by statistical examples that even in thiy field
discrepancies persist for fairly long periods when inflation i going on.
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Of greater significance is the behaviour of retail prices or the ,
“cost of living ’; for retail commodities are, clearly, domestfo
goods. Statxshcai enquiry shows that the absolute price-level of
retail goods is usually higher in rich than in poor countries. This
is due partly to differences in the cost of retailing, but partly also
to the fact that many commodities which appear in statistical tables
under the same heading are of higher quality in ihe more proa-
perous countries.* Moreover, taxes on retail irading and resiric-
tions and regulations of various kinds work in the same direction.
All these factors produce absolute price discrepancies and they also
prevent the movements of retail prices from correspondmg 8o closely
in different countries as those of wholesale prices, It is, therefors,
of great theoretical interest that a wnax&erable degree of correlation
has been observed.

The problem of comparison between goods of batter quality and
goods of poor quality exemphﬁes one of the-thain difficulties of
statistical work. The price levels of different countries include
different commodities. Even staple commodities are not completely
standardised, and no two markets operate in exactly the same
way. A strict comparison is, therefore, impossible. Moreover,
the statistical data are very incomplete. Apart from a few raw
materials, there are not even the weekly quotations which would
be necessary for detailed comparisons, while information about
rebhates, discounts, &c., cannot usually be obiained at all. On
detailed problems of this kind a great deal of work remains to
be done. In the meantime one must refrain from drawing hasty
conclusions about the relaiion between the price systems of different
countries from the ordinary crude statistica.

The most ususl method of determining whether the exchange-
rate between two countries i8 in eguilibrium and whether it
corresponds to purchasing power psrity is as follows, The price-
indices of Great Britain and the United States are both put equal
to 100 for 1928, when the exchange-rate is assumed to have been
in equilibrium. Changes in the tweo price levels are then calculated
relatively to the common base year, and the divergence between
them is compared with movements of the exchange. If, e.g.,the
English price-index fell between 1928 and 1932 from 100 to 90
and the American index from 100 to 60, then the value of the
pound in terms of dollars should have decreased by one-third.

This method is, however, inadequate, quite apart from any
deficiencies of the statistical data. For one cannot be sure whether

4 This appliesa not only to the goods themselves but alsc to the conditions
onder which they are zola. '
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there was equilibrium in the base year, or {0 what extent k has
changed. Moreover, even in the simplified case whemn all goods
are internationally traded, and .there are po costs of transport,
the method is etill inaccurate.

Let ua consider two periods and two countries. Individual
prices change diﬂerentiy from period one to period two, but there
sre no price differences in either period between the two countries.
Then the purchaszng _power pazzf.y would clearly hold in both
periods; if each price is the same in both countries, a fortiors, the
price-level must be the same too, however we define this ambiguous-
term. From that it does not, however, follow that the price-level
in each country will bs found to have changed to the same exient
between the first and the second period. At least, if we take for
each country price index numbers which use values of production
or consumption as weights, any difference between the weighting
systems of the two countries will produce s divergence in the
calculated change of the price-level in the two countries between
periods one and two.*

This paradox is due to the fact that only ﬁxed—wexght index
formule fulfil the so-called ‘ circular test.”® This puzzle exists.
also if we drop the assumption that each price is the same in both
countries; but it is then veiled by the influence of the price dis-
crepancies. It seems to follow that index-numbers designed for
the verification of the purchasing-power-parity theory, should not
lise figures of national consumption or production as weighta.

3 4. Nurkse, Internationale Xapstdbsmmcs (1935}, p.
. 8 OF, Eaherisr, Der Sinn der Indexsahlen (1 Li 48’ at aeg Irving Fl&her
The Moking of Index Numécrs, 3rd ed. {182'!}, f;t seq.



CHAPTER V.
FURTHER DETAILS OF THE EXCHANGE-MECHANISM.

§ 1. PreLoaivary REMARKS ox MoxeTsry THEEORY IN (GENERAL.

The last two chapters have skeiched in outline the workings
of a pure gold-standard and of imconvertible paper-currencies
respectively. But the monetary systems of the modern world repre-
sent generally neither of these two extremes. (I—n the presest
chapter it will be shown how exchange-rates are kept more or
less automatically stable under certain modified types of gold-
standard, and how they are deliberately controihdm
discount-polic Dee

It has often Been pointed out that money finds its purest expres-
sion in ‘ token-money '—such as currency-notes—which as & com-
modity has practically no value at all. In other words, monetary
problems can be expressed in their most general form when we
assume & pure paper-currency. Most of the conclusions reached
under such an assumption—in particular what has been said about
price-adjustments and purchasing-power parity—can therefore be
applied without qualification to the special conditions of the gold-
standard and of the intermediate typea as well.

Before doing =0, however, it is convenient to illustrate some
of the fundamental conceptions of monetary theory by means of
a8 familiar analogy. In fig. 2 the monetary systems of two countriea

are represented by vertica inders as follows:—
A R
b o
AT :
Fig. 2.

In each case the amount of water stands for the quantity of

monsy, the depth of water for the price-level, and the width *of
- the cylinder, as measured by the area of its base, for the volume
of transactions, or amount of work which the money has to perform.
The functioning of the gold-standard may be represented by a
pipe connecting the two cylinders below the water-line and thus
ensuring that, should water be removed from one cylinder into the
other, & corresponding amount would flow back through the pipe.
Thus the level of water in the two cylinders could not in the
long run be different. With inconvertible paper-currencies, on

41



42 INTERNATIONAL TRADE

the other hand, price-chnges would be reflected in relative changes
of the two water-levels, representing a shift of the exchange-rate
Changes in purchasang—pewer parity (k) would in both cases
be represented by the raising or lowering of one cylinder compared
with the other, A

\The volume of {ransactions is determined, broadly speaking, by
{a) the volume of goods and services to be exchanged, (&) the
degree of vertical integration or differentiation,! {¢) the habits
of payment, or methods of settling accounts, and the extent of
payments by instruments of eredit,

Factora () and (c) are usually grouped together under the
sather vague heading, ‘ Velocity of Circulstion of Money./ But
the method of classification is really a matter of convenience.
Thus one can contrast, with Professor Mises, the ‘ stock of money *
with the ‘ demand for money,” and understand by the latter the
volume of trade in the wider sense, .¢., the width of the ¢ eylinder ’
as determined by factors {a} t0 (¢). On the other hand, one may
consider it more appropriste to distinguish between determining
forces ‘ on the money-side ' {quantity of money, velocity of circula-
tion, methods of payment which dispense with cash, &e.} and
determining forces ‘ on the commodity-side * {quantity of goods
to be exchanged, &c.)—though the line of distinction is not always
clear-cut. One can treat the methods of payment which dispense
with cash (settlement at a clearing house and eredit as a means
of payment) as an increase either in the guantity of money or,
with Wickeell,? in the velocity of circulation of cash. The methed
of classification chosen is to a Iarge extent immatorial: the import-
ant thing is to analyse the various factors in éetml snd not merely
Jump them together under ¢ demand for money * or * velocity of
cxrcnlaixan, as the cass may be.

‘ Bank-money ’ deservea special notice. A large proportion of
-payments—in the Anglo-Saxon countries, where the uee of cheques
is very widespread, the great majority of payments, on the
Continent of Europe a considerable part—is made not in cash
but by the transfer of bank-credit from one account to another.
Bank-money is also called °deposit-money’ or creéxt—money

e .&vere.ge volume of short-term liabilities of the banks ' x ‘ rate of
turnover *=" total clearing figures * shows roughly the magnitude
of thess fransactions.®

1 Cf. notably Hayek, Prices ond Produetion; Holtrop, olAsid vam Ast
gz’elge tﬂ‘?ﬁ i 1; and ;ha German eﬁme; of ﬁ;ggb:rd w;rkﬁ“ mhni;g&eehﬂn-
igheit dea o8 '’ in Beitrdge sur Geldtheorie ayek, et
o R L A S
sisasr, ** AU mdz i der tan ** in
bueh des Bankwessns (iﬁ&)m € dspon
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One can regard the expansion of bank-credit as an increass
either in the quantity of money or in the velocity of eirculation
or efficiency of ‘ resl money’; or, again, as a decrease in fhe
demand for money or in the work which real money has to perform.
But since bank-money is quantitatively so important and since the
banks. are able to preate and destroy it, the expression ‘ changes
in the quantity of money’ seems most appropriate.

Some writers even commencé their exposition of monelary theory
by postulating a pure credit-system, and introduced cash-payments
only at a later stage.* But “this procedure bas the disadvantage
of obscuring the fundamental principle that money—of whatever
kind—has economic value only because its quaniity is limited.

But whichever terminology or. methoed of exposition one adopts,

\it is necessary to find an expression for the following two relations. -
On the one hand, there must be a definite relation between cash

_and bgnk-money. Needless to say this ratio is not absclutely fixed
but varies from time io time. On the other hand, the creation
of bank-money under given circumstances has a determinate
influende on prices—whether one calls it an increase in the quantity
of money or in the velocity of circulation.

We are now in a position to state those elementary propositions
of monetary theory which are relevant to the main argument,
If the volume of trade and the velocity of eirculation (habita
of payment, &c.}—or in terms of our analogy the width of the
cylinder—remain constant, then the price-lavel riges with every
increase in the quantity of money. If in a progressive economy,
the quantity of money and the velocity of circulation (habits of
payment, &c.) remain constant while the production of goods

- increases, then the price-level must fall,” &c., &e.

It will hardly be disputed that“the only easily-regulated facior
among the forces determining the price-level is the quaatiiy of
money, including credit. The other factors—the quantity of goods
to be exchanged and the habits of payment (velocity of cireula-
tion}—cannot be influenced so quickly, if at all. A monetary
policy therefore which aims at stabilising the price-level or the
exchanges must regulate the quantity of money,/ In this way
one jean usually counteract other influences on prices, and thus
maintain the existing price-level. - If, for example, in the course
of economic development the quantity of goods to be exchanged
increases, prices will tend to fall. Unless this tendency is offset
by a change in the habits of payment (e.g., by & growth of methoda

Ll 1 tg., Hahn, Volkswirtackaftliche Theorie des Benkkredits, 3rd edn., 1830;
K‘W' urrency and Credit, 3rd edn., 1928; snd Heynes, Treatize on Money.
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of payment other than by cash} it can be prevented emly by an
increase in the quantity of money. In other words, a larger
quantity of money is required fo carry through a larger volume
of transactions at the same level of prices.

The rate of exchange is determined, as we have shown, by
the equation R= g—‘i, Assuming, to avoid complications, that

B .

k remains relatively constant, it follows that g—‘ must be held

constant if it is desired to stabilise the rate ofnexehange. Any

A

changes in k must be compensated by changes in g—— In either
B

case the desired effect can normally be produced by regulating
the quantity of money. '

§ 2. PricE-STaB1niTY versus EXcHANGE-STABILITY,

\ Governments generally choose to stabilise sither the price-level
or the rates of foreign exchange. These two lines of policy are
compatible with one another only if foreign countries also follow
& policy of stabilising the price.level>—that is to say, only by
international agreement. But if in foreign countries the price-
level is rising or falling, the country in question is faced with
the dilemma of either stabilising the exchange rate and letting
the domiestic price-level move in sympathy with the foreign price-
level, or stabilising domestic prices and allowing the exchange rate
to move in inverse ratio to the movement of the foreign price-level.

"In general, stabilisation of the exchange-rate is the line of least

resistance, unless price-levela abroad are subject to very wide
fluctuations. Movements of the exchange-rate leap to the eye,
whereas small changes in the price-level are less clear-cut and
attract less attention/ When the exchange rate of a country
depreciates by 10%, everyane sees what is happening. A 10% rise
in the price-level is, on the other hand, not such an unambiguous
and striking phenomenon. \Both commercial and financial relations
with foreign couniries are at once sensibly affected by fluctuations
of the exchanges. Speculation in the foreign-exchange market®
develops, unless rates are kept absolutely stable, and international
credit-operations of a mormal kind are seriously hampered hereby.
In finadcially weak countries—particularly where the memvry of

 inflation is still fresh—every deviation of the exchange from gold-

S And if k remsins constant. If k chsnges, the exchange and the price-lswal
can both remain constant only if the ptice-lovo’! abroad heppens io bave ahifted
exoetg parallel with k.

¢ Of. chep vi.



DETAILS OF THE EXCHANGE-MECHANISM 45

parity, or even any likelihood of such deviation must Iead to &
crisis of confidence and to withdrawals of credit. s This has been
demonstrated once more by events in Germany in 1931 2nd 1332.
The repeated runs, during the last few years, on the currencies
of the Gold Bloc have shown thatMuctuating exchanges produce
very unpleasant long-period effects,” The gains and losses which
can be made from the unexpecied depreciation of one currency or
another have come o be realised more and more widely. People
therefore try to invest their money in as liquid a form as possible,
in order fo be able to convert it at the first sign of danger into
some other currency which appears at the moment to offer greater
security. \The desire for liquidity has led to the hoarding of'
gold on & large scale and has very comsidersbly strengthened the
tendency to deflation, particularly in the gold-standard countries./
For smaller countries in whose economic system foreign trade
plays a large part, etabilisation of the exchange is the only possible
policy. Particularly if they are dependent on foreign capital, they
must sacrifice stability of prices to stability of the exchange, at
any rate so long as there are important countries abroad with
a fairly stable monetary system to which they can attach them-
sclves. For strong countries another policy is conceivable./ Thus
Mr. Keynes has for many years advocated for England £ policy
of stabilising the price-level, with the aim of smoothing out cyclical
fluctuations, even at the cost of an unstable exchange-rate with
the gold-standard countries. The arguments in favour of stabilising
the price-level rather than the exchange cannot be examined here.’
For this would involve a dstailed treatment of trade-cycle theory
and {rade-cycle policy, and parlicularly of the problem of price-
stabilisation as a means of smoothing out cyclical fluctuations.
Recent years have provided extremely interesting experiences
" in this field. Since departing, in September 1931, from the gold-
standard, Englond has followed more or less deliberately and with
the support of many English economists a policy of stabilising
the price-level.®. This policy enabled the Scandinavian countries
and the Dominions o reap the advantages of stable exchange-rates
with England—still the cemtre of world-irade—and with other
members of the sterling-group, and to maintain stability of prices
relatively to one another.
But as already mentioned the imstability of the exchange-rate
between the gold- and the sterling-currencies has led fo serious

T £4. Harrod, International Economics {1833}, This able ‘discussion is however
based on a theory of short-run {cyclical] fiuctuations which canpot be accapiad as
definitely astablished.

t Of. Benham, British Monetary Policy {1832).
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disadventages. \The conclusion seems therefore justified that stable
exchange-rates, or jn other words an iniernational standard of
one kind or another, is indispensable in the long run for any
extensive exchange of goods and eredit on an individualistic basis,
A collapse of the internaticnal money-system would have to lead
sooner or later to s rigid control, in the first instance, of the
capital—mrket/ This would necessitate, as will be shown in § 7,
chapter VII, also a rigid superintendence of trade in commodities.
‘Whether the international system must take the form of the
gold standard is ancther question. From the purely economic
point of view ome could equally well picture an international
sterling-standard, such as aiready operates over a considerable
part of the world. This is in fact only to a small extent a queation
of economic theory, and to a much greater extent a question of
international politics.

§ 3. MeTHODS OF PRESERVING EXCHANGE-STABILITY {Gorp-BuLrioN
Stanparo, GoLn-ExcHaNGE STaNDaRD).

(a)\The simplest method of preserving a stable exchange is a
gold standard in the ripid sense./ As already pointed out, its
mechanism, whichk has been described in Chapier III, may be
compared to & pipe connecting our two cylinders and ensuring
automatically -that the level of water shall always be the same
in each. ‘

(5) Stability of the exchange can however equally well be main-
ltained under a less rigid type of gold standard. There ia no nead
for the circulating medium to conaist entirely of gold.

International payments are normally made not in cash but by
cheque or by a bill of exchange. Gold is used only for & small
proportion of iotal payments and that only when equilibrium has
been disturbefl. Here one can distinguish three main cases. (1)
A sudden payment in one direction which does not evoke a simul-
taneous payment in the opposite direction/ This may be compared
to an overfiow of water out of one cylinder into the other; but a
corresponding quantity would flow back through the pipe.\(2) A
permanent increase in one country’s volume of trade, or a decrease
in the velocity of circulation,/ This would be represented by an
increase in the diameter of one cylinder; water would flow into
it and stay there permanently. \{3) An increase in the amount
of money/ This would mean, in terms of our analogy, that water
was poured into one cylinder; a corresponding amount would then
drain off into the other cylinder. \Experience shows that large
movements of gold are required only in the third case.  For, in
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the first case, a transfer of goods is soon stimulated® and, in the
eecond case, the expanslon which necessarily takes tims, is famh-
tated by the normal increase in the world’s stock of gold. [

It shouid be noted that the pohcy of preventing any increase
in the total amount of money* leads in the latter case to nnfavouwr-
able results. There are reasons for the view, widely held by
economists,” that if in a closed economy productivity per head
increases, it is better to keep tha amount of money constant than
4o stabilise prices. This argument must however be applied with
caution to the internstional sphere. Suppose that productivity per
head increases in the United States but remains constant in Europe,
Unless the total amount of money increases, there musi be a change
in the international distribution of gold if the gold-parity is to
be maintained. Im the United States prices fall, exports increase,
imports diminish, gold flows in and pricea rise again. In the
European countries the amount of money has fo fall, although
conditions at home do not call for deflation. This would be avoided
if the quantity of money in the Uniled States was increased from
the start.

To return te the main arguznen%. \Since under normal condi-
tions ‘only a small -proportion of the gold in circulation is sver
likely t0 flow out, the gold siandard can be maintained even if
& considerable part of the currency consists of paper-money with
only a relatively small gold-backing/ To use a picturesque
metaphor of Adam Smith’s, * a sort of waggon-way (is provided)
through the air,’”” \This mears an appreciable saving to the country
eonceme&, since & substantial amount of gold, which is more expen-
sive than paper, can be dispensed with. If other countries follow
suit, prices rise all along the line and f{he only advaniage is that

. Bold can be used more freely for industrial purposes and that
factors can be transferred to the production of other’ commodities.

It ia only a further step in the same direction to uase the whole
stock of gold as & reserve for emergency payments to foreign
countries and to make paper-money the sole legal tender. This
is called thew‘ Gold-Bullion Standard./ ,

{¢\If the whole stock of gold is in the hands of the central
bank, the latter can use it to buy short-term foreign investments,
which, on the one hand, yield interest and, on the other hand,

"% €f. chap.

Coid 1 :’,’f Esysk Pfseu ond Preduction snd Mometary Theory and the Trads
¥

; &f the referencss in Hayek, ** Paradox of Savmg in Feonomica, May 1931,
»

3 Of. Machiup, Dis Goldkernwéhrung, 1925, " Ricardo was the first to advocate
;afo!& -standard of this type iProyow&t fof an Beonomical gnd Sscure Currency,
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are readily convertible into gold. This device, which is called
lﬁhs ¢ Gold-Exchange Stanéaré,y'was practised even before 1914,
.especially by the Austro-Hungarian Bank, but also to some extent
elsewhere.© When the Central European currencies were stabilised
after the war, most of the countries concerned adopted a dollar-
exchange standard,” because at that time the United States was the
only couniry really on the gold standard. But Holland, Switzer-
land and the Scandinavian countries made a similar use of sterling-
bills after England returned to the gold standard. 'When she again
abandoned it, in 1931, they suffered heavy losses. Since then
the practice has gone out of fashion to some extent, except within
the  sterling area.’
\Clearly gold-exchange standards in the proper sense presuppose
ithat at least one country remains on a gold stdhdard of the tradi-
tional type/ It is conceivable that two countries might adopt a
gold-exchange standard relatively fo one another. If, for instance,
the United States sent gold to Great Britain® for investment in
sterling-bills, the Bank of England would be enabled in its turn
to purchase American bills by the same method, and so on indefi-
nitely. This procedure might be called  reciprocal inflation.’

If the credii-policy of the eentral hanks was determined in
the tradit.onal way by the reserve-proportion, the same gold would
form a basis for credit-expsnsion in more than ene country, and
a world-inflation would emsue. : _

N\Ike quantity of money is controlled under all varieties of gold-
| standard by its convertibility into gold or foreign exchange. If
prices rise or if becauss payments to foreign countries temporarily
exceed payments from them, there is a demand for gold and
foreign exchange at the central bank, a corresponding volume of
notes will be paid in and thus withdrawn from circulation. The
reserve-regulations, which lay down a definite relation between
paper-money and cash-reserves, are intended to prevent the bank
from issuing too much paper-money.

In addition to this * automatic brake ’ there is alsc a ®hand
brake ' operated by the central bank, which both direcily and
indirectly influences the rates of foreign exchange. This hand

| brake-is the diseount-poiicz/

§ 4. Discouwnr-Poricy.

In all historieal cases of the gold'standard,\only a part of

4 0f. Ansianx, Zaq litigue regulatrics der changes, and Keynes, Indicn
Currency and Szchenge %0913 chap. ii. geh yRes
5 Of. Machlup, Dis neuen #&wngm in Nurope (1027;,
_ % Ag alrendy pointed out, the acteal shipment of gold can, upder modern con-
. ditions, be dispsnsed with.
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the "note circulation consists of gold and gold certificates and,
in comsequence, expands and contracts in direct response to changes
in the demand for and in the supply of bullion. The remaining
part of the note circulation is issued by the central bank not in
exchange for bullion but by discounting bills of a standard type.”
The rate of discount (i.s., the difference between the value at
maturity snd the price offered by the bank} is called ¢ bank-rate.’
It represents the rate of interest at which the central bank is pre-
pared to lend money against this type of security.)

\A rise in bank-rate tends, ceteris paribus, to gifengiben the
sxchange; & fall in bank-rate tende fo weaken it. The mechanism
s twofold. Changes in bank-rate affect the exchange, on the one
1and, directly by causing an inflow or outflow of short-term invest-
nent, and, on the other hand, indirecily by influencing prices. The
lormer effect is immediate but transitory, the latter gradual but
;ermanent./

\ (a) The indirect offect is as follows: It is an accepted principle

f monetary theory that a rise in bank-rate leads to a fall in prices
ind wvice versa.? If the rate is lowered, more bille are offered
0 the bank for discount and additional money is thus brought
mto circulation. The goods on which the borrowed momey is
sjpent tend to rise in price and gradually other prices rise too.
[f changes in bank-rate are to be effective, the central bank must,
»f courss, actually be in the habit of discounting bills \More-
aver if, e.g., a fall in bank-rate is offset by a tightening up of
:onditions regarding security, or if the total amount of bills dis-
sounted is held constant, then a fall in bank-rate will not ecauvse
the amount of money to increase/ It has already been shown how
changes of price affect the exchange. Here it must be siressed
that the relevani commodity-prices only change gradually as the
influence of the change in the amount of money epreads through
the aystem. ‘ )

\({%)_ Experience shows, however, that in most cases changes in
bsnk-r%ts affect the exchange immediately., This bappens* s
follows. Since an appreciable proportion of shori-term lending 'is
supplied by the central bank, the latter exercises within limits a
control over the money-market. If bank-rate goes up markei-rates

? Generally with not more than three months to run.

4 G4 A Marshall, Oficiol Papsrs {1926); Wicksell, Geldzing und Giiterpreiss,
1898 Eﬁ}:x&z tramlation {1836}; Lectures on Political Economy, vol. 2, English edn.,
1835; Mises, TH of Money and Credit, English edn., 1935; Hawtrey, Good
and Bad Trade 3;109?3). Hawtrey, Currency and Credit, Zrd edn., 1928. Keynes,
A Treatize on omzz, 1830, wol. 1, chap. xiii, ** Modus Operandi of Bank-Rate.”
Hayel, Hmm Thcory and the Trade Cycle (1932). Marco Fanno, ™ Die reiva
Theorie des * in Beitrdge sur Qeldtheorie, ed. by -Hayek, 1033

©
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as a rule go up too—though perhaps not to the same extent. Th

jeentral bank may be regarded as the marginal lender, Moreover
a rise in bank-rate has a strong psychological influemce. It i
regarded by the other lenders as a danger-signal and they restric
‘suppiy sccordingly.

A rise in the rate of interest implies, ceteris paridus, a fal
in the prices of all securities bearing a fixed rate of interest.} Fo:
instance, if the market-rate of interest rises from 4 to 5%, deben
tures and other fixed-interest securifies clearly become les
attractive compared with other linee of investment at the same
financial centre. “But the consequent fall in their price will induee
foreigners to buy. The balance of payments is therefore affected
in the same way as by a fall in commodity-prices./

\ This connection between the rate of discount and the price of
stocks bearing a fixed rate of interest allows the central bank tc

i reinforce its discounti-policy by ° open-market operations.’ By
selling or buying, e.g., Government stock in the open marketi, the
bank can produce the same kingd of effects as by raising or lowering
its rate of discount/

\The most powerful, however, of the immediate effects of 8 rise

{ in the market-rate of interest is to attract the flow of short-term
investment away from fereign markets. An inflow increases the
supply of foreign money and strengthens the exchangeJ

\This does net, of course, imply that there must be the same

jrate of inierest in all countries or that small changes necessarily
lead to movements of capltal The tendency to equality § interest-
rates must be understood in the same sense as that of- cemmod:ty.
prices. A xble corresponding to that of framspori-costs, in the
wide sense explained about, is here played by the risk-factor. It
sometimes requires a considerable difference of interest-rates to
induce capital to ove/ In times of financial disturbanees as in
large parts of the world since 1931 foreign capital camnot be
atiracted at any price. *\Aﬁ that can be asserted is that a gise of
the interest-rate in one country tends, ceteris paribus, to attract
foreign capital or to prevent it from flowing out.

The form assumed by these short-term capital transactions varies
according to the ergamsatmn of the money-mnarket. The most
significant difference is that some markets react more quickly than
others to changes in the rate of discount. This is what will deter-
mine whether a given degree of pasaivity in the balance of pay-
ments can be compensated by a small rise in bank-rate or whether
most drastic methoda of zestnetmg credit must be emp}oyed Under
normal conditions & rise in the Bank of England’s of dis-
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count is particularly effective.! This is due to the unique position
of London as a financial centre. In London there are always
large quantities of sterling-bills trom sall paris of the world being
discounted. If the rate of discount goes up, it will pay a foreigner
who has debis to settle in sterling to buy a bill payable at sight
or a telegraphic transfer on London, rather than to have @& three
months’ bill discounted. The increased rate of interest deters
him from borrowing. The supply of foreign means of payment
therefore increases immediately and the pound is strengthened.

Further technical details cannot be discussed here. The general
principle that a rise in bank-rate attracta foreigm capital is
established by the fact that normally gold-movements are small
in guentity. At the first sign of such movements the rate of dis-
count is altered.

ut this of course merely postpones the problem of making
the additional payments to foreign countries which are necessi-
tated by the passive balance of payments. Foreigners are induced
to lend the difference.* For the mast pari, however, they do
80 only at short term. If therefore the forces making for a passive
balance are more than temporary in their operation, the direct
effect of & rige in bank-rate is not sufficient to restore equilibrium,
If the depth of water in one of the two cylinders threatens te
incresie permanently, then the exchange can be prevented from
falling only by & decrease in the amount of money. This is
ensured by the indirect effect of a rise in bank-rate alresdy
discussed.? ’
T §5. Tae INFLUENCE oF Bavk-CrepIT.*

The mechardism described above is modified by the existencs
of bank-credit. If the joini-stock banks expand or contract their

1 0f. Hawirey, Currency and Credit, 3rd ed., chap. ix, ** A Contraction of
Credit,” 1828, pp. 136 ¢ seq. Whitaker, Foreign Ez (1933). © rt of
Committee on Finance and Industry ’’ {Macmillan Committee} § 295, 1931,
Bankyolitsk, 3rd edn. (1934). :

3 Obviocusly this part of the mechanism js particalarly lisble to disturbance,
and in times of finencial panic it may bresk down complstely. OF. chap. wii, § 6.

3 The existence of the direct influsnce is generally locked on as sn advantage,
becatse it gives the indirect infiuence time fo operats. Mr. Keynes, however,
regards the extrems interaational mobility of short-term lending sacg:aganal. He
thinks that a rise in bank.rate which iz insufficient to lower prices may, neverths-
less, be sufficient to attract foreign capitsl; the central bask may, therefore, be
tempted to postpone the adjustments n or long-ron equilibrium. Me.
Koynes makes certain suggestions for discouraging the international movement of

' money without weskening ths effect of discount policy on prices (¢f. Treatiss,
chap. xxxvi, and Mr, Hawtrey's illominating ansiyeis in Ee Art of Central
Banking {1822}, pp. 412 e¢ seg.). They are reminiscent of the gold-premium policy
followed before the War by the Banque de France {cf. Mises, Tﬁ fzeofg of ﬁ:ney
and Credit (1835), Part iii, chap. :b §§ 4, b

4 Of. Taussig, Intesnational Trade, chsp. xvii ~ Viner, Congda’s Baiaac:n:{
International Indebtedness, chap. vili. Angell, “ Eqguilibriom in Internati
Trade " in Quarterly Journal of Bcomomics, vol 42, May 1928  Feis, * The
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volume of deposits the effective amount of money increases or
diminishes without changes in the amount of legal tender. Thus
it is possible for ‘ nominal purchasing power ' fo expand in ome
country and to contract in snother without the transfer of gold,
if the banks in one couniry expand credit and the banks in the
other country contract it. (old-movements, therefore, no longer
play the same prominent part as in the classical mechanism. But
this does not mean that the mechanism as a whole ceases to operate;
actually there is mo very fundamental difference between the twe
casea.

The new situation can best be made clear in terms of a world-
wide clearing system, such as the founders of the Bank for Inter-
national Settlements hoped to intreduce. Thia would mean either
that the central banks deposit their stocks of gold at the inter-
netional bank, or even thai gold reserves are superseded altogether
by credits held there by the cemtral banks. In either case &
passive balance of irade in one country would lead merely to a
reduction of the reserves of that country’s bank and to a corres-
ponding increase in the reserves of other banks; there would be
no'shipment of gold at all. But the mechsnism of price-levels,
balance of trade, &c., would nevertheless remain fully operative.

This imaginary case is not very unlike what actually happens.
Both the central barnks and the joint-stock banks keep money on
deposit at foreign banks. The first effect of a passive balance
of payment is a shrinkage of thess accounts. If the banks effected
react by resiriciing eredit—as they normally do—and if the disturb-
ance is only on a small scale, equilibrium can often be restored
without either gold-movements or & fall in the exchasge.

Professor Viner has analysed a very siriking example of this
kind in his examination of the Canadian balance of international
indebtedness between 1900 and 1513. Canada was borrowing on
a large scale from England and from the United States; she there-
fore had an active balance of payments. This did not however
lead to an inflow of gold. The borrowed money was paid into
the accounts of Canadian banks at New York, and these  foreign
reserves ' were treated as though they had been cash reserves;
exira notes were issued and advances made. Prices therefore rose
and imports came fo exceed exports. The difference was paid for
out of the accounts at New York and there were no gold-movements
at all,

Mechaniam of Adjustment of International Trade Balances ”’ in American Economic

Review, vol. 16, December 1026, pp. 583 et aeq. R. M. Carr, * The Réle of Price

2 Immf Trade Mechanism ™ in Querisrly Journal of Kconomice, vol. 45,
ag .
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According to Mr. Carr® the Canadian example presenis cerfain
further peculiarities. He asserts, in contrast to Professor Viner,
that ir many cases loans were not floated until after prices had
already risen. This he takes to be in strict contradiction to
orthodox theory. It must be granted that in the case of & rapidly
developing couatry the order of events may quite comceivably be
a8 Mr. Carr maintains. Bul even so, the expansion of credit is
clearly dependent on the foreign loan, and not wice versa. If
a loan is not forthcoming, then the policy of expansion must be
reversed; otherwise the exchange will fall. To determine ¢n
concreto how the different phases of such s process are related
in time one would require weekly or at least monthly statistics;
these are unfortunately mnot often available, Bui apparent
anomalies of the kind suggested cannot in uny case throw doubt
on the broad functional relationships worked out above.

LR/ B ’}‘heA Role of Price in ths International Trade Mechanism ** in Quarterly
Journal of Economics, vol. 45, Angnst 1851, pp. TIC ¢t seq.



CHAPTER VI.
EXCHANGES DURING INFLATION.

- § 1. THR SIGNIFICANCE OF STATIC ANALYSIS.
The preceding chapters have deslt mainly with what may be

called the static theory of the exchanges. The equatation R= ?Lk
B

has .therefore been used with reference to the atatic equilibrium
towards which the price- and exchange-relations between iwo
countries tend to gravitate. The present chapter, on the other
hand, deals with dynamic or unstable exchange rates, which repre-
sent a temporary divergence from equilibrium, and which carry in
themselves the seeda of further change.

It is an error to suppose that static theery ignores the pheno-
mena of change altogether. On the conirary, static theory takes
account of them by contrasting the state of affairs before equili-
brium is disturbed by changes of data with the state of affairs
after the economic system has reached the new equilibrium appro-
priate to them. Any differences between the two_ states of
equilibrium are then imputed to the change in data as effect to
cause. This method of approach is called * Comparative
Statics.”? '

Suppose, for example, that under an inconvertible paper
currency the amount of money is increased by 20 per cent. Equili-
brium analysis shows that when the extra money has had time to
circulate throughout the system, prices will be higher than before.
If one could assume that this chazzge of data involved no further
permanent changes except the price adjustments, then in the new
equilibrium prices would be higher and the exchange would be
lower thaa in the old equilibrium by exactly 20 per cent. But in
actual fact the process of inflation always leaves behind it per-
manent or st least comparatively long-run changes in the volume.
of trade and in the structure of industry. The impact effect is a
change in the direction of demand. At the points where the extra
money first comes into circulation purchasing-power expands; else-
where it remains for a time unchanged. 'When the increass spreads:
to other points, supply, which has begun to adjust itself to the

¥
( 1}0{. Schama, ** Kemparative Btatik," Zeitschrift fir Nationalskonemie, vol. 1
m . &«
54
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original change, cannot always be readjusted, since capital will
have been sunk in the expectation that the shift in purchasing-
power is permanent. Moreover, those who owed money when the
inflation began gain permanently at the expense of their creditors.
It is therefore most unlikely that all prices will have risen equally
or that the average price-level and the foreign exchanges will be
bigher than before by exactly 20 per cent.

The pamt of this example is to show not that the rigid quantity-
theory is inadequate, but that, even when these complicating
factors are taken into account, static analysis is still applicable.
The object is still to discover what the conditions of the new equili-
brium are, towards whick the economic system gravztates when
the amount of money bas been increased.

§ 2. Tus TransIiToN FROM ONE EQUILiBRIGM TO ANorHER. ({PRICE-
LeveLs axp EXCHANGE-RATES DURING INFLATION.)

Now it is necessary to supplement the static analysis by examin-
ing the intermediate stages between one equilibrium and another.
Even in previous chapters this could not be altogether avoided,
for the mechanism of adjustment itself involves usually a price-
discrepancy incompstible with static conditions. In a country
whose balance of payments becomes passive, prices fall, whereas in
other countries they rise: this is sometimes necessary to stimulate
exporis, restrict imports and thus restore equilibrium., The details
of this process will be further considered in chapter VII where
the * transfer problem * is discussed.

The present chapter is concerned with certain diserepancies of a
rather less transitory kind, which may occur during an inflation.
If the successive waves of expansion follow one snother so quickly
that the economic system has mo time to absorb one before the
next is upon it, then prices and foreign exchange rates may remain
for some time out of equilibrium with each other.

The type of inflation differs sccording to the point at which
%he\d&itmnai money is injected. In a gold-inflation, for example,
the producers of gold have the first handlirg of it;* in a credit
inflation, the entrepreneurs. The case selected for analysis here
is that of a * budget-inflation,” because in other types of inflation
prices do not change sufficiently to show any appreciable dis-

% For an account of how the addzt.mnal money spreads from thiz point, cf.
Cairnes, Tba Courss of Daprscmtma reprinted in Essaye on Political Bconomy
1873, pB st s¢g. Ths historical development of the theory ia sketcheé in
iays rices ond roductm, cha.p i. Among recemt works, cf,, , Mises,

Theory of Money, pp. 162 et s2g.; or B. Badge, ehre volk Geld, vol. 1 {19323 PP-
40 &t seg. .
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crepancy compared with the exchange. In this case the extra
money is first spent by civil servantas and Government contractors.
The goods they purchase rise in price, the firme producing these
goods increase expenditure in their turn, and go the rise of prices
spreads gradually to other parts of the system.

Sooner or later the exchange must depreciate. If the successive
waves of extra money are spent in the first imnstance on home
products, then average prices rise fastex than the exchange depre-
ciates. If, on the other hand, they are used to buy imports, or
if costs increass very sharply in the export industries, them the
opposite happens.

The German “inflation (1914-23) is an interestibg ecase which
illustrates the underlying principles. It may be divided for this
purpose into four stages: .

() During the War Germany’s foreign trade was kept practi-
cally at a standstill by the blockade. Hence thesvolume of exports
and more particnlarly of imports could not react to price-changes
with the normal rapidity. The mark fell therefore in value less
rapidly abread than at home.

(%) In 1919, when the blockade was lifted, the volume of imports
increased, the balance of payments became pa&azve and the exchange
depreciated more than in proportion to the rise of prices. Hid the
quantity of money not been progressively increased, equilibrium
would sqon have been reached by an expansion of exports and a
coniraction of imports. As it was, some of the extra money was
even injected directly into the foreign exchange market to pay
Reparations,

The chief reason, however, which kept the depreciation of the
exchange ahead of the rise in prices was psychological. Whenever
inflation is carried beyond a certain point people begin ssoner or
later to anticipate that prices will go on rising. Speculation comes
to dominate the foreign exchange market and depreciation is
accelerated. At a later stage the influence of professional specula-
tion is reinforced by the action of the ordinary public, who begin
to hoard foreign currency. .

This last factor presents one sspect of a wider process. In the.
same way ae the exchange depreciates faster than prices rise, both
movements proceed faster than tlie ircrease in the amount of
money. For when people expect a further rise in price they are
willing to pay rather higher prices at once for the sake of spending
their money as soon as pussible. Wages and salaries are paid out
at more frequent intervals, and, finally, people resort to barter
or use foreign money as the medium of exchange. In these ways
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the effective velocity of virculation of legal tender is émormously
increased, and the volume of work which money has to perform is
reduced. How far the discrepancy between changes in the quantity
of money and changes in its value can develop, is shown by the
example -of the German mark. In November 1922, the total
volume of money in circulation was worth in gold st the current
rate only 1-38th of what it had been worth in 1919. In terms bf
the comparison worked out’ above, one would have to say that the
rapid increase in the volume of water caused the cylinder to con-
tract. The depth of water increased therefore more than in
proportion to iis volume.

(¢) In the final stages of the German inflation the situation
changed once more. A * flight to goods * became general, and the
rise in prices caught up with the depreciation of the exchange.
By 1923 when the inflation reached its height the discrepancy was
no longer very ldrge: both movements were proceeding at the
same lightning speed. The increase in the quantity of money had
meanwhile been left far behind.

{d) This last fact very much simplified the problem of stabilis-
ing the currency. Once confidence has been restored the velocity
of circulation falls to its normal rate, and the supply of foreign
currency increases. 'This means that if the.central bank were fo
establish a gold-parity corresponding in equilibrium to the amount
of money in circulation just before stabilisation, then the exchange
would immediately appreciate and prices would have to fall. In
that case, however, the bank would.be unable to accumulate a gold

'reserve. Most of the post-war stabilisations were therefore carried
out at a parity, somewhat higher indeed than the actual rate of
exchange, but lower than would correspond in eguilibrium to the
ruling price-level. This allowed the central bank to accumulate a
gold reserve and at the same time to increase the quantity of money
in circulation. Such was the experience of Austria, Germany,
France, and various other countries. The possibility or rather the
necessity of increasing the quantity of money and raising prices
if the exchange is to be kept stable has indeed the effect of facili-
tating stabilisation; but, on the other hand, it is liable to produce
an inflationary boom, with a conmsequent depression later om.

§ 3. DePrECIATION A8 INTERPRETED BY THE BALAXCE-OF-PAYMENTS
TrEORY aND THE Crassical THEORY RESPECTIVELY.

It must be emphasised that the preceding analysis only supple-
ments the classical theory without in any gway contradicting it.
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The classical theory may usefully be conirasted with the balance-
of-payments theory, by quoting a passage from Helfferich, which
criticises the former from the point of view of the latter, and
refers particularly to the time-lag, analyesed above, between changes
in. exehange-rata price-level and quantity of money.

“. . . In considering the monetary conditions in Germany,
the view widely held, especially abroad, is bhased on the pure
quantity theory, and aceordingly regards %he increase in the cireu-
lation of paper-currency in (Fermany as the cause of the rise in
the level of Germany prices and of the depreciation of the currency.
On closer examination, however, we find that cause and effect are
here interchanged, and that the increase in the amount of paper
money circulating in (Germany is not in fact the cause but the
result of the fall of the German exchanges and of the consequential
rise in wages and prices.

. - Thus in the twenty months which followed the accept-
ance of the London Ultimatum . . . the note issue of the Reichs-
bank (was multiplied) 23 times, the wholesale index number for
home praducts 226 times, . . . and the dollar-rate 346 times.

‘I ‘¢ inflation * had beem the cause, and the depreciation of
the German exchanges the effect, then, in accordance with the
theory of the classical English economists, events would have
developed on the following lines: an increase in the paper circula-
tion causzes a corresponding rise in the level of prices at home.
These higher prices encourage imports and make export more
difficult. They tend, therefore, to make the trade balance, and
with it the balance of international indebiedness, unfavourable.
When the latter balance is passive, the demand for foreign currency
increases and the rates of foreign exchange are forced mp. A
glance at the fgures given above shows, however, that this chain
of reasoning does not apply; in fact, it is immediately obvious
that in the case of Germany the increase in the note circulation
did not precede the rise in prices, and also that the depreciation
of the currency followed it but slowly and at some distance of
time. The twenty-three-fold increase of the note circulation cannot
possibly be the cause of the 10 times greater rise in prices at
home and of the 15 times greater rise . . . of the dollar rate.
A conception of the general and comprehensive outline of the inter-
play of causes in these developments can, in fact, be obtained
only if foreign exchange is made the starting-point.

** For the following, if for no other reasom, the collapse of
the German exchanges will be seen to be in no way related ta
the increase of the mote circulation. At & dollar rate of 21,646,
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the rate quoted on the 26th January 1923, a gold mark was worth
about 5,000 paper marks. The noto circulation of the Reichsbank,
which at that time amounted to 1,604 milliard paper marks, thus
represented s value of only 330 million gold marks. This is not
much more than one-twentisth of the gold value of the German
currency circulating before the outbreak of War. ..

* The theory which attributed the collapse of the German
currency to © inflation ’ is based on the peittio principit that the
foreign value of money, which finds its expression in the rates
of foreign exchange, can be determined only by the guantitative
factor of the paper circulation. In the above case, however, in
which it has just been shown that the increase im paper remained
far behind the currency depreciation, the camses of the collapse
in the foreign exchanges, which are independent of the develop-
ment of the paper circulation, are quite clear. We are dealing
with a couniry whose international indebtedness, quite apart from
payments and deliveries due under the Treaty of Versailles, was
passive to the extent of about 3 milliard gold marks, and the
London Ultimatum added to the country’s indebtedness an annusl
payment of ° reparations ' estimated at about 3'3 milliard gold
marks. To this were added the payments imposed upon Germany
for the ® clearing ’ of pre-war debis and gold payments fo the
occupying Powers. The annual passive balance of the German
balance of international indebiedness was thereby increased to
more than 7 milliard gold marks. . . .

** The chain of causes and effects is, therefore:

** Firet came the depreciation of the German currency by the
overburdening of Germany with international liabilities and by the
French policy of violence. Thence followed a rise in the prices
+of ‘all imported commodities. This led to a general rise in prices
and wages, which in turn led to a greater demand for currency
by the public and by the financial authorities of the Reich; and,
finally, the greater calls upon the Reichsbank from the public and
the financial administration of the Reich led to an increase in
the note issue. In contrast, therefore, to the widely held view, it
is not ° inflation * but the depreciation of the currency which is

the first link in this cbain of cause and effect, Inflation i1s not.

the cause of the rise in prices and of the depreciated currency, but
the latter is the cause of the higher prices and of the greater
volume in the issue of paper money.”’®

This passage does not show a very profound understanding of
the theory which it attacks. For the classical theory is strictly

S 0°f. Helfferich, Money, pp. 538-601.
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static in the semse already explained; whereas the phenomena
instanced by Helfferich to refute it are clearly the very opposite
of equilibrium conditions. \The whole tendency of the classical
doctrine shows that it must interpreteé as & theory of equilibria.
These phenomena of inflation, therefore, being clearly anomalies
confined to the process of tmnsition, cannot be used in evidence
against the theory, as we have formulated it.

N, The classical theory asserts that in the long run—and not such
a very long Tun at that—the functional relations, already worked
out, between prices and exchange-rates are valid, and that an
increase in the quantity of money must lead both to a rise in
prices and to depreciation of the exchange. But it is by no means
necessary that the former should precede the latier: the order
of events may be in the reverse direction. If prices lag behind,
there is in effect a premium on exporis and ‘ exchange-dumping ’
takes place. But for this very reason equilibrium would soon be
. restored if it were not continually prevented by new injections
of money. It is true that one must be cantious in the formaulation.
One should not say as supporters of the theory of Muﬁg-power
parify are fond of doing®—that the rise in prices is the primary
phenomenon, and that the depreciation of the exchange is merely
an effect of this. The two changes bear a functional relation
to one another and are both effects of the same cause. This is
the increase in the quantity of morey, which in its turn is the
effect of the budget-deficit,/”

It cannot be denied that depreciation and rising prices make
it more difficulf to balance the budget, and that this leads to
further irnflation, & further rise of prices, and further deprecia-
tion. But, as shown by the event, this ‘ vicious circle’ can be
broken; and even if it were impossible to cover the budget-deficit
—because & sound financial policy cannot be carried through, or
because the burdens placed on the national exchequer from without
{e.g., Beparations) exceed the taxable capacity of the economy—
this does not contradict the hypothetical proposition, that, 57 the
quantity of money is kept stable, forces are released which bring
the movements of prices and of the sxchange to a standstill and
adjust prices and rates of exchange to one another, as asserted
by our modified theory of purchasing-power pa.rity/

The fact that the increase in the guantity of money lags behind
the fall in the value of money-—so that the quantity of money in
circulation, reckoned in gold, becomen smaller—is alse not in

4In Ricardo, for exam there seems nowhere to bc a hict that price-move-
ments and movemants of exchange may temporarily diverge.
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contradiction with the classical theory, as correctly interpreted.
It is fully explained by the increased velocity of circulation and
the contraction in the volume of irade, due partly to the iaci
that .2 large proportion of iransactions are carried out by other
means of exchange. Helfferich’s attempt to refuie the quantify-
theory by pointing to this fact merely proves his failure to under-
stand the theory and hia inability o distinguish bstween equili-
brium-conditions and the phenomena of transition.

§ 4. SrarisTics oF THE (JERMAN INFLATION.

The qualitative analysis can be supplemented by detailed
statistics. In figs. 3, 4 and & changes in the rate of exchange
between marks and dollars are contrasted with the movement of
purchasing-power parity between Germany and America. Price-
levels are computed from the wholesale index of the Statistisches
Reichsamt and of the Bureau of Labour Statistics respectively, the
base being in each case 1913=100. Exchange rates are computed
from the monthly average of quotations on New York in the Berlin
money market.

In figs. 3 and 4 the dollar rate is represented by the continuous
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Figs. 3 and 4 Movement of the Berlin dellar rate and of purchasing-power
parity between Germany and America, 1919-23. "8

line and shifts in purchasing-power parity (German price-level
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divided by American price-level) by the broken line. In fig. 3 both
curves are drawn on the ordinary arithmetical scale. But the
figures soon becoms too unwieldy for this method of presentation;
they are therefore drawn separately in fig. 4 on a quasi-logarithmic
scale. This is why the two curves appear closer together for
January, 1921, than for the end of 1820. It should be noted that
fig. 4 is not strictly accurate, since the logarithriic values have not
been worked out for smaller intervals than thosé represented by the
horizontal lines. '

In fig. 5 changes in the dollar rate are expressed as 2 percentage
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Fig. 5 Movement of the dollar rate expreassd as a percentage of purchssing-
power parity.
of changes in purchasing-power parity. Here the broken line
represents the same deviation in terms of the more comprshensive
index of wholesale prices constructed by the Statistiches Reichsamt
for the year 1924. From 1925 onwards the old index was no longer
used. For 1924 the two curves show parallel movements, but the
more accurate one is closer fo purchasing power parity. The
statistical evidence must therefore be interpreied with caution. It
is, nevertheless, probable that there were not only temporary but
also permanent changee of k, since oven after stabilisation the
curve of the dollar exchange remained somewhat above that of
purchasing-power parity.®

-

5 The moat elaborate studies of the German inflation are Graham, Exchange,
Price and_Production in Hyper-inflation : Germany, 1520-153% (1930}, and Bresciani-
Turroni, Le vicends dal Marco Tedesco {1038). CF. also Zahlen tur Goldentwertung
in Deutschland 1914-23 (published by the Statistisches BReichsomt in 1995),

For Austria, cf. Walré de Bordes, FAe duatrian Crown {1824), and for France,
E. L. Dulles, Fhe Frencd Franc 181428 (1829}, and J. E. Ropers, TAs Process of
Inflation in France {1928}, .

Cf. further Buropean Currency and Finmance [published the Umted States
Comraission of gold and silver enquiry, 2 vols., Washingion, 1325) and Depreciated
EBzchanges and International Frade (U.S. Tariff Commission, Washington, 1923
Cf. slse Angell, op. cit.



CHAPTER VII
THE TRANSFER PROBLEM.

§ 1. InTRODUCTORY.

The present chapter deals with the unilateral payment of ia.rge
sums by one country to another. This is in reality cnly a special
case of the phenomena already analysed. But it nevertheless
deserves separate treatment because this case has always atiracted
a great deal of attention, and in dxscuss;ng it a number of refine-

ts will be added to the analysis given in previous chapters.
lZ:}ne must distinguish in international, as indeed also in domestic
de, between unilateral and bilateral transfers. _This distinction
_applies %ﬁw_&_ﬁnﬁa of money and to the transfer of
goods he prototype of a bilateral transfer is the exchange of
“éomiodities for cash, since the two sides of the exchange here
confront one ancther directly. Clear eases of unzla¢§31 transfer

are free gifts and political iribute such as reparations
Expendltzu'e on transport by tourists, &e., represen®s a bilateral
fer, since money is exchanged for real services. The granting
or the repayment of a loan occupies an intermediate position.
Fpom the point of view of the economic period within which the
payment or repayment occurs, they are unilateral transfers. If,
on the other hand, one extends the period sufficiently to cover
both the point of time when the loan is made and the point of
time when it is repaid, then it must be regarded as a bilateral
transfer. Iunterest payments are in & sense bilateral tramsfers, since
the use of capital is a real service. But as this item—the services
of capital—dqge not appear in the balance of trade and services,
, interest payments must *nevertheless be regarded as & unilateral
transfery ’ )
The ‘quéstion now arises why the transfer of unilateral payments
wd to mvclve any special problem not invelved
in the transfer of bilateral . Here 1t 1s convenient to
draw up a double balance sheet sf the economic transactions between
one country and_the rest of the world, On the one hand, there
is the balance of real values, or in other words of goods and services
exchanged. On theother hané there is the balance of the means
of payment, in the semnse of money payments actually made to
foreign countries and received from them. As we have already
pointed out, the balance of payments in this lattersense is in the
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long run always in equilibrium, unless payment is made out of
an existing stock of foreign money or the foreign country wishes
to accumulate a stock of the domesiic money.? In such cases,
however, the amounts ‘involved are always small. They are very
important from the point of view of monetary policy, as signifying-
‘ confidence in the currency,’” bul quantitatively they do not count
for very much in the total balance of international payments.
giw if the economic system of oue country is connected with
the reat of the world only by bilateral transiers (t.e., by the sale
and purchase of goods and services) then both the balance of pay-
ments and the balance of transfer of real values are in equilibrivm.
But if there are also uwnilateral transfers (e.g., reparations) th
the balance of trade and services must show a surplus, since the
balance of payments cannot in the long rur be out of equilibrium.

In other words, unilateral transfers must be made in kind.* _Capital
movemenia must finally take the form of a transfer of goods and
service ‘

In this respect, too, there is really no difference between
domestic and foreign trade. The asserfion is constantly made that
in_international trade payments must in the long run be msade
in goods, whereas in domestic trade payments are made in imoney.
Tt iz of course true that in domestic trade payments are made
in the first instance in money, but, normally, the person receiving
payment wishes to buy something with the morey. In spite of
such unilateral payments the individual balances of payment
remain intact, because the individual, like a plurality of indivi-
duala or a country, cannot in the long run spend more than he
receives, unless, indeed, ha entrenches on a stock ;f cash. This,

however, applies, equally to international trade{ Thus even in
domestic trade unilateral transfers are earried out finally in goods
[or services, But the flow of goods goes unnoticed, because it does
not pass a political boundary, and is therefore not recorded.

The assertion commonly made in textbooks that debtor countries
have an active, and creditor countriessa passive, balance of trade
must be received with caution. In the case of capital movements

m the state of‘ihe balance of trade depends on the

! This played an_ imgomm part duriag the Germsn inflation. Foreigners
spacelated on & rise in the mark and allowed Germany to export marks and to
moke, o8 & result of the depracistion, considerable profita.

1 Unless, indeed, the payment is small enough g be made out of existing stocks
of foreign means of payment. Unilateral transfars which gan be made out of stocks
of money present for that very resson no %r:bim. But, clearly, payments of the
magnitade of Germsn reparstions can onl transforred in the form of an ex
surplus, The annual payments ‘pmvided ¥cr in the Young Plan amountad to about
ﬁ‘mzﬂgm marks. Germeny's whole stock of gold and foreign money wouid
therefors have sxhausted in two years, if the amonnt had not kept returning
in payment for sxpork. surpiua, .o
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phase reached by the process of indebtedness. - If a couniry whose
balance of irade is in equilibrium starts to impert capital at a’
uniform rate, her balance of trade becomes passive. - But sooner or
later payments for interest and amortisation become larger than the
amount of new capital imported, The balance of trade then becomes
sctive. The same holds, mutatis mutandis, for creditor countries.
Qhe existence of an ggﬁzve or a passive balance of trade is
therefore no sufficient c?ftermn for _distinguishing between
debtor and creditor couniries) In the post-war period up to
1529 Germany had 8 passive balance of trade _because_ she
was coniracting more foreign debts than she was repaying.. In
1929, when the stream of capital &ne& up, _the balance of trade
became active. . Bofore thé War the United States was s debtor
country and bad an active balance.. The surplus of exports over
imports paid for interest and amortisation to the European creditors.
During the War the United States became almost overnight a
credifor country, and after 1919 her balance of trade remained
active because the export of eapital continued to exceed receipts
for interest and amortisation

§ 2. Raisivg anp TrawsrerzinGg PaywEewts. . CrREATION OF THE
: ExrorT SUnPLUS.

gi;e problem of making unilateral payments from one couniry™{
" éxpther has two aspects, FEirstrwsum of money has {o be raised
at home._ In the csse of reparations this is a problem for the
national exchequer; when private capital is exporied, it is a
problem for the individual concernéd. Se fidly, however, the
sum of domestic money thus raised must e changed into money
of the country receiving payment, The transfer can only be _
regarded as successful if a corresponding expori surplzm is ereated
and that,'moreover, without & collapse or a permanent de;zzecmtmn
of the exchange\

The question Jhow the ®xport surplus is created has already
in effect been answered. This is merely a special case of the
operation of the mechanism, already described in detail, which
keeps the balance of payments in equilibrium. Applied to German
Reparations, the process is in essentials as follows.. If the sums,
intended for export are raised by taxatzcn,,_then the money income
or pamhasmg poweof the (ferman nation 1 is reduced, the quantlty
of money in ecirculation contracts and prices fall. onversely, in
the countries receiving reparations national income increases, the ,
quantity of money expands and prices rise. In {his way a gap
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is created bhetween prices in Germany and prices elsewhere;
Germany's exports are stimulated, her imports are restricted, and
-the export surplus is created._Ii is therefore not the case, as the
still popular balance of payments theory supposes, that the possi-
bility of tranafer depends on an slready existing sctive balance
of trade or paymenis. It is not necessary to wait till the gofls
present one with an export surplus. «-On the conirary,.the export
surpius arises automatically when the mechanism of payment is
set in motion. | -

If the pressure on German prices is insufficient to produce the
necessary export surplus at once, and if payment is nevertheless
continued, then the foreign exchanges will rise above the gold
point, and the gold and foreign exchange reserve of the German
Reichsbank will decrease, This will cause the Bank to put up
its rate of discount, with, the double effect, explained in Chapter
V, § 4, of increasing the pressure on pfices and of encouraging
an inflow of short-term eredit from a.hroazi.j. . .

The importance of reparations and international war debis for
economic policy ever since the War, has caused the mechanisem
of transfer to be widely discussed once more. _But the greater
part of the relevani literature® has reached ouly a low level of
scientific attainment.”In many cases the political bias was too
streng for a really scientific treatment of the problem and not
many of the participants in this discussion have realized that
the solution of their problem ‘was already contained in the writings
of Thornton, Ricardo, Senior, Mill and Cairnes. In the following
pages only the few scientific contributions to the transfer discussion
will be considered.* These concern mainly the réle of price-
movementa in the mechanism of transfer.

--§ 8. TAE ROLE oF PricE-UHANGES 1IN THE MECHANISK OoF TRANSFER.
.--_-—"__—_'—_——-_

(a) The Problem Stated. Here two schools of thought can be
clearly distinguished. Thé first is incliped o minimise the import-a”
ance of price-movements in, the mechanism of iransfer, and indeed »
" to contest the necessity, fof the transfer of unilateral payments,,
of any price-movement at all: The other school lays great stress
on the necessity of opposite price-movements in the tw ies
concerned. It considers thaf under uniavourable circumstances

. 3 For au exhaustive bibliogr;phy, ¢f. H. Bvsistrop, INs ScAuldenloat dex Welt-
krisges, Quellen und Literatur, 3 wols. {Berlin, 1929 and 1931), and Mouiton and
Pasvolsky, War Debts end World Prosperity {1932). :

. 4 Unfartunately Ragnar Nurlme's Internationals Xapitalbewsgungen !;935},
which carried the analysis a btig:tep forward, appeared toc late for me to use
of it. The same 48 trus of hook of Iversem; see next footnofe.
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these price-movements would have to be so large that serions diffi-

——
IenR

culties might arise, rendering transfer, iz extreme eaées,_absolately
impossible, - i

The *former opinion has been vigorcusly maintained of recent
years by Professor Ohlin, while the most prominent champion
of the latter has been Mr. Keynes.® The discussion between them
has revealed muck mgre clearly thdn beforg the inner workings of
the transfer mechanitm. .By considering it more closely, we shall
therefore be enabled in-certain points to extend and meodify our
previous analysis. .

{b) The Coniroversy between Mr. Keynes and Professor Ohlin,
and its Precursors. 1t 1s convenieni to start with Mr. Keynes's
argument, which is the more closely in line with our previous
_ exposition. .According to Mr. Keynes, Germany must increase
her exports in order to achieve an export surplus, For this purpose
she must lower the prices of her export goods. How large the reduc-
tion of price must be, in order to create an export surplus of &
given value, depends on the conditions of the foreign demand for
German export goods and services. _An increase in the volume of
exports only yields an export surplus if the elasticity of demand
Jor German exports js grester thau unity.® If-the elasticity of
demand is equal to, still more if it is less than, unity no increase
in exports, however great, could produce a surplus in terms of
value; éince pricea would fall as fast as, or even faster than, the
volume of exports increased. -7 ‘ .-

ﬁ_cf.ggt} Chlin, * The Reparations Problem,”’ in Index, Nos, 27 and 28, March-

April 1928; ** Is the Young Plan Feasible? ’ in Iadex, No. 50 (1930} published by
the Bvenska Handelsbankem; * Transfer Difficulties, Real and ined,” in
Economic Journal, Juse 1829, p. 172, and t. 1620, p. 400 (¢f. mow also Fnieh
regional and International Trade (1033} which appearsd after the present chapter
had been written}; Rueff, Une Erreur Bconemigue: I'Organisation des ’!‘mgﬁru
{1828); *" Les Idées de M. Keynes sur le Probléme des Transferts,” in Kevue
d'Economie Politigue 43ieme anuée July-Amgust 1028, pp. 1067 ef seq.; = Mr.

- Keynes® Views on the 'Transfer Problem,”” Economic Journal, Bept. 1829, pp.
383-390. (b) Keynes, ** The Cerman Transfer Problem,” Economie Journol, vol. E.'SQ,
1829, pp. 1 gt seq., further pp. 170 and 404; Trectise on Money, chap. xxi; Pigon,
* Digturba: of Equilibrinm in Internstional Trade,” Bronomic Journal, vol. 39,
1929, p. 344. Reprinted in Pi and Robertson, Economic Estays and Addresses
(1931). For a critical review of the whole literature ses Carl Iversen, dapecta of
the Theory of Capital Movements (1835). Ctmzm also B. Wilson, Capital Importa
und the Tarms of Trade EBxomined in the Light of Stxty Years of dustraiion
Borrowings {10931} and H. D. White, The French Inferngtiongl Accounts 18801013
(1833). The two last-mentioned works came inte my hands only after the present
chapter had been written. -

% Or more precisely the weighted average of the alasticitiss of demand for
the varions expori goods. An sppropriate hypothesis must also be made as to the
existonce of potential sxpért goods. "Compare alsc § § 4 and 5 of chap. xi where it
is shown that the complex Marshallisn demend-and-supply curves take the sxistence
of potentinl export and import goods into consideration.

.7 If elasticity were lesa than unity, ar export surplus conld be produced an
incraage of prics and by the restriction of exports, since in that csas the volums

of exports decreases more slowly than prices fall. But under free compstition this
could hardiv aronr :
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Now Mr. Keynes is of the opinion that in Germany’s case the
conditions of demand are such that only a large fall in price could
produce an export surplus fo the magnitude of the payments
required. This impliea for Gemany an extra loss over and above
the direct burden.. For German exports of a given total value_
now contain, because of the fall in prices, a larger volume of
goods than before.. This iz expressed by saying that the * real
ratio of exchange’ or the ‘ barter terms of international trade’
have moved against Gﬂrmany The terms of trade become still
more unfavourable if the prices of German imports rise., Germany
has therefore to bear a double burden. , In the first place, 2 milliard
gold marks are. paid to fore:gn countries.. In the second place, a
larger quaniity of German gooda iaqrequired to command 2 milliard
gold marks, and alse to command any given quantity of imports,
than before. .

The momnetary mechanism produces this result ‘ on the com-
modity side’ as follows. First of sll, the reparation {axes sre
__llgcto&-m_&e:maay This is the primary burden. . If the neces-
sary export surplus is not produced, then the cash reserves of the
Reichsbank iall, gold and forelgn money flow Gut, and credit muat
be restricted., This makes prices and incomes fall still further
(secondary burden}, It might be objected that, apart frem
temporary losses due to labour d.isputes and so forth, this doee
not represent an exira burden since incomes and prices bave both
fallen. But this objection is not valid since only domestic prices
fall. Mﬂ_of imports is unaffected and real wages have
therefore diminished. Thus the contraction of credit does mvoﬁo
sn_extra burd _

Professor Machlup has shown that under & gold or gold-exchange
standard, or where the central bank has so large a gold reserve
that it need mot restrict credit when gold flows out, the same
result ia produced auwtomatically by the deflationary intuence of
the payments themselv If the first insialment does ngt depress
prices suﬁcienﬂy to create the necessary export surphls, then its

_influence is reinforced by the second instalment. Tariffs and other

obstacles to the export trade can be surmounted in the same way, -
though of course at each step an extra burden is placed on the

‘sountry paying reparations.’ '
 \This * dary burden ’ is the ‘ transfer lossy’ It is therefoza
appropriate fo speak o a8 whf an outflow of
—-—‘-’-_'—_‘—-_———_—w

! On the significance of thia nitude and on the possibility of measuring it,
¢f. ohﬁp xi, ? €, also Taunsig, ?ai:gmatmnaf Trads, chap. xxi. o 8
1050, Transfer u. Preishowegung ' in Zeitscknift far Jationalskonomie, i,
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1d is caused by this extra burden.!® Transfer difficulties need
%mmgrm that on the date when payment falls
due, the foreign exchange required is not forthcoming. They may
show themselves in an inability to carry out the adjusimenis
required by the contraction of credit, in labour disputes or in
widespread unemployment., Under these circumstances it is also
dificalt for the State o Taise by taxation the money reqmrea
Traasfer dificnlties then take the form of a budget defieit.
If the necessary financial measures are not or cannot be carried
. out, then gold will flow out and transfer difficeliies in the sense’
of a shortage of foreign means of payment will arise. This happens
if the defiationary influence of the payments is neutraliced by a
liberal credit policy, if the gold which flows out is replaced by
newly created bank money, or if the necessity of restricting credit
due either to the payments themselves or to other reasons is dis-
regarded. But the term ° transfer difficulties’ has, in this case,
no very precise significance. A policy of credit expansion always
leads to an outfiow of gold whether unilateral peyments are being
made or not.
It cannot therefore always be said whether in a particalar case
difficulties of this kind are due to the primary burden;”io the
condary burden, or to other causes. It is true there is no rigid
economic law to the effect that ‘the transfer must be followed by
a policy of expansion, or by a failure o deflate auﬁcxently Hence
it could be argued that the source of the difficulties is really the
@onetary policy adopted and not the obligation to transfer large
sums abroad. But if account is taken of the psychological and
political factors, it must be conceded that such a monetary poliey, .
and hence the difficulties which it produces, may inevitably follow
from the obligation to transfer.- Changes in the terms of trade
ave generally a good symptom of whether there has been a secondary
burden or not. It must however be remembered that the statistical
evidence is not in itself conclusive, since the terms of trade may
have altered for other reasons. The terms of trade moved, for -
example, very much in Germany’s favour between 1928 and 1931,
because the price of raw materials, which constitute the greater
part of Germany’s imports, fell more sharply than the price of~
manufactured goods, which Germany exports.? . Clearly this was
not & result of reparatmns, although, as will be shown in s
moment, such a connection is not quite inconceivable,

16 This point is brought out with special clazity by Professar Pigon, of. op. cif.

lFor&atLﬂs el § Sandﬁafthe rmtehater
® For the sta evidence, ¢f. chap. xi, §
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_Mr. Eoynes's lina of thought has been criticised by Professor ~
Ohlin on the ground that it ignores changes on the demand side.
“Professor Ohlin urges that the payment of reparations by Germany

t involves ipso facio a transfer of purchasing power to the countries
receiving payment, This means that their demand increases and
(fermany’s demand diminishes. ‘* We can therefore least of all
argue on the basis of unaltered demand. The decisive point for
the machinery of capital movements is, on the conirary, that
demand has undergone a radical change. . . . There is thus a
market in A for more of B’s goods than formerly. On the other
hand, the market in'B for A’s goods is not as big as it was before.
The local distribution of demand has changed. . . . Prior to
the beginning of the movement of capital the iwo countries were
buying so much of all kinds of gocds that their value equalled
that of the goods produced at home. On the other hand, after
the capital movement started, A buys more and B less of their
combined production than before,’”’ and, it may be added in accord-
ance with Professor Ohlin’s argument, the two groups together
purchase the same amount as before.? M. Jacques Rueff calls this
the principle of the conservation of purchasing power.. It *‘ gimply
states that never in the course of the various economic transforma~
tions that occur is purchasing power lost or created, but that it
always remsins constant.”” The loss of one party is exacily
‘balanced by the gain of the other party.* This means in our
particular case that the couniry paying reparations can never lose

} more purchasing power than the amount of the payments them-
selves.® There is therefore, according to this view, no secondary
burdsn.*

3 0f. Index, April 1928, pp. 4-5.

4 In parenthesis it may be remarked that a rigid assumption to the effecy that
the effective gquantity of mn? ramains constani, may be necessary in & pre-
liminary shﬁ:.of the analysis; but if strictly adhersd to, it will completely
the way io sciution of a number of exiremsly important problems. For recent
analysiy in business cycle and monstary theory makes it more and more eviden
that—as the sggregate resull of the actions of private individvals, abstracting
altogether from any conscions regulation by the mouetary authorities—the effective
g:umty of money (MV) is & much more variable magnitade than traditional theory
1as assumed. Recognition of this fact and a careful study of the factors which are
likely to detarmine thess variaticns {changes set up by the transfer of large sums
are certainly smong them) are indispensable for an understanding of the vagsries
of industrial Suctuations. This has besn made quits clear by Dr. Thomas Balogh
in his paper * Some Theoretical Aspects of the Ceutral ur?pean Credit, and
Transfer Crisis,” in Internetional 4 faire: Journal of the Royal Institute of Inter-
national 4 ffaizs, vol. 11, May 1 This remarkable whick contains &
pensirating and reslistic aoslysis of mapy generally neglected aspects of the
problem has not received all the attention which it deserves.

3 Of. Beonomic Journal, vol. 39, 1928] pp. 389-90.

. 3 Prof. Ohlin baa been accused by Mr. Ksynes, amongst othars, of a gatitie
principii on the ground that thers is no shift of purchasing power until the sum
E:ui ax aetmﬂi been transferred. ' Glarmany can only &oquire such bills if the

s hiready sold the necessary exports * (Ecomomic Journal, 1829, pp. 407-B).
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Mr. Keynes’s view that unilateral transfers necessitate price
changes and a shift in the terms of irade can be traced back as
far as Thornton, who propounded it eight years before the publica-
tion of Ricardo’s High Price of Bullion. At the time of & very
unfavourable balance (produced, for example, through a failure
of the harvest) a country has occasion for large supplies of corn
from abroad: but either it has not the means of supplying at the
instant & sufficient quantity of goods in return, or . . . the goods
which (it) is able to furnish as means of cantelling.its debt, are
not in such demand abroad as to afford the prospect of a tempting
or even of a tolerable price. . . . In order, then, to induce the
country having the favourable balance fo take all its payment
in goods, and no part of it in gold, it would be requisite not only
to prevent goods from being very dear but even to render them
excessively cheap. It would be necessary, therefore, that the bank
should not only-increase its paper, but that it should, perhaps,
very greatly diminish it . . .”’ (Paper Credit, &c., pp. 131-2).

This doctrine was afterwards taken over and extended by John
Stuart Mill, and it has come to be regarded as the classical
docirine. But it is incorrect to atiribute this variant to Ricardo,
as is often dome.” On the comfrary, Ricardo lent his authority
to the other version, msintaining that the shift in purchasing
power was sufficient to restore equilibrium without gold movements
and without & shift of prices. He criticised the passage from
Thornton gquoted above as follows: *‘ Mr. Thornton has not
explained to us why any unwillingness should exist in the foreign
couniry to receive our goods for their corn; _and it would be
necessary for him to show, that if such an unwillingness were
to exist, we should agree to indulge it so far as to consent to part
with our coin.”’* In contrast to Thornton, Ricardo asserted that
the export of coins was caused by their  cheapness,’ {.e., by the
kigh level of prices. It was therefore not the efféct but the cause
of an unfavourable balance.® In the following passage he formu~
lated the same idea even more clearly. *Jf . . . we agreed to
pay a subsidy to a foreign power, money would not be exported

This criticism is however invalid since it is only reasonable fo sssume that every
Centrsl Bank possesses a certain mlock of international means of payment, gut of
which the first instalment cen be paid, ¥f the Bank has no euga reserves or if
the country receiviog psyment does not rsact %o the inflow of gold by expanding
the ﬂ:;cl;i;:t:!;;; then part of the mechanism is put omt of action {cf. § g of the
presan .

? This has beer pointed cut motaljly by Professor Viner, Canada’s Balance of
international Indebiedness, chap. ix, pp. 191 ef seg., and Wirtachaftstheorie der
Gegenware, vaol. §, p. 1089, :

2 Cf. High Prics of Bullion; Works, p. 268, :

¥ Op. cit. p. 268. It would be more accurate 1o say * criterion * or * syptom *
rather than * cause.®



12 INTEBNATIONAL TRADE

whilst there were any goods which could more cheaply discharge
the payment. The interest of the individuals would render the
exportation of the money annecessary ’’ {op. eit., p. 269).

{ The export surplus arises therefors sutemstically, without having to be pra-
ceded by s movement of gold. ‘' Thus, then, specie will be sent abroad to discharge
s debt only when it is saperabondant; only when it is ths cheapest exportable
commodity ' {op. cit., p. 268}, But Ricardo denied that a failure of the harvest
or tha granting of a subsidy could prodoce a redundancy of money.t

Malthus sided, apart from small differences, with Thornton. In his review of

! the High Price of Bulliond he maintsined that Ricards had not shown why the
country recaiving a wubsidy should immediately increnss its dsmand at the old price |
for goods of the country peying the subiidy. He agreed with Thomnton that
demand could not bs expectsd to increass wntil gold had flowed out and prices
had fslen.

Malthua considered that the export of specie ocomrred not only when it was
present in superabundance but alss “ it is owing precisely to the csnse mentioned
b# Mr. Thornfon—the unwillingness of the creditor nation to receive & grest.
additional quaniity of goods . . . without being bribed to it by excessive cheapness;
and its willingness to receive bullion—the currency of the commercial world—
without any such brike . . . whataver varistions hetween the guantity of currency
and commodities msy be stated to taks place mbsequent to the commencemsnt of
these transsctions, it canpot be for the moment donbted, that the causs of them is
to be found in the wants and desires of one of the two nations, and not in any
original redundsncy or deficisncy of currency in either of them ” {op, ¢il., p. @5}.

Among more recent; wrilers cod of the fow to adopt the Ricardian version waa
Baatable. In 1889 he expounded his view in practically the sams words as Pro-v
fessor Ohlin. *'It is . . . doubtfsl whether Mill is correct in ssserting that the
quantity of money will be incressed in the creditor and reduced i the debtor
country. The sum of money incomes will no doubt be higher in the former; but
that increased amomnt may be expended in porchasing imporisd articles. . . .
Ner does it follow that the acale of prices will be higher in the creditor than in the
debtor country. The inhabitants of the former, having larger money incomes, will

. purchase more at the same price, and thus bring about the necessary excess of
imports over exporte.™3

(¢) The Problem Solved. A tentative answer to the gquestion,
what part price-movements play in the mechanism of transfer, can
now be proposed* The truth lies in this case midway between the

1 Ricarde granted, indeed, that in the case of » failare of the harvest there
had to be an export of gold. This swas not however in order to change prices snd
thus create an export us, but bacause the failure of the harvesi meant a
decreass in the volume trade and henes in the amount of money reguired.
** England in consequence of a bad barvest, would come under the case . . . of a
country having heen deprived of a pari of ita commodities and therefore requiring
s diminished amount of circulating mediem. The corrency, whick was before
eﬂaal to h,tr‘Paymsnk, would now bscome su bundant and relatively cheap *'
{ A’p endix ** to The High Price of Bullion; Works, p. 203). :
op. sit dmbz{rpg? Review, vol. 17, pp. 343 to 35, F&. 1811, quoted by Viner,
3 * On some Applications of the Th of Internstionsl Trade,” Quarterd;
Journal of Economics, vol. iv, p. 16 (Oct. 1860), ’ i
& ¢f. Haberler, ** Transfer und Prei:bewe?ung," Zaitmfm'gt Jir National-
gkonomie, Bd. 1, pp. 548 #¢ a2q., snd Bd. 2, p. 100 et seq.; » * Eine Aussin-
andersetzong uber das Transferproblom,” Schmellers Jakrbuch, jg. 54, pp. 109 et
s22.; Machiup, = Transfer und Preisbe g, Zeitachrift fie j&eﬁoae};‘%ﬁam,
Bd. 1, 1030; Wilson, Capital Impores the Terma of Prade (1931).
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two conflicting theories, both of which are one-sided and give an
over-simplified picture of the facts. For in reality one can conceive
‘both cases in which transfer involves changes in the (genemi price
level and cases in which it does not invelve them. {The terms of
trade may remain unaffected, they may move against the country
paying reparations, or, on the other hand, they may move in favour
of it. Transfer may therefore involve a loss, but, on the other

d, it may even involve a gain}

rofessor Ohlin is undoubtedly correct in maintaining fhat Mr.
Keynes ignores the shifts on fhe demand side produced by the
payments themeelves) One cannot operale with unchanged demand
curves of given icity, since the demand curves of the eotzntnea
recennng payment will have shifted to the right. This means that
owing to the increase in money incomes a larger amount than
befors will be bought even at the old price. In the limiting case
it is even possible for the iransfer to be made without any fall
in the price of German sxporte. This happens if the fall in
Germany’s demand, due to the reduction of the national income
by & reparation tax, is offset by an incresse in foreign demand for
the same goods. It makes no difference whether these are German
goods, the export of which now increases, or whether they are
goods prewpusly imported into Gtermany, which are now mzport«ed
in smaller guantities than before.

Normally¥ however, the fall in demand and the rise in demand
affect different goods and there must, in consequence, be a shift
of prices and of production. Professor Ohlin admits that the fall
in demand will affect primarily goods produced in the couniry
paying reparations and the vise in demand goods produced in the
country receiving them. But he contends that production of
the former will be restricted and means of production will be
released for use in the export industries.®* The same argument
applies of course also to the goods for which demand has increased.
Their production will expand at the expenss of exports, and the
balance of trade will eenseyuerntly be affected.

No one dispuies that the final result must be an inerease in
the exports of the country paying reparations and/or a decrease
in the exports of the couniry receiving them, since the export
surplus cannot be produced in any other way. But the question
is, what price changes are brought about by this shift of production?

Here it is important to disiinguish two kinds of price change

# Thiz last ibility has not been comsidersd by either
Ll 5 R Zuucgnft fur Natw:ml&bmu, vol. 1, g 764, my
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which are apt to be confused with one another.” These are, on ~
the one hand, temporary price discrepancies in the transition from
the old to the new equilibrium, and, on the other hand, permanent
shifts of the terms of irade as between the new and the old
equilibrium. A single harvest failure or the payment of a single
lump sum may give rise to a price discrepaney by which exports
are encouraged, imports reduced, and equilibrium thus restored.
But differences of price greater t the cost of transport from
one couniry to the other are imcompatible with equilibrium and
cannot, therefore, persist very lon). In a frictionless market the
adjustment would be instantaneous, and while price changes might
very well oceur, price discrepancies would be impossible. If,
therefore, one operates with this assumption, or if onre skips the
transitional period and concentrates entirely on the new equilibrium
which will finally be reached, it is only logical to deny the possi-
bility of price discrepancies. The Ricardian® variety of transfer
theory is static in this sense.® Its procedure is not unreasonable
in the case of recurring payments such as reparations,

" The fact that = price-qiscrepancy cannot persist very long by -
no means implies that the terms of trade must remain unchanged.?
The pricea of German exports may have to fall and those of German
imports may have to rise. But this does not contradict the rule
that prices in different countries tend to equality, sincd the price
of German export articles falls both in Germany and’ elsewhers;
the same argument applies to imports. This shifi” of prices is
to.be expected in the normal case where the direct influence of
changes in demand on the balance of trade is insufficient to create
the necessary expori surplus, because foreign countries spend only
a small part of their receipts for reparations on the purchase of
German exports.®’

7 This has been pointed out in an unpublished memorsndum by Dr. Eocpmans.
In thin respect there is perhaps a difference of degree between movements of cupital
and shiftse of demand in internstional and in domestic trads respectively, In
domeatic trade one can sssume the existencs of a homogeneous market, whereas in
internationsl irade there are separate markeis, between whick price equilibriem is
then reltored by arbitrage, But, of course, there are exceptions and sach case must
be examined oxm its muerits, *

8 It is, of course, not intended to imply that writers of the opposite achool
alwaya identify {emporary price discrepancies with changes in ths terms of trade. .
That would clear] & misinterpretation, 6.g., of Profeasor Tanssig, who does not
speek of price differences in cﬁ::ral but of diffsrences in supply price.

? This has becoms quite since Mr, Eeyues has returned in the Treatiss on
Money to his mt.rovmg with Prof. Oblin, In chap. xxi he distinguishes expliocitly
between the new equilibrium and the peried of transition. He new the
transfer difficulties as concerning almost exclusively tha process of transition.

1 It is trus that a price-diluepaacg}&l implies & change in the terms of
trade, but this propoaition is not reversible : changes in the terms of frade usually
do not take the form of rice-discrepancies,

2 Thin_is very probable since it may reasonably be assumed that foreign
countrier divide the extrs income between domestiv goods, sxport goods and import



THE TRANSFER PROBLEM 75

By how much the price of German exports must fall depends..
first, on fﬁeﬂxmty_ﬁi—damsni_ghre_aéé__h contrast to Mr.
Keynes, I am of opinion that demand is as & sule very elastic,
since the world market is, after all, large compared with the
volume of exports from any single country. Moreover, the fact
that Germany has no monopoly but competes with other countries
also works in the same directiomx A fall of prices does mot only

,stimulate demand as a whole but will also drive some foreign com-
petitors out of the market. This js reridered easier by the fact that
in the country receiving reparations demand for domesiic goods
has risen, and, in consequence, the necessary adjustment there is
already under way.

The extent of the fall in price depends, secondly, on the cod-
ditions of supply in Germany and also, muiatis mutandis, in the
competing industries abroad. If, for example, the output of
German exports could be expanded under diminishing costs per
unit, Germany’s difficulties would obviously be reduced. -If the
law of constant costs prevails in the indgstries concerned, no shift
of pnces will occur.

Jt is not easy to predict on theoretical grounds how these ~
factors will work out. Moreover, the result depends on how long
on¢ allows for supply to adjust itself. In general it holds true
that the longer one allows, the smaller will ba the necessary price
changes.* ¥or, once the obstacles to an expansion of exports have
been swept aside by energetic under-cutting, exports can afterwards
be maintained in the channels thus opened even at a rather higher
price than befare.

Ap accurate summary of all these interdependences is hardly
possible without mathematical symbols.* But it should be
mentioned that it is theoretically possible for the terms of trade
to change in favour of Germany so that the prices of German
exports rise and the prices of German imports fall. This leads
to the rather paradoxical result that gold flows into Germany,
and the transfer mechanism thus eases the situation of the country
payxng repsratiens* This is* not a very probable case, but it

goods in about the same proportion as the old income and bscamse in almost &)l

countries the volums of ax Eorﬁ and import is small compared with total prodnction.
* 1t is & gquestion of ¢ elumm}y of the demand curve after the payment had

been mede and the curve has therefors shifted. Elasticity will probably not be

zhg;me aix: before. The elsaticity of the German demand for German export goods

is ralevant.

B ri‘ ¢f. Eucken, Das Beparationsproblem {Verkandlungen der X, List-Geselischaft,

U su,

Yaotemn, 4 MatAsmatical Reformulation of the General TH
Iutematw:m?&' 5 o sory of

de (1932 , chap. v 61 tt eq., :ad Hson, Cepital Imports
and the Terme of Trode %193 )F * BB * #
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would arise if the increase of foreign demand were for German -
exports, and the fall in Germany’s demand related to imporis.®

These considerations are, however, of theorstical rather than
of practical interest, since the relevant factors and their possible
repercussions are in concrete examples so complex that the price
changes involved by tramsfer can hardly be worked out., DBut in
any case, as pointed out by Professor Oblin, it is an oversimplifica-
tion to say that prices fall in the country paying reparations and
rise in the country receiving them. The analysis must be in terms
not of general but of sectional prite levels.”

§ 4. UnnLaTERAL PAYMENTS 4ND INTRENATIONAL MovEMENTE OF
Caprrar,

The influence of unilateral payments, such as reparations, on
imports and exports of commodities and services and on the price
level is normally obscured for a longer er shorter period by their
profound infinence on the internationsl movement of capital.

A country making Iarge unilateral payments will tend to°
iniport capifal in one form or another. In this way the direct
effect of these payments on the balance of trade and servicee will
be suspended or st least weakened. Payment will be made in the -
first instance not out of current production but by the foreign
creditors. Transfer is postponed and, provided that the new credits -
are actually repaid, is made finally in instalments over a period
of years,

The form in which these .transfer credits are granted and the
mechanism connecting them with the unilateral payments may vary
considerably. \A direct and obvious connection exists where the~
loan is made to the debtor himself) as the Dawes Loan and the
Young Loan were made o the German Government. e tranafer
of titles to durable property bas similar effects.) Thus the surrender
of Germany’s mercantile marine and of property abroad
affocted the balence of trade not iminediately but over the period
during which this property would .have yielded income.

But the view that transfer would have been impossible without
capital imports refers not so much to direct loaas as to the indirect -
effects of the payments, in inducing persons othar than the debtor,

imself to import eapita&) .

The payments actually made, the raising of the sums required,

and the Ratio of International Ex r s
. ’Thanmlgghubmmrio& foarward by B. Nurkss, /aiernationale
bewsgungen [1035).

$ Prof. Pigmmmpmthcﬁwtbﬁﬁhkgom‘bh €f. * Reparstions
S " Eeconomic mdw{ﬂ De;}m
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and the restriction of credit necessary to emsure transfer,® sl
imposs & relative atr,mgency on the monex and capital markets;
the rate of interest rises compared with the rate in foreign markets.
As shown in chapter v, § 4, this attracts short-term capital, or
in the case of a capital—axporting country less capital is exported
than before. If, as in the case of Germany, the payments are
large enough serzous}y to restrict the accumulation of capital, then
not only short-term but alsc long-term capital is imported. That
is to say, debentures and shares are sold to foreigners, new issues
- are floated abroad, &c., &o.% )

The French war indemnitj to Qermany in 1871 was paid chiefly
by the sale of securities in French hands to foreigners. It is
common knowledge that German Reparations were accompanied well
into 1929 by large capital imports into Germany. But clearly
the transfer problem is not thereby solved but only postpomed.-
If transfer does finally take place, it must be in accordance with
the principles worked out above. Postponement may indeed lead
to cancellation, if the ® transfer credits > become valueless owing
to the bankruptey of the debiors. But ® should be ncted that
the creditors who lose their money, e.g., American purchasers of
Gorntan stocks, need not be nationals of the couniry receiving
unilateral payments, s.g., France.

It is important, however, to avoid the post hoc propier hoc
fallacy which has vitiated o a large extent the discussion of German
Reparations especially in the German literature. The fact thatt
between 1524 and 1929 Germany took up credits abroad to the
value of so many milliard marks by no means implies that the
whole of this amount was due to the payment of reparations.
Germany would in eny case have imporied capital even if no
pelitical tribute had been imposed. Its economic system had been
weakened by the raveges of war and inflation; but the stage was
set for a rapid recovery. The potential labour force and the apirit -
of enterprise were practically intact and the confidence of foreign
lenders in Germany’s economic future was unimpaired. The condi-
tions were therefore extremely favom-abie for the smpert of capital
on a Jarge scale,

\ Only a part, therefore, of the capital imports which took place -
can be attributed to the influence of reparations; how large a part,
it is difficult to eay. That depends ou whether the German repara-

boo s (.x}troéit i nbe:dh:: restrictive in 1;15 ui:fu:;h senze. In a period of
n ¢ axpansive t countri
foliowing ssction. Y > o OF the

* This point is stressed notably in E , E
ffa&afmd% | o ¥ ansen, Feonomic SmM:zat:on in an
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tion taxes led chiefly o reduced consumption or tg reduced accumu-
lation of capital. ny other factors, such as the existence and
the magnitude of any transfer loss in the sense slready explained
and the degree of ¢redit restriction, also affect the result.

If one assumes, for example, that the payment of reparations
to the amount of two milliards per year resulted in the import
of one milliard over and above what would have been imported
in sny case, then ignoring any transfer loss there wus an effective
transfer of one milliard in the semse that the supply of goeds in
Germany was decreased by this amount, whereas the transfer of
the other half waa postponed. The milliard actually transferred
did not indeed constitute an export surpius, but the import surplus
was smaller than it would otherwise have been by thai amount.
Half the reparation payments may therefore be rogarded as coming
out of the fund of gooda of the country from which they wera due,
although this fund wae larger tham it would have been, had no
capital been imported.

But even on the assumption that there was in this sense an
effectiva transfer of one milliard, it must nevertheless be emphasised
that the import of capital for commercial purposes was & necessary
condition. For without the assistance of foreign capital production
in Germany could not have expanded sufficiently to enable the very
large suma required to be raised.

ATIONAL TRADE

§ 5. Tee Lnors or Possisie TrANSFER.

No description, however detailed, of the mechanism of transfer
is sufficient in iteelf to show whether in any particular case transfer
is possible or mot. Apart from the fact that it abstracts from
the problem of raising the necessary sum, such a deseription can
only say what price-movements would be necessary to effect the -
transfer. "Whether these price-movements can be brough: about
in a concrete case depends on a number of factors not yet men-
tioned, about which something must be said in this section. It
will be assumed, on the one hand, that the money hes already been
raised and, on the other hand, that there is the minimum degree
of flexibility without which no transfer would be possible st all.
The prices of factors of production, particularly wages, must not
be completely rigid. . .

Whether the necessary adjustments are or are not made depends
to & very great extent on credit policy in the countries involved.

t As shown above, the country paying reparations must restrict

* This has been strested notably by Prof, J. H. Williams.



_THE TRANSFER PROBLEM 78

crodit. Given the willingness to pay and io effect the transfer, any
reluctance on the part of thy central bank will be overcome
sooner or later by the shrinkage of its gold reserves. - In
practice, however, the decisive question is genmerally whether
the receiving couniry obeys or disobeys the ¢ Rules of the Geold
Standard.” To produce delibersately the effects which would follow
of themselves under an automsatic gold siandard, it must increase
the monetary circulation by at least the whole amount of the gold
which flows in. If the circulation is not increased by this amount,
then that part of the transfer mechaniem which consists in raising
incomes and prices in the creditor country is put out of action.
The whole burden of the adjusiment then falls on the debtor
country, where prices and wages must fall more sharply than would
otherwise be necessary. Obviously the prospect of a smooth
functioning of the mechanism is not thereby improved.?

In assessing the practical importance of this ecircumstance one
must however bear in mind that if the circulation is increased
by the whole amount of the additional reserves, the proportion
of reserves to circulation goes up. This minimum degree of expan-
sion in the creditor country may therefore be expected. If the bank
does not wish to “ncrease its reserve ratio, then the gquantity of
money must be increased by more than the sum iransferred. The
same holds true mutatis mutandts for contraction in the country
making payment. It must also be remembered that the price
discrepancy has only to be created once. Later, when the procesa
of transfer has already begun, it can even be reduced. There 1s
n¢ need for progressive contraction io pay each annual instalment.

The likelihood of a policy favourable fo transfer varies, of
_course, with' the phase of the trade cycle through which -the
countries concerned are passing. When credif is being expanded,
the necessary adjustments require ouly that expansion shall be
accelerated in the country receiving payment and retarded in the
country making it. But in the depression the latier country must
aggravate the process of deflation- which always characterises
this phase of the trade cycle; moreover, there is small prosi:ect
of assistance from the monetary authorities of the former country.

('.E‘ha difficulties of transfer are, of course, greatly enhanced by
the erection of obstacles to trade. If at the existing level of tariffe
the volume of international trade is nevertheless comsiderable, then

2 The writers who stress the difficulties of tranafer generally rely on the
assertion that ne avtomatic expsusion of the circmiation is mowadays improbabls.
Attention is drawn icularly to the policy of the United Biates and of the
Baugue de France, who preferred to asccumulate large gold raserves rather than to
let tha tranafer mochanism operste freely. Of. notably Treatize on Money, chap.
xxi, and the Macmillan Report (Cmd. } drawn np ander Mr. Keynes's influencs,
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the transfer of unilateral payments should nst prove very difficult.
For, tariffs notwithstanding, the price “of many commodities will
be only just above the export point and ikiat of many others only
just above the import point; and only a small effort will be needed
to increase exports and reduce imports.~ Tariffs already in existence
are therefore mot a very serious obstacle to the tramsfer of any
but impossibly large smounts. Moreover, as stressed particularly
by Mr. Hawtrey, even if tariffs render impossible a further incresse
of exports, it is still possible to reduce imports. But if tariffs sre
progressively increased, as during the last few years, then prices
must fall progressively in the country making payment.® If the
very countries which insist on payment being made at the same
time restrict imports by every possible device to ° improve the
balance of trade ’ and to ¢ protect themselves from foreign competi-
tion ’ then their policy can only be described as sadistic. It makes
no difference whether the import restrictions are directed impartially
against all countries or whether the couniry msaking payment has
proeferential treatment. For, aa already pointed out, the transfer
of payments in commodity form is often earried out not directly
but indirectly, by means of triangular trade.’} The Eurcpean
countries, for example, pay their debis {0 the United States by
exporting manufactured goods to South America, while South
America exports to the United States raw materials and food stuffs,
on which tariffs in the-latter ccuntry are low or non-existenmt.
"Dr. Benjamin Anderson has characterised the policy of the United
States s follows: * Thae debis of the outside world to ns are ropes
about the necks of our debtors, by means of which we pull them
towards us. OQur trade restrictions are pitchforks pressed against
their bodies, by means of which we hold them off. This situation
can obviously involve a very painful strain for the foreign debtor.”*
The same holds true to an even greater extent of vertain European
countries.

§ 6. Tee TransrEr MEcHANISM In Tiums oF Crisis.

The reader will already have ssked himself how much of the
transfer mechanism remains operative in times of acute financial
crisis, such as swept over the world in 1931, | It has already been
stressed that under such circumstances international }enémg--and

$ Cf. Machiup, * Wihrung und Austandsverschuldung " in Mitteilungen des
z:::::adaséar daterrsichischen Banken und Bankiers, chigmg 16 Nr. 78, pp. 14
S é} Chass Economie Bulletin, published the Chase National Bank, 14th
{Iggs? clﬁ’:; gurther, Hansen, Economic Stabslisation in an Unbalonced World
£ 3
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with it the possibility of regulat.tng ghort-term capital movements
by discount policy—disappears altoget&er. If the creditors of a
couniry lose faith in its soiveney and in thé stability of ite currency,
they will follow the cry ° every man for himself.’ - Clearly in that
case no rise in the bank rate, however large, can ‘ attract ’ capital.

But this is not all. The collapse may very well spread from ths

“international capital market to the currency itself. For the joint
“stock banke try to safeguard their posiiion by di?countmg at the
central-bank bills to replace the foreign credits which have been
withdrawn. The central bank then finds its cash ressrve melting
eway and the exchange threatening to depreciate. It is thus lured
into restricting international payments and perhaps fails neverthe-
less to maintain parity.) At Hrst sight one might suppose that,
in contradiction to our theory, it is after all not purchasing power
parity but the passive balance of payments induced by the with-
drawal of foreign credit which determines the rate of exchange‘
But more careful analysis shows that thess phenomensa in no way
contradict our theory. On the contrary, their full significance
cannot be grasped except with its help

The deeper cause of a financial crisis may be cyclical or it
may be a special cucmstsnce such as the outbreak of war. How-
ever that may be, the crisis is usually precipitated by a”sudden
drying up of the stream of credit. It makes no essential difference
whether an -expansion of credifi at bome is brought to a halt or

|

whether credit is withheld by foreign lenders.®* In both cases the

numerous persons who depend directly or indirectly on the stream
. of capital get into difficulties. In the cyclical change-ever from
boom to slump the indusiries producing ecapital gcads, in which
investment was heaviest durmg the credit expansion, have to
" bear the brunt. Pressure is scon transmiited to the banks which
finance these industries, and the former seek to protect themselves
by rediscounting an increased volume of bills at the central bank.
As scon as important bankruptcies occur panic may easily become

geueral, manifesting itself in a run on the whole banking system.,

Not knowing how far the collapse will spread, everyone tries to
put his money in a safe place, If the panic attains large dimen-
sions, even the soundest bank will be compelled to close its doors.

For every credit system presupposes & certain minimum of confi- .

deuce, and no bark is able to meet all its obligations azmultaneously
in cash, *

It is usual in such cases for the central bank to interveme,

¥ As when capital exporta from America ceased in 1920 after the coilapse xcf
b

the
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if the joint stock banks cannot maintain their position by mutual
support. The history of financial crises provides many exam;sies
and if it is really a question of femporary illiquidity due to pann
withdrawals of money, the intervention of .the central bank i
without ‘doubt calculated to restore confidence,

If the withdrawal of credit is from abroad,® 1f there is iEp
addition & flight of domestic capital,” and if the central bank
cannot obtain sufficiently large crediis from abroad, it can inter
vene only at the expense of reserves. But sinee a fall in the
reserve proportion diminishes confidence still iurthgr and accelerates
the withdrawal of credit, the scope of this policy is very restricted.

The central bank must then decide whether in withdraw support
from the banks in difficulties or ‘whether to strain its credit and
thus 3eopardxse the exchange. The choice between these two
alternativee involves vejz_,welghtl problems, which cannot be
adequsately émusﬁed—ﬁg—re Tt is possible that a drastic spplication
of the first policy would ¢ompel foreign ecreditorzs to  ceasa
withdrawing capitsl for fear of driving their debtors into bank-
ruptey. Tt is moreover argusble that mistrust of the curremcy
is really due either to the liberal credit pohcy_nf the central banje
or to the expectation, based on past experience and on knowledge
of the views prevailing, that such a policy will probably be followed.
On the other hand, there are sometimes strong arguments for the
second  slternative.

However that may be, our theory of the gold standard
mechanism remains unaffected. No¢ monetary system can work
unless its rules are obhssrved. These demand that the central bank
shall refuse to increase the effective circulation by granting extrs
credit, The currency is then in no danger. For it is almost
inconceivable that 20 or 30% of the notes in circulation will be
presented simultaneotsly for conversion into gold, for the purpose
of repaying forelgn credits. This would constitute an enormous
deflation, and prices cquld not help falling. Long before with-
drawals reached this magnitude the debtors would be banknzpt,
and payment would automatically come to an end.

If there is a 40 to 50% gold backing, the exchange is in no
danger unless the public begins to uss foreign money instsad of
domestic money as the normsal means of psyment But there is

& Cf. notably Machlup, * Theoris der Kapitalflucht, in Wdtwmk}ﬂwhl
Arckiv, Bd. 36 (1832}, it 2, pp. 512 of seg.; Th. Balogh, * Some Theorstical
Aspects of the Ceniral Europsan Credit and Transfer Crizes ™ in 7ntermafional
Aftairs, wol, 11, 1832; Marco Fanno, I Trasferimenti Anormati di Capitali ¢ le
Crin, Terino {19255

¥ Whether by the transfer of deposits to foreign banks, or by their withdrawal
to purchase foreign bills.



" THE TRANSFER PROBLEM 83

10 reason to expect a fiight from the currency so long as the central
bank eschews dangerous experiments. Experience shows that a
panic of this kind occurs only where the public has learned by
bitter experience te expect a currency inflation.® A rua on the
banks, signifying that the public prefers not foreign to domestic
money but cash to deposits, may lead to bank failures,® butb the
currency will net be endangered. |

The ohject of this analysis is to_show that such abnormal cases
neither contradict our theory nor prove the ‘ inadequacy ' of the
gold standard mechaniem, It is not intended to gloss over their
extreme gravity or to deny that a temporary suspension of the
gold standard mey perhaps be the lesser of twe evila.’? '

§ 7. Excuance Cowrron.t
o mAvEANEE LR

To round off our account of the monetary mechanism, some-
thing must be said of the attempts to replace it by state regulation
excluding the free play of economic forces from the foreign
exchange market. The endless ramifications of exchange control
in different countries cannot be examined in this context, but only
the fundamental principles according ta which the peint—or point-
lessness—of any particular device can readily be grasped. These
are themselves easily deducible from the results already obtained.
For it is by no means the case that under exchange control the
market mechanism ceases to function altogether.or that the laws
goyerning it can be ignored.

C’i‘he primary function of exchange control is to maintain without
the loss of gold-a rate of foreign exchange higher than that which

. ¥ This represents & sudden contraction of the *cylinder’ {cf. p. 41}. A caias-
trophic fall in the volume of production would have similar sffects.
¥ As in America during 1831 and 1833. The number of bank failures was very
Iarge bocause the law prohibiting banks from having more than one branch led to
axtrems decentralissiion. :

15 But a3 the reader will see for himzelf England can indulge more safely in this
policy than countries where the public i8 prons to panic and where inflation hsa
undermined faith in the.currency.

_ Y There is no systematic exposition of ihis subjeci, the relevant-literature
b&mi small in guantity end coofined to periodicals, many of them weekly papers.
gsf. hlup, ** Die Theorie der Kapitalfiucht,” Weltwirtschaftlichea Archiv, Bd

, Heft 2, pp. 512 ot aeg.; article * stisenbewirt&ehafﬁuﬂ%” in Handworterbuck
des Bankwesene {1835) (with Bibiigm;ihgg); Whittlesey, ** Exchange Contrel,” in
American Bconomic Heview, vol. {1932}, pg‘. 585-604; Basch, ** Probleme der
Devisenkontrolls,” in Hiteei&mgm deg Verbonder osterr, Banken und Bankiers, 14
Jg. Nr. 9/10, Oct. 1832; Gross, °* Zielsetzung der Devisenzwsngawirtschsft in
Deutachland und im Ausland,” in Zank-Arcdiv, 15tk Feb. 1033; ‘* Ausgangspunkts,
Formen und Wirkungen der Devissnzwangswirtachaft,” in drehiv fir ﬁwg:s’uea-
schaft, vol. 68, April 1833, pp. 45 e seq. Enguiry into Clearing Agreemenis,

e of Nationa Pnblication (1835). The official regulations in all countries sre
ublished i exfense at intervals by the Bank of Internstional Settlements. &f.
urther Das Devisenrecht der Weltl Aerausgegeben von der Korreapondens, Industrie
und Hondel, Berlin, Eildienst-verlag. For the legal principles invelved, ¢f. Koppe
and Blau, Zos gesamte Devisearecht (1932}
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would rule in & free market. It is also desired in some cases fo
ensure a sufficiency of foreign bills for payments regarded as
particularly pressing, or to prevent import prices from rising.
Another very important aim is to discourage the withdrawal of
| money for the sole purpose of converting it into foreign currency,
and thus to prevent bank failures. But exchange control often
rcomes to be used also for protectionist ends,® although this is
seldom admitied to be its real object.

As 3 means of manipulating the exchange ratea and preventing

{ the outflow of gold the attempt is made to influence both the supply
of foreign money snd the demand for it. But this almost always
involves the further "step of providing that all monetary trans-
actions with foreign countries, or certain types of transaction, shall
require the assent of a cemtral auwthority.? '

To influence supply the authorities may sell bills out of an
lexchange fund. But this can hardly be called exchange eontrol
since it is practised by ceniral banks under the ordinary gold
standard mechanism. A more drastic device is to impound all
current receipts from abroad. Exporters of goods and services snd
recipients of interest and amortisation payments are not allowed
to invest the proceeds abroad but muet change them info domestic
money at a fizred rate. A further step is the mobilisation of credits
for ‘even securities and titles fo property slready held in foreign
countries.

To reduce the demand for foreign bills certain types of payment
Ito foreign countries are prohibited. Payments for imports obtain
preference over purely financial transactions and interest payments
over repayments of capital; a distinction is drawn between * neces-
sary ’ and ‘superfluous ’ imports. Foreign travel is prohibited
or {ravellers are allowed to take only & certain sum of money with
them. By transfor moratoria debtors are prevented from trans-
ferring money to their foreign creditors. In the same way a
general moratorium provides for the optional or compulsory renewal
of eredits falling due for repayment. Effects similar to those of
8 transfer moratorium are secured by negotiation under standstill
agreements. Thus in 1931 and 1932 Germany’s creditors agreed
to let their short-term claims remain outstanding or to call in and
withdraw only an agreed percentage.

Exchange control is much more likely to be effective in some

% Bee below chap. xix, § &,

3 Cf. what was 3aid on p. 25 about the 16tk century bulli system.
 40n ﬂ}'I‘I zubge;cﬁ, foo, the literaturec is mﬁnedryso penndot? iwcals, Cf, o4,
Friedheim, ** Dor Binn der Stillkaltung,” in the monthly Wahrung wnd Wsrtachaft

%F:lb, 1_2?}&:‘24 articles in Ths Bconomist, Bamnk-drchiv, Dia Bank, Dewtschsr
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circumstances than in others. Two main cases must be dis
tingnished :

{(6) The weakness of the exchange, the outflow of gold and the
¢ crisis of the balance of payments * may be due simply to the flighs
of foreign and of domestic capital. This differs from ° export
of capital * in being determined not by the © profit’ but by the
¢ risk * factor.® Capital flows as it were up-stream not into conntries
with a high rate of interest, but into countries where risk is emsll
and where the zate of interest is generally low. The capifal balance
may be upset in this way by & momentary panic as in America
{¥ebruary to March, 1933) or, as in Germany from the antumn of
1930 onwards, disequilibrium may persis$ for a long time.

(b) The weakmess of the exchange and the outflow of gold may
be due also to the much more serious faet that the dalance of
payments on inchme account is chronically passive at the given
exchange rate. If prices and incomes are above the equilibrium
point relatively to other countries,® then imports—including
services, interest paymentis, normal repayments of capital and
normal movements of capital seeking the point of maximum profit
—will show a surplus over exports. This can be rectified only
by restoring equilibrium between domestic and foreign prices:
either the exchange must be allowed to depreciate or prices must
be forced- down.

These {wo cases seldom occur separately and each has a tendency
to produce the other. As already shown, flight of capital can easily
lead to credit inflation and, on the other hand, a long-continued
outflow of gold, resulting from the refusal to adjust prices dows-
wards, ends by destroying confidence and prodacing a flight of
capital. But nevertheless the two cases must be kept separate for
purposes of analysis.

In the former there is a flight of capital but the balance of
payments on income account remains in equilibrium. Prices ars
2ot therefore above the long-run equilibrium position, but they
are nevertheless too high, having regard to the temporary flight
of capital. To effect the transfer either there must be a painful
<contraction of the circulating medium or, if the capital is replaced
by credits granted by the bank of issue, the exchange must fall.
The object of exchange contrél is to avoid the dilemma by pre-
venting flight of capital.

© Gf. MachMip, * Theorie der Kapitalfiuchs,” in Weltwirtschaftlickes Archiv,
vol. zxxvi, 1932

¢ Either becauss of inflation or, as already pointed ont, bscsuse of the refussl
o keop m&ht&limgqneuamad. In recent years & nmumber of countries
have been erced off the gold standard for this reason.
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This represents fairly accurately the situation in 1931-32 of
Germany, where the flight of capital was as a matter of fact
suceessfully reduced to manageable proportions. For commerecial
purposes and for the service of foreign loars bills were in principle
assigned up to 100% of the demand. Moreover, the value of
the mark was maintained even abroad, and there was no appreci-
able development of black markets with lower rates of exchange.

Thus German experience has shown that within certain limits
the flight of capital can be prevented without crippling the normal
business of payments on income account. But these limits and
the conditions which render such a policy possible at all must be
noted carefully. It is imperative that measures should simul-
tancously be taken to restore confidence: in particular the currency
must be stabilised. If the balance of payments on income account
ia passive, then prices and incomes must be Mowered by credit
restriction. Indeed, a surplus must be created on income account
to provide for such export of capital as eludes even the most rigid
exchange control. Otherwise gold must flow out or the exchange
will fall, and in either case the tendency to a flight of capital
- will be strengthened. :

It should also be noted that the best means of stopping the
foreign credifers from withdrawing their money is to facilitate
repayment a8 much as possible. For just as with a run on the
banks, money will no longer be withdrawn if the credifors feel
sure of obtaining it whenever they so desire.

The comparative success of exchange control in Germany must
-be atiributed to the fact that credit was adequately restricted.
The volume of bills discounted at the Reichsbank fell hetween
February 1932, and February 1933, from 3295 to 2351 million
marks. Deflation was of course greatly facilitated by the drastic
cuts in money incomes initiated by Briining’s emergency decrees.

Any attempt to discriminate between * flight of capital ’ and
2 legitimate international payments’ must encounter seriouf
technical difficulties. If the tendency to a flight of capital persists
for long, then transfer moratoria, standstill agreements for short-
term liabilities and embargoes on the export of notes must be
reinforced by other devices. For the export of capital can take
many different forms. Thus curreut receipts from abroad on
accounti of commodity exports’ are not changed into domestic money
but are invested abroad. If the flight of capital is to be success-

! fully prevented, it must therefore be made compulsory for all

¥ Including services, Hotela, for sxample, arcangs with their forsign guesta
:umwhwémwmm&zu.fmpilgnm. &
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foreign bills received in payment to be handed over. Evasion
is of course very difficult to prevent entirely, and further com-
pulsion and control become necessary, to the great detriment of
international trade. Moreover, import and export invoices must
be checked to prevent capital heing smuggled out under the closk
of fictitiously high import prices or low export prices.

Once the causes producing flight of capital are remaved, control
could be relaxed without a fall in the exchange. But se a rule
the first type of exchange control degenerates gradually imto the
second. How this happens can be illustrated by the classic example
of Germany from 1933 onwards. .

Esrly in 1933, or even before, the policy of restoring inter-
national price equilibrinm by deflating incomes was definitely given
up. Simultaneously the attempt was made to  stimulate business *
by public works, which involved a large expansion of credit. The
question whether this radical change of policy was a good or a
bad thing is not relevant to the present discussion, but only the
fact that for various reasons the Government did not dare to change
the official gold rate of the mark. Gold prices, therefore, rose
in Germany, while they were falling steadily in the gbld-standard
couniries and couniries with depreciated currencies, The balance of
paymenis thus became increasingly passive, the demand for foreign
money eoxceeded its supply, imports increased and exports
diminished. In this situation it was the task of exchange control
by one means or another to equate supply and demand.

To inerease supply was impossible since depreciation of the
exchange and a lowering of prices and incomes were both ruled
out. It was therefore necessary to restrict demand and to dis-
. eriminate  between buyers. Amortisation payments to foreign
creditors were suspended, inferest payments were restricted more and
more, and their transfer was prohibited; foreign travel and com-

odity imports were restricted; payment for current imports was
suspended, &c., &c.

There ars endless devices for preventing or posiponing payment
and directly or indirectly restricting imports;* but the general
principle is clear enough. In place of the price mechanism demand
muat be adjusted to supply in some other way. Either general
rulezs of one kind or another are evolved or it must be decided
arbitrarily from case to case which imports shall and which imports

% This policy involves to some extent a vicious circle. Import restrictions raise
the price of important raw materials, and, notably in the textile industry, these
ars replaced to some sxtent by expensive and inferior substitutes ; moreover, foreign
couniries are goaded into reprisals. Thus exporis are curtailed and the import
surpins is not removed.
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sball not be paid for. Any number of different arrangements are
conceivable and in fmet the regulations were revised every month
or two according to & ‘ new plan.’ A detailed study of all this
‘would be superfluous. Nor need we examine the official pronounce-
ments explaining the reason of the various regulations, sinece for
political reasons they ignored almost everything of real significance.
Instead of pointing out that the mark was overvalued—chiefly
owing to the policy of expansion—they emphasised the passive
balance of payments, for which the unneighbourly refusal of
foreign countiries to accept payment in German goods was made
responeible. Similarly, instead of high costs they talked about
the ¢ Exportmiidigkeit’ of German industry!

If a country is prepared to export only those commodities in
which she has the greatest compazative advantage, then cbviously
the exchange can be maintained at & much higher rate than if
the international division of labour is fully utilised. For instance,
if imperts were drastically restricted, seme German goods couwld
still be exported even at an exchange rate of 3 marks to the
pound, without a deflationary fall of prices in Germany, though
the standard of living would of course have to be comsiderably
reduced.

. Interesting material for observation is provided by clearing
agreements,” under which two countries regulate the making of
payments between them. In both countries importers pay inio
a central account the purchase price of the goods imported; these
sums are then wutilised to pay exporters. In most but not in. all
cases the clearing system covers also smongst other things pay-
ment for interest and amortisation on debts already contracted.
Frequently it was the creditor countries who instituted a clearing
system in order to exact payments due to them. Suppose, for
example, that Glérmany has an export surplus with Great Britain,
which she uses not to pay her British creditors but to purchase
goods from other countries. Then it i understandable that Greaf
Britain will try to impound this surplus by a clearing system.

Obvioualy a creditor country cannot exact payment iu this way
unless she has an ¢ unfavourable ” balance of trade with her debtor.
If Great Britain had an export surplus with Germany, she could not
obtain payment even for the whole of her exporta out of imports,
still less could she satisfy those of her nationals who had lent
monsy to Germany. The United States have a ¢ favourable ’ balance
of trade with Germany and are therefore from this point of view
in an ‘ unfavourable > bargaining position,

{Gm:'ﬁf' zggﬁfu’qf into Cluaring Agresmenis poblished by the League of Nstions
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I a clearing agreement is reached between Germany, where
pricea are above the equilibrivm point, and Switzerland, with-
whom she normally has s favourable balance of trade, then imports
from Switzerland will rise and the export surplus will decrease;
similarly, imports from United States must fall because there will
not be encugh meney to go round. In this way Germany’s clearing
agreementa with Switzerland, Holland, Great Britain, France, &c.,
have considerably altered the channels of internationa] trade.!

Clearing agreements have again and again been made between
countries whose balance of trade with one anocther cannot be
equalised. Where the couniry with the over-valued currency has
an excess of imports, ‘ clearing surpluses ’ accumulate, paid in
by importers and waiting to be paid out to exporfers. In smch
enses the clearing is said to be ‘ blocked up.” Foreign exporters
and other * clearing creditors ’° must wait for their money, wkich
is equivalent to & forced loan from one couniry io the other.

The clearing agreements were an attempt to get out of the
smpasse into which the independent exchange comtrol of different
countries had led. But the mistake was made of trying fo reopen
the channels of payment without restoring the mechanism of adjust-
meni—which consists as already shown in the flexibility either of
prices or of ex s rates.

In spite of the complexity in detail of exchange control it ie
really not difficult to grasp the general situation and to point the
way out of this tangle of restrictions, prohibitions and regulations,
if one understands in principle the workings of the inter-
national monetary mechanism, Most of the © practical ’ men who
introduced and administered exchange conirol entirely lacked this

_knowledge. They had to discover step by step through bitter
experience the principles of international trade—a wearisome pro-
cess very costly to the economic system. Since 1931 exchange
control had decimated the volume of international trade. Bilateral
forms of exchange control, represented most strikingly by clearing
agreements,® which tend 1o equalise the balance of payments
between paira of countries, have been particularly injurious to
* triangular trade.’* )

L Cf. F. Hilgerdt, *“ The Apé)rosch to Bilateralism--a Change in the Structure
of World Trade ™ in Zndex, Stockholm, 1935, and J, B. Condiiffe in Worid
Econemic Survey (1834-35) (published by the Lsague of Nations, 1835), p. 156

et zeq.

_’gﬂnlﬁint:eui clearing agreements bave besn much discuased, bmt pot as yet
put into practice. For the present, Governwents bave their work cut out administer-
ing bilateral agreements!
of N’ g}‘. théa -batistig.gs comp;x;at.i;gs in the Beview ?f Weorld Trade, 1834 [League

ations, Geneva . Buguiry 4 tarin
Natins éonon, o % 3 p. BT, . iry inte g Agreements {(League of



90 INTERNATIONAL TRADE

The only way of escape from this pernicious system is to give
up trying to maintain an sartificial rate and fo let the exchange
depreciate in accordance with purchasing-power parity. In recent
years Austria and some of the South American couniries have in
thie way reached a new equilibrium permiiting exchange control
to be relaxed or abolished. In most cases the exchange is not
depreciated openly and all at once but step by step. At first
‘* emergency taxes’ and ‘ license charges’ are levied om foreign
money allotted to importers, and the proceeds are handed over
to exporters as premiums on the billa which they pay in. The.
extra charges are generally graded, ‘ necessary’ imports being
given preference over ‘ luxury ’ imports. Then they are gradually
extended and unified until sooner or later depreciatioa is made
definitive.* In this way during 1932 and 1933 exchange control
was almost enfirely abolished in Austria. Hungary, Germany,
and Rumania are still (summer 1935 at an early stage of the
process, Even at the cost of endless diffculiies and disadvantages
tkey have postponed adjusting the exchange rate, parily from
stupidity and partly from weakness. For it is a sign of weakness
that the necessary adjustments of the exchange rate is considered
likely to cause panic in & country which has experience of inflation,

. The working of exchange control in Germany and in other
countries during recent years has been by no means uninteresting.
But the resulis which it has yielded were easily deducible from
the theory of international trade, and were, indeed, for the most
part actually predicted beforehand.

4 A new form of veailed devaluation has recently (1835) been introduced in Ger-
many. It consists of & more or less general and umform export premium. Relisble
information on the dstails of this scheme i not available, but the premium is
believed to amount on the average to B5 cent. of the sxport walue. Whils
under an open devaluation the sxporter { of foreign currencies} receives his
sabsidy from the proceeds of a premium or surtax on ibe official rate of sxchange
paysbie by the importer {baysr of foreign currencies), nnder this ths mums
required the payment of sxport bounties are raised by & special levy imposed on.
indusiry &s a whole; hence the naeeasageehack on imports is no% an sutomatic one
but has to be provided—as is actually cses in Germany at present—by sdminis.
trative conirol and selection of importa through a comprehenmve losmaing =ystem.



CHAPTER VIII.

HISTORICAL ILLUSTRATIONS OF UNILATERAL
TRANSFER.

§ 1. GeEvERaL REMaRXS,

In economics hypotheses reached by deduction can seldom be
verified completely by statistica. There is almost always room for
doubt whether the observed result can only have been produced in
accordance with the theoretical comstruciion by a certain force
operating in a certain way. For it is usually impossible {o observe
the effects of one force in isolation from the effecis of other forces
working in the same or in the opposite direction.

The attempi to find statistical examples for the functioning of
the transfer mechanism involves two distinct problems. In many
cases it is comparatively easy to trace the influence of unilateral
transfers on the balance of paymenis. But it is not so easy to
trace the price-changes involved in the restoration of equilibrium.
' {a) The first of these two problems is to verify the conclusion
'that when a country makes unilateral payments its balance of
'trade {in goods and services, including the precious metals) tends to
improve. .This means either that an export-surplus is created, or
that an existing exportsurplus becomes larger, or that an
existing import-surplus becomes smaller; when tiransfer ceases
there should be a movement in the opposite direction. If
’Bg shifts to be expected on theoretical prounds cannot be detected
#tatistically, one is justified in assuming that the balance of pay-
ments is kept in equilibrium by invisible items such as the granting
of credits or the transfer of titles to property, bankrupteies, &c., which
.sometimes elude statistical enquiry. But if the unilateral payments
»aTe on 8 large scale, a5 when capital is imported steadily over a long
period, then equilibrium must be reached by the movemeni of
goods. For in the long period commodity imports and exports are’®
the flexible items in the balance of payments.

To show how equilibrium is reached, one must take into account
all the trade connections of a country and not merely its balance ,
of trade with the particular country to which it makes the unilateral
payments. For the adjustment almost always invelves the

g1
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¢ triangular trade,’ particularly where & direct adjustment is made
impossible by tariff barriers. In this case the adjustment will also
bs made largsly by means of services on which there are no duties.
For instance, the United States will receive payment in the form of
tourist traffic and shipping servicas.

{) The second problem is to verify statistically the shifts of
price asserted by economic theory fo result from unilateral trans-
fors. But attempts to do so have not hitherto been very fruitful.
Apart from the Canadian example, where the conditions were
especially favourable,! the observed price-changes are mostly insig-
nificant, they often contradict expectationa, and in all cases they can
be attributed to other causes without doing violence to the facts.
The reason is first of all that there ia no theoretical necessity for
prices in the country making payments to fall relatively to prices
in the country receiving them: as shown above the opposite is con-
ceivable. Secondly, there are alwaya other forces at work which
influence prices. Apart from inflation and deflation, boom and
depreseion, there are secular changes of all kinds due to technical
progress in production and transport, to shifta in demand, to the
introduction or abolition of tariffs, &c., &c. It should be moted
in this connection that at certain stages of the trade cycle the
export prices of countries producing raw materials move in the
opposite direction to those of countiries producing manufactured
goods. All these influences on price-levels ocbscure the effects due to
unilateral payments—which are moreover in themselves complex. It
ia therefore hardly surprising that statisticians have not been able
to discover many striking examples of recurrent price-changes.

This negative result is however by no means valueless. For it
justifies the conclusion that the shifts of price necessitated by
unilateral payments are of a Iower end not uf a higher order of
magnitude than other influences on the price-level. In particular
the shifts of price which occur during a normal trade cycle are
undoubtedly much larger than those due to transfer.

§ 2. Tex Frenca INpRuxiTy oF 1871.

Few episodes in modern financial history have excited so much
astonishment as the successful discharge of the French War
indemnity to Germany in 1871. Particularly surprising were, on
the one hand, the ease and rapidity with which France raised the
& millierd frencs required—a very large sum in those days. The

10/, § 3 balow,
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Indemnity was not spread like German Reparations under the Dawes
and Young Plans over a large number of annual instalments, but
had, in accordance with the Treaty of Frankfort, to be transferred
in s few lump sums by 2nd March 1874. To the astonishment of the
whole of Europe the final instalment was paid on 15tk September
1873—a wunique example &f the prompt wunilateral transfer of
capital. The second point of interest is the comparatively small
disturbance {o European irade caused by the transfer of this sum
within so short & period of time.

In the following p&ragraphs a short summary is given of {a)
the actual iransfer, (3) the raising by France of the sums required,
{¢) the uses to which the proceeds were put by Germany.

{a} The sum to be paid was fixed by the Treaty of Frankfort at
5,315 million francs, From this amount 325 million francs were
subiracted on account of the railways in Alsace-Lorraine belonging
to the Chemin de Fer de I’Est, whose shareholders were to be gom-
pensated by the French Government: 126 million francs were
accepted in notes of the Banque de France, but the remaining
4,865 millior francs had to be transferred in gold or in foreign bills.
There were to be no payments in kind.

Only a very small proportion of the 4,865 million francs were
paid over in cash. This part was made up as follows:—

In German coins, which for the most pari.

hiad bsen brought into France by the
Germsan troops and ware called in by the

Frenck Government, ~ = - - 105 million francs
In gOH baliion, - - - = - - 273 EH] ”
Dsiver, - - - - - - - . 23

L1 "

617 million francs

The whale of the remainder, that is to say much the greater part
of the whole indemnity, was transferred in bills of exchange.

{b) Clearly this large sum could not be raised all at once by
taxation but only by borrowing; moreover it could not all be saved
out of current income. Recourse had therefore to be made on a
large acale to the liquidation of capital already existing in French
hands. The success of the 1871 and of the 1872 loans was due to
two circumstances. On the one hand, the national credit had
remained intact in spite of war and defeat; and, on the
wther hand, France’s foreign investments had by 1870 reached a
very large figure. From the middle of the nineteenth century
onwards France was a typical creditor country, investing much of
her savings abroad and living to s considerable extent on the
interest and dividends. The reason why her balance of payments
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remained for decades, with only short interruptions, passive was
that the annual receipts from foreign investments exceeded the
snnual exports of new capital.

Now everything depended on whether the French Government
could succeed in mobilising these foreign investments. In 1871
and 1872 two large loans were issued amounting altogether to 5,792
million francs. The second loan in particular was amazingly
successful, being ten times over-subscribed. The money came from
the following sources:—

(1) About 2,250 million francs were subacribed from abroad,
an appreciable part from Germany.

{2) About 2,000 million francs were taken up by French
nationals, who sold foreign investments for the purpose. This
meant the transfer of capital on & very large séale. The
French Government, as it were, indirectly borrowed the foreign
investments in private hands, thus obtaining the francs neces-
sary to buy foreign bills. In some cases the Government
sccepted payment for ite stock directly in forsign scrip, which
it could then sell abroad.

(8) According to Moulton and McGuire one cannot be sure
‘where the remaining 1,500 million francs came from, Presum-
ably they were provided in part out of current savings in
France.

In any case practically the whole sum required was raised by
borrowing. Of course the amount of the indemnity had te be
reflected sooner or later in reduced comsumption in France. But
the burden on the French taxpayer was distributed over a long
period of time. The annual interest-service on the new debt
amounted altogether to 374.6 million francs. The volume of taxa-
tion increased from 1869 to 1873 as follows: —

FrEncE TaiXATION.
In millicne of franes.

Direct Indirect
Yenr. Taxes Taxsa, Total,
1868 576 1,229 1,805
1870 586 1,083 1,659
1871 581 1,239 1,820
1872 &35 1,534 2,199
873 $73 1,688 2371

France succeeded in paying the actual indemnity surprisingly
fast. Bui the ensuing burden on the national exchequer was mot
entirely removed even by 1814, although the rate of interest was
reduced by conversion operations towards the end of the century.
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The influence of the indemnity on France’s international trade
is brought aut clearly by the following table:—

FRANCE's BALANCE OF TRADE.

In millions of franos.
Year, Teports, Exparts. Surpina,

1867 3,008 3,085 - 17
" 1868 3,415 2,074 — 4%
1868 3,269 3,257 - 18
1870 2,935 2915 - 20
;724 3,500 2,825 — 674
1872 3,603 3,514 + 211
1873 3,651 3,925 + 274
1874 © 357 2,806 + 232
1875 3,585 3,968 + 383
1876 4,045 3,689 — 357
1877 3,737 3,552 — 185
1878 4,266 3,207 — 949

The balance of trade was passive the whole time except from 1872
to 1875 when it promptly became active. The outfiow of goods
began shortly after the first transfers of capital, continued for
several years, and was then reversed. This is, so far as it goes,
exactly what one would expect on theoretical grounds. The further
question, what proportion of the additional exports found its way
to Germany cannot be answered with confidence, since the statistics
of Germany’s foreign trade were at that time still rather unreliable.
I{ is nevertheless significant that direct commodity exports from -
France to Germany, which averaged in 1868-9. only 260 million
francs rose in 1872-83 to 438 million francs. That the increase of
direct transfer from France to Germany should not have played a
msjor part is quite in accordance with the predictions of economic
theory. Although transfer is normally made in the form of com-
modities, only part of these are traneferred direct from the country
making paymenis to the country receiving them.? But in the
present example by no meens the whole transfer was made in kind.
For, on the one hand, it is fairly certain that Germany’s increase
of imports was much smaller than one would expect from the large
smount of capital which had been transferred; and, on the othex
hand, the French balance of trade showed an export surplus once
yaore as sarly as 1876. If an amount corresponding to the whole
indemnity had been transfsrred in goods, the export surplus would
kave had to persist much longer.

(¢) The fact that less goods were exported from France than

2 In the Cansdian sxample (¢/ n? 3} :mportx rose almoat to the full extent of
the losns contracted abread, but o mgomon of the commodities came
from England, where most 'of the enpztal bad raised
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might have been expected can be adequately explained by the
peculiarities of the German situation after 1871. Part of the
money was employed for special purposes-—notably for the intro-
‘duction of the gold standard—and was therefore mot spent om
imports. In the absence of detailed etatistics the following rough
summary must suffice : —

(1) The relatively small sum of 150 million franes (=120
million merks) was depmted at the Foriress of Spandau in
gold.

(2} A large sum, estimated at 750 million france, was spent
on introducing the gold standard. One of Germany’s chief
benefits from the indemnity was {hat gold could be purchased
without the unpleasant necessity of raising loans or taxes.

{3) A further sum, whick cannot be estimated precisely,
was expended by the national exchequer on penaioms, repay-
ment of debt, and on military worka.

It would be interesting fo trace the effects of the whole transac-
tion on the economic position in France and in (ermany. The
flow of payments into Germany, by facilitating credit-expansion,
undeubtedly helped to produce the boom which led up to the
crisis of 1873. There is no space here for a detailed analysis and,
particularly as regards the exact course of price-movements,
statistica are lacking.

§ 8. Cawapiax Iumronts or Carrrar 1900-1914.

Canada’s economic relations with other countries from 1500 to
1914 provide one of the very few cases where adegquate verification
is possible. Here it can be shown inductively whether the effects
atiributed by theory to large capital movements followed in this
caso the taking up of loans by Canada, or not. For the loans were
so large as to overshadew any change, during the relevant peried,
in other factors influencing Canada’s balance of payments. The
very siriking changes which occurred in the latter can therefore
be imputed almost wholly to the import of capital.®

During the last few decades of the nineteenth century the
annual increase in Canada’s international indebiedness was only
small: it was exceeded by the annual interest payments on debts
already contracted. The balance of trade was therefore pra&cmm-
antly active. After 1300, howsver, when the western provinces

2 0f. the detailed analyais in Viner, Canada’s Balancs of Intxmmd Indebtad
neer {1524).
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" began to develop, Canada borrowed Irom abroad amounts very
large compared with the size of her population—which in 1961 was
only 5'3 miilions. '

Loans were subscribed to the following amounts, and by the
following countries®:—

CANADAS IMPORTS OF COUNTRIES EXPORTING CAPITAL
CAPITAL. O CANADA.
In thouaands N In thousands par
Year. of dolisrs. of doliare. oath.
1900-1904, - - 2792 Qreat Britain, - 1,753,118 683
1965-1808, - . 788,425 United States, - 829,764 247
1810-1813, - - 13529,4§0 Other Conmtries, 162,718 &5
Total, 2 548,827 2,545,627

At the outbresk of war this large movement of capital came
abruptly to an end.

In the following paragraphs the principal changes to be
expected, according to the classical theory, are compared briefly
with the vhserved facts.

(a) Balance of Trade. Hypothesis. On theoretical grounds one
would expect Canada’s balance of trade to become passive shortly
after the inflow of foreign credits, with import surpluses to about
the amount borrowed. ¥For geographical reasons equilibrium should
probably be reached not by the direct purchase of goods in Englan&,
but indirectly,

Verification, Canada’s balance of trade in commo-

dities is represented in the following table by quinquennial totala-
from 1881 onwards® : —

CaNaDa’S BALANCE OF TRADE.

Year, Imports, Exporta Export Surplns, -
In miiiions of doliars

1881.1885 581 478 - 103
1586-18080 &b 451 - 114
1801-1896 610 563 - T4
1396-1900 T30 T4 4 44
1801-1905 1,168 1,051 - 113
1806-1910 1,687 1,305 - 322
1811.1014 2,574 1,484 - 890

1,330

As one would expect, the import surplus grew rapidly. It should
be noted that the import surplus from 1500 to 1913 was smaller
than the amount of capital imported; but the difference can be

*9} op. ¢it,, p. 136,
§ Gdoﬁswi’ from thsoxlmutxu compilation in Viner, op. cit., p. 282,
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accounted for by other items in the balance of payments, notably
interest payments.

The following table shows how important triangular trade was
in producing tke new equilibrium of imports and exports:—

CANADA'S TRADE-BALANCE AND CAPITAL-BALANCE.

E British T mﬂr!imu o doi%r; Import Surpl In;?dmtm other
Sm Invastmenta Sutpfm Investments  with o&hu‘u Countries
Year. with G.B. inCanada with U.8. in Canada, Countries. In Cansda.
1600 + &19 1071 ~ 472 79 - 115 7
10905 + 46.8 764 - 788 7 3 - 178 37
1810 + 298 2185 - 1815 27 ~ 288 22'1
1813 + 723 3758 - 2588 13590 - - 3690 380
1900-13 +6700 1,7631 -1,722'8 6298 -302-1 16277

Throughout the period Canada had actuslly an export surplus to
Great Britain, the country which provided most of the eredits.
For while these were spent on commodities, the latter were pur-
chased not in Great Britain but in other countries, for the most
part in the United Statea,® This was due parily to financial
reasons—American investors exercising a much more rigid eontrol
than the English lenders over their Canadian investments—but
partly also to geographical and other advantages which American
exporters had over their British competitors.” This is gunite in
accordance with the fact, as shown by the following table, that
Canadian exporte were considerably larger to Great Britain than
to the United States:— ‘

CaNaDiaR ExXPoORTS T0 GREAT BRITAIN AND TO THE
TUNITED STATES

To Great Britain, To the United States.

In miflions Az s cent. In milliony An s oentk.

Year. of doliare, u:ohf?zpam of dollars. ot axporta.
1800, . - 868 591 525 32-1
isas, . - 971 51 704 368
1810, - - 13g2 482 841 - 389
1913, - - 2153 - 500 1534 37

The fact that capital imports were balanced by commedity
imports not directly but ‘ triangularly * renders possible & verifi-
cation of the theory in other particulars. For theory asserts that
the intermediate stages {outflow of gold, ehift of prices, &o.), while
superfluous where equilibrium is reached directly by purchases in

Lthe lending country, must necessarily occur where the adjustment

$ Of course the Americans alsc loaned monay o Canads. But Canada's sarplus
of imports from the United Btates umdacaly her imparts of capital from that
ooun aboat 1,000 million dellars.

? For Turther deteils ef, Viner, op. cit., pp. 284 of seg.
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is indirect.® In the present case one expects therefore the whole
mechanism of adjustment to be called into play. That this was
actually the case can be demonstrated point by point. In contrast
to the indemnity of 1871 it is possible here to observe statistically
not only the first and the last link in the chain of causation, t.e.,
the movement of capital and the change in the balance of trade in
commeodities, but aleo the intermediate links.

(&) Gold Movements and Volume of Circulation. Hypothesis.
On theoretical grounds one would expect considerable imports of
gold into Canada shortly after the loans had been made.

Verification. Tlat this was so is shown by the follow-

ing table:—

CHancES IN Canapa’s Vorome oF Coimnvep GoLp.
' In thousands In thousands
Year. of dollers. Your. of doliars,
1900 4 432 1007 + 350
1901 - B 1908 + 1,806
1902 + 448 1908 + 568
1903 + 923 1510 + 99
1004 + 654 1811 + 8,340
1005 - 26 1912 - 112
1906 + 433 1013 + 1622

The total volume of bank credit, represented by the note issue
and by short-term credit held at Caradian banks, rose during the
same period from about 350 million dollare in 1900 fo over 1,100
million dellars in 1913. As already noted® the increase in the
volume of currency and of credit preceded by & short interval the
correspording inflow of gold. But this is vnly a slight modification
of the theory, mccording to which the inflow of gold normally
precedes ihe expansion of credit based on it. Such modifications
always have to be made where the iransfer and utilisation of loans
is in the hands of a complicated banking organisation. In many
cases the Canadian banks made advances to their customers as soon
a8 it was known that the latier bad been successful in raising a loan
in London. The sum in question either remained in London or—
more frequently—was credited, in the first instance, at New York
to the Canadian banks, which had already expanded credit by
increasing the supply of liguid resourcea. The funds remained in
New York until the Cansdian banks called them in, to adjust their
cash reserves to the increased volume of credit. The gold did not
astually flow into Caneda until this happened. As ome would
expect, the selling rate on New York was low and the selling rate
on Canada in New York was high during the whole of this period.

:g§ P 'g and Tansxig, International Trade (1827}, pp. 124 of seq.
. p. 52,
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That this state of affairs persisted for years, giving rise to a steady
inflow of gold from New York into Canada, can only be explained
by the econtinued use of this method of raising foreign loans, which
went on until 1914, ,
{¢) Prices. This is perhaps the most inieresting aspect. The
predictions of theory can be verified with surprising accuracy.
(1) Changes in General Price-Levels.
would expect a rise of Canadian prices and perhape a fall of
Britisk prices compared with the ‘ world price-level.’
world prices rose between 1900 and 1913 ome would expect,
therefors, a rise in Canedian prices larger than and in British
prices smaller than the rise in world prices.
Verification. As shown by the following table, the
development wus therefore exactly as one would expect:—

GexeraL Price Levers.?

Canada.
Year, Unwaighted. Wolghted
900 1000 1000
3001 888 1002
1902 100.7 1036
1803 1021 1087
1904 1020 145
1905 1051 1076
1906 108 1135
1007 1165 w21
1908 ins 1182
108 1128 1154
181G 114.7 by ¥
g1l 116-8 1239
1812 1242 1360
1913 124.8 158

Hypothesis. One

Since

‘World. Great Pritain.
Unweightad, Weighted,
1000 1000
993 961
020 96.4
1023 56.9
1009 83.2
1046 NE
108.7 1008
1138 1060
1094 1030
1160 1041
1128 1088
1163 1094
122.6 1148
1212 1165

It ie particularly interesting to compare the movement of prices

in Canada with that in the United States.

Ia the period under

review the United States also imported capital, but to a smaller
extent than Canade. One would therefore expect prices to rise
there more than in Greaf Britain or in the world as a whole but

rather less than in Canada:—

Yaar,

1s00
1001
1908
1963
1904
1205
1505

‘Wuotesare Prices v e UniTeED STATES.
Towsighted,

Vawelghted.

1600

5.2
102.1
1028
1022
104.9
1108

Welghted.

1000

£348
062
1063
4
1062
1oe8

1 Selected from Viner, foc. oit. Prices in 1000, when the capital movements began,
equal 100,

Year.

1907

1908 -

1909
1810
isi1
1912
1813

1178
1111
1145
1191
1168
1208
122.3

Waighted.
117.3
1136
1210
1247
1185
1258
1247
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It is particularly significant that price movements in Cansda and
in the United States respectively, after keeping fairly close together
for the greater part of the period, diverged during the last three
years, when Canadian imports of capital were partioularly large.
Prices now rose in Canada considerably faster than in the United
Statea,

(2) Changes in Sectional Price-Levels. Hypothesis. One
would expect that, compared with world prices, the price of
imparts would fall, that of domestic goods would rise, and that
of exports would alsc rise, but to a smaller extent, For
domaestic prices are affected only by conditions at homes, exports
also by conditione elsewhere, and imports for the most pari
only by the latter. Since world prices rose one would expect
domestic prices to rise most, those of exports to rise less, and
of imports still less,

Verification, The anticipated results are con-
firmed so accurately by the following table as to requirs no
further comment : —

DomEstic, EXpoRT AND IMPORT PRICES IN CaNADA.

Yoar, Bomestic Gooda. Exporis. Importa,
1800 1000 100G 100
1901 1115 07 84.8
1902 1185 1028 25
1903 jiel 1033 7
1904 1181 040 .0
18965 1809 108 88-3
1806 1228 1153 M3
1907 1356 124.4 1142
1908 1336 1199 88.5
1908 1410 1238 1022
1819 5.7 125.7 1058
1911 1514 1299 1038
2 1618 13838 1131
1813 161.7 X 1338 1141

§ 4. Grruany REPARATIONS.?

(@) Introductory. There can be no doubt that German Repara-
tions form the largest unilateral transfer in economic history. The

2 Bibliographioal Nots. The litersturs on Reparations is vg? aextsnaive and

only & few of the more important works can be mentioned here. Most of them dui

slzo with Inter-Alliad Debts, bat ths lstter problem has heen dzscmd—a

official publications on the varioas ont.a &c.—chiefl gwd.\

kmd or another. Monlton and Pasvo ar Debts and erid 08 ﬂﬂy { 83?
ho:?biun‘ V{n‘umdiungen mui Futachien der xan erenzen
tund Beriin, Berlin, 1629 {Vsréﬁmehchmg{der Friedrich Ligt- Gcldkclmﬂ,

0 de.}. Mougton 11;1;; Begmmoa PI@;’ h(.em? onltu% and McGauie, Germ:n 5

apacatg to 128 eparations ( . !
?‘ Ae Dmwes Pf?; (md the Ncw Economics 192%3’ {4 J. Bonn, Der Neus Plan
cls Grundigge der Deutachen Wirtschaftapolitik (1930).
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time is not yet ripe for a sober and exhaustive examination sins ira
et studio of this unique phenomenon. For the post-war period is
. not yet at an end and its passions have still to die down. Moreover,
in this cass the problem is far more complicated than in the
Canadian example. The whole series of avents took place in an
economic system already shaken to its very foundations. The War
and the Peace Treaties had produced revolutiomary changes snd
disturbances in the social order, and a new equilibrium had not yet
been reached. Simultaneously the dremsa of inflation was being
played out. Whereaa the Canadian example approximates to the
conditions of a laborstory experiment, in this case the complex of
intersecting movements makes it almost impossible to disentangle
the different strands of causal connection.

Here moreover—once more in contrast to the Canadian example
—there existed the problem of raising the sums to be transferzed.
Theoretical analysis has shown that the difficulties due to this
cause are in part similar to the difficulties of transfer, and that
they are in any case so clozely bound up with the latter that it is
almost impossibie to disentangle them. It shauld not be supposed,
merely because the actual mechaniam of transfer is the same in both
cases, that capital imports and pelitical payments have aimilar
economic comsequences.

Reparations, which poisoned international politics and wrought
uniold mischief, have not survived the unparalleled economic crisis
of the last few years. The conclusion is often drawn that the
transfer of such enormous sums is outside the bounds of possibility
altogether. The prevalence of this idea may be welcomed on
political grounds, 2s a guarantee that the attempt wiil not be
repeatad; but in view of the many complicating and disturbing
Tactors at work, the conclusion itself is nevertheless premature. It
must be repeated that the time ia not yet ripe for a final judgment.
We give therefore only a short historical summary, fellowed by a
very tentative analyeis, )

(t) Historical Swmmary. From the Treaty of Versailles to the
London Ultimatum. The Treaty of Versailles did not fix the
amount of Reparations to be paid by Germany but merely laid down
that the sum-total should be determined within two years of the
Treaty being signed. For this purpose the signatories appointed
the Reparations Commission, whose terma of reference were to assess
the fotal losses suffered by the Allies and the conseguent {otal of
liabilities incurred by Germany under Article 231 of the Treaty,
having regard to Germany’s capacity to pay.

The years up till 1921 were occupied by Inter-Allied conferences,
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to determine what sum was to be extracted from Germany, and how
it was to be divided. At first, opinion was very much divided om
both poinis, the powers being united only in fantastically over-
estimating Germany’s capacity to pay. Germany was at first
excluded from discussions on the sum-total to be paid. The Allies
negotiated with Germany only over the provisional settlement of
particular questions. Tkus in June 1920 the first monthly requisi-
tions of conl were setiled .at Sps.

At the conference of Boulogne in June 1520 the Allies reached
agreement on the sum-total of Reparations. This agreement was
elaborated and in part revised in January 1921 at Paris, where
the following scheme of paymentis was drawn up:—

(1) 226 milliard gold marks in 42 annusal instalments rising
gradually to 8 milliard marks per year.

{2) 12% of the annual value of German exports.

(3) The cost, to be determined later, of the military occapsa~
tions, of Infer-Allied commissions, &c., &e.

The Paris Agreement, which was denounced by some allied
stateamen as too lenient, showed what order of magnitude the final
demands of the victorious powsrs would assume. (termany fought
desperately for revision. Thus Herr Simon, the Gterman Foreign
Minister, made a counter-offer of 50 milliard gold marks, less
the amount already fransferred, caleulated at 20 milliards. But
the Allies rejected this offer and applied sanctions. They ocecupied
Duisburg, Diisseldorf and Ruhrort, put tariffs on imports from
Germany, and erected a customs-barrier in the Rhineland between
the occupied area and the rest of Germany.

On 27th April 1921, more than two years afier the Armistice,
the sum-total of German Reparations was definitely fixed by the
Reparations Commissions at 132 milliard gold marks, and on this
basis at the Reparations Conference which met in London on 1st
May 1921 an agreement was reached with the following provi-
_ sions:— '

(1) 132 milliard gold marks, less the smounts already paid.

(2) Besponsibility for the debt, of about 6 milliards
contracied by Belgium during the war to her allies,

(3) The whole amount to he paid in annual instalments of
2 milliards plus 26% of the value of Gorman imports, starting
from 1st May 1921; 1 milliard to be transferred within s
month.

These demands were coupled in the London Ultimatum, with the
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threat to apply esnctions by ocoeupying the Ruhr. Germany’s
political impotence finally compelled acceptance on 11th May 1921,

From the London Ultvmatum to the Dawes 4 greement. During
the next éighteen months various matters of detail were negotxai‘.ed
bétween Germany and the Allies. Thus, at Wieshaden in October
1921, Rathenau and Loucheur settled provisionally what payments
were {0 be made in kind for reconstruction of the French devastated
areas; and this settlement was modified soon after in an arrange-
ment with the Heparations Commission ullowing reparations in
kind to be transferred without restriction. But the main provisions
of the London Agreement very soon proved unworkable, since
Germany was unable to raise the necessary volume of foreign bills.
Application was therefore made in December 1921 for a mora-
torium, and .at the conference of Cannes (January 1922) the annusl
pé.ymen%s were reduced pmvisionaiiy to 1,450 million gold marks
in kind and orly 720 millions in cash. But as early as April 1922
Gemany was compelled to ask for further postponement, and,
finally, in September a short breathing  space was allowed her to
balance her budget and to stabilise the mark,

In November 1922 an international committee of experts
reported that stabilisation would be impossible without a longer
moratorium. QGermany therefore applied towards the end of 1922
for a year's moratorium snd continued thereafier to press for
revision on that ground.

But'by this timee France had conceived the policy of ensuring
reparation payments by a kind of mortgage, no longer merely on
public revenue but also on industrial concerns. A pretext offered
itself late in 1922 when the Reparations Cominission decided, against
the vote of the Englich representative, that Germany had defaulted
on the payments in kind.* Ar  Indsistrial Ruhr Commission ’
was therefore despatched early in 1923 to supervise the Rukr Coal
Syndicate as & means of exacting payment in kind; and on 1lth
January 1923 60,000 French and Belgian troops marched into the
Rubr to enforce its decisions,

Germany thereupon suspended all reparation payments to
France and Belgium and attempted passive resistance. As a result
the civil and military organs of cecupation could only carry through
their measures in many cases by force.

In the agtumn of 1923 Germany had to give up passive resist-
ance under pressure of the financial and economic chaos resulting
from the inflation by whick it had been financed. She now urged

¥ 145,000 wazrnph polal had not been delivered and the amounts of wood and
coal were slightly below apscification.
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with redoubled vehemence a scaling-down of Reparations and in
psrticular an enquiry into her capscity to pay. Moreover, while
recognising in principle the French demand for guarantees, she
pointed out that & morigage, e.g., on the State Railways would be
just as valuable to the Allies as the seizure of German industrial
concerns.

Those Allied powers which had not joined in the accupation.of
the Ruhr were favourable to this solution. After some delay France
also gave her consent and on 30th November 1923, hy a resolution
of the Reparations Commission, two expert committees were
sppointed under General Dawes and Mr. M‘Kenna. They presented
their report on 19th April 1924.

It is not for us to eay how long the Allies seriously believed
in the 132 milliards of the London Tltimatum, but at any rate
by the end of 1923 the necessity of revision was almost universally
recognised.. Nominally the Dawes Committee was concerned only
with methods of balancing the German budget and stabilising the
mark, and the M*Kenna Committes with the extent of the flight of
(erman capital and with possible ways of forcing it to return.
But at a time when the belief in the indissocluble connection between
stabilisation and Reparations had become general, the quéstion of
the sum-total to be paid would clearly not be passed over in silence.
Although the London Agreement was not officially abrogated,
nevertheloss the acceptance of the Dawes recommendationiisas in
effect a firet step towards revision,

The Dawes Agreement. The political basis of the Dawfjs Agree-
ment, which attempted only a provisional settlement, waalstill the
Treaty of Vereailles. Germany must pay Reparations to her utmost
capacity; but for this very reason her economie and monetary
system should not be subjected to oo great a strain. For this dua)
purpose a complicated system of mortgages and of internatioﬁﬁ
supervision was devised by the Dawes Agreement, of which t
main provisions wers as follows: —

(1) Germany’s Liability. After a complete two years’
morstorinm in the interests of German financial recovery,
Reparations were to be paid in annuities rising by 1929-30 to
2,500 million marke and remaining thereafter at that amount.
In addition there were to be supplementary annuities, varying
in accordance with 8 complicated index of national prosperity.*

£ More recent caleulstions have shown that this provision wonid grobabiy have
meant an additionsl burden zather than a safeg in bad times. For the index
included factors regarded as * tomatic,” such a8 the volume of trade and the
consumption of coal; but thess fastors tend in the long run to riss faster than the
standard of living. OF. Scltan, *' Der Wohlstandsindex—die Bedeutung seines
Fortfalls " in Deutchiands Reparationsiast, 1830, pp. 50 ssq.
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‘Of the 2,600 million marks 960 millions were to be paid

annually for thirty-seven years, while annuities consisting of
the remaining 1,540 millions and of the surplue already men-
tioned were to be continued indefinitely. This meant in effect
the psyment of tribute for ever. The pums mentioned were
to cover all ubligations including the cost of the military
occupation, &. A ¢ gold clause’ provided that the mominal
amounts to be paid should vary with changes in the purchasing
power of gold.

{(2) Restrictions on Transfer. In contrast both with the
previous seftlement angd with thse Young Plan, Germsny’s obli-
gation was in this cage limited to handing over the annnities
in marks to the Reparations Agent, a trustee who was to be
responsible for actually changing the marks into foreign money
and handing over the proceeds to the Governments receiving
Reparations. If the German exchange threatened to depre-
ciate, transfer was to be suspsnded. In that csse the sums
peid over in marke should accumulate up to 5 milliard marks.
If this limit was reached further contributions were to be
reduced in amount.

(3) Obligations Laid on the German Economic System. The

fixed period annuities of 9G0 million marks were to be raised

not by the national exchequer but by the State Railways and by
German industry. The railways were to be responsible for a
total of 11 milliards, indusiry for a total of 5 milliarda.®

(4) Methods of Guarantesing Stebility. The Reichsbank was
put under international control and its independence of the
German Government was laid dewn in international law. A
board of fourteen directors—seven Germans, seven foreigners—
was to examine the reports of the Bank and a foreign commije-
sioner was ta supervise the mote-issue and the reserve-propor-
tion. Any attempt to use inflation in the struggle agsinst
Repurations was rendered impossible by these very drastic
provisions,

(6) Loan to Germany. Finally, it was decided to issue an
international loan, with the proceeds of which Germany was to
pay the firat Dawes annuity.

{ The Young Plan. The Dawes Agreement was regarded from

5 1t waa he by the crestion of marketable securities $o commarcialise this
patt of Reparations. But the hope was vain so long as restrictions on tesnsfer wers
mainteined. For foreigners purchasing these debentures could not be certain of
recaiving ent in foreign money; which meant, at & time when the memory of
inflation in 1983 waa wtill fresh, that only part of the 16 millisrds conld be Hoated.

5
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the beginning only as a provisional settlement. Not only was this
clear from the Agresment itself, which in particular fixed no limit,
as regards the greater part of RBeparations, ic the number of
annuities: it was also stressed repeatedly both by ihe original com-
mittee of experts and later in the reports of the Reparations Agent,
By the end of 1928 varioua circumstances pointed fo the necessity
of a speedy and final ssitlement.

The Dawes Plan was intended sbove sll to show by experiment
the extent of Germany’s capacity to pay.* But all it proved was
that during the four experimental years the sum envisaged could
be transferred in the firsi instance without serious difficulty. It did
not prove very much about Germany’s capacity to pay; for Repara- -
tions were financed out of the emormous foreign loans raised
concurrently by the Reich, the states and private imdustry. The
Reparations Agent did not wish Germany’s foreign debt to incresse
indefinitely, but he feared that without foreign credits the Dawes
annuities eould ne‘s be  transferred. He therefore pressed for
revision.

The transfer restrictions which had at first been welcomed even
in Germany, came to be regarded as a comparatively ineffective
guarantee of stability. On the other hand, they clearly had the
disadvantage, already mentioned, of hampering the commercialiss-
tion of Reparations; by which it had been hoped to turn Reparaticns
from a political into a guasi-commercial problem. '

A conference of experts met at Paris in February 1929 under
the chairmanship of Owen Young and presented its report on Tth
June, On this basis the new Young Plan was elaborated by two
political conferences held at The Hague in August 1929 and- in
Janusry 1930, and formulated, along with various pohtxcal provi-
sions {including the evacuation of the Rhineland) in & number of
agreements and protocols. This settlement was regarded as final.

The main provisions concerning Reparations were as follows: —

(1) The Dawes annuities, definitely fixed peither in number
nor in size, were repiseeé by 59 annuities averaging 1,989
million marks and ceming o an end in .1888. Further, i
accordance with the separate agreement of J uly 1929, Belgium
was to receive between 9.3 and 26 million marks annually
uniil 1966, on account of paper marks issued in Belgium

“ during the German occupation. Finally, there were to

be annuities representing the cost of the American Army
of Occupation and claims to compensation of American

§ Gf. Bonn, Der news Plon (1650}, p. 28.
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nationals. Of the Young annuities proper 660 million marks
were to be raised and transferred unconditionally. Bat
Germany could apply to the new Bank of International
Seftlements, set up to receive these payments, for a two
years’ iransfer moratorium on the remainder, and twelve
months after this had been granted alsc for a mora-
torium on payment, both up o half the current amounts,
The assent of the creditors was mnot to be reguired
but enly s bona fids declaration by Germany that her
sconomic and monetary siability would bs endangered
by the tranefer of the whole postponable annuity. A sub-
committes of the Bank of International Settlements would then
examine the position and, if necessary, recommend revision.
There were no other safeguards. Once more, Germany had to
procure the foreign money herself.

(2) The mobilisation of the unconditional .annuitiea was
bogun by the issue of ‘ Young Loan’ to the value of 200
million dollars,” the proceeds being handed over to the Powers
receiving Reparations, and Germany accepting responsibility

~for interest and amortisation. At the same time Germany was

granted & loan of 100 million dollars to assist the State

- Railways and the Post Office. These two operations were com-

bined in a single issue of 300 million dollars—under the
somewhat misleading title of ¢ International 5}% Loan of the
German Reich '—to be repaid or repurchased within thirty-five
years. It waa offered for subscription in & number of countries.
The eguivalent in marks of the total issue was 1,473'6 million
marks, of which Germany received one-third or 491°17 millions.
Interest and amortisation on this portion, as opposed to the
other {wo-thirds, did not constitute true reparation payménts.

(3) The index of prosperity and the gold-clauee were
abolished.

{4) The whols burden was laid once more on the national
exchequer. Private industry was freed from all liability, and
the debentures—including thoss of the State Railways—already
issued were cancelled. The railways had however to pay a
special reparations-tax of 660 million marks.

(6) International control was abolished, and with it the
foreign Commissioners snd Representatives on Boasrds of
Directors, the Reparations Agent and, finally, the Reparations
Commission ziself

The rest of the unconditional annuitiss were never commercialized.
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(6) The Bank of International Settlements, founded by the
seven countries concerned including (Germany, was charged
with the {echnical management of reparation payments,

From ths Young Plan to the Traaty of Lausanne. Although
Reparations raised 1mportant economic problems both for theory
and for practice, the main problem, that of the sum-total to be
paid, was essentially political. But this obvious truth was obscured
between 1923 and 1931 by atiempts to commercislise Reparations
and by the efforts of one expert committes after snother to deter-
mine * by scientific methods * Germany’s capacity to pay. People
were slow to realise that one could not pass judgments having
scientific validity about the future capacity to pay tribute of twe
whole generativhs Thus the Young Plan, which—in contrast te
the Dawes Agreement-—was to settle the total amount definitely,
lacked scientific foundation, just like any other conceivable settle-
ment extending over more than a very few years. There can be
no doubt that the virtual cancelling of Reparations at Lausanne
was due primarily not to any new assessment of Germany’s capacity
to pay but to the new political situation.

It could be determined with fair certainty whether or not pay- -
ment was possible in the immediate future. The world-wide
depression which began in 1829 was particularly ssvere in Gemanyi
and by the summer of 1931 it became very questionable whether the
Young annuities could any longer be paid. The Young Plan was
kept rominally intact by President Hoover's propesal for a mora-
torium—from July 1981 till June 1932—on all political war-debis.
The Hoover Plan affected Germany as follows. By the London
Protocol of August 1931 and the Berlin Supplementary Protocol of
June 1932 the conditional annuity was postponed, and while the -
uncondilional annuity, which France would not allow to be
formally postponed, was paid bver, an equivalent sum was lent to
the German State Railways. When soon after the Hoover Declara-
tion, Germany’s bank-crisis began, the Government demanded that
—as provided for in the Young Plan—the advisory committee of
the Bank of International Settlements should meef to consider what
was {0 be done on the expiry of the Hoover Year.

Germany’s strenuous and successful defence of the mark put her
in a strong bargsining position. The committes reported on 23rd
September 1931 that—in sccordance with the Young Plan and in
view of the serious position which still persisted despite the
measures taken—(ormany was justified in declaring payment of
the next conditional annuity to be impossible. The committee
reported further that the Young Plan was based on assumptions



110 INTERNATIONAL TRADE

which, under the abnormsal conditions prevailing throughout the
world; were unlikely to be realised again for some time. The
Allied Governments should thersfore take the neceseary steps
without delay.

In view of this report no one was swprised when in, January
1932 Dr. Brining spnounced that the payment of Reparations
could not-be resumed after the moratorium, and that he would be
satisfied only with total cancellation. But, while the necessity of
postponement was universally recognised, it was still felt in some
quarters abroad that (Germany might be capable of further pay-
ments after a period of convalescence.

The Lausanne Agreement. By the agreement reached on 9th
July 1932 Reparations were reduced to 3 milliard marks, to be paid
by the German Government to the Bank of International Setile-
ments in 5% redeemable bonds. The scrip was not to be issued for
three years, it was to be redeemable at any time up to 37 years,
and the conditions of issue were carefully laid down. Germany’s
other liabilities were all cancelled except the service of the Dawes
Loan and of the 1930 Young Loan. Since, as already mentioned,
two-thirds of the service of the latter represented reparation-
payments for which Germany got no compensation, s reparations-
Jburden was in effect maintained to this smount. On the other
hand, it was only a small pari of the {otal, since not only did the
whole of the conditional annuities disappear but also that part of
the uncondifional annuities the commercialisation of which was
provided for but never carried out.

This arrangement was to take effect immediately on ratification.
But it subsequently came out that the Allies had reached a separate
‘ gentleman’s agreement ’ providing that ratification of the agree-
ment with Germany should be conditional on s eatisfaciory
-arrangement being reached between themselves and their owa
creditots. Otherwise ®the legal position of all the interessted
parties would revert to that obtaining before the Hoover Mora-
torium.” Thus the conneetion between Reparations and Inter-
Allied Debts, denied by Germany and ignored in the Lausanne
Agreement itself, was asserted in this special agreement. The
whole settlement therefore had provisionally mo very firm legal
foundation, But for the time being Germany was relieved of all
reparation payments. For the London Protocol and the- Berlin
Supplementary Protocol of June 1932, implementing the Hoover
Moratorium, were prolonged &ill either the Lausanne Agreement
should come into force or one of the main signatories should refuse
to ratify it.
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(c) Reparations, Balance of Trade and I nternational Indebied-
.nest. For the years preceding 1924, when the Dawes Agreement
came into force, not even a rough picture of the connection between
reparation payments, the balance of trade, and the balance of
indebtedness can be obtained, For it is almost impossihle to deter-
mine how much was actually paid. The contradictory and often
fantastic estimates of the sums involved inciude the value of
State property in the ceded terriiories, unpaid claims on Germany’s
allies, the value of military equipment surrendered, &e¢., &c. Since
these estimaies® do not confine themselves to effective tranmsfers,
they are useless for stndying the influence of Reparations on foreign
trade. No definitive classification and computation of the emount
sctually transferred exists. Moreover in the period in question
everything else was overshadowed by the effects of inflation.

Repsarations can be transferred either by raising crediis abroad
or by creating an export surplus. In this connection the purchase
of gold or foreign currency by the central bank must be regarded
as export and their sale as import. Tke four magnitudes, trade ie
commodities, movements of gold and currency between the central
banka, short- and long-term ecapital movements and Reparations -
formed the main items in the German balance of payments between
1924 and 1531. Reparations were purely debit-items, whereas the
other three items appeared both on the debit and on the credit side. -
One would expect the volame of Reparations roughly to balance
the surplus on the first three magniindes combined, since the
remaining items in the balance of payments {i.c., any surplus or.
deficit on services and on interest) were comparatively amall. As
importa of capital exceeded exports of eapital for each year from
1924 to 1930, there wasz & surplus throughout, represented in the
statistics of the balance of payments by positive magnitudes. The
erucial item was therefore the balance of trade, inecluding gold-
movements, &c. According as it was active or passive, the follow-
ing equations should hold approximately:—

With an astive balanoe of trads. With a passive balance of trads,
Reparstions = Export Surplus Reparations + Import Snrples
+ Capital Importa. : = Capital Importa.

The symbol ‘ =’ represents not exact equality of the annual

magnitudes but roughly parallel movemerts from year to year.
In each year except 1324 and 1931 movements of gold and

gurrency were comparatively small and exports and imnports in the

' 0f., 6.9., Inje Brentano, Was Deutschland gecahlé hat (1922); Monlton and
McGuire, Germany’s Capacity to Pay {1923); Benedikt Eauteky, Reparationen und
Ristungen {1851},
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sbove equations can be adequately represented, as in the following
table, by the statistics of trade in commadities :—

REPARATIONS, TRADE Baraxce anp Carrrar Barawce.

- milltards of marks. - -
Year. Bepsraticns. Smgl??m 143 Igpp:m Burplius, £+5
3 £ 3 4 -] .
1624 03 18 21 2.5 —_ 28
1825 19 28 &8 i4 — 14
1826 12 —_ 1.2 1.5 08 23
ig27 i6 340 46 35 —_ 35
1928 20 13 53 3l — a1
10829 26 —_ 25 1.7 — 1.7
1830 17 —_ 17 il 16 7
1631 i0 —_ 1.0 8.6 28 24

In 1925 there appears to have been no asset to balance the large
liability of 3,500 million marks consisting of reparation payments
and the import surplus. But it is almost certain that in that year
capital imporis wére appreciably larger than appeared in the statistics
of the balance of payments. The item ° unclassified ocapital
movements ’ reached the considerable sum of + 1,700 million marks.
1f the whole of this remainder is added to capital imports, the total
{3,100 million marks) approximately balances the deficit mentioned.
Similarly for 1929, when the balance of trade showed neither an
import nor an export surplus, there must be added to the surplus
of capital imports (1,700 million marks} unclassified eapital imports
of 1,000 million marks. The total surplus of capital imperts (2,700
millions} is then approximately equal to the amount paid in
Reparations,

in 1930 there was an apparent discrepancy in the other diree-
tion, capital imporis plue expart surplus being far in excess of
Reparations. The explanation is that in that year there was a
large passive balance of interest payments. If this liability of
1,000 millions is added {o. Reparations, then total liabilities e:acﬂy
equal total assets at 2,700 million marks.

With these reservations the figures show approximately parallel

_changes in columns 8 and 6 respectively, thus confirming the equa-
tions set out abave,

For 1931, on the cortrary, corresponding movements cannot he
established. Reparations, at about 1,000 million marks, were con-
siderably exceeded by the export surplus of 2,800 million marks.
But the capital balance was not passive, as one would expect both
on general grounds and also from the historical situation: on the
contrary, it showed net capital imports of 600 million marks, -
Rediscount credits and short-term foreign loans showed a surplus
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of 486 millions over repayments, and the movement of long-term
capital still showed & small import surplus, chiefly owing fo the
rolease of (German property abroad. On the debit side there were
indeed net payments of 1,300 millions, but these were more than
compensated by the large exports of gold and currency. There
must therefore have been some item or other unacccunted for, and
the assumption is plausible that a large proportion of the with-
drawals of capital whick undoubiedly took place in 1931 were not
represented in the official statistics. In fact no less than 2,923
million marks were included on the debit side as © unclassified
capital movements,” and the ° Statistisches Reichsamt ** commented
that the greater part of the unexplained surplus was probably due
to & decrease in short-term foreign debts, particularly with-
drawals of credit not negotiated through banks.

§ b. IsTer-Avriep Wazr-DEpTS.

This problem is closely connected with the Reparations ques-
tion. The idea of linking the Inter-Allied War-Debts with the pay-
ment of German Reparations was conceived as early as 1922,
During the next few years ‘ funding agreements’ were reached
between the various Allies, fixing definitely the amounts tg be paid
and the methods of payment. By the time of the Young Report—
on which a definitive arrangement abhout German Reparations was
to be based—the complex of Inter-Allied debts and claims was in
the main already settled. The Allies now proceeded—in a supple-
mentary memorandum, which though not forming part of the
Young Report itself, was signed simultaneously with it at the
Hague-—to couple German Reparations with the settlement of Inter-
Allied indebtedness on a permanent basis.

This memorandum waa based on the principle that all the net
lisbilities of the Allies between 1931 and 1988, as provided in the
funding agreement, should be covered by German Reparations. The
German snnuities from 1967 to 1988 were to be only to this amount,
whereas from 1931 to 1966 they were ta yield a surplus or
* indemnité nette.’ ‘

The United States was in effect to be the final recipient of all
the Inter-Allied debt-payments. For each of the Allied Powers in
Europe owed the United States a sum larger than its net receipts,
if any, from the other Allies.

The following table is divided into two parts. The first shows
the total net liabilities of the Allies, which extended from 1923

¥ Wirtsckaft und Statistik {1932}, No. 10.
E



AssET8 AND LIABILITIEN OF THE ALLIES ACCORDING TO THE PRESENT FUNDING AGEEEMENTS.

In millions of wmarks.

Rates of exchange—£1 = 20420 marke; $1 = 4'198 marks; | Greek frane = 0-81 marka; 1 French frave =016 nnrkz;
1 lira = 0-221 marks.

B‘:{x:_ France. Itsly. | Belgium. | Rumania.
1923-1990.
Receipte from Allies, | 24,266 733 508 | — —
Payments ‘to Allies
(including U.S.A.), | 47,075 | 45,079 15,761 3,065 | 1,758
Net indebtedness, - | — 22,809 | - 44,346 | - 15,263 | - 3,085 | - 1,758
1931-1988.
Receipts from Allics, | 23,242 T29 497 — e
Payments to Allies .
(including U.8.A.), | 42,342 | 43,982 15,299 | 2,974 | 1,738
Net indebtedness, - | ~ 19,100 | - 43,258 { - 14,802 | - 2,974 | - 1,738

Jog>- | Gresce. | Portugal. |  Total, . U8A
,, . e e
- - - 25,507 8Y,529
1,238 | 580 | 490 | 115036 | —
~1,238 | - 580 | —480 | -89,529 | + 89,529
— — — 24,468 | 84,104
1,200 | 562 | 466 | 108573 | —
~1,209 | -562 | -486 | 84,104 | +84,04

41
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to 1990. In the second the net liabilities from 1931 to 1988, which
were to be covered by QGerman Reparations, are calculated
separately’ o ‘

According to this table, for the period from 1931 to 1988 a total
of 84,104 million marks was to be covered. But in accordance with
a supplementary agreement Germany had in addition to pay Italy
a series of annuities (Golddepctzahlung) amounting to 443 to 454
million marks from 1931 to 1988. The total sum to be covered
ropresented therefore 84,647 million marks.?

Of this total 50,737 millions belonged to the years 1831-1968,
the remaining 33,810 millions to the years 1967-1988. German
Reparations, which in accordance with the Young Plan totalled
110,736 million marks for the whole period from 1931 to 1988, were
graded to cover exactly the 33,810 millien marks of 1967 to 1988
and to yield a total surplus of 26,189 millions in the period from
1931 to 1966. Thus uver the first thirty-five years 65-98% of the
German payments were to be paid out again by the countries
raceiving Reparations, and 34'04% were to be retesined by them.

The following summary shows what proportion of German pay-
ments the different countries were to retain as an ‘ indemnité nette *
and what proportion they were to pay out again in settlement of
their net funded liabilities:—

VrrIMATE DESTINATION OF REPARATIONS.
1081-1080, 1071988,

Bequireid i;r Avniinbls Bexulvad for
fé’&%ﬁ'ém. a;:;ﬁm. !1?3: na:i}:’;ttc. A:g;:ls:i‘
por cent. peor mb. PeY cent. $eT cont.
France, - - - 5183 38.47 23.83 o07
Grest Brilain, - B&TE 13.28 10002 -0.02
Italy, - .- - 8179 k.51 100.01 -0
Belgiam, - - ¥n 6029 100.060 e
Roumenia, - - 8257 17.43 101.41 —-141
Jugoslavia, . . 21.26 T8.7L 93.80 0.20
Greegs, - . - 12254 —22.84 85.48 0-52
Portugal, - - MA% 4501 99.67 033
Total, - 6596 3404 100.05 000

The net payments required by the funding agreements repre-
sented & definite annual charge on the national exchequer. It was
therefore only natural that the attitude of the various Allies to

1 The Sgures are tsken from Die interalliterten Schulden, Einzelschriften ror
Statistik des Deutschen Heiches (1830}, pp. 72 =t e2¢.
. 2 The division of this totsl betwsen countries represents tha Young Plan not
1 18 eriginal form but as revised slightly by later agreements. In the case of
Greece no arrangements were over made to cover the whole net payments by

g:::;‘aa Reparations. These discrepancies csncel out in the total of 82,547 million
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.the cancelling of Reparations should be greatly influenced by the
extent to which each required the Young annuities to cover such
fixed charges. As already noted, Greece’s obligations were higher
than her Young annuities. Of the other countries Great Britain,
Roumania, and Italy had to pay away the largest proportion of
their receipts from Reparations between 1931 and 1966. In the
case of France this propertion was appreciably smaller, though it
should not be forgotten that, as shown by the table on p.
114, France’s ahsclute * net liability ’ was considerably larger than
that of Great Britain or Italy. The country with the largest rela-
tive surplus of receipts over payments was Jugoslavia.

From 1967 to 1988 the whole of the (German annuities, with
small discrepancies eack way which in the total cancelled out, were
to be passed on in settlement of the debts to America.

The Order of Magnitude of Inter-Allied Debts. There is &
tendency to exaggerate the size of the Eurcpean War-Debts to
America. In Great Britain and in other European countries it
has become almost an article of faith that War-Debts block the path
{o economic recovery.

The burder on the national exchequer involved by the raising
of the necessary sums is a separate problem which cannot be
examined here: we are concerned only to throw light on the ques-
tion whether transfer was possible. For this purpose the amounts
of the annuities will be compared with the volume of international
trade—-the main item in the balance of paymentis—done by the
countries concerned, in order to show how exaggerated is the idea
that they are so enormously large.

For the years 1931-35—to select for comparison the linbilities
of the present and the immediate future—net receipts or Liabilities,
as the case may be, amount In millions of marks to the
following : —

Ner BEczrers or Lissiirries.

United Statcs, Gzreat Britaln, France.
(Net Becelptal (Net Eiabilition). (Neb Liabflisise),
Yeonr In millions of maske
1831 858.9 333 £719.8
1033 9372 3088 41687
1933 8376 311.3 -459.9
1934 1,1286 4078 501.7
1935 1,191.3 402.3 B564.3
Total, 51545 1,742.7 2,404.4
Annual average, 1,0508 3485 4848

‘The average annual receipts of the United States may be com-
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pared with the volume of American exports for 1929, 1930 and
1531, and the average liabilities of Great Britain and France with
their annual volume of imports in the same years. The figures of
foreign trade, as calculated in the Vierteljahrsheft fur Konjunktus-
forschung (VIL{2{B, pp. 137 et seq.) in terms of marks, were as
follows: —

Tortar. Exerorrs or ImponTs,

Arerican Exports. Britiah Imgporta, Franch Importe.
Yoar, In mibiions of msrka.
1928 25,6600 22,6620 89,5760
1830 15,8438 18,506.0 B,6388
83 10,0080 15,2184 6,966.0

It will be seen that the average annual receipts of the United
States according to the present srrangement represent only a small
addition to the receipts fram exports in the past few years. In
the same way the averags annual liabilities of Great Britain and
France do not form any very considerable addition to the debit-side

‘of the balance of payments. Moreover, as shown by the following
table, even the annual surpluses of exports or imports, as the cass
may be, are of a much greater order of magnitude than the average
debt-payments given above:—

ExroRT 0B ]MPoRT SURPLUSES.

United States, Great Britain. France,
Year. In miilions of marks,
1929 +3,535.2 -1,785& —=1,3286
1830 +3,279.6 -7,8744 ’ —1,581.2
1831 +1,405.4 =7,7978 ~1,844.0

I% should be noted'that even changes from year to year in the
figures of international trade are often considersbly larger than
the debi-annuities. These are also of a much lesser order of magni-
tude than other main items in the balance of payments, such as
movements of capital,

These comparisons show that the quantitative importance of
Inter-Allied Debts has been much exaggerated. If any connection
is to be established between War-Debts and the economic crisia or
its liquidation, this can only be in terms of oomphcated chains of
indirect cause and effect.
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CHAPTER IX.
INTRODUCTION,
§ 1. Tex ProBrEM STATED.

Up to the present we have simply taken it for granted that
international trade is carried on. We have supposed that & whole
range .of goods are normally exporied and imported in large
quantities and that, moreover, international payments must also-
be made for other reasons. Upon these assumptions we have reached
a number of important results. We have explained the forces
which determine rates of exchange, and the relation between the
prices and price-levels of different countries. We have learned
that exports are connected with imports and that, taking account
of the ‘ invisible items ’ in the balance of payments, the two must
be equal. “We have analysed the mechaniem which equalises the
two sides of the balance of payments and makes possible the transfer
of unilateral payments. The fact that this equalisation must
take place, and that in the long run it can come about only through
appropriate changes in the balance of trade in the wider semse,
that*is through changes in the imports and exports of goods and
services, has been proved. We must now show how it comes
about, in the sense of showing which ‘goods wiil be exported and
imported and what conditions are necessary for an exchange of
goods between countries to take place at all.-

These questions can scarcely be separated in a presentation of
the pure theory of international trade, to which they belong,
from the question of what advantages international trade brings
to the various countries which engage in it. @Méﬁ.‘
“ why does an exchange of goods between tWo countries fake

place? " is usually answered by, ** because the international divi-

sion of labour makes it profitable,”’ and the question, ‘* which goods ]
will'a country export? 7 by " those which it is especially swite

to producs,”” This quesiion of the advantages of international
trade is eapgciglljfcl‘tiﬁe_!( ore in the classi th/,egzx of thesubject.
But this in no way robs that theory of its scientific character.

The classical theorists were indeed concerned mainly with th {
beating of theif analysis upon quéﬁmmmﬁ:;

It 88 % weapon to attack Protection, and this even influenced the

—_— v i21
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form in which they presented it.! But the correctness of their
Woes not depend upon the value judgments they drew irom
it; and the political standpoint plays no part in the content of
their analysis. In a later chapter® we shall discuss more fully the
relations between value judgments and - theory in the sphere of
trade policy, and the meaning of the statement that every dictum
as to trade policy implies a value judgment. But it would be
pedantic, besides hampering the exposition, to refrain from drawing
at once certain obvious conclusions as to trade policy from the
theoretical analysis of the next three chapters.

§ 2. Ter AvarrasLr THECRETICAL SYSTEMS.

There are\four theories available for us to utilise in explaining
why export andimport take place at all and in what circumstances
certain gocds will be exported and certain others imported. Thesé
four theories more or less supplement one another, bui they have
been propoundedsby different writers and have never been combined
into a- synthesi:] : .

(1) We have, in the first place, the Theory of Comparative Costs,
to which we have already made frequent reference. @hia theory
developed out.of the classical Labour TJ;W
m it"To_Col.  Robert Torrens,® but to-day it is linked
y with the name of Ricardo, who gave it-its classical formulation

ih the famox?s’—e\ﬁé'ﬁier “VII of his Principles.® John Stuart Mill
made important additions to it, and it was taken over and amplified
by Cairnes and Bastable. Its latest and most detailed exposition
s to be found in the classic work by Professor Taussig entitied
V International Trade.® TWMM&@&&
%ﬂ%mm- t has not met with a sympsthetic

ception in Germany-and France, owing fo its close assoeiation

} Viner oven bslieves that their choice of analytical tools, nnmm * real
cost " theories, was dictated by their politico-economic gim, Cf, ** The ine of
Cal;:pca;atwe Cost,™ Weltwirtschaftli Arehiv {Oct. 1932), vel. 36, pp. 401 ot seq.

Ap. xiv.

 The Eronomists Refuted |1808).

¢ Upon the question of priority, see the discussion between E. Seligmann and
Professor 4. Hollander, ** Ricarde and Torrens,” Economic Journal {igili, vol. 21,

. 448, Beligmanm _ascribes the development of the fundamental principle o
orrend; Professor Heollander believes that it was formulated for the first time
by Ricurdo. (/. also 4 Letier on the Trus Principler of Advantageous Exportation
{1818). This is & work by sn unknown asuthor who develops and applies the
printiple of compnrstive cost with sstonisking clarity. It was rescuad from oblivion
snd published in Bconemica {Feb. 1933}, by Professor Arnoid Plant.

S¢F. slso Graham, ¢ Theory of Internationsl Values Re-examined,”
3;«:::;& Fournal of Economics {Nov. 1923}, vol. 38, pp- 5486, and eapecislly J.
b 91;1;;, ‘ngﬁo Doctrine of Comparative Cost,” Weltunrizchaftliches drchiv (%ct.

, vol. 36, »
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with the Labour Theory of Value, but most ian economista

Bocept .7

{(2) Another theoretical apparatus for solving certain problems
of international trade is due to Alfred Marshall."  'We ghali become
more closely acquainted with it in chapter XI. Marshall employs
go-called reciprocal supply-snd-demand curves. This theory forms
an essential supplement to the theory of comparative costs; indeed,
the latter, if carried through to its logical conclusion, merges
into the former. Marshall also quite explieitly bases himself upon
Ricardo® and especially upon J. 8. Mill’s Theory of International
Values, '

{(3) We have already observed that the Theory of International
Trade must be regarded as a special case of general economic
theory. Hence it must be possible to apply the general theorm
of economic equilibrium to this special case. This has in fact been
done by Pareto.? )

{(4) The doctrines of Richard Schiller' and Enrico Barone?!
constitute a fourth type of international trade theory. These twa
writers both deal with the same subject-matter, but they employ
different techniques: Schiiller vses arithmetical examples while
Barone ‘works with curves, Both apply the method of partial
equilibrium, which is involved in the familiar supply-and-demand
eurves for a particular commodity, to the iniernational exchange
of ggods. Hence they do"not give us & complete model, but always
show only particular sections of the whole structure.

These four theories are not mutually exciusive; on the contrary, ;
they supplement one another. Hence a systematic exposition can

very well Wisqke se of all four. Wa shall begin with the theory

8 (1., e.g., Plofessor Osbiati, Scambi Internazionali e Politice Bancaria in
fRegime di Moneta Sana ed Avariata {1029},

T Cf. his blet, The Pure Theory of Foreign Trade. This was first pri-
vately printed in 18788. It was nosed extensively by Pantaleoni in his Purt
Economics in 1838, and was reproduced with considerable alterstions and additions,
in Marshall's last work, Money, Credit end Commerce (1823}, The original

Eiaaiet was reprinted, together with TAe Pure Theory of Domestic Values, by tha

ndon School of Eeonomica as No. 1 of ile Series of Reprints of Scaree Tracts in
Economic and Political Svience. Cf. also Edgeworth, Tas Pure Pheory of Inter-
national Yalues in Papers Relating to Political Economy (1925), vol. £, who makes
a troly ingenious use of the Marshallian curves, Auspitz and Lieben in their
Untersuchungen gber die Theorie der Preise {1883) employ similar curves,

3 Cf. espoecially sppendix H in Monsy, Credit and Oommaerce,

¥ €} his Cours d’Economiz Polit:’tque {1896}, vol. 2, and his ** Teoria matematics
dei Cambi Forestieri " in Giornale degli Economiati, Serie 2 gﬁﬁgj, vol. 8, pp. 142
et seq.  See slso Ynterea, A Mathematical Reformulation of the Cleneral Theory of
Internationel Trade (193%). )

2 Schutizoll und Preihandd (1805). .

3 Grundziige der theoretischen Nationalskonomie: German translation by Hans
Btachle, with an introduction hﬁ J. Schumpeter {1927. New edition 1335, The
samn curves as those used by Barone are used alss by Cunyngham, Grometrica!
Political Economy (1904},
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of comparative costs, since this makes the most drastic hypotheses
and thereby achieves the greatest simplification. We shall then
pass on to the Marshallian theory, and finally we shall apply the
all-embracing theory of economic equilibrium to our problem. We
shall have' to make an extepsive use of the theory of partisl
equilibrium—oparticularly in many special problems—in Part II,
which deals with Applied Theory.

But there is little point in saying any more about the reciprocal
relations of these four theories before we have bacome better
acquainted with them.



CHAPTER X.
THE THEORY OF COMPARATIVE COST.

§ 1. Tar INTERNATIONAL Drvisiox oF LaBoUr aND THE DirFERENCE
v PmopucTion CosTs.

To the question which goods & country will import and which
it will export, the classical theory gives the following andwer.
Each country will produce those goods for the production of which
it is especially suited on account of its climate, of the gualities
of its soil, of its other natural resources, of the innate and acquired
capacities of its people, and—this must be given special emphasis
—of the real capital® which it possesses as a herifage from its
past, such as buildings, plant and equipment, and means of trans-
port. Qt will concentrate wpon the productien of such goods,
producing more of them than it requires for its own needs and
exchangmg the surplus with other countries against goods whick
it ig less suited to produce or which it cannot produce at,all. :\

"Supposing for the moment that there are only two countries;
e&ch'wili supply its own needs for goods whose conditions of pro-
duction are sbout the same in bhoth ecountries, or which cannct
be transported, or whose transport costa more than offset the gain
from specialisation. But in the production of other goods a
division of labour will come about, under unrestricted frade,
between the countries concerned. This division of labour will
clearly represent a gain to the world as a whole in so far as it
enables more, of each good to be ;)roéuced than would otherwise
be the case. We shall consider, in the course of our discussion,
how this total gain is distributed among the participating countries
and whether there may be particular exceptions fo thé general
;’uia that every country gaine by this international division ef
sbour..

“In order to discuss the international division of labour more
precisely, we must turn to the Doctrine of Cost Differences, of which
the Theory of Comparative Cost is a special case. \Whether one

1 Cf. the works of R;eirda. Mill, Cairnes, Bastable, Taussi alresdy cited. An
sxcaﬂm& and o rec ” d:]ciutm&l:ai that sg Y:mar - ie Doctrine of Com-
14 ct. 1832 A ; ef. Earred
emzmad Economics gﬁ& ol ) %; o H :
Especially stressed i " Das festangelegte Kapital ™ in Economische

elien, Featschrift fir C. A, Varijn Stuart (1831 214 et re‘prm
&:uanmdmélmderﬂ m(gﬁipp € e ted in

125
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country is bettex suited than another to produce a given commedity
and, if so, by what extent, is exactly expressed by the difference
between the twe countries in the cost of producing a unit of that
csmmodiiy That country is better suited for the productmn of a
particular good which can produce it more cheaply, that is to say
st less expense per unit :

It is common knowledge that the classical economists used the
Labour {Cost) Theory of Value. This theory asserts that goods™
are exchanged agsinst one another according to the relative amounts
of labour embodied in them. Quaniities of goods which have
eqna! prices embody equal amouants of labour. /Adam Smith gives
the following well-known illustration. If wifh the same expendi™~
ture of labour one ecan kill either one beaver or two deer, then
one beaver will always exchange in the market against two deer.
It this ratioc were different, for example one beaver against three
"deer, deer would no longer be hunted, for everybody would turn to
killing beaver in order to axehange them in the market against
deer. The supply of beaver would increase and the supply of deer
would diminish until the *normal’ exchange-mtm was again-
established. \Thus exchange-ratios or prices are determined solely
by relative labpur costs, through their influence upor supply and
‘demsnd. :

This doctrine simplifies reality too much to be adequate.
Bmaély speaking,\jt is valid under the sssumptions that all labour
is of the same quality, of the same irksomeness, that every occupa-
tion is open to all, that labour is the orly mobile factor of
production, and that there is free competition between the workers,
In reality, some of these assumptions are never true and some
are not always true, so that the Labour Theory of Value, at least
in its simplest form, breaks down. In particular,  the element of
time, which gives rise to interest, is a diffculty which it cannot
surmount

In spite of the defecnveness of this theory, we shall adopt it
as our provisional point of departure. It will greatly facilitate
the analysis, and, fortunately, we shall be able to chow that the
deductions tﬁ)tamsd with its aid do not depend for their validity
upon it assumptions. e shall end by discarding the theory,
with ‘all its assumptions, without ‘having to discard the results
obtained from it: these will remain, just as a building remains
after the scaffolding, having served its purpose, is remioved) Since
we shall use the Labour Theory of ¥alue only as a provisional
hypothesis to help the analysis, we need -neither state all its
assumptions exactly nor concern ourselves with the supplementary
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hypotheses which have been suggesied to make it correspond more
closely to reality. We shall only remark that account must also
be taken of the previously performed labour stored up in the form
of instruments of production. One cam, of course, substitute for
Labour ° resl cost ’ or, in Pigou’s phrase, ‘ resources in' general.’
Thus some writers speak of the available productive resources of
a country, measured in units of ‘ a typical combination of labour
and capital,” being directed inio this or that channel. I aim well
aware that these concepts, which certain Cambridge economists
in particular like to employ, are- not entirely satisfactory, but
we can admit them in our provisional hypothesis, I mus# beg
the reader to bear with the sweeping simplifications with which
we must begin. As we continue, we shall abandon these assumptions
one by one, in order to reach an approximation to reality. But
the only possible method is to proceed from the simple to the
more complex,

§ 2. ArsoLutE aNp CoMPARATIVE DJIFFERENCES IN PRODUCTION
CosTs.

Fo——

\ﬁh& classical doctrine assumes that labour isicompletely mobile
thin a country and therefore distributes itself among the different
branches of production in such a way that its marginal productivity
is everywhere sgual to its wage. This rule dces mnot apply to
international trade, since labour is not mobile between countries.
It cannot move from one indusiry to another if the two industries
are in different countries, aad hence Labour Cost cannot regulate

Supply.
g%l‘hzs immobility of factors between two countries clearly will
not Matter if the distribution of labour between them happens to
be the same as that which would come about umder complete
mobility. In such circumstances an exchange of goods will take
place only if each of the two countries can produce one commodity.
at an absolutely lower production cost than the other country/
Suppose, for example, that country 1 can produce a unit of com-
modity A with 10 and a unit of commodity B with 20 §ahcn:r-1§nts,
and that in country II the production of a unit of A costs 20 and
8 unit of B 10 labour-units, Then country I will confine itself to
the production of A and couniry II to the production of B. Exsectly
the same would happen if I and II were parts of one country;
given an appropnate distribution of labour between I and II,
there is no econgmic regson foe migration\ We speak of an absalute
difference in costs because each country can produce one commodlty
& an absolutely lower cost than the other country. It is selt-
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evident that in such a case a division of labour between them must
lead to an increase in total oatpu%

[a large part of world trade rests upon absolute differences in -

Q One thinks at once of the trade between the temperate zones
and the tropics. However one may interpret the concept of ‘ real
cost,’ tropical preducts, if they can be grown at all in the temperate
zones, can be grown there only at much greater cost, (One recalls
the well-known remark of Adam Smith that grapes could be grown
even in Scotland—under glass.) The same applies to the exchange
of goods between agricultural couniries with fertile land and
industrial couniries with deposits of coal and iron.

N\Ricardo starts from another state of affairs, apparefitly less
favourable to Free Trade, which he considers typical. He assumes
that one of the two countries can produce Joth goods with =

' smaller expenditure of labour {cost} than the other country.; In’
chapter VII of his Principles he gives the following celebrated
example:

\Jn England a unit of cloth costs 100 and a unit of wine 120
hours of labour; in Portugal a unit of cloth costs 90 and a unit
of wine 80 hours of labour. Were such a cost-constellation to
exist between two districts within a country, all goods would be
produced only in that district where costs wers lower. If the
conditions of production were more favourable south of the Thames
than north of the Thames, workers would migrate from the north
bank to the south. But in international trade it is usually not

\ possible for facto mm\m
m achievement of the classical economists was
af, Hevertheléss, an on ivision ol labour

—would iake place. They showed, moreover, that this would benefit

Both the more Tavoured country and also the country whose con-
~—ditions of production were less favourable in avery braggg__oi

jii‘iﬂf

et us return to our arithmetical example. Portugal has an
absolute superiority in both branches of pmductmn This
superiority, however, is greater in wine than 'in cloth; she has
a comparative a&vanﬁage in the pméuet;on of wine, since here harl
cost-difference is relatively greater than in the case of eloth. For! "

80 90
130 is less than {65 /

N\Ths exact meaning of ‘ comparative advantage’ should be notrd. Thare musi
ba at least two conntries and two goods, and we have &0 compare tAs retisd of tha

¥

3 Or the difference, in this case 12080, Bat it fxcilifates th i
operats with ratios rather than differences, ® compntation to
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costs of production of one good in both countries (%) with the ratio of the coats of

production of the obher goed in both countries (-I%% Expressed in words:
Portugal kas & comparative advantage over England in wins rehhvely to clath.

. Gonmseiy the disadvaniage of England ir greater in wine thmv
in another way, England has a1 absolute disadvantage in but at tha sams

time she has a comparative aévantage in cloth. The above inequality (2 3 < 180)
states the position exactly; and {he position assumed in our previons example of
reciprocal sbaclute differences in cost can be stated in the same form, namely
10
2 < W}

The theorem can be expressed algehredcally. Let us call the labour cost of
good A in conntry I & and in country II ey and the labour cost -of good B
ia couutrp I b, and in country II by, Then thers iz an absclute difference in costs if
“ <1l <? Country 1 bas sn absocluts aénnuga over country II in A, snd
coﬂntry 11 hiss an absolute sdvantage over connfry I in B. There iz 8 compars-
tive difference in costs i 3 < 3 < L This means that country I has sn absolute
supericority over comniry II in both goods but that its supariorily ia greater in
A than in B. v

\The conclusions which we shall draw from casea of comparative differencesy
in costs will apply squally %o cases of absolute differences. We have hitherte
distinguished between the two only becauss the advaniage of international
exchange ig pelf-svident in cases of the latter type but requires & brief demonsérs-
tion in casea of the formar type.

Let us return to the illustration given by Ricardo. Suppose
there were no commodity irade between the two countries. Then,
in accordance with the relative costs, an exchange-ratio will be-
established in England of 1 unit of wine against 1.2 uniis of
cloth, and in Portugal of 9 units of wine against 8 of eloth, that
is to say of 1 unit of wine against 0.88 units of cloth. \We must

emphasise a} once that the main task of the labour-cost h_’ﬁ/—
ig to determine these ratios or_relats 18-
tinction to the absolute money-prites, to_determine which an

assumption must be made concerning the quar guanhtjr y of money.t -
Suppose now that trade takes place. It is clearly advantagemzs
to Portugal to send wine to England, where a unit of it commands
1.2 units of cloth. Under our provisional assumption that within
each country kbommetwaen the various
industries, Portugal will take to prociucmg wine instead of cloth.
"England; on the other hand, can obtain wine at much less expense
by specialising upon the manufacture of cloth and excha.ngmg
the cloth with Portugal agamst wine. For Portugal there is a
sufficient inducement to engage in international trade if 1 unit of
wine commands s little more than 0.88 units of cloth; for England,

£ It will be necessary to bear in mind this fanction of the sxmpkf}mg agERmp-
tionz of the Labour Theory of Walue whangwe later discard the

E
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if & Httle less than 1.2 of cloth must be given for 1 of wine.
Hence any ezchange-ratic between 0.88 and 1.2 cloth against 1
wine represents s gain to both couniries, Let us suppose that
the exchange-ratic which becomes established is 1 0 1. Then
for every 100 labour-units which England sends to Portugal,
embodied in the form of cloth, she receives 1 unit of wine which,
in the absence of international division of labour, would have cost
her 120 labour-units to produce for herself; and Portugsal obtains
cloth at a cost of 80 per unit whereas to produce it for herself
would cost 98,

- \The consequence is that each countzy specialises upon that
branch of production in which it enjoys a comparative advantage,
thereby obtaining a greater total product from its given factors of
production./

It has often been pointed cut that the same principle afeompmnwadm ’
tage applies to the division of labour between particular persons. . All gain if the
better qualified persons eoncentrate upon the im nrithﬁcult tagks althongh they
themselves could perform the lsse difficult taske “better than thoss whe do in
fact perfom them. Thus the business manager will employ a book-kesper even if
he himself is better at book-kesping than the man he employs.® It paye him to
copcentrate upon ths task or iasks in which his superiority, and therefore his com-*
porstive sdvanisge, is greatest. The arithmétieal examples which we have wused
to illustrate the international division of labour can be applied equally well here.

But the Qivision of labour between persons is rather differsnt from that batweesn
countries or districts. (2} The former oftsn consists in different psrsons performing
different processes in tbhe production of & commen product, as in & factory, so
that their individusl- products sre not sxchanged against ones another. The
division of labour between cccupations corrssponds mack mors closely to the inter-
national division of labour, since the products of the farmer, baker, tailor, and
%0 om, are exchanged againsi one another. (5} The other, and more important,
“distinction is that specislisation by persons increases the capacity of each to per-
form the task on which he =pecialises : practics makes porfact. We do not think
of this circamstance, or at sny rate mot primerily, when wa speak of the advan-
tage of division of labour between countries, Thiz is because that advantage
would remain even if & country were Isrge enough to parmit of complete personal

" divisien of lsbour without having sny intercourse with the rest of the world.

Such a country could enjoy even M iaclation all the advantsges of specislisation
by persons; the advantages of international division of labour, of specislisation
by nmstional areas, would be sn sdditional and independent infizence.®

The ecenomic relations heiwesn two countries may provide an analogy fo the

increase in personal capacities resulting from the division of Iabour between persons

in that cne country alene may congtitute too small & market to permit a plant of
optimum size 1o be set up in some particelar branch of industry. This spplies to
mauy small countries, such as Austria and watmiaad and Cischoslovakia,

50 sspecislly “Tohn D. Black, Introduction to Production Economics {1926),
p%’ ef z2eq., and J. D, Black and A, G. Black Prodmmm Orgamiaation {1923),
ich contain numerous illustrations, ’
® This was recognised, for example, by Cairnes, who distingnished between
iwe advantages lof international division of labour : {a} that resuiting from the

" Prineiple of Comparative Costs and {b) the improvement in personal akill through

g n}tm npon pa.rtzcu]ar tasks {cf. Smc Leading Peinciples of Political
conomy,
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Technical developments have incrossed the optimum size of the plent in many
industries, snd the home market of a smsll comntry counld not ahsurb sufiicient
sales to make it profitable fo set up a plant of optimum gize if that size were very
large. But this point takes us out of the rsalm of fres competition, to which ws
are for the present restricting ourselvea. For if there is not room in an economy,
for a pumber of works of optimum size, this must lead to a monopolistie situation.?

§ 3. Tes Orokr oF TREATMENT To BE FOLLOWED.

We must at once begin to make our highly simplified model
a more accurate representation of reality. The present seciion
recapitulates our simplifying assumptions and states the order
in whick they will be discarded ic be replaced by more realistic
ones. All these simplifitations constantly give rise to annoying
misunderstandings. Somebody or other iz always trying to show
that the Law of Comparative Cost is valid only under the simple
nssumptions upen which it was originally formulated. But we
shall demonsirate that thjs is not so and that the simplifications
merely help the exposition without affecting the essentials of the
matier.

(1\Our first modification must be the iniroduction of money.
In an économy which practises division of labour, goods are not
exchanged directly against other goods, but goods are bought with
money. People do not think of the exchange-relations between
goods in nature but of money-prices. }The flow of international
trade is determined directly by sabsoluie differences in money-
price and not by comparative differences in labour-cost. | Our first
task will be to explain the mechanism by which the latter are.
transformed into the former.® '

(2N 'We must next enlarge our model 5o that it applies to more
than twe goods and to more than two countries.? -

(3)\We have provisionally abstracted from transport eosts,
-supposing that goods could be transported without cost. This
assumption alsc must be dmpped/if we wish fo paint a realistic
picture. - i . .

{4)\Hitherto we have tacitly assumed constant costsy We have
sapposed that the production of wine and of cloth could be
expanded without altering the cost of prodmction per umit. \ But

? This is discussed mere fully in chap. xii, § 4. v .

* Even aome qualified oconomiats bave overlooked the fact that this trans.
formatior t.u'be effected 8t once. Cf. Angell, foc. cit., p. 372, and my criticism
" The Theory of Comparative Cost Once More "' in Quarierly Fournal of Economics
{1928-29), vol. 43, pp. 376 et seq.

P It has slsc been said—by an ecomomist of the rank of Profefor Ohlin—that
the Theory of Comparative t loses it meaning when more than two goods ars
traded between two countries. CF. also Professor del Veechio in the Giornale degli
Economisti (1932). ’
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we must take account of the possibility that costs may either
rise .or fall as production increases./ )
| (6)\The Mheory of Comparative Cost fixes the limits within
which the exchange-ratio must settle under international trade.;
(In our example these limits were 0-88 aud 1'2 units of cloth
per unit of wine.) We must show how the exact point within
these two limits is determined.? This will lead us beyond the field
of cost-analysis. ) .
(6)\Closely connected with the hypothesis of constant costs is
_ the assumption that there is only one mobile factor of production,
homogeneous Isbour, and that the labour can move freely from
one branch of production to snother.” If we wish our theories to
apply to reality, we must discard this sssumption, upon which the
strict Labour Theory of Value? is based, that there is“one sole
factor of production. “We must assume that there are many
different gualities of labour and that other factors of preduction
besides labour are available. We must also assume that many
means of production are specific, that is, are confined to one
particular use and cannet be transferred to another. But these
assumptions are inconsistent with the labour theory of value—which
*must therefore be discarded.’/

8 4. ComramaTive (CosTs EXPRESSED IN MONEY.

\The translation of comparative differences in cost into absolute

differences in price is very simple and, as will be seen, in no

. way alters the real exchange-relations between commodities which

lie behind ths money-prices. \We can best explain how this trans-

lation comes about with the 8id of a brief arithmstical example
borrowed from Professor Taussig.4 ' :

¥ the United States
10 days labour preduce 20 units of wheat
.1& E ] E 2 20 » » linen.
In Germany
10 days labour produce 10 units of wheat
1 ., . » 16 . , linen.

‘Thus the United States has an absolute superiority in both

1 Thie problem is discussed in the next chapter. . '

2 Moson, * The Doctrine of Comparative Cost ™ in Quartersy “Frursal of
Economics (1926-27), vol. 41, eapecially siresses the point that the T of Core-
- perative Gost is based upon an obsoleta theory of value.

3 See chap. xii, § 1.

4 Intarnational Trade, p. 45. Tt will be obaerved that this time figures of yield
{product per umit of coat} are used instead of, aa before, figures of cowla (cost
per unit of product}
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branchea of produciion and a eemparative advantage in wheat.
Hence the United States will specialise in wheat and Germany in
linen. The position im terms of money is as follows :

Money Coat

Daily 1 potal Produst =8
Conntry. W;go. $ of 10 Daysul.sbonr { mf}m&
United States 1.5 15 20 Units of wheat 0.?5./
w o 1.6 ~15 20 , , lnen 0.75
Germany . . 1.0 ;O 10 ,, , wheat 1.00
. .. 1.9 10 15 ,, ,, linen 0.68

The price of wheat is lower in the United States than in
Germany, so that wheat will be exported from the United Statea
to Germany; and conversely with linen. This result is in karmony
with the Theory of Comparative Cost/” It is true that we have

arbitrarily chosen the money wages.

But that is not an objection,

for it can be shown that, under ouxr assumptions, the ratio of money
wages between the two countries must lie between an upper and
s lower limit. It is only the choice of one or other of the ratios
within these limits which is arbxtmry

Y Let us suppose that the daily wage in Germany is $1.00. Then-
t}ze daily wage in the United Siates cannot- exceed $2.00: it

cannot be more than double the German wage.

This upper Limit

is fixed by the cost-advantage of the United States in wheat, namely
20 to 10. If the American wage were to Tise to $2.00, the American
price. per unit of both wheat and linen would be $1.00. The
export of wheat would become unprofitable, yet linen woulgy con-
tinue to be nnpcrteé go that the American balance of payments
would become passive, gold would flow out, and prices and wages
would have to fall again.®

In the same way if can be shown that the daily wage in the

United States cannot be lower than $1.33:

it cannot be less than

four-thirds of the German wage. Thie lower limit is fixed by the
cost-advaniags of the United States in linen, namely 20 to 15.
I the American wage were to fall below $1.33, the Qerman
wage being, by hypothésia, $1.00, the German balance of trade
- would become passive, gold would flow out from Germany, and
prices and wages woulé rise in the United States and would fall

in Germany /

8 We consider the problem of rigid wages in cimg xvi, § &
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We cannot say from the cost-data alone exactly where within
these limifs the ratio of wages, and therefors the ratio at which
{(American) wheat is exchanged for (German) linem, will setile.
This depends upon the conditions of demand/ One might assume,
for example, that if wheat is $0.75 per unit Germany will import
8 million units; making & fotal value of $6 million; and that if
linen ie 0.66 per unit the United States will import 9 million
units, making the same total value of $6 million. This would then
be an equilibrium positien. If, in equilibrium, the price of wheat
were lower, relatively to the price of linen, than in the above
illustration, Germany would import a greater quantity of wheat
and would export s smaller quantity of linen. \The exact ratio
is determined, given the conditions of demand, by the fact that
(supposing the other credits and debite to balance) the total value
of each couniry’s exports must equal the total value of its imports.
This important addition to the Theory of Comparative Tost was
made by J. 8. Mill, who intreduced the principle of ¢ the equation
of reciprocal demand,” showing that the twe sides of the balance
of payments must be equal / '

We shall discuss all this in detail in the next chapter; for the
present it will be sufficient to know the upper and lower limits,
which are determined solely by the relative costs.

\ The Theory of Comparative Cost in no way implies that the
divigion of labour must always be complete, in the sense that each
country produces only one good or, more generally, that no good
is simultaneously produced in both countries. / Even if we assume
no iransport costs and constant returns, it is quite possible that
only one country will specialise completely, producing only ome
good, while the other country produces both goods. \This will
happen if the former country cannot itself meet the total demand
of both countries for the good in which it specialises. This will
be especially likely when it is a small country and the other is
& large one

We can derive from our illustration the general rule that in
the country which enjoys the more favourable conditions of pro-
duction, wages or, more generally, incomes must be higher tham
in the other.¥ There is nothing strange in this; it is what we
should expect. Nevertheless this almost self-evident fact is
constantly overlooked. Nobody denies it in so many words, but
one of the most potent arguments for tariffs? is based upon an

® Under our simplifying assomptions, the ratic of money wages hetween the
two countriss is the same as that of real wages, since in the absence of transpork
eosts the prices of goods must be the same in both countries. '

7 It may be objected that at this atege of ths amalysis we sre working with



THEORY OF COMPARATIVE COST 135

implicit denial of it. I refer to the propaganda which is carried
on especislly in the United States (but also in certain other
countries, including Great Britain) against imports from countries
which have lower real wages and therefore a lower standard of
living. The general public is quite convinced by the argument that
only high Protection can enable American industries to compete
with European industries which pay much lower wages and that a
high standard of living can be maintsined only behind a. high
tariff wall. The truth is that the high standard of living is a [
conseguence of the favourable conditions of production and in no
way rales out sn advaniageous {rade with the rest of the wer}d.y

Whilst the United States fears competition from the ‘ sweated
labour ’ of Europe, Protectionist propaganda in Europe lays much
stress upou the favourable conditions of production enjoyed by the
American economy. The statement that conditions of production
are more favourable in the United States is undoubtedly correct.
The main reasons for this are:

(1) Ber much sparser population. She has-only 15 inhabitants |
per square kilometre, as against 185 in Great Britain, 134 ia
Germany, 74 in France, and so on. This affects mainly ker agricul-
ture. Only first-grade and possibly second-grade land is worked,
whereas in Europe land of the third, fourth, and fifth grade 1s |
brought under the plough. (2) In Europe the existing distribution
of the population is the result of a long historical development. The.
United States was peopled during the industrial era, and its popule- |
tion is therefore probably distributed, from an economic standpoint,
in a much more rational manner. (3) Her great wealth of natural
resources of all kinds. (4) She constitutes a great Free Trade
area, within whichk the exchange of goods can take place without
baving to overcome any tariff obstacles. This makes possible an
extensive division of labour and the development of large establish-t
ments and mass production. : .

These and other circumstances make labour in the United States
more profuctive than in the Old World, so that her *real * costs '
of production are lower thar in Europe. But, as our illustration
spows, it is quite wrong to conclude that trade between the two
continents should be restricted on that account. On the contrary,
such a trade makes possible a division of labour by which both
parties gain. :

such great simplifications that no conclusions can be drawn sbout practical probloms.
The answer is that the argument, for tarifis which we are discussing makes the same
umplicijifcatiom.T

¥ Cf. esp. Toussig, How the Tariff Affects Wagea rinted in Free Trade
the Tariff and Reciproeity (1920), pp‘ﬂ;a s2q. Rep )
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‘We may conclude with & word aboat so-called * proportional costs.’®
Costs sra proportional when the superiority of one country over another® is
\ the same in every branch of production. For example :

‘Wheat. Linen.
United States, - - - - . . - . oG 13
- - 1¢ 8

Germany, - R L T
The costs are propottional, since 20: 10=18: 6.
In mnck s cass—which is of course ezceptional—mo exchange will taks place
between the two counfriee, since thers will be no difference inprieaa./Both in
the United Bistes and in Germany the zatio bstween the price of whest and the
price of linen will be 10 to 8. Thus the only possibility ia that doth the money-
prices may be lower in one ‘country than in the other, But such a situstion
would bes promptly corrected by the operstion of the monstary mechsnism. The
necessary condition for an exchange of goods is that ths price of ons good should
be higher in one country and of the other good in the other country, and this is
axcladed, in the long run, by our assmmptions.

§ 6. Tae THECRY OF COMPARATIVE (OST APPLIED. TO MORE THAN
Two Goops.

Our theory can be applied to the ease in which not merely iwe
but any number of goods are produced in the two countries. We
need only take the two goods which we have hitherto discussed
as representative and regard the figures of costs, which we have
laid down for them, as averages derived from a whole range of
goods with similar cost-ratios. The theorem can then be formulated
a8 followa: Country I enjoys a comparative advantage over country
II in all its szport commodities relatively to all its import com-
modities. The sams applies, of course, 6 cowmtry IL.3

This is eaasy to prove. Let us denote the number of uaits of
labour-cost needed to produce a unii of the goods A, B, C . . .
in country I by ey, by, e; . . . and in country II by ey, by, ¢, . . . Let
the {(money) supply-prices (that is, the money cost per unit) of A, B,
C ... be pey, pry, Poy, - - . in country I and pay, Pog, Pey - . - in
country II. Let the money wage (per anit of labour) in country X be
W, and in country IL W, We have then the equations p.,=a, W,

Pu=bW,, py=c,W, . . . and puf=a,W, pa=byW, pr,=c,W,
. . . We can also say that the relalive prices in each country are fixed
! by the labour-costs:pa,:pa:pey - - . =2;:be, . . . and PrePhaiPey

=8g:by.¢, . . . In order to detarmine the absolute height of the money

¢ In order to avoid misunderstanding, it should bs pointed ouvt that * pro-

iona] oosts * in the senss in which we are nking the term here have nothing

do with the proportional {total) costs {=constant average costs] referred to,
in distinction te incresaing and decreasing costs, in the theory of costs.

1 Of courss, this suporiority may be mil, which means that costs are the same
in beth occuntries.

% Under the assumption of constant costs and absitrecting from costs of
transport, only  borderline® goods can be produced simulteneously in both
countries {see p. 138).
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Pprices we must include in our data the quantity of money. This is
done by making assumptions as to the absolute rates of money wages
which jprevail. It is important to recognise that the sole function of
the Labour Theory of Value is to detemine the relaiive prices.

Let us go a step further. Let B denote the rate of exchange,
that is to eay, the number of units of currency of country II
which exchange for one unit of the currency of country I. Then
we can say that the relation a,x W, x R <a, W, applies to any
commodity A which country I exports, for @ good will be exported
only if its supply price, that is, its money cost, i lower than
in the foreign country. Inthesameway,the relationb;x W;xR>b, W
applies 0 any comumodity B imported by cozmtry I. It follows

™ LA
that 1<y
as we have seen above, is szmply the expression of the fact that country
I enjoys a comparative advantage over country II in the production
of commedity A, that is of all its export commodities, relatively to
all its import eommodities.

We can arrange’ the various goods in the order of the com-
parative advantage of coyuntry I over country IL* ec t}mt if we

n b a g

eali them A, B, C, D, E, Ly b, cg<dﬁ< AT owe
then draw a line dividing the commodities which eountry I exports
from those which it imports, all the former will be on one side
of the line>and all the latter on the other side, without our
having to change the order in which they are arranged. For
example, it will not be posszhle for country I to export A and Cc
and to import B.

So long as our asau.mptlons continue to cover only the cost-data,
we can nof determine the exact position of this dividing line.®
We can say only that it must be drawn in such s manner that
country I enjoys a comparative advantage in every commodity
it exports relatively to every commodity it imports. If we wish
to determine its exact position—whether between B and ¢ or
between C and D and so on—we must introduce the further con-
dition that the credit side and the debit side of the balance of
payments must be egual.

and % WW R and thence thst a g—: But that

T ow,
W__Ex in the ratio of the money wagea. In onr previous srithmetical sxampls
we expmsé thers in the same currency nnita, This time we explicitly introdace
the rate of ex , R.
'“: Cf. the similar lchema in Appendix H tc Marshall, #oney, Credit ond Com-
ze.
% Clearly it =mat ha thin circumstance whick has led Ohlin to declare that
ths Theory of Comparative Coet breaks down when thers ars more than two goods.
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Let us assume that we have the following cost-data:

Kinds of Goods. ABI{CIDIElFP i@giH|I|S

‘Real Cost’ per | In country I® !
unit, expressed {8, by, €.}, 12072012020 20]20}20/20]20]20
in hourz of | In country II : i
iabour. {Ry by 05...), 48236 32]30|25{20|18|16114]12

ya

determines the position of the dividing line

The quotient WW R
between the goods which country I exporte and those which it

imports. If money wages are the same in both canntrzes(w vyl 1)

then the money cost of all those guods which country I can produce
with a smaller absclute ‘ real coast,’ that is of A to E inclusive,
is lower in counfry I than in country IT: it will export these
goods and import all goods denoted by G or a succeeding lefter.
The commodity F lies on the boundary and wzll be produced simul-
{aneously in both countries.

If money wages in country I are 10 per cent. lower than in
country 11 (W"‘E&_ﬁ =1 i) then country I bas & lower money cost
than country II even when its real cost is 10 per cent. lngher .
Irn other words, unfavourable conditions of production will be
offset by lower wages.

Let us assume that money wages aré the same in both countries.
Then we Lnow exactly which goode will be exported and which
imported, and at what money-prices. Country I will export A
to E at & price of 20 per unit, and country II will export G
at & price of 18 per unit, H at a price of 16 per unit, I at a
price of 14 per unit, J at a price of 12 per unit, and so on. It
depends upon the reciprocal demand of the two countries whether
or not this situation maintains equilibrium in tha balance of
payments.

Let us suppose that it does not, and that the balance of payments
of country I is passive, or, alternatively, that the exisling
equilibrium is disturbed,” so that the balance of payments of I
becomes passive. The monetary mechanism eomes into play; gold
flows from I to II; prices and wages rise in Il and #all in [;

8 ‘We choose the unitz of quantity of the yaricus commodities in such & way
that the coat per unit of every commodity in country I is the same. Hence this
eguality (all coating 20} is not a simplifying assumpiion.

-_ ¥ Bocause, say, coun 1 haa t0 yropnmtwnx,ormskuamumw
II, or because its demand for the prodact: of country II increases.
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‘W, becomes smaller and W, greater; the quotient WW§R incresses;
1 A

the dividing line is shified; and F moves into the group of com-
modities exported by I. The balance of payments is brought into
equilibrinm, since (1) F is now exported (2) the other export
commodities (A to E) of couniry I become cheaper and (3) the
export commeodities of country II become dearer. If, however,
this is not enough to produce equilibrium, the outflow of gold frem
I must continue, the dividing line must move still further, conntry
I may export G instead of importing if, and this movement will
continue until squilibrium is attained.

It is clear that the complications we have just introduced do
not disturb our presumption—at this stage of the analysis it can-
not be called more than a presumption—that the unrestricted
exchange of goods between the countries is economically advan-
tageous. The examples we gave upon the assumptiion of only
two goods showed plainly that Soth countries could Imcrease their
total output by each specialising upon the good in which it had
a comparative advantage. We can reach the same conclusion upon
the assumption of numerous export and import commodities, We
can ‘ pair off * any export commodity with any imporf commodity.
It is clear that whichever of these pairs we eonsider, each country
has an advantage in the commodity it exports relatively to the
eommodity it imports. Thus the division of labour between the
two countries increases their total output. The division of this
gain between the two countries depends upon the exact position of !
the dividing line beiween export and import commodities.

The process of correciing the passive balance of payments of country I turns
the terma of trade against it : ita export prices fall relatively to ite import prices.
This must be so “if {either spontanecusly or as the result of, for sxample, &
reparations payment-or loan made by I} the demand in I shifts towards the export
goods of II or the demand in IY shifta awsy from the export goods of I. Bot we
bave seen® that a unilateral payment msay lead to the opposite reaslt, turning
the terms of trade in favoor of the paying country. This will occur if the fall in
demand in the paying couniry hits the goods it imports from the receiving
country and the incressed demand in the recsiving couniry is  directed
towsrds the goods of the paying comntry. The result, in the terms of
our analysis, will be that W, increases, W, decressss, the dividing lims
moves in the opposite direction, and country I imports commodity E instead of
exporling it. How, then, does the export surplus come about? It comes about
by country I exporting greatar quantities of commodities A to D ab higher
prices and importing small guasntities of commodities F te J ... st lower
prices? For country I produces goods A to B for its home demand as wall as

-

-

# Cf. chap. ¥ii, § 3.

* But it it very unlikely that the whols amount of ths yment can be tzans-
ferred in this way. A » rule, the fall in demand in I wﬂfa affect predominantly
ita domestic goods {since in nearly all countries imports are small relstively to homs
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for export, and the psyment it hss to make will lead to » £zl in its home demgzad
for, and therefore consumption of, thess goods : hence it can export mors without
meeding to increass ita prodanction. , Leaving sside the rare case in which the
decreased demand in T and the incréased demand in II both affect exactly the
same goods and so offset one another, the monetary mechanism must act in ome
of the two Iollowing ways : either (a) £he rate of exchonge will remain stable sod
eguilibriom will be achiaved throngh a riss in wages in ome country or & fall in
wages in the other couniry or a combination of the two; or (b) the money-wages
in both countries may remain stabls and squilibriom will be achioved through a
shift in the rste of sxchange. " However the mecharismn may act, under the
influence of the monetary /zystems and bauoking policies of the two
countries, the reanlt will always be » change in the satic of money
wagss between the two countries: ' that ia, inww—};a Thos ocur analysis
a 1

does not depend for its validity apon a frictionless working of the gold standard;
' it appliea squally {0 paper currencies and tc any form of mansged ourrency.?

This discussion has demonstrated the falaity of the view that  international
capital movements hava never fonnd s place in the Theory of Comparative Cost.”2
y Of course, the theory does not explain why capital movementa take place, but ib

. does explain Zew payments sre made snd equilibrizm re-sstablished.

How the capital will be transferred depends not only upon thd way in which
the' loan-monsy is spsnt, but also mpon the relative comparstive costs of the
different commedities,”/ A loan for the purposs of building & railway will not
necessarily be transferred in the form of reilwey maferial. \When induatrial
conntries lend fo agricultural countiries to enabls them $o develop their industries,
the export surplus may well consist of machines and similar prodocts.f But when
one indusirial country lends to snother or whan—an msy hap agricultural
couniry lends {6 an industrial e, it may well be that ths goods which immedistaly
follow those which it already exports in the compsrative-cost series are foodstuifs
or luxury goods. For example, the capital for consiructing an underground railway
may enter the country in the form of oosmetics and perfumes, and factors of
production which had previcusly bssn employed in producing thesa lnxaries in
the ‘borrowing rountry will be set free. This will bring about a reshuffls, per-
mitsing factors to be diverted io the task of diresctly or indirecily assisting ithe
construction of the railway. 1If the loan is granted npon the condition that part or
all of it must be spent in certain ways, thiz of courss semewhat changes the
situation, / :

§ 6. Costs oF TRANSPORT.

Our conclusion that & given good can be suddenly transformed
from an export commodity into am import commodity, or, con-
versely, may seem unreal. This is because it flows, quite logically,
from our mssumption that there are no eosts of tramsport®; and
thie sssumption is an unreal ome. \The introduction of transport

production]. The terms of trade must then furn inst it, altho possibly
only to a very slight extens. We can regard tases it:c:v}zich tfmy dol;.?;'n against
it ax normal and others &8 execoptional, Sse Nurkss, Imternationole Kapitel-
bewegungen (1835}, chap. iii.
-1 The attempt to ksep both the rate of exchange and the wage levsl stable
disturbs the equilibrinm and Isads to :::guhon of the market and unemployment.
2 Eulenburg, Grorerqumwirtackafe Autarkie {1038}, p. &8.
3 And also from our assumption of constant coste, whith we discard in the
following ssction.
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eosts gives us a third clsss of poods, namely those wkich enter
only into domestic trade, in addition to export goods and import
goods. A commodity doss not pass directly from the export class
into the import class; it must first enter this third class and be pro-
duced simultaneously by both countries for their home mzkefZ
This can be expressed in terms of our algebra as follows. Let
. Tepresent the real cost (expressed in units of labour or in the same
units of ‘ productive resources * 88 a,, b, ¢, and so on) of trans-
porting commodity A from country I to couniry IT, and let b,
represent ita real cost of {ransport in the opposite direction. Let
us further suppose, to simplify the discussion, that the country
of supply always pays the .cost of tramsport. - We can then say
that the commodity will be exported by I if a"-—:;g“<w——§¥:3 and

will be imported by I if W:%R<a,%g Bui ag-:it,,<al::tu

and hence the commodity will be neither exported nor imported

if the numerical value of W, lies between these two walues,

Wyx B . T
that = ::i:,,(‘i??; &< = :;t" + We ﬁms bave two expressions relating
{o any good A, namely: P snd Btabn oy iher words a

good will not be exported or imgor&ed unless the difference in its coat of
production between the two countries exceeds the cost of transporting
it from one to the other. The order in which the various goods must
be arranged, as on p.138, to show which good would next become an
export commodity of I if I increased its export, and so on, will
of course be changed when we take account of transport costs. The
export capacity of a country does not depend, as we previously

- assumed, solely upon its comparative costs of production ; it depends
also upon the costs of transport. We may illusirate from our tabls

on page ]:38. If the quotient W%ﬁ becomes emaller {(because ngd
flows from 11 to I or because the rate of exchange, R, rises), moving
the &iviéiiig-i_ine in the direction of A, the good D ceases to be
exported as soon a8 the value of thia quotient falls below ‘-i—‘ilt‘—’
But D does not become an import commodity until the value of

this quotient has fallen further and has become less then q i’ 5
This complication in no way changes the 1::1*e3t:v.{zlpi:itm2 tgag

international division of labour benefits svery couniry. \It is tru¢
that division of labour will not be carried sc far as under the‘
assumption that commodities can be transported without cost. The
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necessity of paying transport charges makes the world poorer than
it would be if all goods could be produced in the relatively most
suitable places and ihence tremsported withqut any cost. But in
go far as international trade takes place despite the existence of
transport costs, it must be advantageous, sirce it will be ‘under-
taken only if the gain from division of Iabour exceeds thé costs

of transport,/
§ 7. Variapre CosTs oF PRODUCTION.

‘We have hitherto assumed that the Law of Constant Unit
Costs prevails (within both countries) in every branch of production,
so that additional quantitiea of any good can be produced with
the same expenditure of labour, per unit, as before. Thus, to
revert to the example given on page 132, if Germany graduslly
gives up the cultivation of wheat and instead produces linen; then
for every 10 units of wheat which she ceasea to produce she will
produce 15 additional units of linen. Similarly, there will be
& constant substitution-ratic between the two commodities in the
United States, namely 1 to 1.

We must now abandon this sssumption. \There is no doubt
that constant costs, or—to use another expression for the same
phenomenon—constant returns, are an exceptional case. The rule
is increasing costs, or diminishing returns. Beyond a certain out-
put, which—at any rate, under competition—is in practice always
exceeded, sdditional quantities can be produced only at an
increasing cost per unit '

It is not difficult to ses how this fact can be brought inte our
scheme. I we assume that in Germany and the United States
alike both branches of production are in the stage of diminishing
returas) the figures of returne giver in our example must be taken
as figures of marginal returns/ Before international trade begins,
the last increase in the quentity of wheat produced in Germany
costs 10 units of labour for each 10 wunits of wheat and, similarly,
the marginal cost of linen is 10 per 15 uniis,

\\When Germany is constrained by the pressure of foreign com-

- petition to produce more linen -and less wheat, her marginal cost

of producing linen must rise./ Less evitable land will be brought
under flax, and. more labour and capital will be expended upon
land already under flax. \On the other hand, her marginal cost
of producing wheat must fall. / The least suitable land will be
withdrawn from wheat-growing and less labour and capital than
‘before will be sxpended upon land which remains under wheat.
Consequently in Germany the ratio of marginal vosis will shift
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in favour of wheat, while in the United States it will shift in
favour of linen, since shé will produce more wheat and less linen
than before. Thus, sas Germany substitutes linen-production for
wheat-production and the United States does the opposite,” the
difference in the comparative-cost ratic between the two countries
will be progressively reduced from four directions, and this muat
sooner or later bring this process of substitution %o an end.\ The

division of labour will remain incomplete in the sense that Germany

will not completely abandon her production of wheat but will
only restrict it to land whick can successfully meet American
competition, whilst in the same way the United States will only
restrict, and not abandon, her production of linen. { How far the
division of labour will be carried or, in other words, how long
the comparative advaniage of the United States in wheat and of
Germany in linen will continue at the margins, as the margins
move owing to the progressive substitution ,of wheat-production

for linen-production in the United States and conversely in

Germany, will depend partly upon the rapidity with which costs
rise as preduction expands, or fall as production coniracts.)

We can include increasing costs in our scheme as follows.
We have hitherto assigned only ome cost of preduction in each
country (s, in I and a, in II) to any commodity A. We must
now assign a whole series of costs to each commodity—ay’, 8,", 8,”,

. in I and &}, a,", a,, . . . in II; and similarly for B, C, D,
- . . These terms represent the different marginal costs of pro-
ducing different quantitiés of the commodity.

This complication, like the others already discussed, makes
no essential difference. \The division of labour will, indeed, be
carried less far than under constant costs, since, as it is extended,
“the comparative disadvantage of a country (at the margin)
diminishes and finally disappesrs. Thus the comparative dis-
advaniage of a country is less if we regard the cost-data as relating
to {increasing) marginal costs and not to constant costs; and it is
not profitable to carry the division of labour beyond the point at
which increasing costs wipe out the cost-differences between the two

countries. But it s profitable to carry it up fo that point. Our

presumption that Free Trade ia the best economic policy therefore

remaing intact? . .

- % This is not realised b? Dr. Kellenber &, who argues {“‘Zur Theorie von .

Freihondel und Bchutzsoll V' in Weltwirtschaftliches Archiv (1018), vol. 7, pp.
5-7) as follows : I Fortugnl specialises upon the production of wine and if this
is subject to diminishing returns, or increasing costs, then the new vineyards
she will create in consequence of the international division of labour will yield a
smaller retarn than thoze which she cultivated before éngaging in international
trsde. Hence under increasing costs the international diviaion of labour leads



144 INTERNATIONAL TRADE

The case of éccfmag costs, or increasing returns, is gs difficult
as that of increasing costs is easy.,/ We must postpone a detailed
discussion of it (to chapter XII, § 4), confining ourselves’ ier the
present to the following remarks:

I caunot share the view of those distinguished writers, such
as Professors Schumpeter, Mises, and—although he holds it pnly
with quahﬁca’smna—ng}xt whe deny the wvery posalblhty oi
inereasing returns., \I believe they can exist in exceptional cases
and that these exceptmnal cases are of nnportanee Let me hasten
to addgthat a reduction in costs due to progress in technique.and

\ organisation (the possibility of which is of course not disputed by
the writers in question) does not constitute a true case of deczeasing
costs even if it is associated hiatoz'icaﬁy with an increase in pro-
duction. Such progress is a change in the economic dats and is
to be represented graphically by a downward shifting of the w]mle
cost curve and not by a cost curve which slopes downwards to the
right. When peop}e speak of the Law of Decreasing Costs they

frequently have in mind mainly these ° historical ' redmctions in
costs; but our thecry is not invalidated by such cases. .
\Decreasmg costs in the proper sense are the cansequence of
an expausion of production, and not merely phenomena w
happen to take place ht the same time as such an expausion. They
come about (under certain assmphons which will be stated at
& later stage) through an increase in the size of the worka./ They
are due, fundamentally, to the fact that many factors of pro-
duction -are not completely divisible, so that a large output is
needed for a plant to be of the fechnical optimum size and yet
to utilise fully all its factors. When a market is large emough

" to absorb the total output of a number of works of optimum sme,
the * law ’ of decreaamg costs no longer applies and we are agam
ins the region of i mcraaszng costs,

If the optimum size of a plant is so great, relatively to the
extent of the market, that it can be atiained only by very few
or only by one plant, decreasing coais lead directly t0 a menopolisiia
situation. If we find something approaching free eompetxhon in
any branch of productiop, we can conclude that it is subject
to increasing costs.

Thees remarks reflect, in 'ﬁroad mztlme, the present state ai
the Theory of Costa. They show that we are not coemmitting too
grave an error by provzsmnslly working mth the sasumption of
increasing costs.

to s fall in productivi J ‘a dmnum in ou Only under falling or
constant costa doss it yield a gein. . . . The fallacy t.[ns argument is toorohvious
tc warrant & detailsd refutation. .



CHAPTER XI. |
SUPPLY AND DEMAND IN IKTERK.&TIOXQ’AL TRADE,
N 5.1. InTRODUCTORTY. .

‘This chapter deals with an important extension of the Theory
of Comparative Cost. * We have several times had occlsien to
remark that the exact point of equilibrium is determined by the
supply-end-demand situation. \If each of the two countries exports
only one commodity, the comparative costs determine the limits
within which the terms of trade must lie, but their exact position
within' these limits depends uwpon the & d of each couniry
for the commodiiy exported by the other. | If & country produces
numerous goods, we cannot tell from the cost-data alone exactly
which goods it will export and ®Which it will import; the. dividing-
liné between tha two ia defermined by Supply ard Demand.

" The extension of the Theory of Comparative Cost which covers
these points was first made by John Stuart Mill? It was later
developed and generalised by Alfred Marshall, Marshall also
introduced a diagrammatic apparatus for dealing with these
problems. We shall examine the theories of Mill and Marshall; and
wo shall consider the different meanings of * the real ratic of inter-
national exchangd '—or, more briefly, ¢ the terms of trade '—end
the methods of measuring it. '

§ 2. Mr'’s TeEoRY oF INTERNATIONAL '?'Az.{rzs"“

Let us return to the illustration in § 4 of the foregoing chapter,
retaining all the simplifying assumptions which we made at the
time. Before trade takes place between the two countries, let
the ratio of exchange between linen and wheat be 1 to 1 in the
United States and 1.5 {6 1 in Germany. When trade between them
takes place, the United Staies will specialise in wheat and Germany

1 Principles of Political Economy; bk, 5, chsp. xviii. #

. _ 30f, Beatable, TAcory of International Trade, shap. 2; the criticisms of the
 classical theory by Graham, * Internationsl Values Re-examined ™ in Quarteriy
' Journal of Heonomice (Nov, 1983), pp. 64 et aeg.; its defence by Mering,  Ist die
: Theorie der infernationalen Werte widerlegt?™ in Archiv gfe‘f Sarialwnssensohaft
igﬁwﬂ 1831}, vol. 65, p..251; and Graham's rgpiy, *“ The Theory of Internatiorsl
ues ' in Quarterly Journal of Economica | . 1832); Colin, ** Das (Gesetz der
mparativen Kosten—das Gesst der komparstiven Kaufkraft ™ in Weltwirs-
chaftijohes drchiv (1830}, vol. 32, pp. 371 of seg. Hes zlso Manpoldt, Grundriss
Jer  Folkswirtschaftalehre, espscially the Ist “edn. (1863}, and Edpsworth's
Hiposition of Mangoldt's theory loc. cit., pp. 52 et seq. .
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in linen. Any ratio of exchange betwéen 1.5 linen: to ‘1 wheal
and 1.0 linen to 1 wheat will produce this Tesult. -J
_Let us begin with an exchange-ratic of rather less than 1.5,
say 1.4, linen o 1 wheat. If we assume German wages fo bs
81, this ratio corresponds fo an-America wage of nearly $2 (tc
be exact, $1.87).>, The price of wheat (both its domestic price
and its export price, in the United States, equalling its cost of
production) is they $93.4, and the price of linen $66§. -Let us
suppose that, in this price-situation, the TUnited Btates importe
900 units of linen from Germany. The German balance of pay-
ments will become favourable and the monetary mechanism will
begin to operate. XYt us simplify by supposing that wages
in Germany are kept stable, so that the price-adjustments leading
to equilibrium {ake place on the American side. This mean:
that the price of wheat, and Awmerican wages, must fall.
This will stimulate the imports and check the exports of
-@ermany until equilibrium is reached st an exchange-ratio of,
say, 1.3 linen to 1 wheat. ’ B
The table on page 147 shows the result of the whole process.
Columns 1 to b give the international demand,” expressed
in goods, of both countries. Columns 6 to 10 showgthe resulte
of each wheat-linen ratio, given these demand schedules, in terms
of money, upon the sssumption that.German wages are kept stable.
If this simplifying assumption were dropped and we were to
suppose the monetary mechanism fo act in some other way, the
absolute money figures would be changed, but {a)} the ratic of
‘monsy wages and hence (b) the ratio of money prices and hence
{c) supply-and-demand schedules expressed in goods, would remain
‘gnaltersd. It is true that in actual fact these  real ’ relations will
aet-always be exactly the same if the monetary mechanism acts
in one way ae if it acts in another. But we are constrained to
assume, as a first approximation, that they will not be affected
by the particular way in which the monetary mechanism works;
this assumption underlies not only the whole theory of international
trade but also the greater part of general economic theory.*
Since we have sufficiently established the connection between
money prices and the real exchange-relations, we may perhaps
be permitied to use briefer expressions, such as * Germany’s demand
for wheat.” But to prevent misunderstanding we must emphasise
that the concept ‘ the demand of one couniry for the export
edmmodities” of angther® in the Theory of International Values

i

; % The method of computing this is stated in note § to the tabls on page 147. 4
¢ 1t is % function of monstary theory, provided that it is not tied down to .

trict Quentity Theory approach, to consider deviations fgom this hypothesis.
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1inust not be confused with the eoncept of demand in terms of money
1Em"smm': partmular good.®
"Whether the one country or the other reaps the greater gain
jepands on whether the real exchange-ratio setties near the ome
‘or the sther of its two possible limits. If it appreaches the upper
hmtt—tha ratio of 1.6 liren to 1 wheat existing in Germany before
international trade began-—-—the United States gets the lion’s share
of the difference and gaing more than Germany. TFor it now gets
1.5 instead-of 1.0 linen for 1 wheat. A glance at the table will
show how its money wapes and real wages are affected.- If the
- ratio approaches its lower limit of 1 to 1-—the American ratio
before the commencement of international irade—the gain accrues
mainly to Germany.

i Germany's Amerion’s . ’
Bupply-and- Sngiy:nd- . Value oi
sonal i Demand mand Ratio of : . -

sticnal | gohegule. Schedule, ; Money Prics |
o-Rasio : Wages in {=Money| Wheat | Linen,
s of ; ; Germany C-aat} afy Costjof | Exports | Exports,
: v!;l.;a . Dag::nd Be::ad {=}} | Wheatin| Linenin| from from
i Wheat | Supply | Linea | Sa t& Mmi; U.B.A. | Germany.| U.B.A. G@any. .
dcqof |{=Sales {=Bales of U.
ik the uf Linsn. of
sod | Whaasi Lines in|
mk Germany U.S.A.) [

T T — " ia§ in®  in$ in§ in®
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D @ 5 ® [ Mm . 9) {10)
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o DW. 1100 | 1320 | 1086 { 00| lﬁ!'w - 0808 | 0663 | 850C 7200
. PW.0 1300 | 14304 480 | 00| D:4® | ©73% |, 0663 | 9529 | 5867

. EW. 150e | 1500 |sooy™ — | L:23% | o66% | 0-66%r| leoos
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ex, ™ The palltfons betwaen the two: are: discussed below, in § &

LS
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Ezplanation of each Column in Table on page 147

(1} The limits of 1.5 linen for 1 wheat and 1 linen for 1 wheat, between which
the ipternational exchange-ratio muost lis, are detsrmined by the compara-
tive costs. Tha intermediate yaties have besn chozen arbitrarily.

{2} Arbitrarily sasumed. The figores {read downwards) could increese at
different rate or could decrsase instead of incressing. The latter case would
be one of ineclastic demand, discussed in § 5 of this chapter.

{3} Calculated, by Shultiplying {2) by (1).

(4) Arbitrarily sspumed. The remarks on (2) apply here also.

(5} Caleulated, by dividing (4} by {1}.

(6} Money wages in Germany are assumed to be sizble. Money wages in
U.8.A. are calculated nnder the mesamption that in Germany 10 days’
labour produces 15 mnits of linen and in T.8.A. 10 days’ labour produces.
20 units of wheat, The calenlation resta upon the fact that the exchanged
qusntities bave always egnal money costs. Thas, if we esll the labour-
tims nseded to producs 1 nnit of Iinen in Garmmy 1), the labourtime.
nesded to produce 1 unit of wheat in U.B.A. *y t&ae;zehmged quan-
tities of linen and wheat reapactwaiy 9, snd % and wages | in Germany

Tooand wages in U.8.A. ™, it must be true that *; ™, L"“’"A L
The absoluis height of may wages cannot be alcuin&ad fmm this aqoa-
tico, but the ratio of money wages in Germany to monsy wages in U.B.A.
can be calcalated. Thus if we take the former as I, we have * 9 -

w. Jy where = is the retic of American to Germean monsy wages. Fer
example, at sn sxchange-retic of 1.4 units of linen for 1 unit of wheat,

it follows from the given comparetive-cost ratios that 10 14 =§). =

i.e. that z=1.87. 1

{7} Calculated, by muoltiplying monsy wages per day in the T.8.4. hy the-

number of day's lsbour {§) nesded %o produce I onit of wheat. :

(8} Caiculated, by multiplying - money wages per day iz Germsny by the.

number of day's Isboar L needed to produce 1 mnit of linsn.

9) ={Nx(a).

(10} =(B)x .

Which ratio will, in fact, be established clearly depends upon-
the demand (-and-supply) schedules of the two countries. We can
distinguish two aspects of these schedules, each of which affects
the final result: (a) the size of the amount demanded (and there-
fore of the amount supplied) at sny given ratio—depending upen
the capacity of each country as a market and as a producer, and
(b} the elasticity of the demand-—the extent to which it increases.
in response to an improvement in the ratio (that is, to a fall
in relative price).

When the absorptive capacity of one country is large relatively
to that of the other, this will tend to make the ratio favourable for
‘the latter. If, in our example, the United States were very large.
compared with Germany, the figures in columns 4 and b would
be larget. This would shift the ratic downwards, in favour of
Germany. If, for example, at a ratio of 1.1 linen to 1 wheat
the American demand were 1650 and the American mpp}y there-.
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fore 1500, Germany would not be able to supply ithe whole of
the American demand for linen. Hence there would be only =

* partial change-over in American production, sufficient fo supply
the German demand for wheat. The United States, although
Jimporting linen, would continue fo produce it, but would produce
less of it than before, while Germany would specialise completely
upon the production of linen. The international exchange-ratio
would be the same as that prevailing in the United States, namely
1 linen to 1 wheat, and the whole of the gain from the inter-
national division of labour would acerue to Germany.

The same result would coms about if the sole export commodity:
of the United States were something like pepper for which the
demand is so small that the total amount of money expended upon
it by consumers could not approach their expenditure upon the
commodity (linen) whick Germany exports. For then the United
States would be compelled to produce linen to supplement ite
imports of linen, whilst Germany could obtain all her pepper
from the United States and specialise completely upor linen.

‘We can also lay down the rule that, other circumstances remain-
ing the sams, the ratio will be more favourable to a country the
less elastic is its demand for the export commodity of the other
and the more elastic is the demand of the other for the commodity
exported by the couniry in question. When the figures in column 2
rise only slowly, the amount of wheat imported by Germany
inereases relatively little in response to a fall in its (relative)
price and the ratio is pushed down towards 1:1. The same result
occurs if the American demand for linen increases rapidly in
response to s fall in ils (relative} price: that is to say, if the.
figures in column 4 increase rapidly from bottom to tep.

There is no point, however, in prolonging this discussion upon .
the simplifying assimptions that costs are constant and that there
are only two commodities to be exchanged. For under these
assumptions it is highly probable, as Graham has shown, that—
unless. we choose illustrative figures relating to two countries of
about the same size and to two commodities of about the same
importance—the exchange-ratio will be very near ome of its two
possible limits.® :

But Graham goes further, and concludes from this that the
conditions of demand have no influence at ell upon the real inter-
national exchange-ratic. He points out’ that if there are many
actual and potential export-goods and impex:h;gcods, it will require

& This can be shown much more sasily bg curves than by srithmetical examples.

I%;,‘;g.h%&?lag ?&fe. International Valees,” Quarterly Journal of Eeonomice (Aug.
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only a slight slteration in the exchange-ratio, and therefore in
the relative wage-levels of the two countries, to bring a good
whose price was just above the export-point into the export category
or to take a pood whose price was just above the import-point
out of the import category. This is indeed correct; and it follows
that the real exchange-ratio (together with its monetary parallel,

the ratio between the wage-levels) will be more stable when the

number of commodities exported and imported is large. But to
conclude from this that the nature of the demand schedules does
not affect the exchange-ratio iz sbout as logical as to deny that

| demand, in the usual sense, influences price, on the ground that

when there are numerous actual and potential sources of supply,
every increase in price will call forth a greater supply. .

§ 3. MarsHALL’S GENERALISATION oF TER THEORY oF Im:nlxnmmx.
ViLUES.

When each country has a whole range of export-goods and
:mport—gooés and the dividing-line between the two categories
is not given to begin with but has {0 be determived, it is no longer
so easy to find a simple way of expressing the supply and demand
of each country, since the assoriment of goods in each category
is not constant. Marshall tried to overecome this difficulty by
measuring all the export-goods of a country in terms of one common
unit. He expressed the exports of Germany in ° representative
bales of German goods.” This unit of & ‘ bala’ is defined by
stating that it embodies & constant gquantity of German labour
(of éi_f}'snnt qualities) and German capital. Thus its  real cost’
remains constant, whilst the individual goods which compase it
may vary. We can readily follow Marshall so long as we keep
to the Labour Theory of Value, with its assumpticn that homo-
geneous labour is the sole :factor of production. Instead of ‘a
represeniative bale * we can say simply © the product of & constant
quantity of the labour of the country in question.” When, in the
next chapter, we give up the hypothesis of the Labour Theory
of Value, it will be necessary for us_io resort to averaging and -
to speak of a representative export.good, to be definred as the
product of a constant quantity of means of production in general.

Marshall then takes by way of illustration the following

' reciprocal demand .schedules of Germany and England®:

% Bea Money, Gndct and Gommrct, Bk. 3, chap. vi, p. 162, and Appmdn I,
Fp- 330 ¢ 2.



SUPPLY AND DEMAND 151

E’s Sapply of Prioa G’s Bupply of
Terms of | E's Domand for E-bafs {in (-bales per G-baies in

Trads G-bales {= total recoipte. 100 E-bales} | exchaoge for {8}

{Namber of | {Sales of G-bales| from the sale at which the | (= total receipts
G-balea in B at the of(23in BEat | E-balesshown | from the s

Eer 100 *price” zhown | the ratio shown in (3) can be of 8)inG at

-bales). in (13} . iz {1} % sold in G, the r.-_at:a ;;mwn

in X
1) : {2} {3) 4 (5}

i0 1,000 16,000 230 | 23,000
20 4,000 20,000 175 35,000
30 9,000 30,000 143 44,500
35 14,000 - 40,0600 122 48,800
40 20,000 50,000 108 54,000
46 37,600 60,060 g5 57,000
56 28,600 70,000 86 60,200
68 54,400 80,000 : 82¢ 66,000
78 70,200- 90,000 ] ’{S_L 70,200
83 83,000 160,000 76 |- 76,000
85 944,800 110,000 74 - 81,880
B84 106,200 120,000 73 88,600

- Nots v Table.—{1 d; (2 d; (3) calcuiated f 1) sad {2
(4 amrimod ; () ealoahied e gt epeds &) ated from (1) and ()

A portion of the demand schedule of England is shown by
columns 1 to 3 and of Germany by columns 3 to §. Befors we
embark upon a discussion of the figures and of their diagrammatic
representation, we must show how they are derived and how they
are connected with the Theory of Comparative Cost.

Let us return to the arithmetical example which we gave in
chapter X, § b (p. 138).

DiE F[G BE[I J;KIL!M N
.iL

Kinds of Goods. iAiBeC'

il
In » !
roal cont,"per uait ig_][zu' 20!20 20.4{)‘29 20|20 20|28} 20| 20| 20
of quantity, ex- ‘
pressed in hours

of labour.

4ejseiao125 203ﬂ35 16]14}13 1siui10 9

el

We must now choose an arbitrary stariing-peint. Let us aay
that both countries have the same rioney wages, of $1 per day,
and let us choose the product of one day’s labour as our unit or
‘bale.” We know that under these conditions England will export
the goods A to D and will import the goods F to N.... The money
prices and the money incomes are fixed by the' assumption of
equal money wages; and it follows, that a quite definite quantity
of the goods F to N.- can be imported into England and sold
there. How great this quantity is will depend upor England’s
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demand for German products at the given ratio between English
and German prices. Let us assume that the total value of the
imports inte England will be $140,000. This meana that, at an
exchange-ratio of 1 to I, England will demand 140,000 German
bales and hence will be prepared to supply 140,000 English bales.
Next let us suppose that wages in Germany fall by 10 per cent.
The prices of the goods F to N--, and henee the price of a German
bale, will fall. A greater quantity of these goods can now be
sold in England; snd in waddition Germany can now export the
good E. In other words, the number of German bales demanded
by England will be greater, increasing to, say, 150,000. The
money receipts from this larger quantity will be, say, $145,000.
But a dollar still represents ome English bale, since English
wages have not altered. Therefore England will offer-145,000 of
ker bales in exchange for the 150,000 German bales. «In this
manner, we cen derive step by step the whole of the English
demand schedule, and we can do the same mulatis mutandis for
Germany. o

Thus a table drawn up in this way shows the demand of each
country for the bales of the other, and the supply of its own, which
would be nssociated with each exchange-ratio (between German
bales and Esglish bales, corresponding to the ratic between the
money wages in the two countries), That exchange-ratic will be
established at which the supply and demand of the two countries
eoincide; in Marshall’a table this equilibrium ratio is 78 Germaa
bales for 100 English bales.

Thus Marshall’s table shows the firal result of a complicated
process, namely of the whole mechanism of international trade,
Each step in the table should be.thought of as bound up with
a multitude of changes in prices and production. Edgeworth has
compared the curves which represent graphically the data of such
a table to the hands of a clock, whose movement is the result of
a complicated mechanism.?

We can best continue the discussion with the aid of a diagram.
We mensure (fig. 8) along the X axis the number of E-bales
supplied by E (column 3) and along the Y axis the corresponding
demand of E for G-bales (column 2) thus obtaining the curve OE
—ihe Supply-Demand curve of England.! The curve OG, the

¢ Grahem’s objection * that reciprocal demsnd iz for individusl commodities
und not for any such uniform aggregate of labour and capital ” (as the Marshallian
bolea) (foc, cit., p. 583) thus springs from a misunderstanding. The demand for
products is s derived demand for the means of production embodied in them.

1 For the sske of simplicity, we shall henceforward speak simply of demand
corves. E's demand for G-@s implies, however, a tertain supply of E-balss

offered in exchange, just as the demand for a good, in the ordinary sense, implies
a certain supply of money offered iz sxchange fg:gt. I P
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demand enrve of Germany, is the graphic representstion of columns
3 and b.

The point P, for example, shows. that PM G-bales can be
exchanged in E against OM’ E-bales. The ezchange-ratic is

£-Bakey
o ™M M X
, Fig. 6.
gi’i ;» best shown by the slope of the straight line OW’ relatively

to the X axis.? But at this exchange-ratio OM"™ E-bales wiil
be sold. in G, This means that the demand of G for E-bales is
greater than E’s supply; G’s balance of payments will become
unfavourable or passive the monetary mechanism will push
prices and wages down in G and up in E. E will be induced
thereby to fake more G-bales. Sooner or later an equilibrivm will
bo reached at the point P, at which the demand and supply of
E equals the saupply and demand of G.

The E curve is convex towards the X axis, showing that greater
quantities of G-bales can be sold in E only under less favourable
conditions. The same applies mutatiz mutandis to the G curve.
The greater the angle between the straight line OW and the X
axis, the higher will be the position of P on the curve OE, and
therefore the more favourable will be the exchange-ratio to E
and the less favourable to G. A movemeni of the point P outwards

along OE corresponds to a movement of the gquotient W—wf—a
. towards the loft and vice verss.® The higher are incomes in E

- relatively to incomes in @, the greater will be its demand for
imports and supply of exports. But before procesding further
we must explain, in order ts prevent misunderstandings, the rela-
tion between the demand of & couniry in the Marshallian sense
snd demant?. in the usual sense.

2 Provided we abstract from trmsport costs, “this slope equals the quot:ent

whick we have often mntmd W—"R =the ratis of money wages.
smmeuhlempp.waanaléz. '
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F§ 4. Tae ReLarion BETWEEN THE MamnsHALIZIAN CURVES AND THE
Bsmm Sveprry axn Deuawp CURvEs,

" The demand or supply of 8 couniry in the sense develo;::ed in

l the preceding section is aften confused with demand in the usual

sense. There are definite relations between the Marshallian

demand curve of a couniry and an ‘ ordinary’ demand curve,

but the two are not identical. The latier shows the relation betwesn

the money price and the quantity demanded of one good, and

slopes downward from left to right. At a lower price, a greater

&ir? 5

™,

1izo

0 WWMT M. Amcant
Fig. 7. .
amount is demanded, and conversely. The supply curve (B8S)
shows the relation between the money price and the quentity
supplied of a good, and hence slopes upwadrd from left o right.
) The Marshallian curves differ from these cirves both formally
and materially. They differ Jormally in that their ordinates
measure not the price per umit of the good in question but the
tiotal receipts from the sale of the quantity shown upor the
horizontal axis.* Thus their successive ordinates correspond to
the areas of rectangles imscribed in the ordinary demsnd curves.
¢ The material difference between the two types of curves is that
the Marshallian curves give @& complets picture, showing the final
result of the whole international-trade mechanism, and relate to
representative bales, while the ordinary curves relate 1o the money
prices of an individual commedity, upon the assumption that other
things remain equal and in- psxticaiar that all other%rices remain
the same, so that ﬁhey can give only a pariial piciure.® ]
£ Of emzrae; o, the dats shown in the Marshallian curves could equally wsll be
shownbymhng%heudmhmm&afmp&rmtsf&me
in G-bales or conversely, that is by malking the exchangeratio, (Snch
curves have been constructed : for exam Vinez, ** The Doctrine of Compare-
tive Cost ” in Weltwirtschaftiickes Archiv {J 193¢ , vol, 36). Converssly, it ie
possible to present the data of an orﬂ demand curve by measuring along the
ordinate not the monsy price ‘59:' ut the total money receiptz from the
zuazmt ghown on the axis. Buchk total demand cnrves, which su;
cially resemble the Marshallian curves, are used, s.g., by Auspitz and Lie
Uttersuchungen iber dis Theorie des Predses.

5 The use of these curves in dealing with problems of mtemhansl trade is
dismssed in § 8 of this chapter.

e
-
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§ 5. Tue ErasticiTY oF DEMAND,

We are now sufficiently equipped to lay down a-number of
rules as to the effect of various ecircumstances upon the terms
of trade. But we ha%e not the space to conmsider these matters
in detail: we must refer the reader {o Marshall.® Moreover, as
Marshall himself points out, his curves are so complex that in
practice their applicability to these questions is very restricted.
Hence we shall confine ourselves mainly to explaining the concept
of elasticity of demand, in the sense in which it is used in conmec-
tion with these Marshallian curves, and to showing its relation
to the usual concept of elasticity of demand.”

G-Sares

F-foies

4]

Fig. 8.

Let us take the curve OE, in fig. 8, as given. Then the more
argent is the demand of G, the more favourable to E will be the
terms of trade. If the demand of G becomes stromger—owing,
for example, to an increase in her population or to an improvement
in her productive efficiency, increasing her purchasing .power, or
to a reduction in fransport costs—so that her curve moves from

0G to OG', this will place*E in & better position. But if this

curve were. to move—in consequence, for gxample, of the imposi-
tion of a tariff by G—in the opposite direction, let us say from
an initial position 0G" to 0G, this would have an adverse effect
apon E.*

The extent to which a given upward shift in the G-curve turns

the terms of trade in favour of E depends upon the shape of the
E-curve, that is to say upon the elasticity of E’s demand. The

& CF. Money, Credit and Commerce, Bk. §, chape. vii and viii, and especially
Appendix J. gee Edgeworth, loe. cit. .

7 This problem should really be treated mathemstically. Such a treatment
it to be found in Yntema, 4 Mathematical Reformulation of the General Theory
of International Trade, chap. 4. ,

8 It does not follow that (¢ wonld bensfit by imr hing & tariff. Althougheshs
“enjoys better terms. of irade at the point Q thar at %‘,
position may be betier at P. :

her gemeral aconomic
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greater is the curvature of the E-cutve—that is, the more inelastic
-is E’s demand—over the relevant portion, the more favourable to
E will be the new terms of trade. P” is more favourable to E
than P’ and P’ is more favourable fo it than P.
‘What is the exact meaning, in this context, of * elastic ' and
‘ inelastic * demand, and what ia the relation between elasticity
in this sense and the elasticity of ordinary supply and demand
curves? An ordinary demand curve is elastic, over the relevant
(small) portion, if a fall of, say, 1 per cent. in price would be
| followed by an increase of more thanm 1 per ceat. in the amount
demanded, causing the total receipts to become gyeater. More
exactly, the elasticity of demand in such a case is greater than 1.
\It is less than 1 when the percentage incresse in the amount
demended is less than the (small) percentage fall in fPFice, so
that total receipts diminish; and it is equal to 1 when the two
percentages are the eame, so that total receipts remain constant.
In fig. 9 the demand is elastic or, more exactly, has an elasticity
greater than 1, as far as P. At P the total receipts, represented

- A ‘

Biced - E
3 P
i
2

p p G
D
o Amourt © £-Baios
Fig. v. Fig. 10.

by the inscribed rectangle, are st a maximum, and the elasticity
is equal to 1. Beyond P the demsand is inelastic or, more exactly,
bkas an elasticity less than 1. The corresponding Marshallian
curves, shown in fig. 10, are elastic from O to P and thereafter
are inelastic. The E-curve becomes inelastic whem it turns to
the loft and the G-curve when it turns downward. At the turning
point, P, the elasticity is equal to 1.* The curve OE” in fig. 8
{is inelastic: from @, onwards, In other words, beyond a certain
point (Q; in fig. 8), as greater quantities of G-bales are thrown
‘upon the market in E, their price {the real exchange-ratio or terms

. ® The percentage increass in guantity divided by the percentage fall in price
give: a precite messurement of the elasticity of demand. Bui total receipts remain
constant when these two entage changes are squal only if the latter are
which ous incotaign. refert, snd Kreslstioky Uaen this etibetien von Bobale
which our discussion refers, and arc-slasticity. iy distinction »
Statistical Laws of Demand and Supply p'%& pon . o e -

» P
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of irade} falls by a greater perceniage '&ha‘q the -quantity sold
inereases, so that the total receipis of E-balek diminish. In fig. 8,
E obtains a greater quantity of G-bales for & smaller quantity of
E-bales st the point P than at the point Q.

There is nothing excepiional wbout am inelastic demand in
terms of money for a particular commodity. But it is most
unlikely that the elasticity of demand of a country, as shown
on s Marshallian curve, will in practice be less than unity.
Marshall himself considers such a case to be quite exceptional
and interesting more as a curiosum than on account of its import-
ance in practice.® This view is based upon the following con-
siderations,

We have seen that & movement along the E-curve implies that
wages i# G have fallen relatively to wages in E. The question
is whether the increased quantity of (-bales sold in E, in conse-
quence of this change in the terms of 4rade in favour of E, will
yield greater or amaller total receipts (of E-bales) to G than she
obtained before the change. This depends upon several circum-
stances. It depends upon (d) the nature of E's demand, in the
ordinary sense, for each individual export-commodity of G. The
case which Marshall considers exceptional cannot arise unlees the
demand of E for the majority of G’s export-goods is inelastic.?
This in iiself is improbable.® Even so, this alone would not
suffice to produce such an exceptional case, for the relatively
reduced wages of G will bring new commodities inio the category
of her exports. Thus the issue depends also upon (5) G’s range of
posnble products. The greaier the number of actual and potential
export-goods included in this range—the more many-sided, that
is, is @’s economy—the more improbable is an inelastic demand
for her exports. {c) Let us now drop the assumption of constant
cogts. Then E will herself produce most or all of the goods which
she also imports from G. The change in the terms of trade
will cause E merely to contract her output of these goods, and
not suddenly to cease produecing them at all, while the production
of them in G will expand., The issue will then depend also upon
the cost-conditions or the elasticity of supply of these goods in
both countries. If a small rise in money costs Jeads to a marked

: The coneeguences of such & cnse—gome of them quite remarksble—are
gevs_lo%edﬁ arshall, Ioo. cit.,, Appandix J. They were in part foreshadowed

¥ J, S . : .
ﬂn; Ta_tl';e exact, the weighted average of the individual elasticities must be less
1 wunity.

3 I G does not repressnt the rest of the world but is only one country among
many countiries frading with E, it is sxtremely improbable. E’s demand Ior, Y,
wheat may be inelastic, but ber demand for wheal from any one sourcs, xuch as
G, will ba very slastic,



158 INTERNATIONAL TRADE

contraction of their output in E,* and & small fall in money costa
leads to a marked expansion of their output in G, E’s elasticity
of demand, in the Marshallian sense, will be greater than if the
average elasticity of the individual supply curves of the varicus
‘commodities is relatively small.’

These considerations, taken together, make it very "unlikely

that a country will have an inelastie demand. If we think of
G as trading with a number of gountries, and not only with E,
it is practically certain that the demand of the rest of the world
for G’s products will'got be inelastic. Such a situation would be
conceivable only if G proguced and exported only cne commaodity,
or a very small numher of commodities, in which she had some-
thing appreaching a& monopoly.
- Qur discussion has shown that the conditions which determine
the elasticity of demand ‘of one country for the products of another
are very complex. Hence it requires some courage to hazard an
estimate of this elasticify in any concrete case. But such estimates
have been made. Robertson, for gxample, believes that the present
Idapressioa is partly due to the demand of industrial countries
for foodstuffs and raw materials being indlastic. He thinks this
partly explains the sharp fall in the impori-prices of industrial
countries relatively to their export-prices and the sccompanying
depreassion in their export industries.®

Robertson slso applies the Marshallian concept of the elasticity
of demand of a country to the analysis of the transfer problem,

4 According to Bchiilller and others this is the esse in, for examplé, the textile
industry, the difference between the production costs of differeat countries being
slight, ac that the snpply of any ons country is very elsatic. In agricuitare the
contrary is usually true.

8 A detailed secount of the exact mathsmatical relation bstween the elasticity
of the Marshallian curves and ihat of the individual supply-and-demend curves
of the particular commoditiss will bs found in Yntema, foe. eit.

| &Cf. his Nconomic Fragments (1831), p, 3, his Study of Imdustriad Fiuctua-
tion, pp. 131 and 203-5, his Benking Policy and thae Price Level [1926), snd hia
essay on T'hs Tarms of Trade in Economic Essoys and Addresses {1631) by Pigon
and Robertson. In ihe Iast-named essay he says: ** She [England] is ially
richer than befors, for she finds herself with & sarﬁlniof roductive power, no
longer reguired for obisining imports but thecretically®i e.gihls into other uses.
But iz ao far as that lus is stemtyﬁod in the form of cotton-stocks, cotton-mills
snd ecotton operstivué ose stocks will accumulate, those mills be idle, sud those
operatives unemployed : there will occeur all the racofnise& symptoms of trade
depression,” Hicks, in his review of the book {Zeitechrift fir Nationalokonomiz
{1;‘52) vel. 3, p. 634 , makes the important chjection that if consumers respond
to o fall in i pricea by spending a smaller total sum of mosnay o imports,
they will spend mors than before upon otker goods, and this will facilitate the
transfor of factors from the axport indnstries into other employments. It would
seem that Mr, Robertson's theory can be upheld agsinst this eriticiam, if certain
moneiary assumptions are inserted, namely that the breakdown in ths export
industrien sots up & vicions spiral of credit contraction. Wa must here chaerve that
in cases of this kind one unsually s of the elasticity of demand of a ecountry, in
the complex Marshallian sense, oniy after factors of production temporarily sst free
have been reabsorbed and a new squilibrinm has been reached. )
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and in particular to the question of whether the terms of trade
must move against the paying country.” He comsiders how the
Marshallian curves would be shifted by Reparationa payments
and how this would affect the terms of trade. But it is muck
more difficult to estimate this shift than to estimate the shift in
sn ordinary demand curve. If we knew the position and shape
of the Marshallian curvea both originally and after the iramsfer-
payments had been completed, it would be a simple matter to read
off the result. But these curves show the final result of the whole
mechanism of international trade. In order to form an opinion
apon their position and shape afier such a transfer, we must try
to reconstruct the whole process step by step, and to build them
up out of their elements. But-this means that we must work
with the ordirary supply-and-demand curves, in order to analyse
the transfer of purchasing power and the shifting of demand,
as Ohlin does and as we have tried to do in chapter VII, § 3.
There is no method of attaining this object more directly. One
can make a rough estimate of the nature of the money demand
. for some particular good, but iWis almost impossible to estimate
the elasticity of the Marshallian demand curve of a country.
Guessing the shape of these curves and then reading off the result
means simply jumping to the final outcome of a complicated process
without analysing it. By assuming Marshall’'s curves as given
we really assume the result. The most we can hope is that after
the event we can establish statistically how the terms of trade have-
moved, that is to say, what has been the result of & certain shifting
of the curves. To this question we now tura.

§ 6. Tae Terus or TRADE AND THER Sm:ﬂanu MEssUREMENT.

‘ We must begin by considering more closely the meaning of
this concept,- * the terms of irade,”® which plays such a large
part in the classical gnd neo-classical docirines of English and

American writers. '
" In our simple illgstration of Germany and the United States
exchanging linen and wheat, with no costs of transport and with
7 He says is i

ite rightly that when we consider discussions of this question we
must be careful to make sure which tige of demand curve s writer has in mind.
‘Writars, such as Pi aad Taussig, who uphold the view that the paying country
suffers an additional transfer-loss in that the payment turns the terms of trade

:gam:i_ it, think az & ruls of the Marshallian curves, whilst their opponents think
ordinary demand curves acd heoce, like Oblin, spesk of a ting of fhess

oUTves,

* Thig is the term now usnally applied to this concept. It was employed
Marshsll {Money, Credit and Commerce, Bk 3, chag‘ viE? wko mggamgl( . 16b§
‘rate of in angs' as a sible alternative. Taussig {(International %’m&‘e
chap. 2, p. 8 gsgulu of * the terms of trade,” snd Figou [Estays in Appliai
Economics (1630}, 2nd edn., pp. 140 et seq.) of *the real ratio of interchange.’
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constant coats of production, the whole ‘matter is perfectly clear.
The terms of trade are equal te the ratio in which linen and
wheat are exchanged against one another. It will bs remembered
that in our illustration they lay between 1 wheat to 1 linen and
1 wheat {0 1.5 linen. Under our assumption that each unit of
both linen and wheat represents the same expenditure of labour,
this ratio is slso the ratio at which German labour exchanges
sgainst American labour. Hence, thinking of .the goods or of
the labour lying behind the fagade of money prices, we can properly
term it & °real ' ratio. In this simplified case,\ the real terms
of irade and their variations can be measured by either (1) the
ratic of money wages® or (2) the ratic beiween the quantity
of wheat and the quantity of linea exchanged against one another
or (3) the ratic between the money prices (per unit} of the two

4

we suppose that many commodities are exported and
imported, although still under constant returns and with no costs
of transport, we can no longer use physical units of guantity,
such as bushels of wheat and wgrds of linen. But we can use
as a measure the ratic between an index! of export-prices and
an index of import-prices; and under our-simplifying asssumptions
this ratio will coincide with the ratio between money wages in
the two countries. Wo have already seen that this ratio ia repre-
sented wpon the Marshallian demand curve of & country by the
glope of a straight line from O to the relevant point upon the

curve (being, for example, g§ at the point P in fig. 6).

If we suppose, for example, that import-prices rise by 10 per
cent. relatively® to export-prices, we can conclude that the pro-
duct of & unit of foreign labour will exchange against the product
of 10 per cent. more domestic labour that before, the reason being,
say, an increased demand for foreign goods.

Let us now drop all simplifying assumptions, taking account
of transport costs and assuming increasing coets in every branch
of production. The relations between the above two ratios are
now more complicated, and we can no longer mese the one as
a measure of the other without further investigation.?

* 8o long as we abatract from transport costs, & com of mode
between the two countries iz the same as & comparison of:fé“ wages. y wheet

1 Under oor assumption of constant costs, export commodities would have
parallel price-movements, &snd so wonld all import commodities. Hencs there
would be no need to compute en average of export-prices or of impori-prices:
the price of individ ;x‘rort good would serve as axn’ index of axport-prices
and the price of any individual import good as an index of import-prices.

3 The abacluls prices may, of conrss, Isll. :

3 A systermatic analysis of this subject is lacking. See, however, the intersst-
ing study of Wilson, Cupital Imports and the Terms of Trade Examined in the
Light of Sizty Fears of Auatralian BHorrowings {1831),
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The measure which is the simplest and the most frequently
used is the ratio between export-prices snd import-prices. Since
costs are not constant, the prices of different export-goods (or
import-goods) will not show parallel movements, so that we must
use averages of export-prices {and impori-prices). Such aversges;
or indexes, are computed regularly for England by the Board of
Trade. Taussig, in his International Trade (pp. 411 seq.), gives
computations of this kind relating to England, Canada, and the
United States. If we represent the prices of the year 1900 by
the index-number 100, the ratio of import-prices to export-prices
has moved in the following way: )

England Canada ’

1880 - - 124 1800 - - 100
1885 - - 123 1805 - - 51.1
1880 - - 113 1910 - - 83.5
1895 - - 111 1913 - - 85.2
900 - - 190

1905 - - 107

1910 - - 112

These figures show that from 1880 te 1900 thers was a continu-
ous improvement in England’s terms of trade, the prices of the
manufactured goods which formed the bulk of her exports continu-
ously rising relatively to ithe prices of the foodstuffs and. raw
materiale which formed the bulk of her imports. During the
first decade of the present century her terms of trade rapidly
worsened, whilst the opposite cccurred in the “case of Canada.

Nevertheless, we must show caution in interpreting such figurea.
They measurs the exchange-ratio in terms of goeds but they da‘ '
not coincide (as they do in our simplified example) with the
exchange-ratic between G-bales snd E-bales in the semse of
Marshall, for this latter ratic is measured in terms of ladour.*
A difference beiween these two exchange-ratios may exist® for
either of {wo reasons. (1} It may arise from techmical improve-
ments which seduce the costs.of the export-goods of one country.
{2) It may arise from the marked effects of the Law. of Diminish-
ing Returns in the countries from whick England is drawing an
increasihg quantity of imports.

The worsening of Eagland’s (commeodity} terms of trade between
1900 and 1810 was probably due mainly to the former reason.

4 It will be romembered that sach G-bale iz defined a& embodying & constomé
guantity of German labour and cepital, and similarly with E-balss,

3 Roberison points out in his veview of Taussig {Bconomic Journod (1828), p.
£77) that the laiter does not mention this difference betwsen the two ratips,
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If so; it ia much less alarming than it appesrs at firet sight. It
means simply that during this period tht English export industries
made greater techmical progress than that made by her foreign
suppliers in the production of foodstuffs and raw materials.® In
such a case, the terms of trade in the second and more fundamental |
(Marshallian} sense do not worsen.” The fall in the ratic at-which _
export-goods exchange for import-goods is not accompanied by
& parallel fall in English wages relatively to foreign wages. For
the technical progress enables a greater quantity of expori-goods
to be produced with the same labour as before.

If the two ratios—the commodity terms of trade and the labour
" terms of trade—were io move in different ways for the second’
reason, this would place England in a far more unfavourable
position. For then the relative rise in the prices ¢of her importa
would be due to an incressed demand for goods of this kind,
coupled with the fact thai greater quantities of them could be
produced ounly at increasing costs. The increased demand for
such goods might come from other countries, or from the consumers
of the countries which produced them: it need not necessarily
come, even in part, from England. But it would mean that
England would have to pay dearer then before for her imports.
In such & case, the worsening in England’s commodity terms of
trade would represent a still greater worsening in her labour terms
of trade, since the higher prices of her imports would embody an
increased proportion of rent accruing to foreign landowners.

It is obvious that direct statistical investigation and measure-
ment can be applied only to the commodity terms of trade. We
can only conjecture, with the help of indirect indications, how
the labour terms of trade have moved.

Tausaig has introduced yet another distinction—between the
“net’ and the ‘ gross’ barter terms of trade.® His net barter
terms of trade are the ratio between import-prices and export-
prices, which we have called simply the commodity terms of trade.
Aocording to him, this ratio is appropriate only when the balance

® The opposite waa the case in the last r:rﬁer of the ninetsanth century—owing
to such changes as the opsning-up of the American Middle West to wheat produc-
tion—and again in the post-War pericd. This parily explaing the fall in the priges
of foodstufis and raw materials relatively to the pricea of indnstrisl nets.

T But, of course, it is true that the position of the country in guestion would
be still hetter if the reduction in the costs of producing her exports was mot
accompenied by a fall in her commodify terms of trads. Such a mtuation mi
srise if there i&ppmad to be a simultanecus increase in the foreign demand
bar da or & simuitansous decrease in her own demand for forsign goods.

ig‘;’uwimal Trade, p. 113, €f. his articls, * The Change in Great Britain’s
Trads Terms after 1800 ** in Fconmomic Journal (1825}, vol. 35, and the eriticism by
-{Y;%, ‘;gaha:rie des suswirtigen Handela' in Die WirtscAafesthoorie der Gegenweard

s .
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valne of the goods whick she receives.
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of payments of the country-in question includes nothing. but pay-
ments for goods and services. If it includes unilateral payments,
so that there is an excess of either exports or imports, ‘we should
consider the gross and not the net barter terms of trade in formicg
s judgment upon the gain whiph the \counitry dariwes .from ite
The gross tenms relate to ihe #wial. money
value of exports as compared with the.lptal money value nf itmports,
but both totals are obtained by corraoting the orude figrirea by the
relevant price-index, in order io eliminate changes dus mexely to.
aichange in the. price-level of exports. or imports. :

This procedure enables us to compare the total {cornected) value
of the goods which a couniry parts with and the total (corrected)

B8

when a country has an export surplus (because she is making
Reparations payments, or paying interest, or repaying or graniing.
& loan), the net terms of trade cover only that part of her exports
which represents payment for her current imports and-hence give
too favourable a picture of her. position.® Conversely, when s
couniry has an import surplus, the net terms give too unfavourable;
s result. The following table! makes clear the relations between
the net and the gross commodity terms of {rade and the method

of computing them.

England’s Net and Gross Terms of Trade.

According to Taussig,

Iudex of Valus in £ Value after | Corrected Val
Wet Miltions. correcting expressed “neu
Terms for Price- tives,
Import- Export- ~ ¢ Changes, {1800 = 1003,
Priges. | Prices. Trade ,
{1800 =100}, Iy —
B  |Imports.| Exports. l’.mprgrh. Ex%m. Imgperte. | Exports.
‘ A B
Ml ®mile i o ® | ®m | @] @ m
i
107 95 113 356 |- 263 333 278 724 986
100 : 100 | 100 ; 460 | 251 , 460 | 201 |100 | 100
110 o098 | 112 575 430 525 438 114'1--} 1503 !
i

V International Trade, pp. 251 and 4].§

in cerlain circumstances it may ba a symptom of & favourable position.

* In contrast to the cusiomary but suparficial mercantilist view, Twsig;wguds: .
an export surplus as s loss or, at least, as a temporary sacrifice. But, of courss,
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The actual wvalue as recorded in the trade statistics of, for
example, imports in 1890 was £356 (million); but column A shows
that import-prices were 7 per cent. higher in 1890 then in the
base year, 1900; we accordingly divide the crude figure of 356 by
1.07, obtaining 333 (column F). The reat of the table is self-
explanatory.

From 1880 to 1900 tke net terms of trade improved, import-
prices falling relatively to export-prices. From 1960 to 1910 the
movement was in the opposite direction. The gross terms of {rade
show & much greater improvement than the net terms, over the
former period, This arises from the increase in the import surplus,
whick in turn is due to the fact that the export of capital was
much smaller in 1900 than in 18%0. In 1910 the export of capital
was considerably greater; and hence the excess of imports was
relatively smaller and the gross terms of trade more unfavourable.?

Certain comments msay be made upon this proposal of Taussig
te substitute the gross terms of trade for the net terms. To draw
up & balance-sheet of the ‘real’ values exported and imported
is certainly interesting and iHugpinating. Nevertheless, it is quite
essential to kmow the reason for the surplus of imports or exports.
It is obviously not a matter of indifference whether an export
surplus arises from the payment of Reparations, as with Germany
from 1930 to 1931, or from the granting of foreign loans, as ¥ith
the United States in the post-War period, or from the payment
of interest upon foreign loans and the repayment of such loans,
as with Germany in 1932. It will not do fo Iump together in
‘one category these different kinds of paymenis.®- Nor is it at all
clear why the values which leave a couniry as tribute payments
or as foreign loans should be introduced into the national balance-
shest in this complicated way. It would be much simpler to state
the amount of such sums directly. ‘

It is misleading to regard an export surplus arising from the

) grapt of a credit to a solvent debtor as an unfavourable symptom
sud to treat it in the same way as a payment of iribute. It is
true that one ecould try to correct this by taking a peried of time
long enough to include the repayment of such credits, as well
as the granting of them. But this course is not open if the export
.of capital goes on continuously. And even if we manage fo find
& period of time which is complete in the sense that all foreign
loans made during the period are repaid within the period, and
that it inoludes ne repayments of loans granted earlier, the picture

2 Of mm_, in any concrete cass it is necessary, as Taussig points oat, te
study the figurea over a long serigs of years, in ‘order to get a mors zceurate picture.
3 Taussig himself makes this point in another part of his book, pp. 117 st seq.



SUPPLY AND DEMAND 185

is still misleading. It is misleading because of the unilateral
inierest-payments, which give the creditor country a surplus of
imports over the period as a whola. This gives the impression
that the creditor country obtains a ome-sided advantage. Bui
we must remember that tha capital which it lent abroad could have
been profitably unsed at home. Hence, as Viner observes, when
drawing up s balance-sheet of the values which a country paris
with and receives, we should include something for the services
of the capital it exports as & contra to the interesi-payments it
receives. Viner also points out that it is dangerous to make &
sharp distinction between ° services ’ (such as shipping services)
and the services of capital, since the former always include some
interest on capital. To illustrate this, he consiructs the following
case: ‘* An American oil company uses the services of an English
fleet of oil-tankera which cost £1,000,000 o construct, and for this
‘ shipping service ’ pays £200,000 yearly. Of this £200,000,
£50,000 is in fact interest on the English capital invested in the
ships, another £50,000 represents amortisation to cover the wearing-
out of the ships, which is squivalent to a yearly export of ships,
and not more than £100,000 represents pure shipping services. Let
us suppose that in another case an English fleet of oil-tankers is
sold to an American company for £1,000,000, payable over twenty
yeals at & rate of interest of § per cent. Let us further suppose
that the operation of this fleet is entrusted to an English shipping
company, which receives £100,000 a year for its services. The
exporis of England now include as before £200,000 yearly, of
which £50,000 without question represents the export of ships,
another £50,000 interest paid for the use of English capital, and
£100,000 payment for shipping services. There is no fundamental
economic difference between these two cases. Yet Taussig, in the
first case, would include under the export of shipping services two
items of £50,000 yearly, one of which would appear in the second
case, on his method of reckoning, as an export of ships, while the
other would not appear at all.”*¢ '

Apart from ali these difficulties, we must bewars of tresting,
& balance-sheet of this kind, which sets the © real values ’ which'
a country exports against those which it imports, as a mensure of
the gain or loss whick a country derives from its international
economic transactions.® It is clear that, for example, Reparations
paymenis should be counted as s loss; it iz equally clear that
this loss cannot be ascribed to international trade. The part played

4 Loc. cit,, p. 123
3 Taumig, of conrae, dues not do this.
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by the terms of trade in the computation of gain and loss was
originally a different one. The concept wae used to show how the’
tiotal gain, namely the increase in total production, was disiributed

between the two countries. The bulk of the gain would accrue

to the one country or te the other according as the terms of trade:

were near the one or the other of their two possible limits. It is
fundamentally impossible {o discover from the terms of trade, in
any of the above senses, what is the .absolute * gain’ which a
country derives frem the international division of labour. We

can discover from them only favourable or unfavourable changer

due to shifts in demand, and, possibly, the existence of what

lwe have termed® the secondary burdem arising from wunilateral -

payments. But we have seen above that the bald statistical find-
ings, taken by themselves, are open to varicus possible interpreta-
tions, on account of the continuous changes in the data arising
from such causes as technical progress.
Taucsig has pointed out’ that we cannot spesk of a loss when
the terms of trade are turned against a country by an increase
! in its demand® for foreign products. For such a change in demand
is a voluntary act, and when a person decides to purchase different
goods from those he purchased formerly, and does purchase them
although their prices rise, we must conclude that he. thinks he
gains by changing his habits. But, when stating that the terms
of trade have become more or less favourable, we should be clear
as to what we are comparing. In the sbove case, for example,
we can say that the situation which results from the change in
demand is-more unfavourable than it would have been bad the
foreign supply been so elastic that despite the increased demand
the terms of trade worsened only slightly or not & all.
But these discussions about the ‘gain’' from international
trade and from changes in the international economic situation of
| & country ignore such important factors as changes in distribution
and gains or losses due to the fact that a cumulative process of
expansion or contraction might be started or interrupted, retarded
or accelerated. Therefore these considerations have such an unreal
air that there is little point in pursuing them further.

% Chap. vil, p. 6B.

¥ Loe, sit., pp. 117 and 118

8 Clearly he is thinking of demaod in the ordinary sense. But such m change
also godﬁees & similar shif$ in the Marshallian curve.

¥ But we should msk whether such a shift in demand arises from s change in
tastes or froro & riss in the prices of other goods,
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§ 7. SrarisTicAL ILLUSTRATIONS.

The following chart illustrates the above remarks. It shows
the terms of trade of Great Britain for the years 1920 to 1932,
It is a continuation (leaving out the war years) of the computation
made by Taussig for the period 1880 to 1913. The figures have
been calculated for each quarter by his methods. The contimuouns
line shows what we have called the commodity terms of trade
and what he calls the net barter terms of trade, obtained by
dividing the index of import-prices by the index of expart-prices.
The dotted line shows what he calls the grose barter terms of trade,
obtained by dividing the total value of exports, measured at the
export-prices of 1924, by the total value of imports, measured
at the import-prices of 1924; the average of the year 1924 is
taken as 100. The right-hand scale relates only to the broken
line, which shows for each quarter the actual value, in £ million,
of the excess of imports.

This chart, like that of Taussig, shows that the net terms and
the gross terms tend to move in the same direction, but that the
Huctuations of the latter are much more marked. Again, the
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Fig. 1L
movement of the gross terms shows an obvious correlation with
the movement of the import surplus, both rising from 1923 to
1926 and falling from 1926 to 1929. After 1929, however, there
is & discrepancy: the import surplus does not increase—indeed,
after 193] (when Great Britain went off gold) it falls somewhat—
but, nevertheless, there is an improvement in the gross terms of
trade. There are two reasons for this. The first is the marked
fall in the prices of foodstuffs and raw materials, which enabled
Great Britain to keep her total volume of imports at a comparatively
high level. The second is the sharp diminution since 1929 in
the absolute total value of both imports and exports. This second

reason cells for a little explanation.
The present depression, like others, has been marked by a fall
in production and in prices and a growth. of Protection, which hava
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broughi about a heavy decrease in the total value of the foreign
trade of nearly every country in the world. The general rule,
when this happens, is that a creditor country, with an ° unfavour-
able ’ or ‘ passive ’ balance of trade, finds that the proportienate
fall in the total valus of its exports is greater than the pro-
portionate fall in the toial value of its imports (whilst a debtor
country, with a ‘ favourable ’ balance of trade, finds the opposite).
This is because the absoluts amount of certain items in the balance
of payments, and notably of external interest-payments, is fixed,
whilst—in addition—the export of capital (from creditor conntries)
tends to diminish. Hence the sbsolute amount of the import
serplus of a creditor country diminishes comparatively little, if
at all. Bat with a falling volume of trade, thia implies an
incressingly ‘ unfavoursble ' ratio between its total imports and
its total exports, ‘

These considerations show how misguided it is, im suck a
situation, for creditor countries to frown upon their (relatively)
growing surplus’of imports and to look with envy at the (relative)
growth in the export surplus of their debtors. If they try to
reduce their f unfavoursble ’ balance of trade by restricting their
imports, they will only make the supposed evil still greater. Thia
end, which they desire so keenly, will be attained only when the
sfforts of the Protectionists, quite probably in the debtor as well
as in the crediior countries, have so injured the former that they
can no longer pay the interest and capital which they owe.

One other featurs of the chart deserves mention, namely, the
deep trough formed in the second half of 1926 by the line depicting
the gross barter terms of trade. Thies has its origin in the brief
General Strike and the prolonged coal stoppage of that year, which
caused exports of coal and other products to diminish, while
imports increased. Since there was little change in the ratio of
export-prices to import-prices, this of course made the British
balance of trade especially * unfavourable ’ and caused the gross
barter terms of trade to show a marked * improvement.” This should
be a sufficient warning not to treat am ® improvement’ in the
gross barter terms of trade, without further investigation, as a
favourable sign.

As a further illustration, we show the movement in the com-
modity terms of trade (or the °met barter’ terms of trade) of
Germany from 1924 to 1932. TUnfortunately, no index of either
impori-prices or expori-prices is computed for Germany. As
s substitute for the former, we employ the official price-index of
raw materials and semi-finished goods, and for the latter the
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official price-index of finished goods. This procedure cpens up
a possible source of ervor, since imports do not consist exclusively:
of raw materials and semi-finished goods nor exports exclusively
of finished products. But the error is perkaps not so large as te
make the result useless, for goods of the former category have
formed about half of the commodity imports and finished products
have formed over two-thirds of the commodity exports. The official
price-index of raw materials and semi-finished goods {which we take
as representative of import-prices) and the official price-index of
finished products (which we {ake as representative of export-prices)
are both computed monthly (with 1913=100), but to make the chart
easier to read we have taken three-monthly averages and have called
the figure for the middle of 1928, 100. Hence the following curve
may be faken to show quarterly movements in the commeodity terms
of trade. '
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It will be seen that the commodity terms of trade continuously
improved after the beginning of 1927. The swing in Germany’s
balance of trade which took place in 1929 did not halt this improve-
ment, But it was checked towards the end of 1931 and thereafter.
the terms of trade began to worsen. This coincided with the:
marked increase in Germany’s export surplus following that
summer of 1931—so disastrous to the German economy.

§ 8. Tae Dieect Errecr ofF INTERNATIONAL TRADE UvrPon PRICE |

AND SALES. |

This is the appropriate place to consider the use of a most
poweriul analytical tool, namely the ordinary supply and demand
curves. As we have already remarked, these give only a partial
view of the whole situation, bat, nevertheless, they are quite
indispensable to & study of the direct effects of international trade
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and of measures of trade policy, such as tariffs. and their use is
an essential preliminary to a more far-reaching analysis.

These curves are wused, of course, fo explain the price and
salez of & particular commodity in a single market, but they can
equally well be used for the same purpose when there is inter-
national irade, and therefore two or more different markets for
the commodity. This method has been systematically applied
by Richard Schiiller' and Enrico Barone® and forms the basis of
countless other treatments of problems of international trade.?

The mechanism of the market fixes the price of any good at
f the level which equates the amount supplied and the amount
demanded—in the language of diagrams, at the point where the
supply curve and the demand curve intersect. If the price were
above this equilibrium poipt, it wonld be forced dowa to it by
competition among sellers, and if it were below it, it would be
pushed up by competition among buyers.

Fig. 13 shows the conditions of supply and demand relating
to & given commodity A in each of two countries.
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Fig. 13.

Before trade takes place between these two markets, the price
of A is P; in country I and P, in country E. Suppose now
that trade takes place. The commodity will be exported by E,
since in that market its price is lower than in I. Tts price will
rise in E and fall in I; the amount produced {or supplied) will
rise in E and fall in I; the amount consumed {or demanded) will
fall in E and rise in I. If we provisionally abstract from transport
costs; and consider the two countries as together forming one
market, throughout which there is a uniform price, we can say that
the new equilibjjinm price will be that which equates the total
supply and the gbtal demand of the two countries takea together.

i Schutzzoll un q;wia et seq. and 101 o zeq.
1812 Grundziigs déﬂ m::;ua Ntztwnarﬁkmm od edn. {1935}, pt. 3, pp.
&t pe
L %olm * Das Gosetx der kwgmaven Kosten—dss Gesets der kompara-

tiven Kaufkraft ™ in Weltwirtachaftliches Archiv {1030}, vol. 32, pp. 3T1 ¢ 2¢¢.;
© Carver, Principles of National Economy (1921
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This result can best be demonstrated by supposing the left-hand
diagram in fig. 13 to be turned round and placed back-to-back
against the right-hand diagram, as in fig. 14.
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The new price (in both countries) is P. The total supply
{or preduction) &) &, is equal to the total demand {or consumption)
d; d, In E, owing to the rise in price, production has increased
(from Os, to Ox',), demand has fallen (from Os, to Od'), and the
excess of production over sales d/, &, equals the production deficit

%" 8y in I and will be exported to I. Thus the new price-
line P must be drawn in such & way that the section of it lying
between the two I curves is equal to the gection of it lying between
the two E curves. A

These results clearly depend for their validity upon whether
the demand curve slopes downward and the supply curve upward,* .
as we have assumed in this example. It is nearly always true
that more will be demanded at a lower price—that is, that a
demand curve will slope downwards from left to right; snd when
costs are increasing, as they are in the great majority of cases,®
the supply curve must slope upward. Hence our results are usually,
although not universally, valid. :

The direct effects of transport costs and of other obstacles to
trade, such as tariffs and prohibitions, can be readily shown with
the aid of such a disgram. An import prohibition means simply
a return fo the situation which prevailed before trade took place.
A tariff, provided it is not prohibitive, exeris a weaker influence
in the same direction. :

The producers in the exporting country E regagl the impesition
of an import duty by the importing country Iger of an export
duty by E, as equivalent to a reduction, by the aiotnt of the
duty, in the price which they can obtain by e8Bmg in I. This

¢ Unless, of course, we reverse them, ms we roversed the curves of I in fig. 14,
5 Tha poasihbilit; of exceptions to the general ruls of increasing costs is dis
cussed in § 4 of the following chapter,
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is shown in fig. 156 by lowering the whole curve-system of I,
relatively to that of E, by the amount of the duty T. (The same
procedure would apply, of course, if T represented {ransport costs.)
Thus in I the curves S8 and DD are replaced by the parallel curves
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In the new equilibrium, the price-line P'P’ must be such that
the portion of it between the two E-curves equaia the portion of
it between the two new I-curves: d', s ,-.d; st. It must, therefore,
lie below the old pnce-hne PP. The price in E falls from P to P’
and the price in I rises by the difference between the amount of
the duty and PP’. For the difference between the price in I and
the price in E must equal the duty, so long as the duty is not
prohibitive. (The price in 1 must be reckoned from the sunken

- axis, 00" equalling T.) The guantity produced falls in E from
- Os, to Os,. Those units of the commodity whith now cannot cover
their costs are no longer produced, and in fhe mew eguilibrinm
the marginal .costs of the reduced output are sufficiently below
the old marginal costs to make production profitable despite the
tariff. Exports are contracted from d, s, to d', s', but consunp-
tion (in E) is increased from Od, to Od,. Production ih I has ex-
panded, in response to the rise in pries, from Os, to Os? and con-
sumption in I has contracted from Od, to Od.

The affects of & duty, and in particular ita incidence as between
the two countries, are discussed more fully in. chapter XV, § 1.
But before le&v‘ing this subject, it may be well to say a lli:tle
about the limitations of the supply-and-demand approsch or,
it is sometimes ‘fermed, ¢the method of partial equilibrium.’

This method can be applied only to some sne commodity, taken
by itself; and, even so, it rests upon the assumption that other

| things remain equal: if any change occurs in any of these other
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data, it may cause & shift in the supply-ecurve or demand-cuxve
of the commodity in question. Thus we can use it to study, for
example, the effects of a particular duty only if we can assume
that the indirect effects may be neglected. A full analysis must
take account of the fact that the imposition of a duty affects the
‘balance of payments and sets the monetary and foreign-exchange
mechanism in motion, shifting other supply- and demand-curves.
Iz order to get a complete picture, one would have fo trace all
the effects and repercussions throughout the whole system of supply-
and demand-curves—a hopeless task.® There ia only one method
which enables us to draw fruitful eonclusions about the situation
as a whole, and which does not restrict itsslf to the barren truism
that everything depends on everything else and that there are
es many equations az unknowns. This iz the method which we
developed in the last chapier and shall develop'further in tha‘
next, namely, the Theory of Comparative Cost.

Wa must emphasiss, however, that the doctrine of supply and demand, if ea.rriad‘
right through to its logical conclusion, mergea in the Theory of Comparative Cost.
Bot for this it is necessary fo make sasumplionx not only about the shape amd
position of supply- and demand-curves but also about tde way in which they
#Aift when the monstary mechanism comes into play. Let us supposs that a duty
is placed upon the commaodity A. Yess of it will be imported, the balance of
paymants wil bscome fnvourable, the quantity of money will sxpsad, supply- and
demand-curves will be shiffed upwards, and the consequence will be thst the
impori of certain commodities will expand and the export of others contract,
whilst some new commodities may now bs imported and the -expors of some others
may now cease—exactly as the Theory of Comparative Cost declares. .

1t is purely & question of expesition whether ona hegins, as we have done, with
the labour cost or (a8 will be explained in the next chapter) with the substitation
coat and comes back later to the ordinary supply- and demand-curves or whather,
converssly, ons begina with the latter and goes on from them to the labonr-cost

. or substitution-cost relstions. But if the later courss is chosen, and one wishes

Yo get & general view of the whols aituation, some simplifying' gssumptions must
bs mude sbout the way in which the curves shift. For ézxampla, Yoiems, who
employs this method,” assumes that each curve moves to a poeition parallsl to
its old one and that alt the curves are shifted to the same extent.f Despits
this sweeping simplification, his methematical aclutions are very complicated,

1f one doss mot make this mimplification—which onderlies alsc the Theary of
Comparative Cost¥-—and takes sccount of the possibility that the working of ths

¢ We koow, from our study of the monstary mechanism, that the exporis of
the ocuntry imposing the duty must diminish unless the dnty merely resuits in

sdditional importa of other commodities equal to the diminetion in the imports
:fi th; u;mmoéisy subject to the duty {:.;3 flour instead of wheat or tea instead

coffea). .

T A Mathematical Reformulation of the General Theody i
Prade. (1639 £ f of Internchional

¥ Bimilarly, Colm, loc. o¢. .

® We bave assumad thet when money flows in, the monsy coste {the price
of labour) and bence the money prices of all commodities rise to the same extent,
This, togsther with the further sssumption that the resl costs (the expenditure
of Isbour per unit of product, or the coefficients of production)—whether they are
constant or varisble as output incremses—remsin ns they wers before, unchanged

the new situstion, implies that every Bupply-curve moves to a parallel position,
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monetary mefhanism may noé shift all the curves to the same extent, and that
with this shifting they may simultaneonsly change their ghape (izmtead of moving
to a parallel position), # iz quite imposaible to get & general view of the resuit.
‘This, however, it not becanse the method is inadeguste bnt because the conditions
of the real world, or rather the conceivable possibilities, are so complex.



CHAPTEERE XII.
INTERNATIONAL TRADE AND GENERAL EQUILIBRIUM.
§ 1. Tae Lasour THEORY oF VArue DISCAERDED.

The present chapter@ies to display the Theory of International
Trade as a constituent part of the modern docirine of economic
equilibrinm, which is associated with such names as Menger, Bohm-
Bawerk, Wicksiced, Marshall, Walras, Parelo, Schumpeter,
Knight, &c.,’ and which finds ite most exact expression in the
system of equations of the mathematical economists.

Our first step towards this end must be to show thatpur theory
remains valid even if we drop the assumptions of the Labour
Theory of Value. This latter doctrine holds good, as a special
case of the geperal theory, if there is only one factor of production:
homogeneous labour. But in reslity any country has a great
number of different factors of production/—a whole range of different
qualities of labour, of land and other natural rescurces, and of
produced means of production, such as buildings, plant and equip-
ment, and raw materials. [t is technieally impossible to measure
all these diverse factors of production in terms of any one common
unit of quantity; they certainly cannot all be resolved into simple
unskilled labhour. A further point is that many of these factors
of production are specific)/gither they can be used only for one
particular purpose, or they would yield so much less if transferred
to another use {machinery, for example, being used as scrap-iron)
that in fact they are not transferred s {This specificity may ariad
from obstacles to movement/ suchk as the legal prohibition of
migration or prohibitive transportation cost, or from the technical
unsuitshility of the facter for a different use; and it may be
permanent or it may be bvercome, in time, as when workers are
trained for a different employment.

We saw in chapter X that \he sole purpose for which we
introduced the Labour Theory of Value was fo determine the
relative prices in each of the two countries. As Ricardo explained,

. 8 B’ ix true that these writers differ on varions points of detail and of e -
tion, bot hers we are speaking of the fundamental principles which they all Eci
in common. - )

3 The distinction bstween spscific and non ific factors of production, the
latter being capable of employment in & number of different uses, was first
introdaced by Wiessr. ’

’ 375
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labour cost fixes the prices through its influence upon supply,
This can be shown diagrammatically in the following way:
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\Let us sssume constant costs, each unit of commodity A
requiring the expenditure of one, and each unit of commodity
B of two, units of labour./ In fig. 16, quantities of A.are measured
along the X axis and quantities of B up the Y axis, so that any
point in the area between the two axes represents a certain com-
bination of A and B. If the whole of the available supply of labour
is employed in producing A, it can produce the quantity Os. For
every two units of A whose production is forgéne, one unit of, B
can be produced. Thus the available labour can preduce, instead
of Oa of A and ne B, Oa’ of A plus Ob’ of B, or 0a” of A plus
Ob” of B, and so on; or it can produce Ob of B.and no A. Thus
all the possible combinations of A and B which can be produced
by utilising all the available labour lie upon the straight line
ab. \The exchange-ratio between A and B will equal the constant
ratio—of two units of A to one unit of B—at which A and B
can be substituted for one another.” '

When we assume incressing labour costs for both A and B,
the substitution-curve takes the form shown in fig. 17. It is
possible, ag before, to produce Oa of A and no B. If it is w‘mhed
to produce Ob’ of B, the quantity 2a’ of A musi be forgome.
A further eq}al quantity bb".of B can be obtained only at
the cost of giving up a greater quantity of A (aa’> sa’), and
so on;\the more the production of B is substituted fot that of
A, the greater is the cost of producing B and the smaller is the
cost of producing A, and the greater is the amount of A which
must be forgone in order to obiain an additional unit of B. The
same applies, mutatis mutandis, if we start from the point b:
an increasingly greater quantity of B must be forgone in order
to produce an additional unit of A,/ Hence the substitution-curve
ab is concave towards the origin, 0.2

.3 The exceptional cate of decroasing coats is discussed in § 4 of this chapter.
It is represented, on a diagram of this kind, by a curve which is convex towards
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Bow is the exchange-ratio determined in such p ease? Under
constant costs, it is determined solely by the costs: the demand
determines only the allocation of the available facfors between
the two branches of production and hence the relative quantities
of A and B which are produced. But when costs are increasing,
8s in the case mow under discussion, the demand affects the
exchange-ratic also, since the relative eosta—the substitution-ratio
—will vary with the relative demand for A and for B. Given
the combination of A and B which ie demanded, the exchange-
ratio between them will equal their substitution-ratio at that point.*
In other words, the ratic at which A and B will exchange against
one another in the market will be equal to the ratio of their
marginal costs. Any other situation would bs one of disequili-
brium: there would be an incentive to produce more A and less
B, or conversely,

I+ is now ob¥ious that\we have no further need of the Labour
Theory of Value. We can derive “the conditions of substitution
between the two commodities, and express them in the form of
& substitution-curve, when many different factors of preduction
ard available just as well as when there is only homogensous labour.
However many factors there may be, the relative prices of the
two commodities will be determined (given the demand) by their
coste—but we must now follow the Austirian school in measuzing‘s
costs not by the absolute amount of labour required but by thei
alternatives forgone. Thus the marginal cost of s given quantity
= of commodity A must be regarded as that quantity of commodity
B which must be forgone in order that z, instead of z-I, units
of A can be produced.® The exchange-ratic on the market between
A and B must equal their costs in this gense of the term.

\The proportions in which the various factors of producfion are
combined, in each of the two fields, will of course vary with
the relative quantities of A and B which are produced. Thus
if more B and less A is produced, more use will be made of thoss
factors of production which can be employed only in the production
of B, or which are especially suitable for producing B and com-

Q. Bes Lever, ** The Disgrammatical Representation of Cost Conditions in Inter
natioual Trade ™ in Economica, No. 37 {Aug. 1832), Pp 346 ef 2eq. Mr. Lerner, in
Psrati?n terminology, calls our *subglitution-curve’ a * preduction indifferencs
curve.” He showa how the curves of two countries ¢an be added together and how
the point of equilibrium is the point where a comaumption indifference curve
tom:;ge such & ‘;%rva v;ithout cutting it. S )
 Geometrically, the exchange-ratic equals the slops of the tangent to th
substitution-curve a$ the point ingaaestion. €f. Larner, p?mc, oit. gen ¢
5 Amvrican writers introduced the temm *opportunity cost.’ Gee espuialf
gm , "Pagtlna Coa;. sné Oppeétt;’ng,y g:zt,'i mezwﬂy .;sggnai of Economics, vol.
B and Daven ue stribution , chap. 7, and Kni
8 (et % por Bjatribution (1908) hap night

4G
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paratively unsuitablé for producing A. If a factor is completely
specific to the production of one commodity it will have ne value
at all unless the amount of that commodity produced is sufficient
to enable all the available units ‘of the factor-io be empiefed,}

But we shall consider this point more fully'in § 3. .
The rest of this section will be devoted to the further elucida-
tion of the proposition that the exchange-ratio between- two com-
ymodities will be determined by their substitution costs. In
particular, we must prove that it applies to a moders monetary
economy.” We begin by discussing what determines the form of

. the substitution-curve.

\The greater the proportion of the available factors- whick can
, be employed in producing either the one or the other commodity,
the flatter will be the curve, and the smaller will be the change
in' the relative prices of the two commodities associated with a
change in the combinatior of them which is produced. If, how-
ever, most of the available factors are specific to the production
of either A or B, the curve will have more of & bulge, and there
will be a marked change in relative prices if ar alteration in
demund causes a shift in production/ An extreme example of
this is shown in fig. 18. We can think of A as an agricultural

4

Bi ’
&

&1 P

0. aa :*

Fig. 18.

produotn and of B as an industifnl product. The ounly factor of
production which is common to both A and B is labour, and—
at any rate in the short runp—the mobility of labour between the

8 The Lebour Theory of Value may be ed a8 presenting a special case,
although & highly improbable one, of the gen solution given here. For it makes
the simplifying assumption that ail the availabls factors are equally suitable for the
production of either A or B, none of the faclors being in the least specific. :
. ¥ The best and most exact formulation of the geners) theory ang::l discussion
in pon-mathematics] terms will be found in the writings of F. H. Knight. Sae
sspecially his two essays, " A auglgutioa for Bimplifying the’Statement of the
General Theory of Prite,”” Jousnal of Politiced Ecomomy, wol. 36 (Juna 1928),
pp. 356 & ::? snd °* Fisher's Interest Theory,” 7 of Political Scoumz,
vol. 39 (April 1831) BP. 18L ot seg. “Sse alsa his Risk, Unceriainty and Proi
1921), chaps. 3 and 4. Recently he has introduced & number of gqualifications
soe his two cssays, “ Bemerkungen éber Nurtren und Kosten ™ in Zestschrife far
Nationalskonomie, vol. vi, 1835] which are partly idemtical with those discussed
in § 3, point 3, of the present chapter,
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- two branches is quite small. Hence the curve has the kind of
shape shown in the diagram. The sharp kink at P indicates that
the production of B cahinot be expanded much, even if the pro-
duction. of A is greatly contracted or quite abandoned, and
conversely.

The shape of the curve reflects the fact thai&only_ s small part
of the available factors can be transferred from one branch of
production to the other. If no factors whatever could be trans-
ferred /the curve would become the L-shaped line b'Pa’, indicating
that \t is impossible to bring about even the smallest increase
in the ouiput of one cominodity by contracting the output of the
other.* The reason why & change in demand leads to a compara-
tively great change in relative prices, in such cases, is that pro-
duction eannot adapt iteelf to the new demand-situation,””

The shape of any substitution-curve will vary according to the
length of time which is supposed to elapse between the old situation,
represented by one point on the curve, and the new situation, repre-
sented by another. The longer the time allowed for preduction to
adapt itself, the flatter will be'the eurve.\ In the short run, most
means of production, such as plant and equipment and eve& labour,
are specific. In the long run, plant and equipment wear out or
become obsolete, and labour can be treined for other jobs, while in
the very long run a new generation of workers replaces the old.
Thuse labour and capital can be diverted, in time, fo other branches
of production.®/ But it will be noted that our doctrine is by neo
means a purely static one, Ii does not relate only t5 a hypothetical
final equilibrium, in which there is no incentive for further move-
ments of factors between indusiries] It applies also to short

periods.> For even in the short run some movement of factors can

% A hairsplitter might object to calliog this s substitution.curve, msincs by
lézaqthum no pubstitotion can take place, but this purely verbal objection need not
in us. ’
® Boa Knight, Fisher's Interest Theory, loc. cit., p. 188. But I cannot
altogether agree with his ststement {(p. 196}, '* There can be no question that, if
sufficient time for adjustment is allowed, productive capacity can be transferred
from nearly any uss to nearly any other withont serious diminution in ite relative
officacity in the sxpanding industry. That is, the general rule for the long ron ., . .
is approximately comstant cost; the amount of one commedity which mast be given
ap in order to produce au additional nrit of another is generally not much affected
by the relative amount produced.” He at once qualifies this by adding, * given time
for readjustment, and ing of im t industries and of changess within a
range which doey not take either of those {indusiriss} affscted ont of that clasa®™
Even 5o, it sesms to me definitely an exaggerstion. - Nevertheless, it is trus that
the sdaptebility of a modern economy is much grester thau is nsuslly supposed.
In particulsr ng&iﬂl eapital goods are more mobile and less mpecific than is
commonly believ d. J(Se;atihsfinsteﬂnﬁng mifzg%bymsﬁmféiz}“ The Mobility d)
apital,"” Quarter ou of Eecomomice, wol. By , PP: 22 seg.
2 Tha tmieldydivisim irto short run and long ron is an ovgg-aim liﬁcat-iogn.
As Marghsll has suggeated, we should assums a whols series of * runs ’ of different

Twr
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take place: for example, whenever a particular capital good wears
out or is discarded, the capital which it represents {provided that
sufficient provision has been made for its amortisation) again
becomes © free capital,” which meed not be reinvested in the same
form as before.

We have seen that the curve will be less flat in the short run
than in the long run. This implies that a change in demand will
at first produce a relatively marked change in prices. In the
industry towards which demand has turned, time will be required
for establishments o attain thejr optimal capacity, for additional
workers to learn their new tasks properly, and so on. In the
industry from which demand has turned away, output will not at
onoce diminish by the full amount appropriate to the new situation.
Many of its means of production will be either completely specific
or capabla of employment elsewhere only at a heavy loss.. Provided
that prime costz can be covered, these will continue to be wused,
although, of course, their value will be written down. Hence
output will remain comparatively large and, owing # the decrease
in demand, there will be a comparatively great fall in the prices of
the products. As _time goes on, the situation will alter. On the
one hand, new firms and factors will enter the expandmg industry,
and its output will increase. On the other hand, in the contracting
industry, machinery and other appliances of production will in
time wear out and will not bs replaced, and hence its cutput will
diminish. Thus the fall in the prices of its producte, relatively to
the prices of the products of the expanding zndustry will bacome
less than it was at firet. -

This sequence of events can be observed after thé imposition or
increase of import duties, which divert demand away from thes
foreign suppliers, and after a time away from the export industries
of the country in question, and towards the protected industries.

‘We must now show the application of this reasoning to a modern
money sconomy. Of course we cannot state directly the substitu-
tion-ratio between two commodities, saying, for example, that a
cortain change in the relative prices of wheat and motor cars will
cause one additional motor ear to be produced in place of so many
bushels of wheat. Nevertheless our doctrine can be applied in its -
espentials, given certain conditions, to a modern economy.

\The substitution-relations between the commedities are no Ionger
direot, but are indirect, operafing through the medium of money
costs. " All the various substitution curves are brought, sc to speak,
under one common denominator, being split up into the money cost-
curves of the individual commedities. Hence by * costs ’ we shall
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in fufure mean money costs, unless otherwise stated, and not
labour-cost or opportunity-cost.

-\Our proposition remains valid in & monetary economy under the
following assumptions: (1) The price of every product eqgals i
marginal (money) cost, this being the sum of the prices of th
additional factors reqzureé to produce £ units instead of z-J unite
(2) the units of any factor of preduction, provided that they 8T¢
mobile and substitutable for one another, have the same price in all
uses; (3} the price of every factor of preduction, including immobile
and specific factors, equals its marginal productivity./ This—the
value of the addition to the physical product due to the addition of
cue unit of the factor—is the same in all uses, provided that the
factor-units are similar and eubstitutable for one another.

\These conditions, as is well known, are broaght about by com-
petition. { Workers* and landowners and, in general, owners of
means of production, try to get as much as possible for the services
of their labour or land or other factors. The lentreprencurs who
hire these services endeavour {given such circumstances as the state
of technical knowledge) to combine them and mtilise them in the
most productive ways and, in general, to conduct their businesses in
such a manner as to maximise their own incomes. It follows that
if the marginal productivity of sany factor in eome given establish-
ment is less than its general marginal productivity (which equals
its priece) the eutrepreneur in gquestion will reduce his costs more

than his receipts by dismissing some units of that factor. These-

will then go elsewhere, into other establishments and possibly other
uses, in which their marginal productivity is higher. If, on the
other hand, the marginal preductivity of any factor in any estab-
lishment is higher than its price, the entrepreneur in question will
*hire more units of that.factor, since by so doing he will increase
his receipts more than his'costs. In this way, competition equalises
marginal produetivity and price in every branch of production.?

3 It we divide workers into groups, %o t}:a.t. sach group contains workers of the
e‘gado and efficiency, it is sufficient if there in compstition among the members
group. Hee §3 i;eiﬁw, paswin,

3 These propositions form & generally-accepted part of eeenonﬁc thaory, and
it would be ont of ‘place to discuss them here st ap They are g;:r
best formulated by Knight, Risk, Uncertainty an.é Pmﬂs,
Wicksteed, Co-ordination of the Laws of mebutsoﬂ éepnnteé the
Loundon Bchool of Economics, 1832) an& The Common Bense of Political
Beonomy (19810; new edition 1833.4). J. B. Clark's exposition in bis Disgtribu-
tion of Wealth is oversimplified and soffors from s hazy concept of capital snd
from andeavour to find & moral significance in_ the law of margis rodue-
tivity. The snbject is treated much by Bohm-Bawerk, Positive Theoris
des Zapitalt—see especislly Exkureus 7 in the 3rd edw,, or ihe 4th edn. Cf.
also Wicksall {1883}, Uc&er Wert, Kapital und Rente {mprmt.ed by the London
School of Economics, 1833}, and Lectures on Political Eoouomy, vol. 3, part 1.
Schumpet.er * Dag Gmn&pnam der Yertezlungstheona, Archiv fir Sozialwissen-
shaft, 42 {1916-17}; Landauver, Probleme der junkionellen Verteilung des
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take place for example, whenever a particular capital good wears
‘out or is discarded, the capital which it represents (provided that
sufficient provision has been made for ifts amortisation) again
becomes’ ¢ free capital,’ which need not be reinvested in the same
form as before.

We have seen that the curve will be Iess flat in the short run
than in the long run. This implies that a change in demand will
at first produce a relatively marked change in prices. In the
industry towards which demand has turned, time will be required
for establishments to attain their optimal capacity, for additional
workers to learn their new tasks properly, and so on. In the
indusiry from which demand has turned away, cutput will not st
once diminish by the full amount appropriate to the new situation.
Many ef its means of production will be either completely specific
or ca;;a‘bie of employment elsewhere only at a heavy loss.. Provided
that prime costs can be covered, these will continue to be used,
although, of course, their value will be written down. Hence
output will remain comparatively large and, owing-\'ﬁe- the decrease
in demand, there will be & comparatively great fall in the prices of
the products. As time goes on, the situation will alter. On the
one hand, new firms and factors will enter the expandmg industry,
and its output will increase. On the other hand, in the enntrachng
industry, machinery and other appliances of production will in
time wear cut and will not be repiaeed and hence ila output will
diminish. Thue the fall in the prices of its products, relatively to
the prices of the products of the expanding mdnstry will become
loss than it was at firet..

This sequence of events can be observed o.fter the imposition or
increase of import duties, which divert demand away from thes
foreign suppliers, and after a time away from the export industries
of the conntry in question, and towards the protected industries..

'We must now show the application of this reasoning to a modern
money economy. Of course we cannot state directly the substitu-
tion-ratio between two commodxtlea, saying, for example, ‘that a
cortain change in the relative prices of wheat and motor cars will
cause one additional motor car to be produced in place of so many
bushels of wheat. Nevertheless our doctrine can be applied in its -
easentials, given certain conditions, to a modern economy.

\The substitution-relations between the commodities are no longer
direct, but are indirect, operating through the medium of money
costs. " All the various substitution curves are brought, so to speak,
under one common denominator, being split up into the money cost-
curves of the individual commoditiea. Hence by * costa ' we shall
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in fufure mean money costs, unless otherwise stated, and not
labour-cost or opport‘a.nity—ceat

~\Our proposition remains valid in a monetary sconomy under the
following assumptions: (1) The price of every pr&dnct eqgals i
marginal (money) cost, this being the sum of the prices of th
additional factors required to produce ¢ units instead of 2-7 units
(2) the units of any factor of production, provided that they ar¢
mobile and substitutable for one another, have the same price in all

uses; (3) the price of every factor of production, including immobile

and specific factors, equals its marginal productivity. / This—the
value of the addition to the physical product due to the addition of
one unit of the factor—is the same in all uses, provided that the
factor-units are similar and substitutable for one another. -

\These conditions, as is well known, are broaght about by com-
petition. { Workers® and lendownera and, in general, owners of
means of production, try to get as much as possible for the ssrvices
of their labour or land or other factors. The|entrepreneurs who
hire these services endeavour (given such circumstances as the state
of technical knowledge) to combine them and wutilise them in the
most productive ways and, in general, to conduct their businesses in
such & manner a8 to maximise their own incomes. It follows that
if the marginal productivity of any factor in eome given establish-
ment is less than its general marginal productivity (which equals
its price} the entrepremeur in question will reduce his costs more
than his receipts by dismissing some units of that factor. These
will then go elsewhere, into other sstablishments and possibly other
uses, in which their marginal productivity is ]ng’her. I, on the
other hand, the marginal productivity of any factor in any estab-
lishment is higher than its price, the entrepreneur in question will
*hire more units of thai. factor, since by so doing he will increase
his receipts more ihan his eosts. In this way, competition equalises
marginal productivity and priee in every braneh of production.?

1 1f we dinds workers into gmups, 80 that sach gmnp contains workers of the
“g'néa and eﬂic:ency it iz sufficient if there is competition among the members
Bee §3 i}elcrw, passim.
mponimns form a generally-accepted part of econemic theory, and
it wmld he out of plaoe to discuss them hers at length. . They are ﬁh al?;
best formulated Knaghﬂ Risk, Uncertainty Profit, cha.p w
Wicksteed, Co-or suatm of ths  Laws of Dﬂtﬂbmm .g'
Londen  Behool Emnom;cs, 1932} and ?&e Common euu of Pahmat
Zeonomy (1810; new edition 183%.4). J. B. Clark’s &xpoultion in his Distribu-
#on of Wealth is oversimplified and suffers from s b cept of capital and
from his sndeavonr to find & moral significance in the lsw of margin due-
tivity. The subject ia tmted much better by Béhm-Bawark, Poreitive Theorie
des Kapitals—see espocisliy Exkursus 7 in the 3rd edn., or the 4th eda. <1,
also Wickssll {1883}, Ueber Wert, Eapital und Renie (reprinted by !.he Londoa
8chool of Economics, 1833}, and Lectures on Political Ecomomy, vol. 1, part 1.
Schumpeter, ** Das Grundpringip der Verteilongstheorie,” Archiv fir Socialwissen-
ekaft, vol. 42 {1915-17); Landaver, Probleme der funktionellen Verteilung éu
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Let us now recapitulate our assumptions. \The price of every
factor equals the value of iis marginal product. Hence a (small)
quantity of any factor can be subsiituted at the margin® for a
(small) quantity, having the same value, of any other factor.
(The substitution may be direct or may take placé through a general
reshuffling of the distribution of factors among industries.) On the
other band, the price of eny product equals the sum of the prices
' of the factors required to produce the marginal unit of it. Since
$wo things both equal to a third are equal to one another, it follows
from these assumptions that a unit of commodity A will exchange
against that quantity of commodity B which requires (at the
margin) an equally valuable collection of factors to produce it. In
other words, the exchange-ratio between twe commodities will equal

 their (indirect} substitution-ratio or opportunity-cost {in terms of
one another)Awhich is the proposition we set out to prove,

§ 2. Tre TaEORY oF CoMPARATIVE CosT RESTATED, WiTH SPECIAL
. RerErENCcE TO Srecrric Facrors...

It should now be clear thatN{f the exchange-ratios between com-
moéztaes are equal to their substitution-ratios, the docirine of com-
'parstive advantage is perfectly valid even if we discard all the
simplifying assumptions of the Labour Theory of Value. The same
applies, of course, to the presumption, derived from this doctrine,
that urrestricted mﬁernatmnal exchange will be advantageous fo
all parties/

In order to _show this, we should have to set out, instead of a
series of absolute labour-costs (like that on page 138), a series of
relative prices or exchange-ratics, using sny one commodity as a
numeraire with which to measure prites. This series would equally
represent the substituiion-ratios, since these are the same as the
exchange-ratios. - Fach country would specialise in those branches
of preduction in which it had a comparative advantage or, in
other words, would produce those goods whose costs were relatively
lowest./ For example, if in couniry I ome unit of A exchanged
against one-and-a-half units of B, and ix country IY one unit of A
exchanged against one of B, country I would plainly bave a com-
parative advantage in the production of B. The rest of the argu- -
ment, and the proof that f})ecialiaation would increase the total

wirtschaftlichen Wertes {1922); Mayer, article on ** Zuzechoung in Bandwsrtarbuck
der Smumaamekefzm, 4th edn,, and the references there given; Hicks, TAsory

of Wages |

a?c the qaanntlel of factors substituted for ome snothsr are not relatively
small, 20 that more than a marginal change occurs, the substitution-ratio will be
shiftad. But this does not invalidate our doctrine.
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output, would be exacily the same as in chapter X, where we
assumed the Labour Theory of Value. ,But one new problem would
emerge: that of the change in the distribution of the total product
among the various factors of production. This problem is discussed

in §3.
/%20 point whick gives rise to most misunderstanding is the
influence of international trade upon the prices and employment
of immobile and specific means of production./ It is constantly
urged that the\Theory of International Tradef as we have presented
it,\assumes the complete mobility of all factors, or means of pro-
duction, within & couniry, and thet s country can carry out the
adaptatmizs required by international trade without loss only if
this condition is fulfilled./ It is contended that when immobile
and specific factors exist, every adaptation must involve severe
loss, even if it is in the direction indicated by the principle of
comparative advantage. \When, for example, an import duty is
removed,/a shiff in production will be required. It is urged that
this must reduce the value of those means of production’land,
buildings; machinery, intermediate products, and so on—\which are
empidyed by the industries from which protection has been removed
and which cannot be transferred to other uses, and that the owners
of these apecific factors will thereby suffer & reduction in their
incomes. This argument is always employed against every praposai
for & customs union or for the removal or reduction of a
For instance, & Pan-European, or even an Austro-German, customs
union would necessitate great adjustments in all spheres of pro--
duction. \ It is maintained that these adjustments would involve
such a vast destruction of capital that it might well be asked
whether the expected but distant increase in output might not
be purchased too dearly.®/ How would the present generation profit
from advantages reaped only after all the adjustments and adapta-
tions have been madeP As Mr, Keynes once remarked, in the long
Tun we are all dead. ,
But this argument, which is always making its appearance in
one or other of, ity various for:ns,\son‘bai_ns a merious error. For
the loss of capital does not imply any loss of national income. It
teflects only an altered distribution of that income. The actual
loss arising from the frictions of adaptation is much less than
the loss of capital, with which this argument wrongly identifies it/

dza Ides siner

See, P. mann, Panau dische Wirtschaftefragen ™ in D
&tern:cln V’ol}umrc, § 18 1925—26} S%Poz Eulenburg, * Ge iner
m;t&lsehcn Zollonion dncnurnzﬁ Zélm {1936 ct seg. Both
these contain the fallaey below in our text ’
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The proof of this is implied in our previous analysis.® Baut,
since it is desirable to bring it out as clearly as possible, we shall
consider at some length & concrete arithmetical examplef®

Let us suppose that & counfry has a field of iron ore, upon
which an iron and steel industry is based, and let us trace the
consequence of an increase in foreign’' competition which causes
the price of iron and atesl to fall until in the end some or all
of the works are compelled to close down. The fall in the price
of foreign iron and steel may be due to any of several causes.
The country in question may have lowered its import duties or
there may have been a reduction in tramsport costs. The foreign
industry may have made some improvements in techmique not
open to the home indusiry or may have been granied a subsidy
by its Government. Again, the reduction in foreign costs might
be géneral, arising from the working of the monetary mechanism :
for example, the foreign couniry might be making unilateral pay-
ments. In any event, let us assume for the sake of simplicity
that the fsll in price is a permanent one,

Tke. receipts and expenditure of a comcern in the home iron
and steel industry may be as follows™:

Receipts.
Gross receipts from sales of produets, - - - 100
Expenditure. ‘

(1) Current expenses for wages and salaries, materials,
&c., including interest upon this outlay, s.c., upon
the circulating capital, N
(2) Interest and depreciation upon the fixed capital
invested in buildings, machinery, &c., - - 20
(3) Rent of land, including the iron-ore deposits owned -
by the concern, - - - .- - - . 30

: 100

(1) 50 represents the payments for the mobile and non-specific
factors of production, which at any moment can find employment
elsewhere in other uses. (2) 20 represents the ® costs ’ of the fixed
- capital. This is specific to the industry; broadly speaking, it will

50

% The presence of specific means of production is sxpressed in the shape of
the substitution-curve (which it makes more like an L wud less like » ml:xegh
line}, so that our snalysis has aiready teken it into acoount. -

% The following analysis is atatic in the sense that it abstracta from processes .
of deflation which may, and probsbly will, be started by such changes as are
duced by the formation of & customs union. This doay mot, however, rob it of ite
importance, since the transition to the new equilibriom can bs made amooth—the
deflation may be avoided—by appropriats measures.

¥ The figures are quits arbitrary; the reader may vary them as he wishes.
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become ° free ’ and therefore transferable only after a relatively
long period, after it has been worn out and amortised. This item
is what Marshall terms quasi-rent. (3) 30 is the income of the
completely specifie factors, whichk cannoi be employed for any
other purposs. It is rent in the strict theoretical semse of the
term.*

Now suppose that the price of iren and steel falls, reducing
the receipts by 30. This represents an enormous loss to our
entrepreneur, but he will not diminish his production in the
slightest. The value of the specific factors must perforce be written
down, and all the reat is wiped out, but so long as interest caa
be earned mpon the circulating and the fixed capit®, production
will continue. The loss of the producers’ of iron and steel is
belanced by an equal gain, measured in money, to the consumers,
The national income is not diminished,’ since the volume of
production remains constant. Suppose now that the price of
iron and steel falls still lower, reducing the receipts by a further
10 or 15. This increases the loss to the producers, but so long
as the circulating capital needed for current expenses, under (1),
continues to reproduce itself and to earn interest, production will
go on. The value of the'specific factors—the fixed capital—will
be written down to the value (as scrap) of the material in them;
if any of such factors are not completely specific, but can be
used elsewhere, their value will be written down to what they
are worth elsewhere. This loss of capital has occurred and must
be accepted; an entreprensur would rather recogmise it in his
books, and continue producing, than abanden the enterprise and
lose everything. The quasi-rent disappears. But the outlay under
(1) cannot be reduced, for it conmsists of payments to non-specific
factors, which would leave the concern and go elsewhere if they
did not receive their full market price. ,

Up to this point, we have récorded losses only to particular
persons and not to the community as & whole, since the consumers

*® Upinion may vary as to ths sllocation of particular items of expenditure
among these three 'groups; bui that doss not affect the isswe., For exampls,
the value of the iron ore would be included under {1) if our concern bought its
ore frem snother firm, and in that case ths reut of the ora deposits would not
appear snder (3}. We havo mot space to discuss fully all snch varistions, which
do not affect the main argument. ¢ azsume, for example, that the high cost of
transporting ore csuses each iron snd steel works to have its own adjrcent ore
mines; hence, from the atandpoint of our éntrepreneur, the rent of his irom ore
deposits is & residual incoma, :

? I the consumers live outside the territory of the national or other com-
Anunily under consideration, this community may of courss suffer a loss. But there
will ba no loss from a cosmopslitan standpoint. This does not mean, however, that
Free Trrde is to be advocated, in such a cass, only from an altruistic cosmopolitan
standpoint. For if the industry of une country is displaced by the indnstry of
another from some third market, the country which is injured is powerless to alter
the situation by imposing or incressing import duties,
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of iron and steel gain as much as the producers lose. Let us
now go & step further, and ‘suppose either that the price of irom
and steel falls still lower or that part of the fixed capital wears
out and must be replaced if the concern is to continue producing.
Now, at last, the concern will be compelled to close down, since it
can no longer pay the market price for ifs mon-specific factors.
But this implies that these factors can produce sufficient elsewhere
to earn their market price.’ Hence the closing of the concern
represents no loss to the community. On the contrary, such a
loss would be caused if these factors were artificially retained,
by means of a duty or some form? of public subsidy, in their present
emp}eyment,‘vhere they are now of less utility than they would
be in cther employments.

As a rule, an industry comprises numerous concerne, including
marginal ones which, unlike the one in our example, earn xo rent
to serve as a buffer egainst shocks. Moreover, it is probable
that"at any moment ome or other of these concerns will be about
to replace some of its fixed capital. TUnder these conditions,
every fall in the price of the product will probably cause some
contraction of the industry by compelling a concern on the margin
to close down. Buf in principle the process remains the same.®

5
2 ¥y
3
3, P
%
& ap, y
Fig. 10.

l\g.'he lower the price falls—the more cheaply, that is to say, foreign
couniries can supply—the greater will be the gain of the home
country from the infernational division of labour. We should

: If their productivity elsewhere were less, their price would be less.

% For example, the industry might be granted public coptracta upon favourshle
terms.

3 If the marginal concern doss sarn o rent and can therefore survive a modersie
fall in price, thig iz to be reprosented di tically as in fig. 18. The sab-
stitution-curve containa & kink at the point P, instesd of being continuous]
smooth. The two straight lines t; und 1, wre both tangents to the curve at P,
If the price-ratio were originally in the meighbourhood of that repressnted by the
siope of 15, i3 could fall to the lavsl repressuted by the azlope of &, withous
causing any abift in production. But if the price-ratio were o fall te &, the com-
bination sy by would be produced instead of the combination &, b
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add, however, that to prevent & fall in price by imposing a duty.
will not necessarily diminish the national income in those excep-
tional cases in which the marginal concern earna a remt- and
would therefore maintain its output, at sny rate for a time, despite
the fall in price. For under these conditions & duty would not
cause any misdirection of factors: production would be the same
as it would be without a duty, ignoring indirect influences, the
duty would cause only an alteration in the distribution of the
national income

The whole of the above analysis rests upon the imporiant
assumption that competition ensures fexible prices and, in
particelar, that the prices of specific factors will fall,.ii necessary,
to zero before their owneras cease to use them. This will probably
be true of material means of production: the owner of, say;
a plot of land or a building would rather obtain something from
it, either by hiring it out or by wutilising it himself, than leave
it idle. Indeed, we are always witnessing entrepreneurs working
“at a loss’ instead of closing down.* But our assumption does
not apply to ome most important factor, namely, labour. Here
the working of the price-mechanism is partly stuliified, since
workers often respond even to quite small reductions in wages
by withholding their labour. This involves & true loss from
friction, in the form of strikes and unemployment.* Bui clearly
such a loss, accompanying a period of transition, is different in
nature from a fall in the value of certain fixed ecapital, for the
latter could not bé avoided even if the price-mechanism worked
perfectly smoothly. 'We may perhaps add that these frictional
losses due to the imperfect flexibility of wage-Tates are less serious
than one might at first suppose, since of all factors labour, apart
from a few exceptional cases, is the least specific.®

One important practical conclusion to be drawn from our dis-
cussion is ths%,fespite the contrary view expressed, for exampls,
by Schilller,” the existence of unutilised means of production is
no argument whatever for tariffs. Schiiller sets out from the indis-
putable premise that ‘‘ In no eounbtry are the natural resources
of fertile land, water-power, and deposits of ceal, iron, and other
minerals fully utilised. They remain available for the expansion
of whatever branches of production may require them.” But from

4 1t is also possible that during a pericd of transition a concern may continue
te operste even if it cannot cover its prime costs; this will happen if the entre-
prenenr thinks that the situation will svon improve agsin, and tEa!; it will be less
costly to continne producing in the meantime than to glose down and then reopen.

S Wo discuss this matter ip detail in chap. xvii, § 3, p. 260
& This point is expanded in § 3 of the ent chapier

? Schutztoll und Freshandel, p. 78, and t t.'annlan%n in Selected Readings, d¢..
ed. by Taussig. )
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this he concludes® that tariffs can bring about the utilisation of
such idle means of production and thereby, under certain condi-
tions, lead to an increase in the total production of the economy.®
We have seen that this argument, at least in so far as it relates 1o
material means of production, rests upon a fallacy. It is in no
way surprising or abnormal that net all means of production are
utilised; on the contrary, there are good economiec reasoms for it.
As Ropke has pertinently remarked,! economic forces tend to bring’
about not a maximal but an optimal utilisation/\One can scarcely
conceive a situation in which all the means of production are
utilised/ every scrap of land being tilled, all plant and equipment,
however old or obaplete, being employed, and every deposit of coal,
hkowever poor, baing'mined.\An approach to such a situation, such
a8 perhaps exists in, say, China or India, would be a sign of great
poverty and not, as Schiiller's theory implies, a symptom of
abounding wealth.?/ Nor does it make the slightest difference
whether the unutilived xeans of production are ‘due to Natire,
like land and mineral deposits, or have been made by man, like
factories and machinery, although the layman is far more impressed
by the idleness of man-made means of production. \In reality, the
non-utilised means of production (provided that the velue of their
producte would not cover the costs of the other factors which must
be combined with them, since the latter cam produce more else-
where) represent neither a destruction of capital nor a loss to the
economy as & whole. They are milestones upon the road of
economic progress aslong which the economy is moving under the
influence of technical progress or of the international division of
labour.? The losses, which seem so obvious and impressive, may
indeed be real losses from the standpoint of the owners of the idle
factors, but they are outweighed by greater gains to other persons.
To the community as s whole, the net result is & gain and not a

3 Bchiiller adduces other circomstances, in addition to this premise, in support
of his claim that tariffs may enable a better use to bo made of existing means of
production. But this does not affect the discussion in onr text. . .

® Boe the trenchant criticiem of (. Mackenroth in his interssting article
A+ Zollpolitik und Produktionzmittelversorgung,” WeltwirtschaftlicAes Archiv, vol.
28, 1 (i8kg), 89 o¢ s2g. Bss alsc Haberler, “ Die Theoris der kom tiven
Rostean tg; Amm'm% fir die Bsgrindun, cleir th:is:;i:,“ ‘;;M?f“- .

ftiszhey Archiv, wol. 32 {1030}, and Mises, * Das Espital ™" in
Beonomische Opstelien, Fssuchrif%: fir Varrijn’ Stuart {Haarlem, 1931}, reprinted
in Grundprobleme der Nationalikonomie, p. 201 et seg. [1833). . -

3 Dis nene Wirtschaltssiruktar Deutschlands als Grundlage seiner kinftigen
Handelapolitik.” - Schriften des Vereina fir Sostaipolitik, vol. 171, 1 (1925}, p. 8.

3 Ancther interpretation of Schiillex's thenrilu possible. He might bave in
mind certain resources, such as water-power, which are not utilised owing to &
shortage of capital. Ib that case it is trup that their idleness iz a symptom of--
pov&étiy. But it in no way follows that tarifis wounld lead to a net import of
capital. ‘We discusa this point in chap. xvii, § 4, pp. 873 ef feq.

3 Unutilired labour-power—unsmployment—ia in 3 different cetegory. BSes
chap. xvii, § 3, p. 259, .




GENERAL EQUILIBRIUM 189

' loss/ ‘When, for instance, a factory is closed down for the reasons
given above, before the capital invested in it has been amortised,
it may be said with truth that the original investment (owing either
to miscalculation or to subsequent unforeseen changes) has turned
out to have been a misdirection of capitel. But in economic affairs
bygones are bygones; and, in the circumstances Wih we are
assuming, the best utilisation of the community’s resqurces in the
future involves closing down the factory.* '

§ 3. Tee IsFLuence oF INTERNaTiONaL TRADE TPON THE
DisTRiBUTION OF TEBE NATIONAL INCOME.

1. Ffz TeEaTMENT oF THE PRoBLEM IN CLASSICAL aRD NEo-
Crassicar Doctrive.—The foregoing discussion has shown\what a
powerful influence international trade may have upon the personal
snd functional distribution® of the national income, since every
change in international ecomomic relations may alter the relative
prices of different means of production. o '

In classical and neo-classical doctrine, this very important topic
is considered under two different heads. The firat of these is the
analysis of how international trade affecis wages, rent, and
interest {or profits),® relatively to one another. The second is the
doctrine of ‘ non-competing groups * of workera.” /' )

Under the first head, it is shown that the importation of agri-
cultural products by an indusirial couniry tends to reduce the

4 We are not here supponsing that the mal-investments occurred during a. genersl
boom. In that case, the loss and wriling-down of capital during the subsequent
depression wonld repressnt & met Iosa to tho ecomomy, since it would ngt be offset
by gains elsewbere. But the loss ocenrred when the investments were made; the
sabsequent writing-down of capital-values merely recognises an accomplished fact.
The ioss would be increased, and not lessened, by any form of intervention which
prevented full account being taken of it and thereby hindered auch transfers of
nagiltsl as might be possible to adapt the economy: to the new sitnation. See
Bchiff, Kapitalbildung und Kapitaloufsehrung im Konjunkiurverlauf (1933), pp. 73
¢4 #eg. 'The preceding considerations are not intended to deny that indirectly
snch a loss of * private ’ capital may have vsrg sericus consequences and lead to
losses for the economy as s whole—lossen which, from the point of view of static
theory, are dus to frictions, but, nevertheless, very real and painful losses. E.g.,
& culonlative process of deflation may be met in motion by a braskdown in an

icular industry or the maintenance of the capital st.oci may be sndsngere

scause of a cha in the rativ of saving and epending due to the change in
distribution. The latter case is fouched on in Pigon, Economics of Welfare, 4th
edn., and Baysk, ** The Maintenance of Capital,” Zconomica, vol. 2 (new seriss},
. No. 7 ‘SAnguss 1035}, pp. 241 of 3eq.

s a the concept of ;iper&onal ’ and * functional * distribution, see especially
Clark, The Distribution of Wealth, and Landaver, Grundprobiems der funkisonellan
Vertedung dea wirtschaftlichen Wertes (1924).

€ Bes, 2.g., Bastable, 'P&emg of International Trade, chap. 6, '* Influcnce of
Foreign Trads on the Internal Distribution of Wealth,” pp. 97 to 108

_?The concept of * mon-competing g;onps * is due to Cairnes, Some Leoding
Principles of Potitical Economy {1875). The most detailed treatment of the question
is that given in Taussig's International Trade, chap. &



190 INTERNATIONAL TRADE

incomes of its landowners, by br1ngmg down remts, but has a
favourable influence wpon wages and incomes from capital. Real
wages increase, since the imported foodstuffs are cheaper. In the
exporting sgrmult%zral countries, the effect is the oppemte There
rents tend to rise, since the margin of cultivation is extended.®

This analysis is undoubtedly pertinent. At the same time, it
ig inadequate in that the threefold divisiom of factors inte land,
labour, and capital, and the corresponding threefold classification
of incomes, is too great an over-simplification of reality/ As Knight

¢ drastically puts it, & threefold division of factors of prbduction into
animal, vegetable, and mineral, would be just as satisfactory from
the theoretical standpoint as the traditional classification.? We
shall endeavour later to bring the main conclusions of the classical
theory under a more generai formulation.

The doctrine of ° non~competing ’ or, more briefly, © closed ’
gtoyps of workers is ‘based upon the fact that there are many
different kinds of labour. The movement of workers from one of
these closed groups fo another cannot take place, owing to some
obstacle or other, but within any one group there is free competi-
tion and hence a uniform rate of wages. When labour is thus

“regarded not as one homogenecous factor but as & number of different
factors, the assumptiion of one uniform wage-level for all workers
of course disappears.

The effect of this phenomenon upon the pnce-system is treated
differently by different writers. Cairnes, who introduced the con-
cept, regards the number and pature of the various closed groups
as definitely fixed and given. He points out that under the classical
theory of international trade, which assumes that factors are
immobile between countries, the homogeneous labour-supply of each
different country is in effect & different non-competing gmnp} He
concludes that if there are mon-competing groups within & parti-
cular country, the economic rvelations between them can be
explained by applying the Theory of International Values.\The
reciprocal demand of these groups, within the same country,
one another's products will determine the level of wages in each

group. {

ssig sfa.naiysxs goes much deeper than that of Cairnes. He
points out that it is not correct to take the number snd com-
})asitmn ‘of these groups as something whick is given once and
for all. We should not, at least when taking a long view, regard

88, Patten adduces this circumatance ef an argument for tariffs. See hi¥™

Economic Baats of Protection {1880}
@ Bastable, doc, cit., calls attention to the limiis of this dm:ﬁwnzm and

emphasises that it i tmiy & first approximation, although a very aseful o
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the demand for s particular kind of labour (derived from the
demand for it products) as the sole force determining the level of
wages in that particular group. We should take account also of
, the conditicna of supply of the labour in question. Indeed, it is
even conceivable that the demand may have no influence whatever
upon the relative levels of wages as between the different groupsy/
Marshall has constructed the following case to illustrate this
possibility,

. . . suppose that society is divided into a nmmber of horizontal grades, each
of which is recruited from tbe children of its own mambers; and each of which
has its own standard of comiort, and increases im numbers rapidly when the
sarnings to be got in it rise abtve, and shrinks rapidly when they fall below
that standerd. Let ue suppose, then, that parents can bring up their children
o any trads in their own grade, but cannot easily raise them asbove it and
will not consent to sink them below it. . . .

“0On thess assumptions the normal wage in any frede is that which is
sufficient %o enable = labomrer, who hes normal regularity of employment, to
support himself and & family of normal sizxe mccording to the standard of comiort
that is mormal in the grade to which his trads belongs; it is not dependent on
demand except to thie extent, that if thers were no demand for the labour of
the trade st thai wags the trade wounld not axist. Yo other words the normal
wage represants the expenses of production of the labomr. . . .10
s ‘in the language of pure economics, these sociological assump-
tions about induced changes in population mean that the various
kinds of labour are supplied at constant cost: they have a horizontal
supply-curve. When this is so, & change in demand wounld have
no influence, in the long rum, upon their price, but only upon the
smount supplied. '

e thus have two extreme cases. Cairnes assumes that the
supply of labour within these closed groups is completely inelastic.
Marshall, in the case quoted above, assumes that it is comgpletely
elastic,?

Eal. ' frice}
Aok DL _ :
B’% o D\
B’ \D\ 3
. . o
o s Aerounf L1 ' Amaunt
Fig. 20. Fig. 21.

16 Principles of Bconomics, 2nd edn., pp. 557-B. Taussip quotes from the

mouz;ém edition becsuse the formulation is more preciss there than in the later

! The two cases are shown in the following supply-and-demand diagrams

relating %o one of these clomed grow The quantity of Iaboar, 1i d
g:i!}ang:d, is measured along the gnu}::; and thg priceithat in, the :;gg—npat?ze
inate. .
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\Ths supply curve, according to Cairmes, in completely inelastic, or vartical,
as in fig. 20. According to Marshall, it is completely elastic, or horizontal/
as in fig. 21, In the former case, & shift of the demand-carve from DD to DD
sffects only the price; in tha Istter cass it affects only the guantity enpplied.
The Ricardian doctrine that the different kinds of Ishour can be brought under a
commen, denominator by taking their different exchange-values as they appear in
the market, can bs interpreted along the lines of this Marshallisn constructions

One’s conclusion as to the influence of international trade upon
the comparative position of the various groups will differ according
to which of thess two limiting cases one regards as the more likely.
.Suppose that in a given country there is a closed group of the type
assumed by Cairnes. Suppose that some change in conditions
abroad gives this country a greater comparative disadvantage than
before in the products of this group, which must therefore face more
intense competition from imports. The wages of the members of
this group must faﬁ/as, for example, they fell in Europe 2 agricul-
ture under the pressure of increased imports of grain from overseas.
\But if their wages fall sharply, workers will lesve this group as
time goes on, and will not be replaced by new ones. Thus the case
of Cairnes is to be regarded rather as a short-run construction,
whilst that of Marshall is essentially of a long-run character/

\If, on the conirary, the country enjoya a comparative advantage
in, and therefore exporis, the products of the closed group, inter-
naticnal trade will raise their wages. It is quite possible that the
trade union of this group may be sufficiently powerful to keap out
would-be new entrants, and thus keep the group a closed one, even
if its wages are much higher than wages in other groups. Bui if
one thinks that the hypothesis of an elastic supply tallies more
with the facts, one must conclude that in the long. run international
trade has no influerice upon the relative wages of the differemt
groups of workezs/ Taussig sesms to hold this view, for he says:

* The lines of sccial and industrial stratification in a country are determined
chiefly by the conditions that prevail within its own limits—by the nombers in
the several groups and their demands for each other’s services, and in some
fincertain degres by tAsir different standards of living.d An added impact of
demand from & foreign country will rarely changs the relative rates of wages which
have come about from the domestic factors. The social stratification that remults
from the domestic conditions is well estzblished and sesems to be deeply rooted;
and it is not likely that international trads will impings on it with auch special
affect on a particulsr grade ss to warp it noticeably.®

If ws regard such a situation as a modified version of the
Marshallian case)\there is no contradiction when Taussig, despite
his denial that international trade has any great influence upon the

relative position of the various groups of workers, not only concedes

2 My italica.
3 International Prade, pp. 56-7.
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but atresses the influence exerted by the supplies of different types
of labour on the nature of international trade# Indeed, it is clear
that the latter will be strongly influenced by the presence in one
country of social strata and of closed groups of workers not present
in other countries, if this results in an abundant and cheap supply
of certain kinds of labour. Taussig gives as an example Germany's
export of chemicals and especially of cosl-tar products, which is
largely due {o the presence of an abundant supply of qualified
chemists and trained assistants. (The presence of a large supply
of a certain kind of labour has the same consequences as ths pre-
sence of & large quantity of any other means of production—for
example, of fertile land, which makes s country especially suitable
for agriculiurs. To be accurate, we should consider the available
quantity of the means of production in relstion to the demand. If
the home demand for the products of any particular factor is
especielly strong, those products may not be exported, despite the
large quantity of that factor which is present.)

In many respects Taussig's exposition is most ingenious and
persuasive, combining acuteness of analysis with a wide knaw}edge‘
of the relevant facts. Nevertheless, the treatment of non-competing
groups in the classical theory, evem &s he presents it, cannot bel
termed theoretically complete and systematic. /It is somewhat of
& patchwork, and can be replaced with advantage by a more com-
plete and elegant sclution, provided that we substitute our genersal
theory for the simplifying assumptions of the Labour Theory of
Value. This we shall now endeavour to do.

/5. A SYSTEMATIC ARALYSIS oF THE PROBLEM, —\}oaed groups
of workers’ are obviously only special cases, in our terminelogy,
of more or less specific factors, limited for technical or other reasons
to certain employments. The following propositions can be stated
as to the influence of international trade upon the relative scarcity,
the marginal productivity, and hence the -relative prices of the
various specific and non-specific means of production: (1) When |
international exchange of commodities begins to take place, it will
cause & xise in the prices of those factors which are specific to the
export industries of a country, being employed there in relatively
greater quantities than in other industries; (2} it will cause & fall
in the prices of whatever factors are specific to those industries in
whick the country has & comparative disadvantage, and which must
therefore contract or be abandoned; (8) it will cause a rise in the
prices of non-specific fsctors, capable of many different employ-
ments, since it will increase the total outputf, but this rise will be
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less than the rise under (1). In other words, the incomes* of
owners of factors of type (2) will fall, those of owners of factors
of type (1) will rise, and those of owners of factors of type (3) will
rise also, but to & less extent,/ _

\We must distinguish between material means of production and
labour. In the long run, material means of production which are
highly specific are found mainly in agriculture/and consiat of land
of various qualities and of natural resources of all kinds, although,
¢f course, not all these gifts of nature are specific.” \In other
spheres, such as manufacturing and commerce and transport, highly
specific material factors play only & minor part in the long
But the situation is very different if we take a short view, for a
large part of the buildings, plant and equipment, means of trans-
port, and infermediate products which exiet at any time will be

, epecific.\ Hence a change in the intensity of foreign competition,
sR increase or reduction in tariffs, or any other alteration in inter-
national economic relations, may bring large losses or gains to the
owners of means of production affected by the change.
| W?We turn now to labour.\ In the long run, and apart from certain
| exceptions, this is the least specific and moat adaptable factor of
vall. But, in the short run, it is more specific and less mobile/
Whenever the appropriate response to a change in economic eon-
ditions' involves more employment of labour in one industry, or
even in one firm, and less in snother, this will mean & temporary
‘or permanent diminution in wages and other unpleasant effects
for some workers, and will therefore arouse opposition. Mereover,
it is beyond dispute that various modern developmenta have tended,
and still do tend, to lessen the mobility and adaptability of labour.
On the one hand, the strength of organised labour, including the
influenee of trade wunioms, aund State iIntervention im Iabour
questions, especially in connection with umemployment insurance
and unemployment relief, have both increased greatly. On the
other hand, the rapid growth of population, which in the past made
| possible a great redistribution of labour between industries by the
diversion of new entrants towards the expanding industries, has now
been replaced by an approach to stationary populations, eo that a
redistribution now involves an actual movement of workers out of
. the contracting industries and into the expanding ones.

4 To be scourate, we should speak of real incomes and of real prices or, betier,
of rolative prices, since it is guite possible that there would be & general riss or
fall in all money prices. L. . .

8 Strictly Ipeﬁﬂg, we shonld distingoish different degreas of specificity. For
our purpose, the relevant considerstion is whether a factor i3 used predominantly in
the export industries or only in the indusiries which must face competition from
imports, N
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e may conclude thet in the long run the working-class as a
whole has nothing to fear from international trade, since, in the !
long run, labour is the least specific of all factors. It will gain
by the general increass in productivity due to the international
division of labour, and is not likely to lose at all seriously by a
change in the functional distribution of the national income./ Hence
the pelitical representatives of labour lean as a rule towards Free
Trade. But)\jn the short run, specialised and immobile groups of
workers, like the owners of specific material factors, may suffer;
heavy reductions in income when for one reason or another they are
faced with more intense foreign competition. They are rendered
more vulnerable by the fact, already mentioned, that wages are less
flexible than most prices./ The price of a material factor must
sink to zero before it ceases to be used, but workers, especially when
they have strong trade wnions and sre supported directly or
indirectly by State intervention, will withhold their labour if wages
fall below a certain limit. The consequence may be chronic wnem-
ployment in the industries affected by the change in conditions.®

This solntion is sufficiently accurate for all long-run purposes.. Nevertheless,
soms refinements may be added, since’nnder certain conditions the general rules
given above may be modified/

\ Ove possibility which- must be considered is that a country may have &
comparative disadvantage in those industries where labour is used comparatively
inteneively, eo that internstional trade diverta demand towards industries which
employ comparstively littls labour relatively to other factors. - The international
division of labour will then lower the marginal productivity of labour relatively
to that of other factors. Some writers, such as Wicksell, believe that this eccours
in agricaltaral countries, since in agriculiure the proportion of land is greater and
of labour smaller than in other branches of production. Wicksell thinks it con-
ceivabls that for this reason tariffs on industrial products may raise the sbaclute
resl income of labour in agrienitursl coumntries, and nct merely raise it relatively
to the real incomes of other factors.”

Exactly the same analysie applies to this problem as to the problem of ths
influence of technical progress upon the share of labour in the national incoms,
since there is s complete analogy betwesen techmical progress and an increase in
the international division of lsbour due to reductions in {ariffs or transport costs
or to other causss, The latter problem hss been examined, notably by Pigou® snd
by Hicks.? We cannot bere reproduce their complex theoretical spalysia, They

8 'We discuss this deviation from full equilibriom, and the argument for -
tariffs based upon it, in chap. 17, § 3, pp. 258 ef 2eq.
¥ Pinanetheoretische Untersuchungen %%96), pp. 63-6. Similarly, Carver,
Principles of Netional Economy (1821), p. 458. Carver at first held the view {hat
. the losa in wages might be greater than the gaim in rent, 50 that a tariff might
increass the national income. See ** Some Theorstical Possibilities of a Protective
Teriff * (14th annual meeting of the Americsn Economic Association), E. H.
Johnson hss shown that this is not pomsible in ** The Effect of & Tarif on Pro-
duction,”” Querterly Journal of Economics, vol. 18 {1003}, pp. 135-L.
2 Econamics 0; Welfars, 3rd edn. {1920}, part 4, chap. 4, pp. 668-T0
S Fhe Theory ?: ages {1932}, chap. 6, pp. 112 #¢ se¢. For a differant view
ses, 0.9., Lederer, Fechniacher Fortachriti Arbeitalomigheit {1931). N. Kaldor
i_im & convincing criticism of Lederer in * A Case against Technical Progress,”
comomica {May 1832). See also Wicksell, Lectures, vol. 1, pp. 105 &2 2eq.
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conclude that, it is extremely unlikely that the absolute real income of the warking-
clasa will be unfavoursbly influenced, and that whilst the possibility that its
relptive share in the national income may be reduced is greater, this also is on the
whols improbable, These conclusions spply equally to our present problem, and
there is no doubt that they are fully confirmed by sxperience.

3. DIFFERENCES IN WAGK-LEVELS AND TEE GAIN FEOM INTERNATIONAL ThRine, We

\ bave considered the influence of international trade on the distribution of income
snd how the presence of non-competing groups affects international trade. \Wa shall
now consider how the proposition that fhe free exchange of goods with foreign
sonntries will increase the national income as & whole is affected when we discard
the sssumption of & nniform wage-level. In other words, we shall engnire whether
differences in wages, withic & coontry, provide a valid argoment for Protections
For this purpose we must distingnish the arious possible reasons for differences
in wages.l/ .

{1} One important zeason is that which we baveHitherto assumed to be the sole
one Adiffsrences in the quality of the labour supplfed by the different groups/ If
thers is a given fized supply of each differerfs Wi of Isbour, esch kind will sarn
s different wage, just as different kinds of land- and of other material means of
production have different prices. \When differsices in wages are due to this cause
{or, if weskly wages sre considered, the differences in the amount of labour per-
formed per week), our conclusions need vo modification.s /

{2) The same applies when differences in wages srise from\artificial obstacles
to entry into certain occupations, imposed by law or custom or the pewer of trade
unions/ Bopposs that a group of workers succead, by keeping out would-be new
sniranis, in raising their marginal productivity sbove that of squally qualified
workers ontside the gronp. \International trade will have the same resulls as in
case {1). If the indasiry employing the monopelistic Isbour group has s compara-
tive advantags, their wages will riss, and in the opposite case they will fall, but
in sny event the mational imcome will be increassd. It iz true that the naticnal
income would be increased also, with or withoot international trade, if such mono-
polistic groups wers broken np. But this is & different question, and does not
affect the fact that, given thess monopeliss, international trade will inerease i

{3} Differances in wages may be so-called equalising * differences.y” A worker
takea into account not only the money wage stiached to a particular occupstion or
employment, but also sach'gonditiona aa the agreesbleness or disagreeableness of
the work itself and of the conditions under which it must be performed and of
the naighbourhcod in which ke must live./ Gther things, and in pariicular money
wages, being equal, most workers prefer an interesting employment tc a dull one,
& regular job to an irregular cme, snd so on. Henoo\éiﬁeuncu in monsy Wages

1 8ea Tanssig, o, cit.; Ohblin, * Protection and Noan-Competing Groups,”
Weltwirtschaftliches Archiv, vol. 83 {(Jan. 1831}, pp. 30 = avsgl.; Viner, **
Doctrine of Comparative Costs,”” Wealtwirtschafiliches Archiv, . 36 {Oct. 1932),
p- 405, and his review of M. Manoilesco’s TAs Tbeargs;{ Protection and I_am-
national Trads {1931}, in Journal of Political Economy {1832], pp. 121-5. Manoilesco
tries to base an argument for tariffs apon the existencs of permaneni differences in
wages between different industries snd employments, which are duse, in his opinion,
to differences in the margipal productivity of labozr. . . ]

21t ia noteworthy that Vimer (loc. cit., p. 405.7)" does not mention this
important case. It fnlls outside the scope of the real-cosi theory, to which Viner
adheres—apparently from reversnce for iradition; or at least it can be included
only under guite definite assumptions. Buot it falls e?m{'e readily under onr
opportunity-cost doctrine. Hence %inar’s statemont (W eltwirtschaftiiches Archiv,
foc, eit., p. 413) that the latter doctrine carries one no further than the old-
fashioned labour-cost theory is incorrect. But I do not dispute that both doetrines
march parsllel for s good part of the way, snd that certain situations sug
by Viner form sxceptions to both of them. See cases {3) and (4} below.

3 Bee Toussig, cit., and sino Viner, loc. cit., p. 405,
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may merely equaline the *net advantages ' of different cccopations; workers sble
to enter either a relatively atiractive or a relatively unatiractive occupation will
require the compsusation of higher money wages te induce them to enter the Iatter/”

When differences in wagez are of this *equalising " nature, the intermational
division of lasbour may causs a diminution in ths national incoms, provided
thet we take no account of the attractiveness or otherwize of different
oceupotions, apart from the actual momey wage, in computing the mational
intome.¢ \Foppose that a couniry har a comparstive advantage, sud therefors
specializes wpon, those indusiries in which money wages are low. If ita compars-
tive advantage over foreign countries in these industries iz smaller than the ~
difference in money wages bebwesn these industries snd other industries, inter
national trade, by expanding the former and contracting the latter, may diminish
the national income® Buat if we take intv account the advantages and dis-
advantages of different occupations other than the money wages, which is obviously
the correct procedure, the resalt will appear as » gain and not as tioss.“/

{4} Highar wages in cerfain occupations may be dus to the™ponopely power
of Me unicns or may be prescribed by law, withont being payments for =
superior or scarcer quality of labour, as in {I}, or compensation for the comparative
unatirsctiveness of the cceupatiom, as in {3). This cass differs from {2} in thst
bers there are no obstaciss to movement from the worse-paid to the befter-paid
groups, provided that the higher wages in the latisr are maintained, wheress in
case (2] the number of workers in each closed group is fixed, the wage adapting
itself to the conditions of demand, whilst the supply of labour is given. Thus in
{2} an incresss in the demand for the product would raire wages, whilst in the
present case it would not alter the wage bat would increass the number of workers
in ths gmnp.'/

Buch a situstion forms a thecretically important exception to our general con-
clusions, sinceyunder these conditions the price-ratio is not the same as the sub-
stitution-ratio. Thus & fundamental proposition of ocur analysis does not apply ¢
a8 the following example ahows,\the exchange-ratic is not determined exclosively
by the *opportanity costs.’

Eopposs that one unit of commodity A and commodity B alike reguires the
expenditure of ons unit of labour,® but that the lahonr employed for B is
organised and obtains double the wage of the labour employed for A. )

Hence the ratio of the price of A to the price of Bie - - - 1:2
In other words, the exchange-ratic between them 88 - - - - 1:§
Bat the subatitotion-ratic betwsen them 3y - - ~ - - . - 1:1
Lot us further supposs that sbroad the ratic of the price of A to the
price of Bi§ - - - - - - - - - . - 1:13
that is, the exchange-ratic between them i¢ ~ - . . . - 1:%

It follows that the conufry in question will apecialise apon A, Its output of B will
contract snd it will jmport B in exchange for A, For the sake of simplicity let
us take *abroad ’ to represent the world-market : this males no essential difference

4 One could say alternatively, to bring out the fact that & value-judgment
is invelved, * provided that one comsiders a highgr money income preferable to
» lower one, whatever the sther circumstances may be."

& A pumerical iliustration is given below under (4} i

® Sas Hobbins, * Certain Aspecta of the Theory of Costs,” Bronomic Journal
{Mar. 1834), where it is shown how this and similar cases can be dealt with by
the crtusity-cost dectrine. .

T Ag a ruls, we find in practice mixed forms, nsither the numbera in ths group
being absolutely conatant as in (£), mor the wages, a» in the pressnt case.

To sup that other means of production co-operate with labowr would
merely complicate the discussion without making eny essential differemce to the
argument.,
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to the argoment, but it enables us o ignore the complication that unilateral actien
by our country may slter internationsl exchange-ratios,

If the exchange-ratic of 1:} wera the same ss the substitation-ratio, inter-
nationsl frade would yield a clear gain: 2 units of A could be produced instead of
1 of B and could be exchanged, by hypothesis, against 1f units of B, showing a
gein of § B.

But in our present cess the sabstituiion-ratio of 1:1 is not the samsa as the
sxchange-ratic. If the production of B contracts, only one unit of A will be pro-
duced in place of each unit of B which is ne longer produced. But, by hypothssis,
1 onit of A can be exchanged internationslly sgsinst only § units of B, showing &
less of § B. Hence in this case s tariff which prevented onr country from
specialising npon A would andonbtedly benefit it.®

Such a state of affairs, bowever, is very improbable. It ean exist only if
the monopolistic groups of workers are sirong enough to maintain their wags-
rates after thoy are fuced with foreign competition—only, that is, if they prefer
a reduction, and quite possibly & heavy reduction, in the smount of employmerit
availsble in these highly-paid cccupationms, to a reduction in weges. If inter.
pational trade does. bring aboné a rednction in their wages, the situation
forms no sxception to cur general conclusions : internstional trads will merely be 8

| means of breaking the momopoly powser of such groups and thus of ending their
axploitation of the rest of the cormmunity. /

‘We rhould not have treated these malters in such detsil wers it not for the
widespread interest which has been aroused by tha Protectionist theory'? of\M..

lHamiimegf formerly Minister of Commezce in Roumanis. His theory is based
upon the existencas of differsnces in wages or, as he puis it, in * the productivity
‘of capital snd labour,” beiween differont branches of production. * Himself an

‘ industrialist in an sgricultural country, declarea that capital and labour are
always more productive in industry than in dgricultare and thst therefore agrienl-
tural countries can benefit by imposing tariffs npon industrial products. Thera is

ls grain of truth implied in this thecry, baut, as Viner remarks in his admirsble
review of the book, M, Manoilesco does not reveal but conceals ﬁt, for be is
unaware of the numercus qualifications which limit his ‘doctr’mey

§ 4. Deceeasing Costs ixp INTERNATIONAL TRADE.
#*

1. Taz Proprex STaTED.—Hitherto? we have ruled out the case.
of decreasing costs {or increasing returns), supposing increasing, or
in limiting cases constant, costs to prevail in every branch of pre-
duction. The hypothesis that decreasing costs prevail in important
branches of indusiry leads, as we have frequently observed, to
difficult complications. It has been developed hy\Proiesaor Frank

# Convarssly, if our conntry bas a price advantags, relatively to other countriss,
in thoss branches of production where wa&? are maintained above the competitive
level, it would resp an extra gain from international division of labour, since-
this wonld permit more of its workers to move into these better-paid groupa.

18 Phe Theory of Protection {1931), ¢f. the reviews, already mentioned, by
Ohlin and by Viner. )

1 The above analysis could well be expanded by distinguishing further cases in -
addition to ths four discussed. Thus, for sxample, it could be assumed that the-
superior qualification of the better paid workers depends on & certain treining or
education involving cost whichk will bs incurred only if a higher wage-level cbtsins,
If this skill has onee been acquired, it may persist or it may be lost, if wages fall’
again. Thus developed, the }rgmamt approaches the infant-induatry argument,
-Bee below, chap, xvii, § 5, f

% Bee chap x, § 'f, pp. 142 et s2¢.



GENERAL EQUILIBRIUM 199

D. Graham® inte & detailed criticism of the classical theory. He
calls into question not so much the docirine of comparative cost
as the conclusion, derived from it, that international division of
labour along the lines indicated by comparative cost must lead to
an increase in the volume of prodaction of every participating
couniry, He tries to show by means of an arithmetical example
that, assuming a certain constellation of costs, the international
division of labour between two countries must involve one of them
in censiderable loss, measured by the diminution in its volume of
production. He completely abstracts from losses due to friction
and from undesired changea in the distribution of income.

His argument relates to the case in which a country is induced
by the comparative-cost situation to specialise in those industries
where costs are increasing and to give up those industries where
costs are decreasing. According to him, agricultural countries
are as & rule in this pasitien/which applied, for example, to the
United States until the end of last cemtury and to Coniinental
Europe, in its relations with England, during at least the first half
of that century. \The industrial countries, or the contrary, are in
the pleasant position of being able i intreduce or expand branche:
of production in which decreasing costs pravail.*

Grahem illustrates his theory by the following example.® Let
wheat represent agricultural products and watches industrial pro-
ducts,/ Before international itrade begins, let the exchanga-ratic
be 40 units of wheat to 40 watches in England and 40 units of wheat
to 37 watches in the United States. Thus the\United States has #
comparative advantage in the production of wheat, and by degrees
will specialise more in that, whilst England will specialise more
on watches. In the United States increasing costs prevail in agri-
culture and decreasing costs in manufacturing. In England
industrial output can be expanded without any significant change
in average or marginal costs, and the same applies to a contractior
of her agricultural eutp&?LGraham makes this assumption in order

3 Graham, " Bome Aspects of Protection Further Considered,” Quarlerly
Journal of Economy, vol. 37 (Feb. 1923), pp. 199 ef seg, See alao the eriticiam by
Enight, * Some Fallacies in the Interpretation of Social Cost,” Quarterly Jfourna
of Econoiny, vol. 38 {Aug. 1524}, pp. ¢t seg. {now reprintad in Ethics of Com
petition EISSS};, and Graham’s repl; and Knight's rejoinder, Querterly Journa
of Beonomy, vol. 28, pp. 324 ¢t seq., Viner, * The Doctrine of Comparative Costa,’

eliwiriechaftiiches Aprda'v, loc. cit., pp. 390 &i seq.

4 The bearing of this ﬁ)mblam upon economic policy is considered later. Here
we &rs concernsd only with ita theoretical t;t;lpeczs.

21 reproduce this example, formula by Graham, in order fo be proot
againat the criticism which Kaight had raised against his_earlier exposition, from
kiz reply to Knight, Quarterly 5ouma£ of Bconomy, vol. 39, p. 326. His original
pressntation contained certain errors which I do not discuss hecauss thay are not
pertinent to the present issue.
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to simplify the discussion.® Let us further suppose that the inter-

ynational exchange-ratio is as favourable to the United States.as,
under the given conditions, it can be—namely, 40 wheat to 40
watches. Undor these mssumptions it is profitable for American
entrepreneurs to attract labour and capital away from industry and
into sgriculture. For so long as more than 37 units of wheat can
be produced with the same quantity of labour and capital that
formerly produced 37 waiches, the wheat industry ¢an offer higher
wages and higher interest than the watch industry.

Suppose that the production of watches is contracted by 37,000
units and that the factors thus set free produce an additional
37,600 units of wheat, this latter figure being lesa than 40,000 on
account of increasing costs in agriculture. By hypothesis, these
37,600 units of wheat can be exchanged against 37,500 English
watches. ‘“ But the reductior in the output of watiches in the
United States raises the unit cost of watches . . ., so that only 36
watches are now obtainable for the same cost as were 37 before the
transfer. The movement into wheat production willcontinue so
long as more than 36 units of wheat can be obfained with the
labour and ecapital which are necessary to produce 36 watches.
Suppose that the total wheat supply is augmented by 36,200 units.
a8 a result of a transfer of labor and capital which diminishes the
total output of watches by 36,000. These 36,200 units of wheat
will exchange for 36,200 English watches. The result of the whole
trade is thus to secure 387,500 plus 36,200 (that is 73,700) watches,-
for the same effort as was originally producing 37,000 plus 37,000
(that is, 74,000) watches—a loss of 300 watches . . .”’* This process
‘can and will go further, and the loss become atill greater,® until

+ the American watch industry is completely displaced by the
English.

The point is, of course, that\@he consequence of international
division of labour to any country in the unfortunate pusition of the
*United States in this illustration will be a general increase in its
.costs. Costs will increase in the expanding industries, since they

8 Groham asserts that this assumption is not necassary to his nﬁmn which
conld equally well assume variable costs, either rising or falling, in England. This
i not correct, but since the situstiom which he does aasame 18 a conceivable ons,
wa can waive this point. Sse, however, footnote B below.
Loe. cit., p. %’!. ' . .
B At this point, it becomes clear that the sssumption we make about cost
conditions in England is not s matter of indifference. Ware we to sssume, {or
sxample, constant or increasing costs in her agriculture and decreasing costs in her
manufacturing {or that her cost of producing watches falls faster with an expansion
in their output than her cost of producing wheat falls with a contraction in its
catput), the internationsl exchaoge-ratic must become more favourable to the
Dnited Btates, and her lost may be transformed into & gain.
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are subject to increasing costs, and they will increase also in the
contracting industries, since these are subject to decreasing costs.¥?

It must be conceded that Graham’s conclusion follows, providéd
that one accepts his assumptions, and in perticular that oneé con-
siders it possible for costs to decresse continunously as production
expands and conversely to increase continucusly as production con-
tracts. But in fact his assumptions are highly precarious. It is not
enough simply to  assume’ decreasing costs, in the above sense.
Instead, we should study the Theory of Costs, in erder to discover
in what circumstances given assumptions are probable or impro-
bable./ The difficult subject of decreasing costs has received special
atfention during recent years. We shall presently recomsider
Graham’s argument in the light of modern cost-doctrine. It will
then be seen that little or nothing of it remains.*

2. ¢ Historrcan ' RepvctioNs v CosTs.—\An industry is subject
to the ‘law '* of decreasing costs if an expansion of its output
would lead te a Iall in average or marginal costs.? Some writers
contend that decreasing costs in this sense are impossible, and that
there is no place for the concept in static theory. For cosis can
1all, they urge, only if new technical methods are employed, and
this implies & dynamie change in the economic data. The only
way in which a larger scals of output can reduce costs is by per-
mitting the application of different technical methods. This argu-
ment could used equally well against the law of increasing
costs. f a field is cultivated more intensively by an increased
application of capital and labour and the return per dese of capital

¥ The home exchangs-ratic bstwesn wheat and watches can remain comstant
under such conditions. For costs sre changing in the zame direction in both thess
industries, snd it is conceivable that the percentsge rise in marginal costs may bse
the sams in both, so that the old cost-ratio between them is maintained.

t Knight, loc, cit., has shown that Grabsm m sppliez a general theorem
stzted by Pigou in hin Economics of Welfare which ares that the volume of
production can ba increased by gmtmg some kind of subsidy to industries which
obey the law of decreasing comis. n the problems of decressing costs, zee
especially : Morgenstern, " Offens Probleme der Xosten- und Ertragstheorie,”
Eeitschrift fiy Nationalskonomis, vol. félﬁ?ﬂ), p. 481; Viner, *' Cost Carves and
Bupply Curves,” Zeitachrift fiir Nationclbkonomie, wvol. 3 (1831), pp. 23 ef eeq.;
Hurrod, * Notes on Supply,” Econemic Journal, vol. 40 {Fune 1830}, pp. 238 ef 2eq.,
and *The Law of Decreasing Costs,” Economic Fournal, vol, fl {Dec, 1831},
g 566. Bes also Weiss, Art. * Abnehmender Ertrag ™ in Hondwirierbuch der

taataicissenechaften, 4th edn.; Schiller, Schuteeoll und Freihandel, Aback. 1;
Marshall, Principles of Economics; Carver, Distribution of Wealth. The exposi-
tion of these ggoblems in particularly good in Garver and Hansen, Principies of
Economics {1828). Robinson, The Economice of Imperfect Competition {1933).

. It would be better to speak of the fact, rather than of the * Iuw,” of decress-
ing costs, bat we here follow the traditions! terminclogy. Bes Edgeworth, * Laws
of Increasing and Diminishing Returne ™ in his Papers (1925), vol, 1, pp. 61 #¢ geg.

8 Marginal costs may be Islling whils average coste are atill rising, but in most
relevant cases both will he falling, so that onr discussion relates fo hoth, A fail
in fotsl costa is ruled out, zince if a largsr oniput has & lower total cost then
% smaller one, the Iarger output will be produced even if only ths amaller one is
required.



202 INTERNATIONAL TRADE

and labour employed falls, or when worse land is taken into cul-
tivation and the costs rise, then as a rule different technical methods
will be employed.

In my view,\this argument is not valid. For we do not assume
in static theory that the technical methods employed remain con-
stant but only that technical Imowledge and technical.ability
remain constant. A distinction must be drawn between a change in
the technique employed which is due to an increase in demand and
one due to an enlargement of our technical knowledge. In the
former cate, the mewly-employed techrical methods were already
known and tested*: the only reason why they were not used before
was that the volume of production was too small for them to be
profitable./ In the latier case, the new methods were previously
unknown or at least had not been tested in practice: they represent
a real increase in knowledge. The latier case does indeed gonstitute
8 historicel and dynamic phenomenon, involving a change in_the
sconomic data; and, as we have already observed, when it leads to &
reduction in costs it does not fall under the law of decreasing costs,

in the theoretical semse. It is not fo be regarded as an example of
the working of that law even if it happens to be accompanied, as a
matter of historical fact, by an expansion of output. \A reduetion
in costs of this dynamic and * historical ' nature hss no place in
our analysis, since it represents a change of data not to be explained
by economic theory. It may indeed cause far-reaching alterations,
under certain conditions, in comparative costs and in international
trade, but such reductions in costs are not themselves dependent
upon the existence or extent of the international exchange of goods.*
Greham alse does not have such ° historical ’ reductions in costs
in mind in stating his theory,/

3. Tar Law or Dzecaeasing Costs IN 722 PUrE THEORETICAL
Sense.—We have éeen.thaﬁ\deere&sing cosats in the strict theoretical
sense are the consequence of an expansion of output due to an
increase of demand.  They may come about through either internal
economies or external economies.®* The former are economies due
to an_increase in the size of the individual firm or plant. The
latier are economies associated with an increase in the size of the
industry as & whole, possibly through the enfry of new firms; every
firm, even if it does not increase in sise, benefits from the improved

4 This meets an cbjection of Schumpeter, who always emphasises that technical
knowledgs in the laboratory iz one thi.? and practical application of the knowledge
is mnother thing. Hee his Thsory of Kconemic Dsvelopment (1934}, chap. 8.

& Inventions may be induced by an sxpanaion of output. But this is by Do
means_certsin and cannot be stated in the form of & law. e

& It is common kncwledge that we owa this distincticn tc Marskall’a Principles
of Heonomics,
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conditions of production. Those economists whe, like Schumpeter,
deny the possibility of decreasing costs, if technical knowledge
remains consiant, clearly have in msnd—ieawng aside the con-
fusion, eriticised above, of constant technical Eknowledge  with
constant technical methods—the following considerations. The
expansion of an industry, in consequence of an increased demand
for its product, must raise the price of those orzgmal factors
which are employed there to 8 greater extent than in those indus-
tries where domand has relatively declined.”” For exampie, if the
demand for agricultural products increases, the prices of Jand and
of agncultural labour will rise.?

This rise in thé price of some of the factors employe& is 8 con-
tinuous force making for increasing money costs as the prodnctmn
of a gcod expands. This tendency is szznpiy the monetary
axpmnen of the fact, already pointed out,® that the substitution
curve is concave fowards O, so that when the demand for good A
incresses, constantly increasing quantities of other goods must be
fcrgone in order thet an additional units of A can be proéucsé. :

~This argument is correct as far as it goes.” But it is beyond
question ihat the tendency ifowards increasing costs can be tem-
porarily or permanently offsel or mors than offset by the internal
and external economies/which we discuss in detail below. [When it
is more than offset, we have the phenomenon of decreasing costs,/

{a) DecrEasNG CosTs DUR 1o INTERWar EcovoMies.\Over a
wide range, and more eapeciaﬂy in industry rather than in agri-
culture, an increass in the size of an establishment permits a
reduction in costs,” The reason for this is 'that\many means of
production sre not perfectly divisible/ Some, such a& a conveyor-
systeiz for, say, the manuiacture of motor cara, or & linotype
machine, must be a cortain minimum esige in order to be worth
uging at all. Thus the establishment must bave a certain minimum
output before they cun be profitably installed. Ones installed,
however, they may make possible greater specialisation among the
co-operating factors, since the methods of groduc%mn will be
different from formerly. Others, again, are available in different
sizes and, up to & point, the larger they are the less is their cost
per unit of output. For example, an electric motor costs not

T {f. F. Benhaws, ** Taxation and the Relative Prices of Factors of Production,”
Emmm {May 1935), p. 188,

- tural lsbour is io & large extent s specific factor in that thera are
gﬁn‘i g edtn% in attracting workers from other occupetions into egricnlbure.

P

1 The reason is that the proportions in which the factore are combined
in the varions industries must be changed. Thus factors ¢ to the expsnding
indusiry, like land in our exampls, must be combined in [ess and less favourable
peoportions with others. In other words whm {ssy} land ‘i3 worked more
intensively, its marginal productivity will rise
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double, but only some 30 per cent. more than one of half its

capacity. A larger output may permit the fuller utilisation of

certain existing factors: for example, of the office staff and equip-

ment. Hence certain items of expendlture may increase by a

smaller proportion than output incresses, so that their cost per

unit of output will fall when ocutput expands. All this is familiar
ground; the advantages of relatively large establishments, in
certain induetries, are obvious; and we may refer the reader to the
- literature on this subject for furiher details.®
The following aspects of the matter are relevant to the present
discussion. \If it is possible, in a gmen mdustry at o given time,
to reduce costs of production by increasing the size of establish-
menta, free competition will bring about that result, For it will be
jto ‘the interest of each enirepremeur to reduce his own costs by
increasing the size of his establishment;/and he will do 0, in the
hope of undercuiting his rivals. \This process of increasing the sixe
1of establishments will cease only when either. (@) the limit is
reached beyond which a further increase in sise would involve
technical or administrative diffculties which weuld cause costs to
| rise instead of to fall,® or (b) free competition comes to an end, the
optimal size of the establishment being so large relatively to the
extent of the market that only a very few firms remain,/ In that
case, these fow firms will combine or come to a mutusl understand-
ing, so that the situation will become monopolistic.

\It follows that decreasing costs due %o internal economies are
inconsistent, in the long run, with free competition. This important
fact removes the foundations of Graham’s srgument, for his theory
rests upon the assumption of free competition,/’ {He supposes that
the American watch industry, operating under decreasing costs,
gradually contracts under the pressure of English competition; and
this supposition depends upern the assumed existence of free gom-
petition in the American industry. But this is an. impossible
assumption : if the indusiry is really subject to decreasing costs it
would long ago have been monopolised,”

It remains to enquire whether a similar argument to that of
Graham can apply if, owing to decressing costs, the industry is
already under a monopolist, such as & irust or cartel. The inono-
polist is in no way compelled to expand output whenever this would
reduce his (marginai) costs.* He will do so only if the demand is

Ld

-

s Harshnli Principles of Hconomics and Indusiry and Trade. Robinnon, Fis
Structure o £mompemwa Industey (1831).
2 This it is reached quickly, as a rule, in icultere.
£ ¥or a fuller &ueumon, gen, 2.4., Sebnaléa,.%m TAsorie monopolisiischer
Wirtschafisformen ; Robinson, Ths Economice of Imparfect Compatition,
and Chamberlain, !‘ ory of Monopolistic Competition.
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sufficiently elastic to increase his total receipts more than his total
costs. Suppose now that this industry is confronted with increased
foreign competition. Wil this lead to the unfavourable resulis
predicted by Graham? Not at all. The fall in prics, due to the
foreign competition, will reduce the profits of the monopoly. But
this in itself represents only a change, and perhaps not an undesired
one, in the distribution of the national income,” We must consider
what will happen to production. \The monopolist—unlike the
numerous competitive entreprencurs imagined by Graham—will be
able fo survey the situation as a whole and to decide what output is
most profitable under the changed cornditions/ instead of being
driven blindly, step by step, from one position to another. If may
be that,f decreasing costs still prevail, it w