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PREFACE 
• 

The main key to the economics of the post-war world is a simple 
truism—that the rate of accumulation is equal to the rate of pro­
duction less the rate of consumption. This is the "Bathtub 
Theorem." Production may be likened to the flow of water from 
the faucet, consumption to the flow down the drain. The differ­
ence between these two flows is the rate at which the water in the 
bathtub—the total stockpile of all goods—is accumulating. 

War drains the economic bathtub in a great waste of con-. 
sumption. The first problem of reconstruction is to rebuild the 
stockpile. It can be rebuilt only by widening the gap between 
production and consumption, or, in the case of a single country, 
by importing more than is exported. It is difficult for a ravaged 
country to increase either its production or its net imports. Unless 
it can obtain outside help, therefore, it must suffer a drastic re­
striction of consumption. Frequently the only way consumption 
can be restricted is by inflation. Here, therefore, is the key to the 
most fundamental problems of reconstruction. 

As the reconstruction period ends, however, a new shadow falls 
across the economic scene. Accumulation cannot proceed for ever. 
The time must come, as the stockpile continues to grow, when 
the world has enough buildings, machines, equipment, raw 
materials, and other goods in its inventory. With two crops of 
wheat in our warehouses there is not much point in adding a 
third. A time will come, therefore, when the rate of accumulation 
must decline—that is, when the gap between production- and 
consumption-flows must shrink. This decline can take place in 
only two ways—by an expansion of consumption, or by a con­
traction of production. Depressions—and especially great depres­
sions—are a symptom of the attempt to solve the problem of 
overstuffed stockpiles by the most stupid method possible—by a 
restriction of production. This restriction is brought about by 
deflation—for deflation reduces production by making it un­
profitable. 

If a free economy cannot avoid deflation and mass unem­
ployment, it is doomed. I believe, however, that a policy for full 
employment can be devised. It consists of two elements: an 
"adjustable tax plan" designed to support consumption and 
prevent deflation, coupled with proposals to prevent the penaliza-
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tion of investment and encourage capitalists to hold goods. Such 
a policy could not prevent local depressions nor unemployment 
caused by maladjustments of industry. It could, however, 
prevent disasters such as the Great Depression of the 'thirties. 
It would mend the most fundamental flaw in the non-centralized 
economy and give economic and political freedom a new lease 
on life. 

Instability and unemployment, while they seem to be the big 
problems of mature capitalism, are not the prime cause of the 
hideous poverty under which the mass of mankind groans. It is 
the sheer unproductiveness of human labour, rather than un­
employment, that condemns two-thirds or more of the world's 
people to a life of semi-starvation. In the long view, therefore, 
economic progress is still the world's greatest economic problem, 
and the world's best hope. 

For all its darkness, this is a millennial age. For the first time 
in human history, a world without poverty and without war is 
technically possible. It may be, of course, that in the smallness 
of our minds we shall dash from each other's mouths the cup of 
plenty that our skills have fashioned. Yet it is not impossible 
for our ideas to keep pace with our techniques. It may well be, 
when the history of the last two or three decades is written, 
that a silent revolution in economic thought may bulk larger 
than the frenzy of dictators or the fortunes of war. If a free world 
is to survive, these new ideas must spread beyond the circle of 
professional economists, and there is dire need for intellectual 
middlemen who can assist in their distribution. It is to that task 
that I have endeavoured to dedicate myself in this book. 

My obligation to the ideas of Lord Keynes is almost too obvious 
to mention. I am indebted to my colleagues at Iowa State College 
for many helpful suggestions and criticisms. I am particularly 
indebted to my friend Albert G. Hart, to whom I owe many of 
my best ideas. 

K . E . B. 
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Part I 
THE ECONOMICS OF RECONSTRUCTION 

1 
Physical Reconstruction 

THE NATURE OF WAR'S DESTRUCTIVENESS 

At the end of the war the economic life of the world is in 
a sad condition. The most obvious and dramatic weakness 
lies in those areas where the physical destructiveness of war has 
been most apparent. There are battlefields churned in a night­
mare of dirt and destruction; bombed areas like gaping wounds 
in the cities of Europe and Asia; the dead and the maimed. 
The most obvious task of reconstruction is that of the builders, 
the farmers, and the surgeons, in the physical restoration of 
shattered buildings, soils, and men. This task, although it is the 
most obvious, is not the greatest. It is an odd paradox of modern 
warfare that the destructiveness lies not so much in the efficiency 
as in the expense of its destruction. It is doubtful whether, with 
all immense technical changes in the art of war, in spite of air­
planes, bombs, and high explosives, war has become much more 
efficient as a means of destruction than it was in ancient times. 
No modern city has, as yet, suffered quite the fate of Carthage or 
of Jerusalem, and in spite of the advance of science, the most 
efficient and perhaps the cheapest instrument of destruction is 
still the lighted torch. The actual physical destruction of World 
War II, as of World War I, can be repaired in a few years. This 
is true, strangely enough, even of land. Observers who saw the 
battlefields of Flanders in 1919 debated whether the hideous scene 
would ever be fit for agriculture again and seriously proposed turn­
ing the whole area back to forest. Yet, as early as 1921 the battle­
fields had recovered in the production of cereals to a greater 
extent than the rest of Europe, and by 1924 had even recovered 
their livestock industry. 
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THE DESTRUCTION OP HUMAN RESOURCES 

More serious than the destruction of land and building is the 
destruction of human resources. There will be two great gaps in 
the population of those countries most affected by the war. One, 
affecting mainly the male sex, is the gap in the war generation 
itself—those who fought and will never return. Many of these 
men would have been the leaders of the post-war world, and 
the gap is likely to be felt in quality as well as in quantity. The 
other gap, affecting both male and female populations, is the 
legion of the unborn. This may be even larger than the number of 
those who died. The illustration below shows the age distribu-

A G E DISTRIBUTION OF T H E POPULATION OF G E R M A N Y 
(Census of 1925) 
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Adapted from Statistiachea Jahrbuck Jiir das Deutsche 
Reich, 1928. Qraphiache Darateltungen, p. I I . 

tion o f the German population in 1925; A shows the gap of the 
war dead; B shows the gap of the unborn. These gaps persist for 
decades. Thus the gap of the unborn in the War of 1870 is apparent 
at C in the age distribution of 1925, when there were fewer people 
of 55 than there should have been. 
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THE INVISIBLE COST OF WAR 

But the most serious destruction of war lies not in visible ruins 
or in visible gaps in the generations. It lies in the fact that the 
whole economic, political, and psychological apparatus of the 
warring nations has been turned to war. Huge war industries have 
been developed. The ordinary channels of trade have been blocked, 
and the flow of the materials of commerce goes through un­
accustomed and perhaps temporary channels. Millions of men have 
lived for years in the armed forces where the habits of responsi­
bility have been destroyed, and many have become unfit for the 
tasks of civilian life. Millions of other men have gravitated to war 
industries where there is now n o demand for their services. 
Machines, even machine tools, may be specialized for war and 
are not easily adapted to the production of the goods of peace. 
This is the "rear'costofwar—the diversion of so large a proportion 
of economic resources to produce that most expensive and often 
most disappointing of all commodities—victory. 

THE REAL COST OF WAR 

In thinking about the cost of war, the astronomical billions of 
dollars mean very little, except as they tell us what proportion 
of the national income is diverted to the war industry. The sig­
nificant cost is the "real" cost—that is, the goods and the services 
that are not produced because the resources—men, land, and 
machines—that might have produced them are instead producing 
arms and ammunition. The resources used in war may be partly 
obtained, it is true, by absorbing unemployed men and equip­
ment. In so far as this is true, the war effort has no real cost. But, 
in a big war, the war industry eats up resources that might have 
been engaged in producing other things, and the loss of these 
things constitutes the major portion of the real cost of the war. 
The number of houses, for instance, not built because of the war 
effort is probably greater than the number of houseB destroyed 
by bombs. 

CAPITAL CONSUMPTION 

The "real" cost falls on two groups. Part of the sacrifice is 
endured at the time of the war through the reduced consump­
tion of the people. Part of it, however, falls on the post-war genera­
tion because of the consumption of capital during the war. 
Resources are obtained for the war effort by using up the exist­
ing equipment of society without replacing it. Houses are not 
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repaired, railways, machines, and factories deteriorate, soils are 
depleted, education is neglected; at end of a long war the 
whole equipment of civilized life, both physical and mental, is 
on a lower level than it was at the beginning The task of restoring 
this equipment involves real sacrifices from the post-war genera­
tion. This is true no matter how the war is financed: it is not the 
national debt that constitutes the burden on future generations, 
but rather the absence of real equipment which they might other­
wise have possessed. 

RECONSTRUCTION IS CAPITAL REBUILDING 

Essentially, the economic problem of reconstruction is that of 
rebuilding the capital of society. It is not only the physical capital 
that needs to be built up—new houses, new factories, new 
machines. War damages psychological capital as well as physical 
capital, and lowers the economic value of human minds and 
wills. Despair is more destructive than dynamite, and the greatest 
obstacle to reconstruction may be the apathy of a war-worn 
people. This is so particularly in the defeated nations, where the 
tremendous sacrifices of war have apparently been made in vain. 
War also tends to destroy the subtle, moral bonds that are the 
unseen underpinning of all economic life. This is as true in the 
victorious countries as it is in the vanquished. The trust and con­
fidence of man for man on which the whole economic structure 
is raised suffers as a result of war. The governmental regulation 
and the inflation which usually accompany war provide a medium 
in which large gains can be made by the unscrupulous. A class of 
nouveaux riches may arise whose conduct is not subject to the 
restraints of an older aristocracy. The honest man finds himself 
beaten to the wall in a maze of governmental regulations and pro­
hibitions; he finds unscrupulous competitors, who know the 
"black market" not only in commodities but in men, getting rich 
at his expense. Little wonder, then, that the temptations to dis­
honesty grow, that power is abused, and that the moral fabric 
weakens. No monetary value is usually placed upon an honest 
man; but in a very real sense, when honesty decays, the true 
capital values of society decline. 

THE MEANING OF "CAPITAL" 

This concept of capital-rebuilding is so important that it may 
be desirable to digress for a moment. In the broadest sense of the 
word, capital means the sum-total of the valuable things possessed 
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by the individuals o f a society, excluding "claims," that is, mere 
titles to property. The word is used to mean both the inventory of 
these valuable things—the houses, factories, machines, livestock, 
stocks of raw materials, and goods in all stages of completion— 
and also to mean the sum of the values of these things. It should 
generally be clear from the context which of these two meanings is 
intended. 1 

PRODUCTION ADDS TO CAPITAL, CONSUMPTION DESTROYS IT 

Every time something valuable is created, there is an act of 
production. That is to say, all production adds, however momen­
tarily, to the stock of capital. The farmer who grows wheat, the 
miner who mines coal, the builder who builds houses, the tailor 
who makes clothes, are all, in those acts, increasing the stock of 
capital, for they are adding to the existing stock of values. Even 
a singer may be conceived as creating a very short-lived capital 
good in the form o f sound waves. Conversely, all consumption 
subtracts from the stock of capital. Consumption means destroying 
values in the way in which they were intended to be destroyed. 
Thus, when we eat a loaf of bread, wear out a suit of clothes, 
burn coal, or use furniture, we are by these acts diminishing 
the total stock of capital. There is nothing wrong about this; 
indeed, the whole aim of production is consumption. There is 
no particular virtue in having a stock of capital. It merely so 
happens that we cannot do many of the things which are neces­
sary to living without consuming capital, and hence production 
is necessary in order to replace the capital destroyed. If we all had 
wishing wands, there would be very little need for capital; yet our 
satisfactions and our general welfare might be enormously in­
creased, provided that we were wise enough to wish for the right 
things. Production is necessary because we cannot eat without 
destroying our stocks of foods, clothe ourselves without wearing 
out our garments, or build houses that will not crumble. 

1 Claims and titles, such as shares of stock, bonds, notes, securities of all 
kinds, bank deposits, and so forth, are not counted in the total of capital, although 
they represent ass&U to individuals. However, any claim or title which is an 
asset to one individual is a liability to another. Thus, a bond is an asset to its 
owner, but a liability to the company that issued it. A bank deposit is an asset 
to its owner, but a liability to the bank. Hence, if we were to add up the balance 
sheets of ail individuals and organizations in society, we should find that the 
claims would cancel out, and we should be left with the inventory of capital 
goods on the one side, .and an equal total of personal net worths on the other. 
For a fuller discussion see Boulding, Kenneth E „ Economic Analysis, Chapter li 
{New York: Harper, 1941). 
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RATE OF INCREASE OF CAPITAL = PRODUCTION MINUS 
CONSUMPTION 

The rate of increase of the stock of capital is equal to the 
difference between production and consumption. This difference 
is sometimes called "saving," but since this word is ambiguous, it 
should be avoided as far as possible. If, for instance, production 
in a community is worth 1,000,000 dollars a year, and con­
sumption amounts to 900,000 dollars' worth a year, there will 
be a net increase of 100,000 dollars in the value of the stock of 
capital. Thus a community can increase its rate of accumulation 
of capital only by increasing production, by decreasing consump­
tion, or by some combination of the two. 

PRODUCTION DEPENDS ON CAPITAL, BOTH MATERIAL AND 
SPIRITUAL 

A complicating factor is introduced, however, because the rate 
of production itself is dependent on the amount and the character 
of the stock of capital goods previously accumulated. Without a 
stock of food sufficient to last from one harvest to the next, a 
community cannot occupy itself with agriculture, but must scratch 
a living from the woods. No modern method of production can be 
carried on without machinery and equipment of all kinds. In the 
accumulation of capital goods each kind of commodity tends to 
be accumulated to a point where further accumulation does not 
bring returns sufficient to compensate for the sacrifice involved. 
Thus, a community will increase its stock of wheat up to the point 
where there is no danger of running short between harvests, or in 
bad years, but will not normally increase its stock beyond that 
point unless through governmental intervention. The same will 
be true of all other items, whether raw materials, goods in process, 
finished goods, or machinery, tools, and equipment. 

The rate of production itself depends primarily on two things: 
the state of knowledge and character of the people, and on the 
material goods which they possess. In one sense these are both 
aspects of capital, for the state of knowledge and character is 
itself a result of the educational processes of society, which bear a 
striking resemblance to the process of investment. Just as we value 
a house or a machine, so we might value the minds and bodies 
of persons according to their productive capacity, and in a broad 
sense the process of education consists in increasing the capital 
value of minds and bodies. 



PHYSICAL RECONSTRUCTION 17 
THE MORE CAPITAL, THE FASTER IT GROWS 

In the economic, as in the spiritual sphere, to him that hath 
shall be given. A rich society, possessing much capital, finds the 
process of accumulating more capital relatively easy, for its great 
capital enables it to have great production, and with great pro­
duction it is easy to have a large excess of production over con­
sumption. A poor society, on the other hand, with little capital, 
finds accumulation difficult, for even at low levels of consumption 
nearly all its meagre production is consumed and there is little 
margin for accumulation. Very poor societies may never even be 
able to start accumulating capital, for production may never 
exceed that minimum below which the level of consumption 
cannot fall. In this miserable state production and consumption 
are equal yet both are at a level so low that consumption cannot 
be lowered further. Savage societies are nearly all in this condition, 
and even the relatively advanced societies of India and China are 
not far from it. Such a society cannot better its condition except 
by some intrusion from without, such as missionaries, teachers, 
businessmen, investors, or plague.1 

THE CHAIN OF PRODUCTION 

The process of production is a long, chain-like structure with 
many links, connected in many ways. In the course of this process, 
certain goods, known as intermediate products, are transformed 
into other goods closer to the form in which they are finally con­
sumed. Grass becomes wool, wool becomes yarn, yarn becomes 
cloth, cloth becomes clothes, and clothes become warmth. Some 
of these chains are even circular; manure becomes fodder, fodder 
becomes manure. Most of the chains have branches, either meeting 
where a number of things combine to make one commodity, or 
diverging, where one commodity is used to make a number of 
different things. Thus coal, iron ore, and limestone combine 
economically to become steel; the steel assumes the form of auto­
mobiles, bridges, buildings, cooking utensils, or a host of other 
things—and eventually becomes scrap, which in turn becomes a 
raw material of steel again. 

THE VICIOUS CIRCLE AND THE BENEVOLENT SPIRAL 
The circularity of the production process is of the greatest 

importance in interpreting the growth of capital and of produc-
1 The Black Death in the fourteenth century, by effecting a sudden reduction 

in population in Europe, left the survivors with increased equipment per head 
and apparently started a snowball of economic progress, 

B 
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tion itself. This is seen particularly if we recognize a link that 
often goes unnoticed—the link between human consumption and 
human energy and creativeness. Up to a point, consumption 
goods are transformed into human energy, which in turn is a 
factor of production. This "circle" may be "vicious" or may be 
entirely beneficial, depending on whether it is a closed circle or 
a rising spiral. In very poor societies, poverty is both a result 
and a cause of the low energy level of the people. Since the 
people are poor, they do not produce enough food and warmth 
to keep their bodies and minds active. Because their bodies and 
minds are not active, they do not have the energy to produce 
enough food and warmth. Societies caught in this vicious circle 
—as are all savage societies and even many sections of civilized 
society—find it impossible to break the circle except through 
some outside intervention or fortuitous favourable circumstances, 
such as an accidental discovery of new lands or new techniques. 

Once the circle is broken, however, nothing can prevent the 
improvement of the life of the people, for the circle has become 
a spiral: increased production leads to improved nutrition; im­
proved nutrition leads to increased energy; increased energy 
leads to increased production, and so onward and upward until 
a new and higher equilibrium is reached. One of the great long-
run problems of the world is that of how to turn the vicious circle, 
in which half or three-quarters of the world's population is trapped, 
into a benevolent spiral of increasing production. On a smaller 
scale, this problem is involved in post-war reconstruction, and in 
this case also the speed of reconstruction depends greatly on the 
extent to which outside help is available in restoring the capital 
structure, by permitting the distressed area to import without 
exporting. 

THE IMPORTANCE OF "OUTSIDE" HELP 

What is true of a poor society is also true of a section made poor 
by the destructive effects of war. Such a devastated area may 
recover very slowly unless it receives help from outside in the 
form of gifts or investments. Had the battlefields of World War I 
been cut off from the rest of the world, they would still be devas­
tated areas. Their rapid recovery arose from the fact that they 
were able to import great quantities of food, materials, livestock, 
equipment, and labour without paying for these things by exports. 
In the years following 1918 a large volume of goods poured into 
the devastated areas; the inhabitants were fed and clothed from 
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outside and were able to devote their time to rebuilding houses 
and farms, filling up trenches and shell holes, ploughing the 
devastated fields, restoring the shattered factories and towns, and 
so on. Imagine the situation had there been no flow of commodities 
from the outside. The inhabitants would have had to devote 
almost their whole energies to growing food, often with very in­
adequate implements. Crops would have been poor and livestock 
scant}' for many years. Not until a little reserve of food had been 
accumulated could they have devoted much time to rebuilding 
buildings, or to making equipment and machines. It would have 
taken many years to restore the cattle, sheep, and horses, for these 
are slow-breeding animals; meanwhile, the people would have 
been desperately short of meat and milk, for where animals have 
to be used for breeding purposes, they cannot, of course, be used 
for food. 

It can hardly be too strongly emphasized, therefore, that where 
devastation is confined to certain areas, the speed of reconstruc­
tion depends mainly on the ability of these areas to receive net 
imports from the world outside. This is still true, even for areas 
where physical devastation has not been extensive, but where the 
economic strain of conducting a war has led to a general wastage of 
all capital. Although the capital losses of these areas of general 
decay are less spectacular than those of devastated areas, they are 
usually large in volume, if only because the areas of actual devas­
tation are small compared with the areas of general decay. As we 
shall see later, the whole financial problem of reconstruction centres 
around the attempt of the decayed or devastated areas to obtain 
net imports of commodities. 

THE HIERARCHY OF NEED 

Another point of apparently purely theoretical interest, but 
actually of the utmost importance in understanding the economics 
of reconstruction, is that in the process of the accumulation or 
restoration of capital, there is a kind of hierarchy of needs. It is 
not merely the quantity of capital that is significant, but the kind 
of goods in which the values are embodied. There would be no 
point in building up vast stocks of wheat in a devastated area 
where there were no machines, ploughs, tractors, or horses. 
Similarly, there would be no point in sending harvesting equip­
ment to a district that had no seed, nor even in sending seed to a 
place that had not enough bread to keep the people alive till 
harvest time. Thus it is that in a badly devastated or decayed 
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area, relief must always precede reconstruction. Where economic 
life has almost come to a standstill, the first essential imports are 
food, clothing, fuel, and simple raw materials, so that the people 
may have strength to get back to work and materials with which 
to work. For the same reason, the first step in permanent recon­
struction is either the restoration of agricultural production or 
else the restoration of export industries, the products of which 
will buy food elsewhere. 

THE "BOTTLENECKS" PRODUCED BY WAR 

Not merely the quantity of imports but the character of imports 
is a vital factor in the restoration of production. The obvious 
general rule may be given that those commodities which have 
become the most seriously deficient should be imported first. As 
a result of a war, not only does the quantity of physical capital 
diminish, but the whole relative quantities of different kinds of 
goods change, and the balance of the capital structure is upset. 
In the normal operations of the economic system, we will find that 
the quantities of various capital goods bear a certain fairly stable 
proportion one to another; the number of harnesses is usually 
roughly proportionate to the number of horses, the number of 
trucks and coaches is proportionate to the number of railroad 
engines, the numbers of livestock to the supplies of feed, the stocks 
of yarn to the number of looms, and so on. War distorts this whole 
structure of relative proportions, and the decline in production 
which is observed as a result of war is perhaps even more due to 
the distortion of the relative structure of capital than to any 
absolute decline. One reason is clear; in any process involving the 
co-operation of many elements, the pace of the slowest sets the 
pace of the whole. A convoy can go no faster than the slowest ship, 
and a process of production can go no faster than the pace set by 
the tightest bottleneck. There is no use for looms if we have no 
yarn, no use for trucks if there are no engines, no use for harnesses 
if there are no horses. The factors of production are most efficient 
where combined in certain proportions; where these proportions 
are changed, the efficiency of the whole productive process falls off. 

THE PROBLEM OF MAINTENANCE—IN AGRICULTURE AND 
INDUSTRY 

One important example of the effects of distortion in the 
"relative structure" occurs where the instruments of production 
have to be maintained. Perhaps the best example may be found 
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in the production of livestock products, and especially in the 
production of milk. The feeding stuffs given to an animal per­
form two functions; one is to maintain the body of the animal, 
and the other is to produce its characteristic product, whether 
it be meat, milk, or eggs. That part which is necessary for main­
tenance is called the "maintenance ration," and that part neces­
sary for production is called the "production ration." When the 
amount of food given to an animal is cut down, therefore, a 
greater proportion of the food is used for maintenance, as the 
absolute amount needed for maintenance is fairly constant, and 
consequently a smaller proportion goes to producing the animal's 
product. Accordingly if the diet of cows is restricted, their first 
reaction is to lessen, or even to abandon, their production of milk. 
Similarly, the hungry steer will not fatten nor will the hungry 
hen lay eggs. If there is a serious decline in the quantity of feeding 
stuffs available, but the livestock population is not reduced in 
proportion, the decline in the production of livestock products 
may be out of all proportion to the decline in feeding stuffs; the 
available feeding stuffs have to be used merely to keep the animals 
alive and are therefore not transformed into meat, milk, or eggs. 
The tragic decline in milk production in Germany during and after 
World War I was due not to any decline in the number of cows— 
in fact, in some parts of the country, the number of cows actually \ 
increased—but was due to a decline in the quantity of feeding 
stuffs. Nearly all the short supply of feeding stuffs went to keeping' 
the animals alive. 

This phenomenon is not so likely to occur in industry, where 
the problem of maintenance of machines is not so serious as the 
maintenance of livestock. But even here the problem arises in a 
small degree. The decline in industrial output in Germany was 
associated with a great scarcity of lubricating oil and a conse­
quent rapid deterioration of machinery. Even more serious was 
the shortage of coal, and hence of power, which may have been 
the most serious bottleneck as far as industrial recovery was 
concerned. 

IMPROPER DISTRIBUTION OF GOODS IN PROCESS AND OF 
FOODSTUFFS 

Another example of a defective "relative structure" is the 
distribution of the existing capital goods among various classes 
of owners. I f a war is followed, as it usually is, by a period of 
inflation, raw materials and commodities generally become the 
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subjects of an unusual degree of speculation. When prices of all 
things are rising rapidly, profits can be made simply by holding 
stocks of commodities in warehouses. At such a time, therefore, 
the distribution of raw materials and goods in process between 
speculators and manufacturers is likely to move in favour of 
the speculators, and to the disadvantage of the manufacturers. 
Hence, even the small stocks of raw materials in the country 
may not be properly employed, as a proportion of them may be 
withheld from the productive process by speculators. 

The distribution of food, as well as its absolute scarcity, is 
likewise an important factor. It has been estimated that in 1919, 
in Germany, there was enough food to supply everyone with 
the scanty, but adequate, diet of 3,000 calories per day. Because 
of the breakdown of the exchange between town and country, 
however, the farmers ate an average of about 4,000 calories apiece 
whereas the city populations were near starvation on a diet yield­
ing only 2,000 calories per head. The problem of getting existing 
supplies into the right hands, therefore, may be quite as im­
portant as the problem of augmenting the total supply. 

FOOD SHORTAGE MAY BE DUE TO DECLINE IN INDUSTRIAL 
PRODUCTION 

In this connection, it should be noticed that a food shortage 
may be as much a result of a decline in industrial production as 
in agricultural production. The supply of food to the cities de­
pends in the last analysis on the ability of the cities to pay for 
this food by supplying city-made goods to the country. The only 
exception to this rule occurs when the landlords of the country 
live in the city; then the country pays its rent mainly in the 
form of foodstuffs sent to the city. We can think of this case 
as one in which the city exchanges the services of land, owned 
by some of its inhabitants, for foodstuffs and other products of 
the country. When there is a revolution, as frequently happens 
after a war, and the landlords are dispossessed, a great strain 
is thrown on the ability of the cities'to provide themselves with 
food. During the war the industries of the cities are turned over 
to war purposes. Consequently, by the end of the war, the cities 
are not producing anything which can be given to the farmers 
in exchange for food. This breakdown of exchange is the prin­
cipal cause of the "city famine" so characteristic of a post-war 
period. It was the most important factor in the Russian Revolu­
tion of 1917: the refusal of the peasants to pay their rents, 
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coupled with the fact that almost the whole industrial equip­
ment of the country had been turned over to war purposes, 
meant that the cities had practically nothing to give to the 
country in exchange for food except increasingly depreciating 
money. It was the cessation of the flow of food to the cities rather 
than any sharp decline in agricultural production itself that 
brought about the revolution. In 1919, in Germany also, as we 
have seen, the famine was due not only to the decline in agri­
cultural production, but also to the fact that the cities and towns 
could not get food which did exist in the country, largely be­
cause they had so little to offer the country in exchange. This is, 
in a way, part of the general problem of capital rebuilding—how 
to get imports without immediately paying for them by exports. 
As will be shown in the next chapter, the financial consequences 
of the breakdown in exchange are profound, and the inflationary 
conditions which follow a war are in no small measure due to the 
breakdown in the city-country exchange. 

THE SIGNIFICANCE OF "SUBSISTENCE-GOODS" INDUSTRIES 

All these phenomena are related to the "hierarchy of needs" 
mentioned previously. The point is so fundamental to the under­
standing of any broad economic problem that it may be worth 
while to digress somewhat to examine it further. The ability of a 
society to increase in wealth depends, as we have seen, on its 
existing degree of wealth. A rich society can increase its wealth 
much more rapidly than a poor one, and below a certain level of 
poverty, a society becomes incapable of improvement. The degree 
of wealth of a society depends mainly upon its techniques of 
production and particularly upon the efficiency of labour. The 
best measure of wealth is product per man-hour, and we can say 
without much hesitation that anything which increases the pro­
duct per man-hour in any occupation has the effect of increasing 
wealth. The effects of an improvement in methods of production 
are not the same in all occupations, however. Some occupations, 
notably agriculture, produce what may be called "subsistence 
goods"—that is, goods whose main function is the preservation 
of the health, abilities, and energies of the actively productive 
members of society. Other occupations produce "luxuries," in the 
sense of goods that contribute relatively little to productive 
efficiency, but do, of course, contribute to the satisfactions and 
enjoyments of the people. No hard and fast line can be drawn 
between these two kinds of commodities—many foods, for in-
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stance, contribute more to enjoyment than they do to health and 
energy, while many "luxuries," such as movies, may contribute 
indirectly to health and energy by providing opportunities for 
psychological relaxation. In spite of the vagueness, however, the 
distinction is of supreme importance, for an improvement in the 
techniques of production of subsistence goods, except in very rich 
societies, is likely to have a greater effect on the degree of wealth 
than a similar improvement in the techniques of production of 
luxury goods. 1 

HOW WEALTH DEPENDS ON TECHNIQUES IN SUBSISTENCE 
INDUSTRIES 

The ability of any closed society to support cities and to pro­
duce luxuries depends mainly on the techniques of production 
in the subsistence industries and especially in food production. 
The size of the industrial population depends on the surplus pro­
duce of agriculture and other food industries. If methods of pro­
duction in agriculture are so poor that the average farmer and 
his family eat all the food that they produce on their farm, then 
clearly there can be no cities and no industries. I f the farmer 
and his household produce twice as much as they eat themselves, 
then about half the population will be in agriculture and the 
other half in industry. If the farmer's household can produce 
food for ten other households, as in the most advanced countries, 
then only a tenth of the population needs to be on the soil and 
nine-tenths are available to produce the luxuries and conveniences 
of life. 

WHY "AGRICULTURAL" COUNTRIES ARE WEAK 

A society always gets into difficulties when it tries to main­
tain a superstructure of non-subsistence occupations that is too 
large to be supported by its existing agricultural techniques. The 
Roman Empire, especially in its declining years, was a case in 
point; it tried to maintain a great military establishment and a 
host of parasitical cities when the agricultural techniques did 
not provide an adequate surplus of food, over and above the con­
sumption of the agricultural population. But any country during 
a long and severe war is apt to find itself in the same position. 
War is a "luxury" industry, not a subsistence industry. The 

1 For a fuller discussion of this problem, see Boulding, Kenneth K., "Equili­
brium and Wealth," The Canadian Journal of Economics and Political Science 
February, 1939. 
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ability of a nation, or a group of nations, to wage war depends 
mainly on the degree of wealth and particularly on the state of 
agricultural techniques. A country of "subsistence farmers" or 
poor peasants, whose techniques and resources are so poor that 
they consume almost all their produce, can never support a large 
army or a large war industry. The profound military weakness of 
the so-called backward "agricultural" countries—that is, coun­
tries in which the output per man in agriculture is low, and 
therefore the agricultural population is high—is a standing testi­
mony to this principle. During war, however, a nation tries to 
devote as great an absolute amount of resources to the war 
industry as possible and especially in militaristic nations the 
coercive power of the state is used to build up a superstructure 
of warlike activity far greater than the agricultural foundations 
can support. The result is invariably economic collapse and defeat. 
This goes far to explain one of the paradoxes of history—that 
the commercially minded and relatively peaceable peoples have 
on the whole been most successful in war. 

IMPORTANCE OF RECONSTRUCTING "SUBSISTENCE INDUSTRIES" 

The economic difficulties of a post-war period often arise, 
therefore, from the fact that during the war there has been a 
diversion of economic resources away from the "subsistence" in­
dustries into the "luxury" industry of war. Consequently, at the 
end of a war, the nation has too small an output of subsistence 
goods to support the people in other occupations. This state of 
affairs may, of course, be only temporary; but one of the main 
tasks of reconstruction is to increase the output of subsistence-
goods industries and so release resources for the rebuilding of 
capital. 

IMPORTANCE OF TRANSPORT 

It remains to mention another vital phase of the problem of 
physical reconstruction—the restoration of the transport in­
dustry. The transport system is the veins and arteries of the 
economic body; without it, exchange would be impossible, 
specialization would cease, and we would be reduced to poverty-
stricken subsistence farm units. In that breakdown of exchange, 
which is perhaps the most critical problem of reconstruction, the 
decline in the facilities for transport plays an important part. 
During a war the transport system shares the general decay of 
capital. On the railways, repairs are not made and the rolling 
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stock and road-bed deteriorate. Roads are not repaired; vehicles 
are not repaired or replaced as they wear out; ships are sunk in 
great numbers. So, at the end of a war, there is an acute crisis in 
transportation, which presents one of the most serious physical 
obstacles to reconstruction. There may be people starving in 
Europe while great stocks of food pile up in countries overseas; 
there may be relative plenty in one place and famine in another. 
Industries languish for lack of raw materials, while the raw 
material producers cannot get shipments for their accumulated 
stocks. In any system of priorities in the reconstruction period, 
transport both by land and sea must stand very high, even 
perhaps before the "subsistence" industries, for, unless the produce 
of the subsistence industries can be transported to the workers in 
the other industries, no substantial reconstruction can take place. 
The transportation problem is frequently aggravated by political 
factors. The war may result in the creation of more independent 
countries through the break-up of old empires, as in the case 
of Austria-Hungary in 1919. Then these new states will generally 
interfere with transport across their boundaries, through restric­
tions on trade. There may also be difficulties and delays in adjust­
ing the transport system itself to the new political conditions. 
The restoration of the Danube Basin in the years following 1918 
was greatly hindered by the fact that the old Austro-Hungarian 
Empire, occupying a relatively compact and self-sufficient eco­
nomic region, had been broken up into the succession states. Each 
of these states interfered with trade crossing its boundary, either 
by outright prohibition, or by quotas, or tariffs. There was also a 
long dispute regarding the distribution of the rolling stock of the 
old Empire which immobilized much of it just at the time when 
it was most critically needed. 

The conclusions of this chapter may now be summarized; 
1. The problem of physical reconstruction is essentially that of 

the rapid accumulation of capital. 
2. The net rate of accumulation of capital in any region is 

equal to Production + Imports — Consumption — Exports. The 
problem therefore resolves itself into increasing production and 
net imports, and diminishing consumption and net exports. 

3. Besides the quantitative problem, there is an important 
qualitative problem in restoring the "relative structure" of capital 
goods. In this connection, the restoration of agriculture and trans­
port is of peculiar significance. 
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The Financial Problem of Reconstruction 

VALUATIONS INVOLVE U3 IN A FINANCIAL SYSTEM 

In the first chapter we have considered the -physical problem 
of reconstruction. The physical problem is not, however, the only 
one. In this world, physical goods are clothed with values, and 
their production and consumption entangles us in a complex web 
of financial relationships involving costs and receipts, incomes and 
expenditures, debts and credits. Although the most fundamental 
economic problems are physical, in the sense that they involve 
work and goods rather than wages and money, yet corresponding 
to all the physical processes of economic life there must be financial 
processes. I f the financial processes break down, or function im­
properly, then the physical processes are profoundly affected. 
We see this most clearly in the sequence of booms and depressions 
that we call the "business cycle." Although there are some aspects 
of the physical process of production which are sufficient to cause 
small fluctuations in the productive process, the wild ups and 
downs of our present economic system are not primarily the result 
of physical, but of financial causes. It is our defective financial 
organization, rather than a defective physical organization, that 
makes the swings of the business cycle so large and so destructive. 
This weakness in our financial system itself produces great effects 
on physical production. In the depths of a depression, for instance, 
there is a great volume of unemployment, and the total output of 
society is much less than would be physically possible. Similarly 
at the height of a boom, the behaviour of the financial system 
causes bad investments to be made in physical goods; a distortion 
of the physical structure of capital ensues which is in part respon­
sible for the subsequent depression. 

PHYSICAL PROBLEMS UNDERLIE FINANCIAL PROBLEMS 

The problem of physical reconstruction, therefore, is com­
plicated considerably by the necessity for solving financial prob­
lems as well as purely physical problems. These financial problems 
are, however, largely conditioned by the underlying physical 
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structure and cannot be understood unless we see the matter not 
merely as a problem in finances, but also as a problem in terms of 
goods and services. It may be well, therefore, to digress once 
again from the main theme in order to consider the general rela­
tionship which exists between the financial and the physical 
structures of the economic system. 

WHY HAVE A FINANCIAL SYSTEM? 

By the physical structure of economic life we mean the quanti­
ties of various commodities, materials, and capital goods of all 
kinds that exist at a moment of time, together with the rates of 
production and consumption of all these things, including not 
only material goods but also human bodies and minds, and cer­
tain spiritual or mental commodities such as "ability." By the 
financial structure we mean the values and prices of these goods, 
the money incomes and expenditures to which their production 
and consumption gives rise, and the structure of debt and owner­
ship of the goods in existence. The unsophisticated individual 
may quite reasonably ask, "why do we have to have a financial 
structure at all—if what is really important is the physical struc­
ture, the doing of work and the production and consumption 
of commodities, why do we have to bother with all this com­
plicated business of money, prices, wages, incomes, debts, and so 
on; why cannot we do our daily work, and take what we want 
from the shops just as we do now, without all the additional 
trouble of accounting, of paying and being paid for things?" The 
question is a good one, and in the answer lies the clue to much 
that is puzzling in economic life. 

EXAMPLE—PRICES FIXED TOO LOW OR TOO HIGH 

The answer to the question "what would happen if we abolished 
money and prices" is seen clearly when a government interferes 
with prices. There been innumerable instances where a 
government has fixed a price, "too low." Then the commodity in 
question has disappeared from the market. On the one hand, it 
does not pay producers to produce it at the low*price; on the other 
hand, consumers are encouraged to consume it. Stocks are con­
sumed and are not replaced, and the commodity disappears, or 
at least is produced only in a very much reduced quantity. Meat 
and butter in certain parts of the United States provide a recent 
example; the war of 1914-18 produced many more examples. 
Butter disappeared from the markets of Germany when the 
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government fixed the price—farmers preferred to use it as a lubri­
cant instead of the high-priced axle grease! The control of rents 
during and after the war caused an almost universal housing 
shortage, for it did not pay investors to build houses at the existing 
level of rents. 

Similarly, when prices have been fixed at too high a level, pro­
duction has been unduly encouraged and consumption discour­
aged, so that unwieldy stocks of the commodity have piled up. 
Many agricultural commodities provide examples of such a policy. 
A classic case is that of Brazilian coffee. As Brazil has a near-
monopoly of the production of coffee, the Brazilian government 
formed an export monopoly, and so was able to raise the price of 
coffee. The high price of coffee encouraged producers in Brazil— 
and in other parts of the world—with the result that world pro­
duction increased and consumption failed to increase propor­
tionately. Stocks of coffee therefore began to accumulate in the 
warehouses of Brazil until there was a year's supply in stock at 
the time of the new harvest of 1928. Great quantities were as a 
result dumped in the sea or otherwise destroyed. 

THE "RATIONING FUNCTION'' OF PRICE 

These examples give us the clue to the real function of prices— 
the real job that they have to perform. It is the job of "rationing" 
—that is, of apportioning available supplies, whether of produc­
tive agents or of the goods produced, among the various claimants, 
so that the amount that people wish to buy is just equal to the 
amount people wish to sell. If this process is interfered with, some 
substitute must be found, either in direct rationing of consump­
tion or in control of production. 

FINANCIAL SYSTEM PERMITS SEPARATION OF OWNERSHIP 
AND CONTROL 

There is also another important job that is performed by the 
financial system—that of permitting specialization to take place 
between the ownership and the administration of capital. This is 
the principal job that has to be done by the system of debt, and 
by the whole system of "financial instruments"—stocks, bonds, 
mortgages, securities of all kinds. Consider, for instance, a man 
who wishes to be a farmer, but who does not own any land, or 
very much property of any kind. There are several alternatives 
open to him. He may rent a farm, either for a money rent or for 
a share of the crop. Or, if he has a little money, he can buy a 
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farm and pay part of the cost by borrowing on a mortgage. Sup­
pose, for instance, that he buys a farm for $10,000, paying $1,000 
of his own money and borrowing 39,000 on a mortgage, with the 
farm as security. It is evident that he does not really "own" the 
farm in one sense—that is, in the sense of possessing its full value. 
He only owns $1,000 worth of it, and the mortgage holder owns 
89,000 worth. Nevertheless, the fanner does own it in the sense of 
administering it, as long as his mortgage is not foreclosed. The 
relation of the mortgage holder to the farm is different from that 
of a landlord: a landlord is responsible for the administration of 
his land in a much more direct and intimate sense than the mort­
gage holder. Similarly with any other form of debt: the creditor in 
one sense owns the value of the assets of the debtor up to the 
amount of his debt; but the debtor administers these physical 
assets, and organizes them into some kind of a process of pro­
duction. The main pur-pose of the financial system is to enable the 
ultimate owners of property—the capitalists—to combine that 
ownership with as little, or as much, responsibility for adminis­
tration as they wish, and by so doing, enable those individuals 
who own little property but are skilled in its administration to 
administer far more property than they actually own. Thus the 
owner of a bond or a mortgage, as long as the debt is not de­
faulted, has no responsibility whatever for the administration of 
the property which "secures** and gives value to his security. The 
owner of ordinary shares of stock has a certain responsibility for 
the ultimate management of the concern through the election of 
a board of directors, who in turn appoint the administrative 
officials. Even this theoretical responsibility may be evaded in 
practice, and a concern may be run by its board of directors or by 
its managers without much consideration for the interests of the 
shareholders. At the other end of the scale, we have the paid 
manager, or the managing director, who may have little or no 
share in the ownership of the concern, but who is in practice 
responsible for its policy. Without a system of debts, bonds, 
shares, and other financial instruments, only those who possessed 
capital could administer it no matter how bad a job they might 
do, and those with managerial ability, but with no capital, would 
be deprived of an opportunity to exercise their talents. 

THE FINANCE OF RECONSTRUCTION 

These considerations may seem somewhat far removed from 
the problem of reconstruction. However, they are essential to its 
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understanding. In the previous chapter, it was shown that the 
problem of reconstruction, in a physical sense, is the problem of 
the accumulation of physical capital at a more rapid rate than is 
normally achieved. This can be done in two ways: either by a 
severe restriction of internal consumption within the affected 
country or region, or by bringing a marked excess of imports of 
physical goods from external sources into the affected area during 
the reconstruction period. Both these methods involve a financial 
problem. The first involves the problem of obtaining a sufficient 
volume of internal saving. The second involves the problem of 
obtaining foreign loans, credits, gifts, or other sources of foreign 
purchasing power. Any combination of the two methods may be 
adopted, since they are not exclusive. 

FINANCE BY DIRECT ACCUMULATION 

Let us consider first the case of a country which cannot obtain 
any outside loans so that its reconstruction must be accomplished 
out of its own resources—through producing more than it con­
sumes. In financial terms, this is reflected in the value of produc­
tion being greater than the value of consumption. The result is an 
increase in the net worth of the society—that is, an increase in the 
value of its physical assets, assuming for the moment that there is 
no change in prices. The greater the value of production and the 
less the value of consumption, the greater will be the rate of 
accumulation and the more rapid will be the reconstruction. The 
problem, therefore, is how to keep production at the highest 
possible level, and yet restrict consumption to the lowest level 
consistent with efficient production. 

VOLUNTARY SAVING 

If this restriction of consumption is performed voluntarily, 
through the saving of individual consumers, there is no financial 
difficulty. The restriction of consumption on the part of con­
sumers means that they will spend less money than they earn. 
The difference between earnings and spendings represents in the 
first instance an increase in the holdings of money. There is no 
point in an individual merely accumulating money, that is, cash, 
beyond a certain point. This money, therefore, will be used to buy 
securities of some kind—that is, if the consumer does not want to 
spend it in any productive process himself, he can lend it to some­
one who will spend it in buying factors of production and creating 
goods. By this means, capital is accumulated. 
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INFLATION AND INVOLUNTARY SAVING 

Suppose now that the "investors"—the people who want to 
spend money in the creation of goods—have the power to create 
money. This may be done by the government directly by the 
printing of bills, or it may be done by borrowing from the banks, 
with two effects. In the first place, unless the factors of production 
were unemployed to start with, the new producers will attract 
labour and equipment away from old occupations and may 
actually reduce the amount of consumers' goods that are currently 
coming on the market. In the second place, the new money will 
provide increased cash incomes—probably to an extent greater 
than the initial expenditure of the new money, for the people 
who receive it also spend it, and their payees also spend it, and 
so on. The result of there being more money to spend, and fewer 
goods to buy, is inevitably a rise in prices. This rise in prices is a 
method of forcing consumers to restrict their consumption. This 
rise in prices will not take place if there is voluntary restriction of 
consumption and therefore voluntary saving. If, however, con­
sumers are unwilling to restrict consumption to the extent neces­
sitated by the investment programme, a rise in prices is inevitable. 

WHY INFLATION FOLLOWS WAR 

This perhaps is the most fundamental explanation why severe 
inflation of prices has always followed great wars. Both a war and 
a reconstruction period necessitate restrictions in consumption— 
simply because in the war period a large proportion of productive 
capacity must be turned over to the war industry, and therefore 
is not available for the production of consumers' goods; in the 
reconstruction period a large proportion of productive capacity 
must likewise be turned over to the "capital-goods" industries 
and again cannot be used immediately in the production of con­
sumers' goods. This restriction of consumption is the primary 
problem of "finance," whether of war finance or of reconstruction 
finance. It is generally easier to solve during the war, for then the 
public is in a mood to accept sacrifices, is willing to accept high 
taxation, rationing, and all manner of restrictions on consump­
tion. After the war is over, however, the mood of the public 
changes and the real danger of inflation begins. Even in defeated 
countries the post-war mood is not one of sacrifice and asceticism 
—rather it is likely to be one of selfishness and extravagance. The 
war is over; the burden is lifted; people want to come out of the 
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years of toil, darkness, and tears, and reap the reward of their 
sufferings. Workers press for higher wages and threaten revolu- v 

tion if their demands are not satisfied. The rich make full use of 
their opportunities for extravagant consumption which the war 
has denied them. The tax system tends to break down; the un­
willingness to pay taxes grows to such a point that evasion be­
comes the rule rather than the exception. The government conse­
quently finds it impossible to balance the budget; the war leaves 
a great aftermath of expenditure; reconstruction, insofar as it is 
financed by the government, demands even further expenditure. 
On the other hand, taxes are defaulted, and the public becomes 
unwilling to lend to the government, either because they mistrust 
its solvency or because they are generally unwilling to accept the 
sacrifices that lending would involve. The result is inflationary 
governmental finance, either through borrowing from the banks or 
through the direct printing of money. This adds to the inflationary 
elements already present in the society. 

INFLATION MAY" RESTRICT CONSUMPTION 

Inflation may solve the problem of the restriction of consump­
tion, or it may not. After the last war inflation solved the problem 
for France and Italy, though at a considerable cost in injustice. 
It failed to solve the problem for Germany, although even there 
in the early stages it undoubtedly helped. Inflation operates to 
restrict consumption as long as prices rise faster than consumers* 
incomes. The consuming power of an individual depends on two 
things—his money income, and the prices of the things that he 
buys. His consuming power may be decreased either by a reduc­
tion in his money income, prices being the same, or by a rise in 
prices, his income being the same. If his income rises, then prices 
must rise in a greater proportion if his consuming power is to be 
reduced. In the early stages of inflation the restriction of con­
sumption may be very considerable. In the first place, there is an 
important class of people in any country whose incomes are fixed 
in terms of money: pension holders, bondholders, annuity holders, 
and the like. These are the first and the greatest sufferers through 
inflation. These are the people who really "pay" the most for war 
and reconstruction, when financed by inflation, for these are the 
people who are forced to curtail their expenditures most drastically. 
Hundreds of thousands of people in Germany and other countries 
who, before World War I, had a comfortable income, were re­
duced to poverty by the postwar inflations. Salaried workers, 

c 
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teachers, officials, and others whose money income rises slowly, 
lagging behind the rise in prices, also find their purchasing power 
reduced and consequently may reduce their consumption. The 
working class in general may find wages lagging behind prices and 
so will have to reduce its consumption, although in the case of 
strongly organized workers this is less likely to be the case. 
Finally, the people whose consuming power is increased by in­
flation are the merchants, the businessmen, and the speculators— 
the whole general class of people whose income is derived from 
profits—from buying and selling. If, now, those whose consuming 
power is increased by inflation do not take advantage of this 
increase, but continue to consume pretty much as before, the 
inflation will result in a net decline of consumption in the society, 
and therefore in an increased rate of accumulation. The inflation 
is also likely to stimulate production, at least in its early stages, 
for profits in almost all forms of enterprise are high. Unemploy­
ment is likely to be practically non-existent, and though the 
inflation may cause production to be directed into wrong channels 
in some'instances, nevertheless the total will be close to a maxi­
mum. 

INFLATION AND EMPLOYMENT 

The connection between inflation and employment is an impor­
tant one, not only for problems of immediate reconstruction but 
also for the long view. It may be wise, therefore, to consider it in 
more detail. Consider what happens when an employer hires a man 
for a week. This act of employment is in reality an exchange. At 
the beginning of the week, the employer has in his possession, say, 
$40 in cash. At the end of the week he must give the $40 cash to 
the worker as wages, but in return the employer owns the product 
of the work done by the workman. For instance, the worker is a 
coal-miner; as a result of the week's work, suppose ten tons of coal 
are brought out of the mine, where they have no value, to the pit­
head where they can be sold. By employing the miner, the em­
ployer has in effect exchanged $40 in cash for a certain value of 
coal—he has exchanged liquid property (cash) for non-liquid 
property (coal). Unless the value of the coal in the above case 
were at least equal to the miner's wage, the man would not be 
employed, for an employer does not willingly give up in exchange 
something (money) which has a greater value than the product of 
the work (goods). If the miner's wage were $40, when the coal that 
he produced was worth only §35, it would not pay to employ him. 
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If the coal was worth $45, however, it would pay to employ him. 1 

Generally speaking, an employer will increase the number of men 
he employs as long as the value of the product of the work of the 
last man employed is greater than that man's wage. 

INFLATION INCREASES THE DEMAND FOR LABOUR 

Now, the product of a man's labour is usually sold some time 
after the labour has been performed. The value of that product 
depends therefore on the price of the final article at the time when 
it is sold—perhaps a week, a month, or even years after the labour 
has been performed and payment made. I f the general level of 
prices is rising, the present value of the product of labour depends 
on the expected price at some future date, and may therefore be 
expected to be large by comparison with the wage level, which 
depends more on the current level of prices. Hence the expectation 
of rising prices nearly always leads to a rise in employment. 
Similarly, the expectation of a fall in prices is likely to lead to a 
decline in employment, for it leads to a decline in the estimated 
value of the product of labour. 2 

INFLATION MAY PASS INTO "HYPER-INFLATION" 

We see, therefore, that inflation may be a method of capital 
accumulation. This is only true, however, up to a point. Beyond 
a certain stage the whole system of accountancy begins to break 
down; there is a flight "out of money"; contracts are not made in 
the depreciating money, but in terms of commodities or foreign 
currencies. As soon as money comes into people's hands, they 
rush to spend it, and the rise in prices may not be rapid enough 
to check this wild rush of expenditure. At this point any effect of 
inflation in restricting consumption is lost, for the fear of rising 
prices of itself actually stimulates consumption. When this effect 
is strong enough, it overrides the deterrent effect due to the shift 
in consuming power. We can use a medical analogy and say that 
inflation is a drug, whose effect declines with increasing doses. 
Consequently, as inflation proceeds, it becomes less and less 
effective in performing the task of restricting consumption. 
Larger and larger doses have to be given, and the pace tends to 

1 In calculating what the coal is "worth" to the employer, account must, of 
course, be taken of changes in his other assets which the extraction of the coal 
ha a entailed. 

1 In the general case, it is the anticipated changes in the demand for the 
firm's product that is the cause of changes in demand for labour. 
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accelerate until it ends in the wild and uncontrolled scramble of 
hyper-inflation, where its effectiveness is nil, or even negative. 

THE SUCCESS OF INFLATION DEPENDS ON HOW FAR IT IS 
UNEXPECTED 

It is clear that while inflation may be a way out of an other­
wise impossible situation, it is a way fraught with grave dangers 

^ and is certainly not to be recommended. Its success as a capital-
forming device depends largely on the degree to which it is un­
expected. It is because taxation is all too clearly an act of govern­
ment, and saving all too clearly an act of the individual, that 
inflation may be able to restrict consumption when all other 
means fail, for most individuals regard a rise in prices as in some 
way an act of nature for which nobody has any particular 
responsibility. Accordingly—quite irrationally—the reaction to 
a rise in prices may be different from the reaction to increased 
taxation. This difference arises partly from the astonishing 
faith which mankind seems to possess in the stability of the 
purchasing power of money—a faith totally without foundation 
in history, but apparently strong in human nature. It is a 
question of great importance for the future of Europe whether 
this faith has been destroyed by the experiences of World War I. 
If it has, if people fear inflation and act accordingly, inflation is 
much less likely to be successful in achieving its true end than it 
was in the last reconstruction period, for the stimulative effects of 
inflation on consumption depend on the degree of anticipation. If 
everyone fears and expects inflation, it will pass almost imme­
diately into the stage at which it stimulates instead of restricts 
consumption—that is, into hyper-inflation, even if the actual level 
of prices has not risen very far. 

THE FUNCTION OF IMPORTS 

In the above discussion we have assumed a self-contained 
economy, trying to reconstruct itself solely out of its own re­
sources. As we have seen, however, it is possible for a region to 
be reconstructed partly, or almost entirely, from outside—by 
importing more than it exports. The simple, "orthodox" way to 
do this is of course by loans or gifts. The financial mechanism 
here operates through the balance of payments and, in the case of 
an independent country, through the foreign exchanges. Consider 
first the case of a country, such as France in 1919, which has to 
reconstruct a devastated area, comprising only a small part of 
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the country, largely out of the resources of the relatively undis­
turbed provinces. In physical terms, the devastated area must 
import food and raw materials of all kinds from the rest of the 
country; it has very little, however, to export, as its industries 
and its agriculture are in part ruined. There is here a problem in 
the balance of payments, even though it does not result in a 
"foreign exchange1 1 problem, for the question arises immediately, 
how can the devasted area pay for this excess of imports. Nor­
mally, the sale of its exports would put money into the hands of 
the people, with which they would buy imports. Now, however, 
the amount of money that can be acquired in this way is very 
limited, while the need for imports is great. Some other way must 
be found, therefore, to put money into the hands of the inhabitants 
of the devastated area. This may be done partly by loans, or partly 
by insurance payments or by gifts—for example, compensation 
paid by the government for war losses. 

FINANCE BY LOANS 

When the reconstruction is financed by loans, the ultimate 
ownership of the reconstructed capital lies in the hands of the 
lenders—that is, in the hands of people outside the devastated 
area. This may be quite "sound" financially, as long as the value 
of the capital equipment constructed by the loans is equal to, or 
greater than, the amount of the loans. It does mean, however, that 
the main burden of the war is still borne by the people of the 
devastated area, for, until the loan is paid off, they do not "really" 
own their newly-built capital; though they may eventually suc­
ceed in paying off the loans and so regain the equity in their 
property, this can only be done by restricting their consumption 
of "imports" below their production of "exports." The total 
effect of the loan, assuming that it is eventually paid off, is that 
the lenders restrict consumption, or investment elsewhere, for a 
short period, in order to permit the borrowers to import without 
exporting. In the long run, however, the lenders do not suffer, but 
are actually paid in interest for their restriction of consumption 
at the time of the loan. The net result of the loan, therefore, is to 
increase the total consuming power of the lenders over the whole 
period^ of the loan. The borrowers, on the other hand, over the 
whole period of the loan must restrict their consumption to an 
even greater extent than the amount of rebuilt capital. That is to 
say, a loan enables the inhabitants of the devastated area, to 
spread the restriction of their consumption over a longer period 



38 THE ECONOMICS OF PEACE 

than would be the case if they had to reconstruct their capital 
wholly out of their own immediate current resources; the total 
amount of restriction necessary is not lessened, but rather is in­
creased by the loan, as interest must be paid. The whole "real 

- cost" of reconstruction is then ultimately borne by the people of 
the devastated area.1 

FINANCE BY GIFTS 

This is not the case, of course, where reconstruction is paid for 
by the national government, through compensation, as was largely 
the ease in France after World War I. Then the whole nation must 
restrict its consumption (including foreign investment) without 
any future benefits accruing. This is undoubtedly the fairer 
method, as the costs of a war and reconstruction should be spread 
over a whole society that is responsible, rather than confined to 
the individuals whose property is destroyed. 

INTERNATIONAL FINANCE 

Turning now to the problem of the reconstruction of a whole 
nation, it may generally he assumed that this will only in small 
part be achieved by gifts from outside. There may be, indeed, 
charitable individuals and organizations whose sense of brother­
hood is world-wide and who therefore will freely assist in the 
reconstruction of a foreign or even of an enemy country. Many 
people in the United States, for instance, gave money to help to 
feed the children of Germany in the period after World War I. 
These gifts, however, are likely to be small in comparison with" the 
desperate need for imports, and there will, therefore, be attempts 
to obtain loans from outside. As in the case of a region within a 
country, these loans may be quite "sound"—that is, they may 
result in the creation of exporting power sufficient not only to pay 
interest but also eventually to repay the loans. On an interna­
tional scale, however, loans are not unlikely to be financially 
unsound. Both lenders and borrowers may be inexperienced, and 
the purchasing power acquired by the borrower may be frittered 
away in unprofitable enterprises and may not result in a per­
manent increase in capital values. Or, the conditions of interna­
tional trade may create a "transfer problem" so as to prevent the 

1 This does not mean, of course, that there is anything irrational about borrow­
ing: even though interest is paid, it may be preferable to restrict consumption 
by a larger amount spread over a long period than by a smaller amount squeezed 
into a small space of time. In one sense also interest is paid out of the increased 
productivity which the loan creates. 
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repayment, or even the payment of interest across national 
boundaries. In such a case, the loan may be defaulted, and the 
greater part of it may then be regarded, from the long-run point of 
view, as a "gift" obtained under false pretences, or rather, false 
expectations. 

FINANCE OF IMPORTS BY INFLATION AND EXCHANGE 
DEPRECIATION 

Inflation enters the picture here also as an attempted solution 
of the problem of obtaining imports without paying for them. In 
the early stages of reconstruction after a war, when international 
trade is just reviving, and when the foreign exchange markets are 
beginning to function again, a country that is experiencing an 
internal inflation and is in dire need of imports will find its foreign 
exchange rate depreciating. The price of its currency will fall in 
terms of foreign currencies, and the price of foreign currencies will 
rise. This is part of the general inflationary movement; the price 
of foreign currencies rises just as the price of everything else rises 
—because there is more of the national money being offered, and 
possibly less of the purchased articles, that is, the foreign cur­
rencies. In the case of foreign currencies, the rise in price is a 
direct result of the attempt to import more than is exported, for 
imports are purchased from foreigners, who come into possession 
of the domestic money which they wish to sell, while exports 
result in nationals coming into possession of foreign money. The 
abundant imports and scanty exports mean that there is a great 
deal of domestic money on the market, trying to exchange itself 
for a small quantity of foreign money. The result is a fall.in the 
price of domestic money. 1 

EFFECT OF FALLING EXCHANGE RATE 

This in itself, however, will have the effect of discouraging 
imports, for it means that if the prices of imported goods in the 
foreign money do not change, the prices in the domestic money 
rise. Thus, a car that was priced at $1,000 in American 
money, would be priced at 5,000 marks when marks were 5 to the 
dollar, that is, when dollars were 0 • 2 to the mark, but would be 

1 Suppose, for instance, that Germany imported from America 20,000,000 
marks' worth of goods, and exported to America .$1,000,000 worth. The exchange 
rate would stand at about 20 marks = SI, assuming that there were no other 
countries and no loans. If imports increase to 30,000,000 marks' worth tha mark 
would fall to 30 marks = $1. (See Boulding, Kenneth E. , Economic Analysis, 
Chapter 6. New York: Harper, 1941.) 
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priced at 10,000 marks when marks were 10 to the dollar and 
dollars were 0* 1 to the mark. Similarly, there will be a favourable 
effect on the volume of exports, for if the domestic price of exports 
remained the same, the foreign price would fall and this would 
encourage sales. Of itself, these movements would bring the 
value of imports and of exports to an equilibrium, and the depre­
ciation of the foreign exchange rate would cease. If, however, the 
internal inflation continues, the domestic price of imported goods 
will continue to rise, there will be a further excess of the domestic 
currency in the foreign exchange market, and the currency will 
depreciate still further. 

EXCHANGE DEPRECIATION MAY MAKE FOREIGNERS FINANCE 
RECONSTRUCTION UNWITTINGLY 

Just as domestic inflation in the early stages may be a des­
perate, last-resort device to try to force the people to restrict their 
consumption, so also inflation in its early stages may enable a 
country to import goods without paying for them by exports and 
so force foreigners to contribute to building up the country's 
capital. This may happen as long as the foreigners do not antici­
pate a rate of inflation as rapid as that which takes place. Suppose 
that an American merchant sold wheat to Germany at a price of 
10 marks a bushel when the exchange rate was 5 marks to the 
dollar. Not counting costs of transport, the price in dollars that 
he expected to get would be $2 a bushel. If, however, by the time 
he buys his dollars in the foreign exchange market, the value of 
the mark has sunk to 10 marks to the dollar, he will only realize 
a price of $1 a bushel*, at which, perhaps, it does not pay him to 
sell the whwf l r H he had anticipated the movement of the ex­
changes correctly, of course he would never have sold the wheat, 
but his faulty expectations led him to sell wheat to Germany at a 
price of SI a bushel instead of §2. 

In a like manner, foreign speculators may contribute to a 
nation's capital import in time of inflation if they purchase the 
currency for speculative purposes, expecting it to recover its 
value; when in fact it depreciates still further. During the great 
German inflation from 1919 to 1923 a great deal of money was lost 
by incautious speculators in other countries who, observing that 
the value of the mark was very low, bought marks in the expecta­
tion of a rise. But the value of the mark fell almost to zero, and 
these speculators lost almost the whole value of their holdings. 
What was lost by these non-German speculators, however, was a 
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real gain to Germany; it provided her with foreign currency at 
the time when the marks were bought which enabled her to in­
crease her imports, and the marks were never used, or used only 
with greatly diminished purchasing power, to buy German ex­
ports. An analogous situation arises internally, when people 
believe that the inflation has gone as far as it can, and therefore 
refrain from consumption in order to hoard money—money which 
actually loses its value, so that the abstention from consumption 
gives these people no future claim on goods and services. 

THIS EFFECT ALSO DEPENDS ON FAULTY EXPECTATIONS 

It should be emphasized, however, that the effect of inflation 
in forcing foreigners to finance, unwittingly and unwillingly, a 
part of the capital rebuilding, depends as does the effect of domestic 
inflation, on the fact of faulty anticipations. If foreigners anticipate 
the course of inflation correctly, they will refuse to export except 
at prices high enough to compensate for the expected fall in the 
exchange rate, and they will not purchase the depreciating cur­
rency for speculative purposes. Once all faith has been lost in the 
restoration, or even in the stability, of a currency's value, the 
stage of hyper-inflation sets in on the foreign exchange market as 
on the domestic markets, and inflation makes no further contri­
bution, and indeed will be an active hindrance, towards solving 
the problem of physical reconstruction. 

REPARATIONS AND RECONSTRUCTION 

A word may be added at this point concerning the effect of 
reparation payments on the progress of reconstruction. After a 
war the victorious party frequently imposes an "indemnity" or 
"reparation" payment on the defeated nation in an attempt to 
make the vanquished pay the victor at least part of the cost of 
the war. If the war has not severely impaired the productive 
powers of the nations concerned, and if the indemnity is a small 
one, it may contribute to the recovery of the victor at some cost 
to the vanquished. The indemnity exacted from France by Ger­
many in 1871 was a case in point. If, however, the war has been 
a severe one, so that both victor and vanquished are exhausted 
and their productive powers are impaired, the attempt to exact 
an indemnity may be quite unsuccessful. In "real" or physical 
terms, the payment of an indemnity means that the defeated 
people must restrict their consumption in order to provide an 
excess of exports, while the victorious people can enjoy an excess 
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of imports and hence can rebuild their capital without restricting 
consumption as much as they otherwise would have had to do. 
We have seen already, however, that the problem of obtaining a 
restriction of consumption sufficient even for restoring domestic 
capital is a serious and sometimes an almost insoluble problem 
after a great war. If, in addition, a large indemnity has to be paid, 
the problem may become completely insoluble, and total financial 
breakdown may result, as in Germany in 1923. This whole prob­
lem is considered in more detail in the next chapter. 

DEFLATION AND RECONSTRUCTION 

The prevention, or at least the control, of inflation is not the 
only financial problem which may have to be faced during a 
reconstruction period. A government which follows too straight a 
path of financial rectitude, balances its budget and prevents the 
inflation of its currency may find itself in a deflationary situation, 
with falling prices, a rising value of its money on the foreign 
exchange markets, unemployment, and trade depression. Defla­
tion is a much greater enemy of capital formation than inflation, 
for a fall in prices may encourage consumption and at the same 
time discourage production. Inflation may eventually fail to 
restrict consumption, but in its initial stages it is likely to dis­
courage consumption and to encourage production. Deflation, on 
the other hand, has a doubly adverse effect on the restoration of 
physical capital—directly encouraging consumption, if prices fall 
faster than incomes, and discouraging production through destroy­
ing profits. It is almost impossible to make profits when prices are 
falling, for the very essence of profit-making is to buy something 
at one time and sell it later in some form or other at a higher price. 
If prices generally have fallen between the purchase and the sale, 
the likelihood of making profits is slim. Hence the demand for 
labour falls, and as wages do not usually fall immediately or do not 
fall sufficiently, there is unemployment. 

Deflation also may have highly adverse effects on the foreign 
trade position of a country, especially if it is not anticipated, or if 
the foreign exchange rate, through speculation, gets out of fine 
with domestic prices and incomes. In 1921-22 Czechoslovakia 
suffered a remarkable appreciation of her currency. This led to a 
severe depression in her export industries, which could not reduce 
costs quickly enough to meet the situation. Czech exports had to 
be sold for about the same prices in dollars or pounds as before, 
but these dollars and pounds could now be converted into fewer 
Czech crowns than previously. 
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A Case Study: Europe, 1918-28 

EUROPE IN 1 9 1 8 : AGRICULTURE AND INDUSTRY 

When the bells rang for the Armistice on November 11, 1918, 
Europe was in a condition of acute economic distress. In Russia 
the Communist government was in control, inflation was pro­
ceeding at a spectacular pace, production was at a low ebb, and 
civil war was raging. All over Europe, with the exception of the 
neutral countries, the production of food had declined to nearly 
50 per cent of the pre-war level. Communications were in a poor 
state; railways and roads had deteriorated; rolling stock was 
badly in need of repairs. Stores of many essential commodities, 
especially those normally imported in quantity, such as fats, oils, 
and phosphates, were extremely low. A large proportion of the 
population was either in the military forces, being held as 
prisoners of war, or had been killed. In several areas where trench 
warfare had been waged, the devastation was almost complete. 
The Western Front in Flanders was a desolate chaos of mud, 
ruins, craters, trenches, and tree stumps. Along the Piave Valley 
in northern Italy was a line of similar, though less complete, 
destruction. In Poland, in Rumania, in Greece, the same story of 
devastation was repeated. But these devastated areas were small 
in comparison with the whole of Europe. Over most of Europe the 
buildings and fields were intact. Nevertheless an unseen decay, 
more important though less spectacular than the devastation of 
the battlefields had struck deep into the European economy. The 
farms were there; but the farmers were away in the army. The 
women and old people, in spite of many a gallant struggle, could 
not raise the crops that were raised before the war. The area 
under the plough through most of Europe, excluding Russia, had 
fallen by about 25 per cent. The yield per acre also had fallen by 
about 25 per cent. Fertilizers had not been available—at least, not 
in proper balance. Of the three main elements of artificial fertilizer, 
potash had been a German monopoly; nitrates had been largely 
imported from Chile, and hence were available to Britain, France, 
and Italy, but not to the Central Powers. Phosphates were in part 
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produced from the by-products of the steel mills (basic slag), and 
in greater part were imported from North Africa and America. 
The whole plant diet of European agriculture, in so far as it rested 
on artificial fertilizers, was thrown out of balance—the Central 
Powers had plenty of potash, but little in the way of nitrates1 or 
phosphates. The Allies had nitrates and phosphates, but very little 
potash. Animal manures also had declined significantly in quantity 
and quality. In Germany the number of pigs had more than halved, 
and the number of cattle and sheep had been reduced by more 
than 10 per cent. More significant even than this: the imports of 
animal feeding stuffs (for example, Argentine maize and Russian 
barley) had been cut off during the war, and the quantity and 
quality of manure suffered in consequence. The lack of feeding 
stuffs, more than the lack of animals, caused a marked decline in 
the production of meat, eggs, and milk. 

In industry, total output had fallen well below the 1913 level, 
and the output of civilian goods had fallen even further. Again, 
the significant fact is not the ruined factories and coal-mines of 
northern France, important as these were. Over most of Europe, 
however, the factories and mines were still intact, if a little run 
down. But there were no young men in them and few raw materials. 
Moreover, a large proportion of the industrial equipment had been 
turned over for war purposes and was producing the munitions of 
war, not the commodities of peace. 

RAPID, THOUGH NOT UNIFORM, RECOVERY 

The history of the years 1918-28 is one of remarkable recovery 
from the desperate situation that followed the war. This recovery 
was neither regular in time nor uniform in space. Roughly 
speaking, the victorious countries recovered most rapidly. France 
recovered more rapidly than Germany, Italy more rapidly than 
Austria. By 1928, however, the economic face of Europe looked 
almost as if the war had never been. Only in the gaps in the 
age distributions were the results of the war apparent. The 
battlefields were green and productive again. The ruined towns 
and villages had been rebuilt. Production had returned approx­
imately to the 1913 level. International trade and transport had 
been largely restored. 

1 The product of the new synthetic production (the Haber process) was used 
mainly for military purposes in explosives. 



A CASE STUDY: EUROPE, 1918-28 45 

TWO PERIODS OF RECOVERY: 1918-24 AND 1924-28 
The recovery period falls into two fairly well-defined periods. 

In the first period, from 1918 to about 1924 or 1925, recovery 
was marked in Western Europe, but Germany and Eastern Europe 
went through a wild period of inflation, political crises, civil 
wars, trade disturbances, and violent agricultural reform which 
prevented any large-scale recovery in production. Even under 
these adverse circumstances a certain amount of recovery went 
on, but the recovery of Central and Eastern Europe dates mainly 
from 1924 to 1925. About that time currencies began to be 
stabilized, inflations were brought under control, trade barriers 
{especially in the Danube Valley), were lowered, the political 
outlook became more stable, and the whole European situation 
took a marked turn for the better. 

THE FOOD SITUATION 

In the years immediately after the Armistice, the dominating 
economic problem was food, particularly in Central and Eastern 
Europe, and in Italy. The food situation was fairly satisfactory in 
Britain and France, for they had in part been fed by imports from 
overseas during the war, and these imports continued, financed in 
part by continued borrowings. France also has a smaller density 
of population than Central Europe, and is normally a food-
surplus country. The areas affected most by food shortage—a 
shortage that amounted in places to famine—were the industrial 
cities of Germany, the great city of Vienna, the thickly populated 
areas of Eastern Europe, and, of course, Russia. The reasons for 
the famine were threefold. In the first place, there had been a 
great decline in agricultural production, due to the conscription 
of farmers and farm labour, the ruthless requisitioning of live­
stock and farm equipment, and the lack of imported feeds and 
fertilizers. In the second place, the whole system of trade and 
transportation had been disrupted, not only trade on an interna­
tional scale, but also internal trade between city and country. 
This was due to political conditions, the creation of new frontiers, 
and the revolutionary character of many of the new governments. 
Thus the old. almost self-sufficient empire of Austria-Hungary 
was broken up into seven or more pieces. The great system of 
internal trade that had existed within the boundaries of the old 
empire was likewise disrupted, as each of the "Succession states" 
—Austria, Hungary, Czechoslovakia, Poland, Rumania, Jugo-
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slavia, and Italy—tried to solve its own difficulties at the expense 
of its neighbours by setting up customs barriers and even pro­
hibiting outright imports and exports across the frontiers of the 
new jigsaw puzzle. The most tragic case was that of Vienna, a city 
of over two million people—once the capital of a proud empire 
and now the bloated head of a little peasant republic of seven 
million. Before the war, Vienna had obtained its food from the 
whole empire, partly in exchange for manufactured products and 
commercial services, but also in payment of taxes to the govern­
ment, and in payment of rents to absentee landlords, who owned 
great estates in various parts of the empire but who lived in 
Vienna. After the war, of course, the taxes and rents ceased to 
come in, as the various parts of the empire declared their inde­
pendence and as the landlords were expropriated. The export of 
Vienna's manufactures and trading services also was seriously 
affected by the new frontiers. 

THE BREAKDOWN OF EXCHANGE 

This breakdown in the food supply of the cities was part of a 
widespread breakdown of exchange between city and country. 
Nowhere did this go so far as it did in Russia, but everywhere in 
Europe it was important. Even the trade barriers set up, especially 
by the agricultural states, were part of this phenomenon. In part 
the phenomenon was due to the perennial hostility felt by the 
country for the city, but more was it due to the fact that the city 
had nothing to give the country in exchange for what it bought, 
except depreciating money. Hence we find a marked tendency for 
agricultural areas to discourage exports. Perhaps the extreme case 
was reached in Austria, where not only did the newly formed 
countries place restrictions on exports, but even the tiny pro­
vinces of German Austria imposed restrictions on the sending of 
foodstuffs to Vienna. 

PRICE POLICY 

A third factor, at least in the years immediately following the 
war, was the price policy of many of the new governments. The 
government of Austria, for instance, seeking to ensure cheap milk 
for the workers of Vienna, fixed the price of milk at a level so 
low that it paid nobody to send milk to Vienna, and if it had not 
been for the "black market" the children of Vienna would have 
had no milk at all. The German government similarly attempted 
to fix the price of wheat and rye, with similar results, until it was 
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forced to remove the restrictions in 1921. The fixing of house rents 
led to an acute housing shortage, only partially relieved by the 
building of governmentally or municipally financed homes. Per­
haps the principal reason for these unfortunate policies lay in the 
fact that the power of the new governments rested mainly on the 
votes of a newly liberated but politically inexperienced working 
class, and hence the governments were often obliged to do things 
in the interest of apparent "cheapness" that in fact resulted in 
scarcity. 

CONTINUANCE OP FIGHTING AFTER 1918 

Also, it must not be forgotten, in explaining the slow recovery 
of Central and Eastern Europe, that the war did not end for 
many of these countries in 1918. Poland was fighting the Red 
Armies right into 1920; Rumania invaded Hungary in 1919; 
Greece and Turkey were fighting until 1923. France, Britain, and 
America among them held part of Western Germany in military 
occupation for several years after the Armistice; France invaded 
the great German industrial area of the Ruhr in 1923, and was 
finally driven out only after a long and costly campaign of passive 
resistance that proved to be the last straw in the depreciation of 
the mark. 

INFLATION: MOVEMENT OF WORLD PRICES 

The problem that was perhaps dominant in men's minds in this 
period was that of monetary policy, and especially the problem of 
inflation. The course of world prices in this period was significant 
and provided a background against which the monetary dramas 
of the various countries were played. Dollar prices are perhaps 
the best index of world prices in this period; these rose rapidly 
after the Armistice, reaching a peak in the middle of 1920. A 
sharp deflation ensued, bringing with it a severe, though short, 
depression, often called the "primary" post-war depression. This 
was felt in almost all countries, even in those in which internal 
inflation was going on. The depression lasted only for a year or 
two, however, and prices and employment in most countries 
recovered steadily from 1922 on, leading finally into the boom 
years of 1925-29. 

THE POST-WAR BOOM, 1919-20 

The reasons for this movement of woi'ld prices are not alto­
gether clear, but the main facts stand out. The immediate post-
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war inflation was due first to the general scarcity of commodities 
and the depletion of stocks which had taken place during the war, 
and secondly to an increase in the velocity of circulation of money, 
or, what is the same thing, a general increase in the money demand 
for commodities. This arose partly from psychological reasons; the 
desires and demands which had been pent-up during the war now 
were released, and money which had been earned during the war 
but not spent now came out of its hiding-places, to be spent freely. 
Another reason for the "spending spree" was the sudden removal 
of many of the restrictions and controls which had been estab­
lished during the war. This again was part of the general post-war 
intoxication; rationing and price control had been accepted as 
part of the war programme; with the coming of peace, they were 
resented, and frequently removed under pressure from the public 
—although the conditions which gave rise to them had by no 
means passed away and the need for them was perhaps even 
more acute. 

THE POST-WAR DEPRESSION, 1920-22 

By the middle of 1920, however, the "spending spree" was 
over. Stocks of goods were beginning to accumulate again, and 
the monetary demand for commodities underwent a sharp de­
cline. The result was a dramatic fall in commodity prices, in 
"gold" or dollar terms, on a world-wide scale, beginning in Japan, 
and spreading soon to every country. This represented in the 
main a readjustment from a level of prices that could have been 
maintained only by a permanent increase either in the quantity 
of money or in its velocity of circulation. The fall in prices caused 
acute distress, particularly in the areas specializing in the produc­
tion of raw materials, for it was the prices of raw materials that 
fell the most. Ocean freight rates also fell drastically from the 
almost fabulous level to which the shortage of ships and the 
urgency of demand had forced them in 1919. 

EFFECTS OF PRICE FLUCTUATIONS ON FARMERS 

This rise and fall in prices had world-wide consequences almost 
as profound, in their long-run effects, as the war. When prices 
were high in 1919 and 1920, for instance, farmers all over the 
world borrowed in order to buy land at inflated prices, expecting 
these prices to continue. When the price of agricultural produce, 
and the price of land, fell sharply in 1920, hundreds of thousands, 
possibly millions of farmers lost their farms; the value of their 
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farms dropped sharply, but the money value of their debts and 
mortgages remained the same. Thus, a farmer who bought a 
farm for §10,000 in 1919, borrowing $8,000 on a mortgage in 
order to pay for it, might have found in 1923 that the farm was 
worth only $5,000 and the mortgage, of course, was still $8,000. 

THE FOREIGN EXCHANGE 1918-24 
In the foreign exchange market the period 1918-24 was one of 

extreme confusion. The war had destroyed the gold standard as 
an effective international mechanism Unking together the cur­
rencies of various countries. Most countries had not yet de­
veloped techniques for controlling the foreign exchange rates 
without interfering drastically with international trade. Conse­
quently, the exchange rates suffered wild fluctuations due to 
speculative movements coupled with spasmodic and frequently 
unintelligent governmental intervention. This unstable situation 
in the foreign exchange markets affected gold standard countries 
just as much as it affected those countries with no gold standard 
law, for what matters in international trade is the relative value 
of currencies. A depreciation of the mark in terms of the dollar is 
exactly the' same thing as an appreciation of the dollar in terms 
of the mark; it has effects on American importers and exporters 
just as profound as the effects on German importers and ex­
porters. Under these circumstances, international trade became 
extremely risky, for the merchant not only had to reckon with 
possible changes in the internal prices of his goods, but also with 
wild and often apparently unreasonable fluctuations in the 
exchange rates. 

THE FINANCIAL CONFERENCES 

Several conferences of financial experts were called during this 
period—for example, at Genoa in 1922 and at Brussels in 1925— 
to obtain the prescriptions of the financial doctors for the mone­
tary troubles of sick Europe. The prescriptions were usually the 
same and followed the canons of good nineteenth century ortho­
doxy. The unsteady and slightly intoxicated governments of 
Europe were advised solemnly to balance their budgets, increase 
their taxation, reduce the governmental expenditures, remove 
trade barriers, remove restrictions on the foreign exchange mar­
ket, and, as the culminating peak of virtue, return to the gold 
standard. Having delivered this good moral lecture, the financial 
experts polished their top hats and went home, and the naughty 

D 
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governments promised to be good, and also went home and did 
precisely the opposite of everything they had agreed upon at the 
conference. This indeed was a chronic condition of economic con­
ferences all through the inter-war period; the representatives of 
governments met and agreed that tariffs should be reduced, and 
immediately went home and raised them; or they agreed that the 
budget should be balanced, and immediately went home and 
developed even larger budget deficits than before. 

THE ADVICE OF EXPERTS NEGLECTED, FOR GOOD REASONS 

It was not so much that there was anything wrong in the 
abstract with the advice of the financial experts, but rather that 
they concentrated too much on rule-of-thumb formulas and 
secondary ideals of financial policy, and did not go deeply enough 
into the fundamental economic problems that underlay the finan­
cial difficulties. As we saw in the previous chapter, the inflationary 
financial "policy"—if so haphazard and uncontrolled a pheno­
menon may be dignified by such a name—was a desperate attempt 
to solve underlying economic problems, notably the restriction of 
consumption, the encouragement of production, the transfer of 
resources from war to peace industries, and the development of 
an import surplus. Consequently, countries which followed the 
advice of the financial purists, such as Czechoslovakia, found 
themselves from an economic point of view temporarily worse off 
than their profligate neighbours. Economically sound financial 
policy is a delicate tight-rope act, in which the operator is always 
in danger of falling into inflation on the one hand or deflation 
and unemployment on the other. If it is a matter of choice between 
the two, inflation may well be preferred as the lesser of two evils 
in a period when the desperate need is capital-formation; de­
flation is almost uniformly destructive to the formation of capital, 
whereas a moderate inflation may be highly favourable. 

VARIETIES OF INFLATIONARY EXPERIENCE, 1918-25 

We may distinguish three groups of countries in regard to the 
degree of inflation experienced. In the first group the rise in prices 
was moderate and confined pretty much to what may be called 
the "world movement" described above. The price level did not 
rise above three times the pre-war level, and fell in 1920-21 to 
about 40-50 per cent above the pre-war level. The United States, 
most non-European countries, Britain, the European Neutrals 
(the Scandinavian countries, Switzerland, and Holland) fell under 



A CASE STUDY; EUROPE, 1918-28 51 

this category. In the second category may be placed countries 
that experienced a substantial and permanent, but still not 
spectacular, inflation in which the price level rose to a point six 
to ten times the pre-war level. France, Italy, Rumania, and most 
of the Balkan countries fell into this group. It was perhaps this 
group that gained the most through inflation. The third group 
consists of those countries that experienced "hyper-inflation," in 
which the price level rose to a point thousands, millions, or even 
a billion times above the pre-war level. Russia and Germany pro­
vide the most dramatic examples; Poland, Austria, and Hungary 
also fell into this class. It is a matter for amazement that a society 
should go through such experiences as these and yet survive. Yet 
in one sense inflation represents a purging process that wipes the 
debt slate of the past and allows a country to start afresh. Through 
these inflations, countries wiped out their internal debts, govern­
mental and private. While this meant ruin to many thousands, 
those who were ruined were, on the whole, the less "productive 
members of society, and in their very ruin, by transferring real 
income to the worker and the entrepreneur, may have contributed 
to the future of the very society at whose hands they suffered. 

WAR DEBTS AND REPARATIONS 

The part played by the tangle of war debts and reparations in 
the general financial shambles may be mentioned at this point. 
As a result of the war and the peace treaty, the paper structure 
of obligations was as follows: Germany owed her European 
enemies, particularly France and Belgium, an immense but in­
determinate sum in reparation for the damage caused by the war. 
France and the other European allies owed great sums to Great 
Britain; Great Britain owed an approximately equal amount to 
the United States; other European countries also owed smaller 
sums to the United States mainly because of relief loans. The 
British hoped to come out approximately even by offsetting con­
tinental credits against their own debt to the United States. 
France likewise hoped to offset her debts to Great Britain and 
the United States by reparations received from Germany. The 
net result of all these debts was that, in effect, German repara­
tions were to have been paid to the United States, France and 
Great Britain being intermediaries. France and Great Britain 
naturally under these circumstances proposed the general can­
celling of debts, or alternatively, linking the payment of war 
debts closely with the settlement of the reparations question. 
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The United States authorities took a highly legalistic view of the 
whole matter and insisted that the debt question was separate 
from the reparations question. 

THE CONDITIONS OF SETTLEMENT 

In real terms, these paper obligations could only have been 
settled—or even partway settled—either by the transfer of the 
real equity in vast quantities of German property to Americans, 
or by a substantial increase in German net exports and American 
net imports. The second of these alternatives proved to be im­
possible. The United States was unwilling to increase her imports. 
The Allies did not want Germany to develop her exports—indeed, 
one of the minor causes of the war had been the growth of Ger­
man exports in the world market and Great Britain's fear in 
particular that she would lose her privileged position. Applying a 
traditionally protectionist policy in the face of a totally new 
situation to which it was wholly inappropriate, the United 
States raised its tariff barrier. This in itself might not have been 
an insuperable barrier to the increase of American imports, for 
had the nineteenth-century gold standard been in full opera­
tion, even in the United States, in a situation demanding an 
excess of imports, the imposition of a tariff would merely have 
caused gold to flow to the United States until the resultant rise in 
the price level had made the tariff ineffective. This could not 
happen, however, or at least was unlikely to happen as long as 
the Federal Reserve System provided a "buffer" between the 
inflow of gold and the movement of domestic prices and incomes. 

THE RUHR OCCUPATION AND THE DAWES PLAN 

In fact, Germany paid relatively little in reparations, measured 
in "real" terms. During the years of 1919-23, some payments 
were made in kind; by the end of 1922, however, the obligations 
were hopelessly in default. As a consequence, the French, with 
the co-operation of Belgians and Italians, occupied the Ruhr 
industrial area. The result of this occupation was an actual 
reduction of German exports to these countries—an excellent 
illustration of the fact that in a sensitive industrial economy 
military force is a highly ineffective weapon in obtaining eco­
nomic gains. The "crisis years" came to an end with the Dawes 
Plan of 1924, the main feature being that the amount of repara­
tions payment in each year should depend on an "index of pros­
perity." The plan also provided for a certain amount of external 
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control of Germany's internal finances by an international 
Reparations Commission. 

THE COLLAPSE OP REPARATIONS 

The Dawes Plan apparently worked well in the years in which 
it was in operation (1924-29). The payments were made regu­
larly and it looked as if the reparations problem had been solved. 
So well indeed did the plan seem to be working that in 1929 it 
was replaced by what was supposed to be a permanent settle­
ment, the "Young Plan" under which payments were fixed, no 
longer to be dependent on an "index of prosperity." Thus Ger­
many recovered her financial autonomy. Nevertheless, in three 
years the whole structure of reparations and inter-allied debts 
had crashed in ruins. The "Great Depression" made all inter­
governmental payments so difficult that in June, 1931, President 
Hoover of the United States declared a one-year moratorium, a 
moratorium which in effect, if not in law, exists to this day. 

REASONS POR THE COLLAPSE 

Why, then, did the system break down? Was there something 
inherently unstable and artificial about the situation from 1924 to 
1929, or were there deeper causes at work that prevented the 
operation of a system of payment that was not inherently un­
sound ? The smooth working of the reparations-war debts system 
from 1924 to 1929 was undoubtedly due to the fact that investors 
in the United States, and to a lesser extent in Britain, were 
making extensive loans of a private and commercial nature to 
German firms and municipalities during that period. In the balance 
of the international account what really was happening was the 
first alternative mentioned above—Americans were coming into 
possession of the equity in larger and larger amounts of German 
property. Americans made loans to Germans, Germany paid 
reparations to France, France paid war debts to Britain, and 
Britain paid war debts to America-—there, in a nutshell, is the 
main structure of the international payments of the period. In 
effect, America was herself paying the war debts owed to her, and 
in the meantime was acquiring an extensive interest in German 
industry and municipalities. There was nothing inherently un­
sound in this. The ability of Germany to pay reparations at all in 
the long run depended on her ability to restore the productive 
capacity of her industry. Consequently it could have been a per­
fectly sound policy to lend to Germany in the immediate post-war 
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years, so that the burden of reparations would not fall on her at 
the time when she so desperately needed an import surplus, in 
order that in future years she might have a large export surplus, 
and hence be in a position to pay a much greater sum in the long 
run, The same result would have been attained had the Allies 
from the very beginning proposed a reparations settlement of 
moderate size, with no payments in the first few years, or even 
perhaps payments to Germany in the early years. Such payments 
might be regarded as "pump priming" designed to increase the 
eventual flow. It can be said, in fact, that the Allies—and France 
in particular—were in the position of a dog that got nothing be­
cause in his greed he tried to get away with a bone too big to be 
carried. 

THE STOPPAGE OF LOANS TO GERMANY 

In spite of the fact that there was nothing necessarily unsound 
about the financial arrangements of the years 1924-29, in 
reality many of the loans that were made to Germany were un­
sound, and were used for purposes (for example, the building of 
municipal swimming pools) not calculated to give Germany an 
increasing export surplus. The factors that finally wrecked the 
whole system of payments, however, must be sought outside the 
narrow field of the reparations question. The stock market boom 
of 1927-29 had the effect of checking the export of capital from 
the United States; the crash of '29 and the subsequent depression 
stopped the flow of loans completely and abruptly. It was the 
abrupt cessation of the flow of loans to Germany that really broke 
down the system; but this stoppage was due to causes outside the 
field of international payments. 

UNCERTAINTY OF REPARATIONS DELAYED RECOVERY 

One further element of the whole reparations problem should be 
mentioned. There is little doubt that the uncertainty of the size 
of reparations payments had a detrimental effect on the recovery 
of Germany. In the Treaty of Versailles, the amount of repara­
tions was left undetermined. In theory, the victors wanted to 
make Germany pay the whole cost of the war to them—including 
such items as pensions. Even in England, where feeling against 
Germany was much less strong than in France, the popular cry-
was to "squeeze the orange till the pips squeak." In practice this 
was recognized to be absurd, and the final settlement was sup­
posed to be according to Germany's "capacity to pay." Even the 
Dawes plan recognized this officially, in the provision for pay-
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.merit according to an "index of prosperity." This meant for the 
German people, however, that the more they recovered their 
prosperity, the more they would have to pay in reparations! 
Under these circumstances, there is little incentive for recovery. 
Just as a man will not exert himself to earn more income if all his 
additional income is to be taxed away, so a people will not exert 
themselves to increase their production if they know that the 
main result of such increased production will be a corresponding 
increase in their reparations obligations. There is little doubt that 
this factor contributed to the generally low morale of the German 
people in the immediate post-war years, and the provisional 
settlement of the reparations question under the Dawes plan 
equally led to a revival of the "will to work." 

UNEMPLOYMENT AND DEPRESSION: GREAT BRITAIN 

We may conclude with some observations on the countries that 
suffered from deflation and depression during the post-war years. 
Of these, the most important was Great Britain. Like the rest of 
the world, Great Britain suffered the immediate post-war boom, 
depression, and recovery. The years 1925-28, however, which 
in many countries were boom years, were in Great Britain years 
of moderate depression—not so severe as the great depression 
which followed, but nevertheless of an intensity severe enough to 
cause alarm. The number of unemployed hovered around one 
million; the export trades, especially coal, were most depressed. 
This depression, especially after 1925, when most other countries 
were enjoying prosperity, was closely associated with her mone­
tary policy. In 1925, at a time when her internal price level was 
still markedly above the pre-war level {the price index stood at 
about 140), the British Government decided to return to the gold 
standard at the old, pre-war price of gold {£3 17s. 10£d. per stan­
dard ounce). This policy had the effect of fixing the exchange 
ratio of the pound to other ourrencies at a level at which the price 
of British exports in foreign countries was too high to stimulate 
an adequate volume of sales. Thus the price of the pound in terms 
of dollars rose from around $ 4 to the old pre-war par value of 
about $4.87. That is to say, an article which had previously sold 
in America for §4 would now have to sell for §4.87 in order to 
return the same amount of English money to the English manu­
facturer. If the British exporter charged a price abroad that 
might bring him a reasonable profit, his sales declined; on the 
other hand, if he took a cut in the price in order to preserve his 
market, the business was frequently unprofitable. 
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ONE POSSIBLE SOLUTION—DEVALUATION AND W H Y 

IT WAS NOT APPLIED 

There was only one way out of this dilemma, assuming that the 
gold standard was to be retained at the old parity. The general 
level of money costs had to be reduced within Britain—that is, 
the level of money wages and money prices in Britain, expressed 
in pounds sterling, had to come down. Under the pre-war gold 
standard, this would have been accomplished almost automati­
cally, for the shrinkage of exports and the probable expansion of 
imports would have led to an adverse balance of payments and 
an outflow of gold to "pay for" the excess of imports. The decline 
of the gold stock would have caused a diminution in the amount of 
gold money in circulation and a diminution in bank reserves, with 
a consequent shrinkage in bank loans and bank deposits. The 
result would be a fall in demand for commodities and factors of 
production, which in a freely competitive market would force 
down the prices of commodities, the wages of labour, and the 
rents of land to the level necessary for the maintenance of inter­
national equilibrium. 

In fact this did not happen. In the first place, the "new" gold 
standard differed from the old in that gold no longer circulated as 
coin but was concentrated in the reserve of the Bank of England. 
Consequently, the direct connection which had existed between 
the inflow or outflW of gold and the monetary system was not 
restored in the post-war gold standard. When gold flowed out, 
there was not the old necessity for a contraction of credit and 
monetary activity generally. In the second place, the develop­
ment of the Trade Union movement and the generally militant 
attitude of workers made it difficult, both politically and econo­
mically, to lower money wages. Actually, the attempt to lower 
money wages after 1925 resulted in a great coal strike which led to 
the General Strike of 1926, in which virtually the whole organized 
labour movement came out on strike for about ten days, bringing 
the industry of the country almost to a standstill. Thus, while the 
general tenor of monetary policy in those years was mildly 
deflationary, political and economic forces prevented the neces­
sary readjustment of Great Britain's internal price level. The 
result was a state of chronic depression which unquestionably 
hampered, quite unnecessarily, the readjustment of the British 
economy to the post-war world, particularly in those parts of the 
country which had previously depended on the export markets. 



4 
The Lessons of Experience 

and Prospects for the Future 

WILL HISTORY REPEAT ITSELF? 

World War II is now over. The destruction has ceased and 
the forces of reconstruction take hold once more. For the prob­
lems facing us we should be prepared; even in the midst of war 
we had to think of the peace to come. But as our only guide to 
the future is our past experience, perhaps the most important 
question we can ask in this connection is "how far will history 
repeat herself"; how far can the circumstances of the last post­
war period guide us this time; how far can we be warned by the 
mistakes of the past generation, and so build on their experi­
ence 1 

1945 ANt) 1918 COMPARED 

The similarities between the situation of 1918-19 and the situa­
tion of 1945-46 are striking, The protagonists in the war were 
approximately the same: Central Europe was ranged against the 
world. There were, however, important differences. The area under 
the control of the Central Powers—which this time meant prac­
tically Germany alone—was wider at its peak than it was in 1918; it 
included Holland, France, Norway, Italy, Greece, as well as all of 
Eastern and Central Europe. There were fewer neutrals—Sweden, 
Switzerland, Spain, and Portugal alone remained in Europe. There 
was no entrenched Western Front. Russia was much stronger 
than in the last war and proved to be one of the decisive 
factors. Then, perhaps the most important difference—Japan was 
the centre of another area of attempted expansion in the Far 
East. In spite of these differences, however, the broad picture of 
Europe is not dissimilar from that of 1918. The devastation is 
more widespread, as trench warfare has been replaced by aerial 
warfare and the "blitzkrieg." It is difficult at the present moment 
to assess the effects of aerial bombardment; it is possible that 
because of the widespread character of the damage more "key" 
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establishments may be destroyed. The astonishing way in which 
the European and British cities kept going through heavy bomb­
ing indicates that recovery may not be so difficult as might 
first be supposed. Nevertheless, it is probable that the destructive 
effect of a given weight of explosives will be greater when spread 
out over a wide area, as there is less chance of hitting something 
that has been already destroyed. Explosives that merely make an 
already ruined building somewhat more of a ruin, and therefore 
easier to clear away, make the task of reconstruction fighter than 
explosives which hit a building for the first time. In World War I 
the battle raged for so long over so small an area that the destruc­
tion in that small area was practically complete; nevertheless, in 
terms of the destruction per ton of explosives, it was probably 
small, as after the first year at least the battle area was in ruins 
anyway, and the further destruction of these ruins may even 
have made the task of reconstruction easier. It may reasonably be 
concluded, therefore, that the task of physical reconstruction 
after World War II will be substantially greater than after the 
first world war. 

THE SHORT-RUN PROBLEM—RELIEF 

For the first few years after the end of hostilities the most 
pressing problem will be relief—the provision of the barest neces­
sities of life. Housing will probably have to wait a while. In spite 
of the destruction of millions of homes by bombs, it will still be 
possible to house the people of Europe in some fashion or other, 
by reducing the number of rooms per family. Food, and to a lesser 
extent clothing, cannot wait. Unless the millions of Europe's cities 
can be fed, there can be no hope of reconstruction, for food is the 
fuel of the human machine, without which it cannot operate. The 
great question is therefore, "will the famine of 1919 be repeated." 
The answer is almost certainly "yes." Indeed, in parts of Europe 
famine stalks already. The year after the war may very well see 
a famine greater than that of 1919. 

REASONS FOR FEARING A FAMINE: SHRINKAGE IN AGRICULTURAL 
LABOUR SUPPLY 

Famines are due to two causes, as we have seen: first, a shrinkage 
in the production of food, and secondly, a breakdown in dis­
tribution. Although detailed figures are not available, it is 
probable that the same factors which brought about the catas-
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trophic decline in the European production of food from 1914 to 
1919 were operating again. There was first a great withdrawal of 
the agricultural labour supply into the armed forces and into the 
war industry. In view of the fact that in the second World War 
one soldier at the front required even more men behind the lines 
to supply him than in the last war, it is quite likely that the with­
drawal of labour from agriculture was more serious this time than 
last. This labour could not be adequately replaced either by women 
—who already work on European farms—or by the labour of 
prisoners. 

The experience of the last war showed that prisoners are almost 
useless as a labour substitute since they hardly produce as much 
as they eat themselves. Agriculture is not a mechanical occupa­
tion. It requires skill and patience and the close attention of a 
proprietor or tenant. There is no substitute for the man who is 
away in the army or who is attracted to the war plants. 

SHORTAGE OF POWER 

Commensurate with the decline in man-power in agriculture 
there is a decline in other forms of power. The situation now 
differs from that of the last war in that motor power has to some 
extent displaced horse power. Nevertheless, the demands of the 
military for motor fuel are even greater than their demand for 
horses. Germany was desperately short of fuel even for her 
planes and tanks; there must have been very little to spare for 
tractors and trucks. 

SHORTAGE OF FERTILIZERS AND FEEDING STUFFS 

Another vital factor in the decline of European food production 
in the last war was the lack of imported fertilizer and feeding 
stuffs. This condition also repeated itself, with some modifications. 
The Allied blockade not only cut off imports from overseas, 
but also cut down Europe's internal trade in these essentials. Not 
only was there a cessation in imports of maize and barley from 
South America, and of oilseeds from Africa and the East, but even 
the export of feeding stuffs from Rumania to Germany was greatly 
cut down. In normal times a good deal of Europe's internal trade 
is coast wise. Rumania's maize and barley, for instance, travel to 
Hamburg by way of the Black Sea, the Mediterranean, the Straits 
of Gibraltar, and the English Channel. The British blockade 
rendered this part of Europe's internal trade impossible, and the 
already overburdened roads, railroads, and canals could not carry 
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the extra load. For the same reason, the acquisition of the Ukraine 
made little or no contribution to Germany's food supply. Even if 
the Ukraine had had a large food surplus (which was not the 
case, because of the growth of its industrial population), it would 
hare been almost impossible to transport it to Germany because 
of the closing of the Mediterranean sea route. 

THE VITAL IMPORTANCE OF PHOSPHATES 

In regard to fertilizers, the essential shortage is in phosphates. 
Europe is self-sufficient in potash, as in the last war. She is also 
self-sufficient in nitrates, because of the development of the syn­
thetic production of nitrogen compounds from the air. This is an 
important difference between the state of affairs in the first war 
and in the second: in 1914, Germany had only begun the pro­
duction of synthetic nitrates and still relied upon imports from 
Chile for part of her supply. In 1939, Europe was actually a net 
exporter of nitrates, so great had been the development of the 
synthetic production. In regard to phosphates—the third great 
element of the fertilizer trinity—Europe is still dependent for 
about two-thirds of her supply on sources outside the continent, 
notably North Africa and the United States. In the early years 
of the war, a limited amount of phosphate got through from North 
Africa, but later, even this meagre supply was cut off. 

The vital importance of this phosphate deficiency can hardly 
be over-emphasized. It might be thought that nitrates and potash 
would be enough. Actually, however, plants, like humans, must 
have a balanced diet, and a deficiency in one element is a de­
ficiency in all. Without phosphates, the increased application of 
nitrates and potash may even diminish the yield of crops. Phos­
phates, then, may well be regarded as the kingpin of European 
reconstruction. The absence of phosphates will inevitably result 
in a drastic reduction in the yield of crops, and these yields cannot 
be restored until the import of phosphates is restored. 

THE DECLINE IN EQUIPMENT AND IN HERDS 

At the end of the war the physical equipment of agriculture 
in the war-torn countries must be seriously depleted. If the ex­
perience of the first world war is any criterion, the number of 
cattle will be down some 10 per cent, the number of sheep will 
be down rather more, and pigs and poultry will be reduced in 
places to one-third of their former numbers. Figures for the present 
situation are not available, but it is not unlikely that the slaughter 
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of cattle hag been greater, and the slaughter of pigs has been 
smaller than last time. It is probable, however, that shortage of 
feed will be more of a limiting factor than shortage of stock. Pigs 
can very easily be replaced if there is plenty of feed, as they are 
so fertile, and Europe's cattle seldom are fed to the point of 
maximum production, even in normal times, so that additional 

. feed might result in an increase in production {for example, milk) 
per head sufficient to counterbalance the decline in numbers. 
The decline in " d e a d " stock (ploughs, machinery, carts, and so 
forth) may be more serious, especially in the more highly developed 
regions. 

THE DECLINE IN THE EXCHANGEABLE SURPLUS 

There is little doubt that the decline in the production of food 
will be aggravated by difficulties in distribution. During tne war, 
the food supply of civilians was curtailed because of the large 
requirements of the armed forces. Soldiers eat more than the 
average civilian and their food supply is an absolute priority. 
Both during and after a war, the food consumption of the agri­
cultural population does not decline as sharply as the decline in 
food production. Hence, as we have seen, the decline in the supply 
of food available for the cities is greater than the decline in pro­
duction. Then, finally, farmers are likely to hoard their food 
supplies when the cities have nothing to give in exchange. All 
these factors are bound to operate in the post-war period, and 
must be taken into consideration in any discussion of the problem. 

CONCLUSION: NEED FOR RELIEF WILL LAST FOR SEVERAL YEARS 

The lessons of experience in regard to relief are fairly clear. 
There is a desperate need for relief, which is likely to last for 
several years. The conditions that led to this state of affairs 
twenty-five years ago are for the most part operating to-day, 
and it is probable that the recovery period will be at least as 
long as it was then. In 1918 the governmental relief organiza­
tions, such as the American Relief Administration, were set up 
on the assumption that the relief programme would be a matter 
of one or two years at the most. In fact, the recovery of Central 
Europe took much longer. It was not until 1925 or 1926 that 
the need for relief diminished sharply. Had it not been for the 
work of private agencies, such as the American Friends Service 
Committee, the situation in Germany, for instance, in 1923-24 
would have been even more desperate. There is little reason to 
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suppose that recovery will be more rapid this time; indeed, 
the extensive bomb damage may make the recovery period even 
longer. We should plan a relief programme, therefore, that will 
cover at least five or six years. 

REASONS FOR OPTIMISM 

There is only one consideration which might lead to a more 
optimistic view. It is that the past twenty-five years have seen 
a remarkable development in what may be called the skills of 
government. This is a movement in which all countries have 
shared and is not particularly to be attributed to any unique 
diabolical intelligence on the part of the Nazis. Nevertheless, 
it seems to be true that the techniques of economic control were 
much more highly developed in Nazi-controlled Europe than 
they were in the Europe of the first world war. There seems to 
have been, therefore, a better use of resources than in the last 
war, and consequently the output of foods seems not to have 
declined so much, at least up to 1944, in spite of a highly com­
parable situation with respect to agricultural resources. It must 
be remembered, however, that the worst harvest of the last 
war period was in 1919, and that no amount of political and 
economic manoeuvring can offset the long-run effects of a decline 
in resources. It is perhaps better, therefore, to err on the side of 
pessimism in making our prophecies, realizing that a large margin 
of error is inevitable, rather than to be too optimistic and find 
ourselves quite unprepared to deal with a desperate situation as 
a result. 

THE FORM OF RELIEF—SHIPPING SHORTAGE 

The next problem to consider is the form of relief—that is— 
what goods should be sent. In the first year or two, it is not 
unlikely that the principal limiting factor in the relief situation 
will be the scarcity of shipping space. As in 1919, the shortage 
of ships is likely to limit Europe's imports even more than any 
financial limitation. Bulk, therefore, may be almost as important 
a criterion as value in deciding what goods shall be sent. In 
this connection a significant development since the first world 
war had been the drying of foodstuffs. Not only milk, but vege­
tables and even meat and eggs can now be dehydrated with little 
loss of food value and can be shipped in the concentrated form. 
This innovation represents an enormous saving in shipping space 
and transportation cost; most foods contain from 50 to 95 per 
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cent water, and there is no point in shipping water around the 
earth if it can be avoided. The more concentrated foods, therefore, 
are likely to be the first things sent. 

NUTRITIONAL CONTENT OF RELIEF FOODS 

The type of relief administered after the last war was open 
to some criticism from a nutritional standpoint, in that it con­
sisted of too much cereal (especially wheat), and not sufficient 
fat and protective, foods. The knowledge of nutrition was not, of 
course, so far advanced in 1919 as it is now, and greater atten­
tion should be, and no doubt will be, paid to the nutritional 
elements in the relief programme. We must beware, however, of 
drawing up an elaborate programme of nutritional requirements, 
only to find the requisite supplies do not exist or cannot be trans­
ported. It is probably true to some extent that if the staples can 
be supplied, the protective foods can be grown at home. The 
relief programme should in each region be adapted to the pattern 
of foodstuffs that are grown in that region; more grain should be 
sent to dairying or fruit-growing regions, and more milk and fruit 
to the grain-growing regions. The technical study of nutrition has 
paid far too little attention to the economic side of the picture. 
The nutrition experts have not cast around sufficiently in the past 
for the cheapest and most available sources of the nutritive ele­
ments; being mostly middle-class people themselves, they have 
thought—and taught—too much at the level of a middle-class 
standard of fife. 

RELIEF IN THE FORM OF FEEDING STUFFS, FERTILIZERS, AND 
AGRICULTURAL EQUIPMENT 

Food is the first thing that one thinks of in connection with 
relief. This no doubt is first on the programme; as soon as the 
blockade is lifted, the immediate necessity will be to get as much 
food to the starving as possible. Nevertheless, the relief programme 
should not stop there. It is probable that the shipment of ferti­
lizers, feeding stuffs, and farm equipment would not only assist the 
food situation in the following years, and so speed recovery, but 
would actually help the food situation at the very time of ship­
ment! We have seen that famines are due not only to a decline 
in food production, but are due to the "hoarding" and the un­
diminished consumption of farmers. This in turn is due to the 
fact that the cities have nothing to give the farmer in exchange 
for food. Shipments of fertilizers, feeding stuffs, and farm equip-
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ment, to be given to the farmers in exchange for food, would 
release supplies to the cities that otherwise would never get there, 
and would have an effect in persuading the farmer to restrict his 
own consumption. It is quite possible that a shipload of fertilizers 
or farm machinery, for instance, could be sold to European 
farmers in exchange for a volume of foodstuffs greater than that 
of the original shipment. Even from the point of view of con­
serving shipping space, the shipment of the less bulky and more 
valuable equipment, rather than food itself, might be desirable 
up to a point. Particularly is it important to resume shipments of 
phosphate from North Africa as soon as possible. There the ship­
ping haul is short, and a relatively small tonnage should shift a 
lot of material. The relief agency might undertake to buy and 
ship the phosphate, and exchange it directly, through agents, for 
food from the farmers.1 

The shipment of feeding stuffs should also form part of the 
relief programme. The shortage of milk in Europe in 1919, as we 
have seen, was not due so much to the lack of cows as to a lack 
of feeding stuffs. It might be much better to ship concentrated 
feeds, such as maize and oilcakes, that could be turned into 
milk on European farms rather than to ship milk itself, even in 
the powdered form. The same is true in a lesser degree of eggs, 
though here there will be a scarcity of poultry as well as of feeding 
stuffs. In the case of pigs, the limiting factor is likely to be numbers 
as well as feeding stuffs, for the European pig population is deci­
mated by the war. The prime necessity here will be to restrict 
slaughtering for a year or two in order to build up the numbers. 
Hence, shipments of pig meat would probably be more useful 
than shipments of feed for pigs. After the last war, the pig popula­
tion recovered quickly in those countries that had access to im­
ports (such as Denmark and Holland) and recovered much more 
slowly in Germany, where imports were difficult. Fuel for tractors 
and feed for horses might also be a proper part of the relief pro­
gramme, these also being exchanged for food now and assisting in 
the production of food in the next years. 

1 Bertram Fowler (in Common Sense, June, 1943) has made the interesting 
suggestion that the "jeeps" of the American Army could be utilized in mecha­
nizing Europe's farms. If these could be sold to Europe's farmers not for money 
but for foodstuffs, and the food thus obtained applied to relief, an important 
contribution could be made to the food suppiy of Europe's cities. In view of 
the small average size of Europe's farms, however, this would have to be done 
co-operatively. Whether the existing agricultural co-operatives could handle the 
matter is doubtful, but the experiment ia well worth a trial. 
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TWO STAGES OF A RELIEF PROGRAMME 
In a well-planned relief programme there would probably be 

two stages. As soon as permission is given for a relief programme, 
food shipments should predominate. The relief programme should 
advance as soon as possible into the second stage, in which food 
shipments are gradually replaced by shipments of fertilizers, 
feed, and equipment, designed to be exchanged for food in the 
countries to which they go. This in turn would pass over into 
a broader programme of reconstruction. If fertilizer, feed, and 
equipment can be included in the relief programme, they would 
not only make a substantial contribution to the immediate 
difficulties, but would also materially shorten the period for 
which relief would be necessary. We have discussed relief mainly 
in terms of food, but similar considerations apply to other necessi­
ties, such as clothing or medicines. In the early stages, it may 
be necessary to send clothes; but even then it might be better 
to send cotton or yarn or wool with which to start the spindles 
and looms that have been idle. The object of a relief programme 
should not merely be the "hand-out"; it should be to produce 
as much as possible of the necessities involved in the recipient 
countries. In this way not only would a given volume of relief 
go further, but also the final reconstruction would be assisted. A 
relief programme that is not at the same time a reconstruction pro­
gramme may actually hinder reconstruction; this is as true in inter­
national life as it is in personal life. There is a world of difference 
between the relief that pauperizes and the relief that reconstructs. 

One further consideration in regard to the physical relief 
programme should be noticed. Relief needs are likely to be very 
localized in character. Europe is not a homogeneous continent, 
and neither are the larger countries homogeneous in themselves. 
Hence the problem is not one of feeding the whole continent, 
but of finding the deficient regions. Northern France, for in­
stance, which normally has a high per capita production of food­
stuffs, may be living fairly well while the south of France is 
starving. Eastern Germany might be living comfortably while 
the Rhineland is starving, and so on. Thus the problem of relief 
may be as much one of internal redistribution as it is one of 
outside supplies. 

THE FINANCE OF RELIEF 
The finance of the relief programme after the last war was on 

the whole an unfortunate experience, and we are not unlikely 
E 
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to run into somewhat similar difficulties, though they will probably 
take a different form. After the last war relief to Germany was 
financed by the sale of almost the whole German gold stock to 
the United States—not a very wise procedure if the aim had 
been the reconstruction of the European economy along tradi­
tional lines. Relief to other countries was financed mainly by the 
aid of relief loans from the American government. This was a 
useful method of solving the immediate problem, but these debts 
proved to be a considerable embarrassment in the years that 
followed; along with other intergovernmental loans they were 
defaulted, with one or two exceptions, in the debdcle of 1932. 
The European nations resented being saddled with obligations 
incurred at inflated prices in time of desperate need, and the 
formalistic attitude of the United States Government prevented 
any realistic solution of the problem. The situation of the Euro­
pean borrowers was not unlike that of the American farmers 
who borrowed heavily to buy land at inflated prices in 1919— 
except that Uncle Sam held no mortgage that could be enforced 
on the European debtors! The upshot was that the "loans" 
proved to have been mostly an unintentional gift. Indeed, it is 
not certain that the gift was unintentional, as many of the loans 
were made to shaky governments for political as well as for 
humanitarian reasons. 

RELIEF ON A " L E N D - L E A S E " BASIS 

It was no doubt the unfortunate experience with the war 
debts after the last war that induced Congress to pass the Johnson 
Act of 1934, prohibiting the making of loans to defaulting coun­
tries. The act, however, had an unexpected consequence, as it 
proved indirectly to be responsible for the invention of "Lend-
Lease." The act prohibited the lending of money, but not the 
lending of goods. It was easy to evade its intention, therefore 
(when the Administration decided that the support of Great 
Britain was necessary), through the lend-lease policy, designed 
to "take the dollar sign off war debts." It would be possible to 
handle the relief problem in the same way. The recipient coun­
tries, instead of giving the United States a promise to pay definite 
sums of money in return for the goods supplied, could give in­
stead certain rather vague economic or perhaps political obliga­
tions, to be determined at a later date. The purchase of goods 
would then be made directly by the United States with its own 
funds—as is indirectly the case in the first instance even when 
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relief is financed by loans. The lend-lease philosophy has the 
advantage that it recognizes the supreme importance of goods 
and relegates finance to its proper secondary place. Nevertheless, 
it might cause trouble later on. The very vagueness of the obliga­
tions, which at the time is an admirable psychological device for 
overcoming certain political obstacles, may prove to be a serious 
source of future trouble. Vague obligations have this danger— 
that they,are apt to be interpreted very differently by the two 
parties, and consequently may easily become the basis for mis­
understandings and quarrels. There is a tendency for the bene­
ficiaries of lend-lease to interpret it more as a gift, while the bene­
factor may tend to look on it as in some sense a loan. The 
opportunities for international friction inherent in such a situation 
are not pleasant to contemplate. 

FINANCE OF RELIEF BY INFLATION 

It should be noticed that an inflation of prices may play a 
part in the financing of relief. There is little doubt, for instance, 
that relief loans and relief purchases in 1919-20 brought about 
a certain rise in the domestic price of American foodstuffs. The 
significance of this rise in the price of "relief goods" should not 
be overlooked. In an earlier chapter it was pointed out that the 
essential problem of "finance" is that of bringing about a re­
striction of consumption. The rise in price of the "relief goods" 
therefore is an important element in the financing of relief, in 
that it helps to limit the consumption of the consumers of the 
country that is the source of supply, and hence helps to liberate 
foods for relief purposes. If America is to send food to Europe, 
this can only be done through Americans producing more food 
than they consume. There must, therefore, be either an en­
couragement of production or a discouragement of consumption, 
oF both, within America, if America is to export more than 
normal. The rise in the price of relief goods does just this—and did 
it in the years 1918-20. It means in effect that some of the relief 
is financed through the "forced saving" ("forced abstention" 
would perhaps be a better phrase) of the American consumers, 
and some through "forced production" on the part of American 
producers. Because of the high price of foodstuffs from 1918-20, 
consumers in America restricted their consumption in some 
degree, and producers in America increased their production— 
especially their production of wheat—far beyond what was 
prudent. Indeed, it is an old paradox that the high price of wheat 
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in 1919-20, which looked at the time like a device to benefit 
the American farmer at the expense of the European consumer, 
in actual effect probably injured the American farmer, to the 
benefit of the European consumer. Under this stimulus, American 
farmers laid up for themselves troubles in the shape of surplus 
commodities and wasted land that were to plague them for years 
and decades to come, whereas the European consumer, while he 
paid a high price for his wheat, paid for it mainly with borrowed 
American money which he never repaid. The Central Powers and 
the neutrals, who had to pay cash for wheat at inflated prices, 
were perhaps the worst losers in the situation. 

SOURCES OF RELIEF GOODS SHOULD BE BROADENED 

The final point to consider in connection with the relief pro­
gramme is the sources of relief goods. There can be little doubt 
that the need will be as great if not greater than in 1918-19. 

f On the other hand, the last twenty years have seen a noticeable 
shrinkage in international trade in foodstuffs and have been 
particularly characterized by a decline in the position of the 
United States as a food exporter. This is due, of course, to the 
increase in the industrial population of the United States and to 
a decline in its food production per head. The total production 
of basic foodstuffs in the United States has changed little in 
the past twenty-five years, whereas the population has grown. 
Hence the United States bulks much less as a world exporter of 
foods than she did twenty-five years ago. If Europe, and even 
more if other parts of the world, is to be fed on imported relief 
food, there must be co-operation between the United States and 
the other great food-exporting countries—notably Canada, Aus­
tralia, and Argentina. Indeed, it can only be done on the kind of 
scale which is necessary by a considerable restriction of consump­
tion in these exporting countries, not only at the present moment, 
but also for several years to come. This restriction may be difficult 
to accomplish, not only because of the general difficulties of 
restricting consumption after a war, but also because the relatively 
large supplies of certain foods—mainly wheat and corn—may 
blind people to the necessity for restricting the consumption of 
other foods, such as meat, milk, and eggs, which are in relatively 
short supply but are nutritionally of great importance. The 
situation is one requiring the utmost political tact and delicacy. 
The United States made large promises to the peoples of 
occupied countries, claiming that they would be fed if and 
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when they were liberated. It will clearly be difficult, if not 
impossible to fulfil these promises completely. Consumption 
of foods and of feeds in the United States grew substantially 
duriug the war. The great stocks of cereals accumulated in 
the United States before Pearl Harbour turned out to be an 
important asset instead of the burdensome difficulty they 
were once thought to be. By the summer of 1944, however, 
the demands of lend-lease and of internal consumers had re­
duced these stocks to about half the 1942-43 level.1 It is evident 
that the provision of' relief must be a matter for international 
collaboration. The establishment of the United Nations Relief and 
Reconstruction Administration was an important step in the right 
direction, though it is regrettable that political circumstances 
made it difficult to obtain the full co-operation of Argentina, one 
of the principal food-exporting countries. 

LONG-RUN PROBLEMS ARE AS MUCH POLITICAL AS ECONOMIC 

Turning now to the wider problem of reconstruction, we pass 
immediately into a field where political and financial factors are 
of such great importance that it becomes difficult to predict the 
course of events, or even the problems that may arise, with any 
degree of confidence. The problem of relief is largely a physical 
problem, because the need for relief is almost universally ad­
mitted and hence political and financial difficulties will not loom 
so large. This is not to say, of course, that political factors do 
not enter into the distribution of relief. The very slogan "Food 
Will Win the War and Write the Peace" indicated that the 
United States regarded food as a weapon. In the last post-war 
period American food was an important factor in Umiting the 
spread of the Russian Revolution; indeed, the Baltic countries 
could hardly have survived without it. There may, of course, be 
opposition to granting relief to enemy countries, as in 1919, 
though the professed statements of American and British leaders 
indicate that they feel a certain responsibility for the enemy 
peoples. Even here, however, the limiting factors in the first period 
of the relief programme are likely to be physical rather than 
political. When human need is desperate, political considerations 

1 Stocks of wheat and corn in the U.S.A. on July 1st in each year were (million 
bushels): 

1941 1942 1943 1944 
Wheat . . . . 385 632 621 316 
Corn . . . . 965 857 818 583 
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are apt to fall into the background. Patriotic hatred is, after all, 
a luxury that can be dispensed with in times of dire necessity. 

When we turn to the broader problem of reconstruction, how­
ever, the political and financial elements of the problem loom 
much larger. Indeed, there is little to say about the physical 
problem. It is simply a matter of capital formation, through the 
restriction of consumption below the level of production in the 
world as a whole, and through "investment" in the "poor" areas 
by the "rich" areas—that is, by sending commodities from the 
rich to the poor areas without an immediate equivalent transfer 
of commodities from the poor to the rich areas. There is, of course, 
a question of what commodities to produce, to refrain from con­
suming, to import and to export; a "poor" area, for instance, will 
do better to import fertilizers and the services of teachers rather 
than perfumes and fur coats. There may be a case for govern­
mental action here, on a national or an international scale. But 
even this question is secondary by comparison with the political 
question—what kind of reconstruction do we want? 

DO WE WANT TO RECONSTRUCT? 

There are people who wish reconstruction to be confined to 
areas of the correct political shade and who therefore do not wish 
the "wrong" areas to be reconstructed at all. There are those who 
wish to prevent the recovery of Germany, believing that the current 
enmity between Germany and their country is a permanent affair 
and that therefore the object of the war should have been to disable 
Germany permanently. They see the recovery of Germany merely 
as a prelude to a new war, hence their interest in the reconstruction 
period is a purely negative one—how to prevent the building up 
of Germany's heavy industry, for instance, or how to make Ger­
many dependent on foreign sources for her essential raw materials. 
Such a point of view, however, cannot properly be called a "recon­
struction" point of view at all—rather does it envisage a per­
petual state of warfare, with the same set of partners and enemies. 
The most casual acquaintance with history should reveal the un­
realistic nature of such a viewpoint. It is true that there have been 
wars of extermination, such as the wars of Rome and Carthage. 
Even the most sadistic militarist, however, might well shrink from 
the prospect of exterminating the eighty million people of Ger­
many or the seventy million of Japan. The only other logical 
solution to the problem is that of reconciliation—that is, the 
attraction of these countries into a world system of responsible 
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government. If this is to be done, the problem of reconstruction 
must be looked at from a world point of view, not from the point 
of view of any particular nation. These problems must await fuller 
discussion in a later chapter. For the present, we shall assume that 
the problem of reconstruction is to be treated as a world problem, 
from a global point of view. The accidental friendships and 
enmities of the destructive monsters that we call "nations" may 
be important in their own right to the nationalist; but the 
scientist must be a servant of truth rather than of his nation, 
and as truth respects no'political boundaries, neither must he. 

HOW SHALL RECONSTRUCTION-INVESTMENT BE FINANCED? 

Assuming, therefore, that no people is to be discriminated 
against in reconstruction and that investment in the "poor" areas 
is to be encouraged, the question immediately arises, should this 
be financed by private loans or by government loans ? Again, 
however, it is difficult to give a direct answer without relation 
to political circumstances. There is no a priori reason why loans 
for reconstruction purposes should not be commercially sound. 
If the borrowers spend the money in the creation of enterprises 
whose value is greater than the loan and whose product is sale­
able, there is every reason to suppose that the borrower will 
eventually be in a position to repay the loan with interest. The 
experience of much foreign investment has been of this sort— 
an old, rich country because of its great production is able to 
export commodities to a new country that as yet has no means 
of paying for them except through loans of money (that is, the 
issue of securities); these imports, however, enable the new country 
to develop its enterprises and capital equipment, until the time 
comes when its productive power is so great that it can in turn 
export more than it imports; this excess of exports is first used 
in the repayment of the old debts, and then the "new" country 
becomes "old" and becomes an exporter of capital rather than an 
importer. A devastated area is in the position of a "new" country 
relative to those areas which have not suffered so severely as a 
result of the war; hence, the rate of interest in it will be high, as 
capital is scarce, and investors in the "old" areas will be tempted 
to invest in it, provided that political conditions are stable enough 
to make the return reasonably safe. Once more we find political 
factors at the bottom of the problem; if property is reasonably 
secure in the area to be reconstructed, if its government is stable, 
and its money and exchange rates free from serious fluctuations, 
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then quite a small differential between interest rates in the area 
to be reconstructed and the rest of the world may lead to a 
sufficient flow of loans to finance the reconstruction. If, however, 
political conditions are troubled, property insecure, and foreign 
exchange rates fluctuating, private outsiders will not invest in 
the area even at high rates of interest, and governmental loans 
may be the only way of financing reconstruction from outside. 

RECONSTRUCTION IS NOT RESTORATION OF THE "STATUS Q U O " 

It is evident that reconstruction, even in a relatively short-run 
aspect, cannot be discussed except in a wide frame of reference. 
The problem of reconstruction is not simply that of restoring the 
status quo ante. Indeed, the whole reconstruction effort in the 
years following the war of 1914-18 was hampered constantly 
by the desire to "return" to the golden age of 1913. This longing 
for the pre-war world undoubtedly prevented men from seeing 
the significance of the changes that were taking place all about 
them and stood in the way of a realistic approach to many of 
the problems of the time. Thus, the return to the Gold Standard 
after 1924 was undoubtedly inspired not by any real understanding 
of the world's financial needs but by a pure rule of thumb logic— 
the gold standard had worked before the war, ergo, it should work 
now. Its advocates were oblivious to the fact that the circum­
stances which had enabled the gold standard to operate satis­
factorily had passed away.1 

RECONSTRUCTION IS PART OF ECONOMIC PROGRESS 

Fortunately, this hankering for the past is less likely to plague 
us in the new reconstruction period—the fact that few people 
want to return to the insecurity and fear of 1939 is perhaps the 
one hopeful feature in the current situation. Nevertheless, we shall 
misinterpret the whole problem of reconstruction unless we see it 
not as a problem peculiarly set by the war, but as part of the 
whole drama of economic progress, in which the war is merely an 
interlude. The problems of reconstruction are in no way different 
from the problems of "construction"—that is, of human progress. 
In the next few chapters, therefore, we shall leave the narrow 
context of the post-war world and consider the broad problem 

1 These circumstances were first, the delicate and exact relationship between 
the gold stock of a country and its volume of bank credit, which had existed 
before the development of central bank control, and, secondly, a certain flexi­
bility in money prices and wages which had been destroyed by the development 
of monopolies and trade unions. 
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i of human progress—especially economic progress—viewed not 

merely as a matter of restoring certain devastated areas to a pre­
war level of productivity, but as a problem of raising the produc­
tivity of mankind as a whole. Seen in this light, the problem of 
reconstruction is not merely that of restoring the war-shattered 
buildings and fields of Europe or of Asia to their pre-war con­
dition: that is a task which can be accomplished in ten years. 
Rather is it the task of raising the standard of life of that three-
quarters of the whole population of the world that live on the 
edge of destitution—the half-starved, diseased, ill-equipped masses 
of the East, of South and Central America, of Eastern Europe and 
Russia, and even the submerged tenth—or is it third?—in the 
richest countries the world has ever known. Here is a problem not 
often years, nor even of a hundred; yet beside it all other economic 
problems seem trivial, even the problem of the business cycle. 



Part II 
THE ECONOMICS OF REFORM 

5 
The Principles of Economic Progress 

Reconstruction is merely a special case of economic progress. 
I f we are to understand its problems thoroughly, we must 
examine what is meant by economic progress and try to discover 
how it comes about. 

THE REALITY OF ECONOMIC PROGRESS 

Economic progress is not altogether easy to define and is even 
more difficult to measure. Nevertheless, the phrase clearly corre­
sponds to a meaningful idea. We have only to contrast a savage 
society with our own. In a savage society, the same customs, the 
same techniques, the same ways of doing everything, from plough­
ing to praying, are maintained generation after generation, son 
following exactly in the footsteps of his father and daughter in the 
footsteps of her mother, without deviating an inch from the well-
trodden way. In modern civilized society, on the other hand, there 
is constant change and flux; we are constantly improving on the 
methods of our ancestors, and indeed one of the surest ways to 
discredit anything is to call it "old-fashioned"! There are, indeed, 
cynical souls who see in this turmoil and bustle only change and 
not progress and who, perhaps, even sigh for the charm of a 
vanished day. But most of us, in spite of the terrors of modern 
warfare, would not readily change places with the past; we look 
from our day of electric light and motor cars to the days even a 
century ago of candles and coaches with a sense of great technical 
superiority, touched only with a twinge of sentimental regret. 
Probably not even the staunchest medievalist, were he really 
to be plunged into the smells and filth and inconvenience of a 
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medieval household, would willingly exchange it for the cleanli­
ness and sanitation of the twentieth century. In spite of an uneasy 
feeling that spiritually and intellectually we may not cut a re­
markably good figure beside our ancestors, we have a certain 
confidence that we excel them in economic matters; that economic 
progress is not a vague and unreal thing, but a real experience of 
humankind which can be experienced even within the lifetime of a 
single individual. 

ECONOMIC PROGRESS CONSISTS OF IMPROVED MEANS AND 
DOES NOT CONCERN ENDS 

There is good reason for this belief. Economic progress con­
sists in an improvement in the efficiency of the use of means to 
attain ends. Whenever we discard an old method of doing some­
thing in favour of a new method that has proved its worth without 
doubt, then economic progress is taking place. Economic progress, 
therefore, means the discovery and application of better ways of 
doing things to satisfy our wants. The piping of water to a house­
hold that previously dragged it from a well, the growing of two 
blades of grass where one grew before, the development of a power 
loom that enables one man to weave ten times as much as he could 
before, the use of steam power and electric power instead of horse 
or human power—all these things clearly represent economic pro­
gress. This definition also enables us to account for our uneasy 
feeling that economic progress is not always progress in the noblest 
sense of the word. Economic progress is concerned solely with 
means, not with ends. It enables us to get what we want more 
easily than before, but it says nothing about the propriety of what 
we want. If we want the wrong things, then economic progress may 
enable us to damn ourselves all the more quickly and allow us to 
travel to hell at a hundred miles an hour instead of at ten. Indeed, 
economic progress makes a critique of wants all the more neces­
sary, for the better we are able to satisfy our wants the more 
important it is that our wants should be "good" wants. We can 
see this clearly in the life of an individual. Increasing wealth 
is economic progress to an individual—for it gives him greater 
power to satisfy his wants. But the records are full of people 
who have been damned by a sudden increase in riches; whose 
wants were of such an undesirable character that while they did 
not have the power to satisfy them, they got along fairly well, 
but as soon as the power to satisfy these undesirable wants was 
granted, licentiousness, debauchery, and ruin followed. The same 
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may even be true of nations and societies. Indeed, one may ques­
tion whether it is not true of our own society; whether the tremen­
dous increase in riches which has occurred in the last hundred 
years or so has not actually perverted our taste, debauched our 
cultural life, and permitted us to indulge in wars of a scale and 
extravagance which poorer ages never dreamed of. It is sobering 
to reflect that we seem to be turning all our surplus wealth and 
energies to destruction rather than to building up a nobler life 
for all, and one may be forgiven for wondering whether all our 
boasted economic progress has not merely enabled us to destroy 
one another rather more expeditiously than our grandfathers were 
able to do. 

IS ECONOMIC PROGRESS DESIRABLE? 

In spite of the case against economic progress, however, it is 
a counsel of despair to advocate abolition. Rather should we be 
concerned to see that moral and spiritual progress go hand-in-
hand with economic progress—that our ability to want the right 
things improves along with our ability to satisfy our wants. 
Otherwise, there is nothing to do but to sulk in our tents. There 
is something in the world that drives us forward, and in spite of 
all the cynics and the standpats, the faith in progress is a per­
sistent part of our spiritual equipment. Even though progress 
in the fullest sense of the word must include both progress in the 
character of our wants as well as in the ability to satisfy them, 
economic progress is an essential part of this process and should 
not be despised simply because it is not the whole story. 

ECONOMIC PROGRESS IS IMPORTANT BECAUSE OUR MEANS 
ARE LIMITED 

If economic progress, then, signifies an increase in the efficiency 
of the use of means to satisfy our wants, we must know what 
those means are and why they are limited. It is the fact that our 
means are limited which makes economic progress significant— 
obviously, if we had unlimited means at our disposal, the effi­
ciency of their use would be unimportant, as we could satisfy our 
wants completely no matter how inefficiently the resources were 
used. We must ask, therefore, what is the most fundamental 
limitation on our ability to satisfy our wants ? The answer clearly 
lies in the fact that we each have only twenty-four hours a day 
to spend, and can never under any circumstances have any more 
time to spend than we have. The limitation of our natural resources 
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—the "niggardliness of the soil" or of the sea or of mines—-is also 
an important factor in preventing us from getting all that we 
want, but even this is secondary to the fundamental limitation of 
time. The scarcity or abundance of natural resources, or even of 
capital equipment, affects our wealth chiefly through its effect on 
the efficiency of the expenditure of man-time. When natural re­
sources and capital equipment are plentiful, then we can do a great 
deal in an hour and produce a large quantity of satisfactions; when 
natural resources and capital equipment are scarce, we can only 
do a little in an hour, and can therefore produce only a small 
quantity of satisfactions. The fundamental quantity, however, is 
the "efficiency of the expenditure of man-time"—that is, the 
"output per man-hour"—output ultimately, of course, of want-
satisfactions. 

THE MEASUREMENT OF ECONOMIC PROGRESS 

The measurement of economic progress is a difficult matter, 
owing to the difficulty of measuring want-satisfactions. Over rela­
tively short periods, a fair measure could be obtained by an index 
of output of commodities per man-hour. Where comparisons have 
to be made over decades or centuries, however, the fact that the 
physical form of output changes makes it almost impossible to 
obtain a quantitative measure of economic progress. How, for 
instance, can we measure the change in want-satisfactions occa­
sioned by the displacement of the horse and buggy by the motor 
car? Or how can we compare the output per man-hour of 
togas, chariots, and fibulas with the output of trousers, bicycles, 
and zipper fasteners ? Even though an exact quantitative measure 
may be impossible, however, it may still be possible to define 
economic progress in a qualitative sense. Whenever one method 
of doing something displaces another, in the free operation of 
human choice, we may say after an interval of time long enough 
to ensure that the new method has had a proper trial, that 
economic progress has taken place. Thus the fact that the railway 
displaced the stage-coach and the motor car displaced the horse 
and buggy indicates that these changes represent economic pro­
gress, assuming that the stage-coach and the railway, or the horse 
and buggy and the motor car, represent alternative ways of 
doing the same thing. This broad definition avoids the difficulty 
which arises because most techniques do not have single ends in 
view, but are rather methods of satisfying a bundle of wants. Thus 
steam-trawling may be a much more efficient way of catching 
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fish than the rod-and-line method, measured simply in the weight 
of fish caught per man-hour spent. Nevertheless, steam-trawling 
does not entirely displace rod-and-line fishing, because the latter 
method possesses a certain attractiveness in itself as a sport and 
thereby contributes to the satisfaction of wants other than the 
desire for fish. The fisherman with the rod catches not merely 
fish, but also the glints from the water, the excitement of the 
fight, the breath of the wind, and the freshness of the sunshine. 

PROGRESS MEASURED BY OUTPUT PER MAN-HOUR 

In spite of the difficulties which are inherent in the measure­
ment of economic progress, we can say with some confidence 
that it usually takes place whenever there is a rise in the amount 
of any commodity that can be produced with one man-hour of 
labour time. In counting the labour time necessary to produce a 
commodity, of course, we must include the labour necessary to 
replace the equipment that is used up in the process of pro­
duction. A machine, for instance, may increase the speed of an 
operation, but this is not all a net gain in the efficiency of the 
expenditure of time, for the maintenance and replacement of the 
machine itself must be counted. A farmer with a combine har­
vester may be able to harvest four times as much wheat as he 
could with less elaborate implements, but this does not mean 
that the efficiency of the expenditure of man-time in wheat pro­
duction is increased fourfold. A deduction must be made for the 
man-time necessary to replace the combines as they wear out, and 
a smaller deduction for the man-time necessary to replace the 
machines and equipment that make the combine, and so on. 

TECHNICAL PROGRESS MORE SIGNIFICANT IN SUBSISTENCE-GOODS 
INDUSTRIES 

We have already called attention to the fact that technical 
progress, resulting in increased output per man-hour in agri­
culture, or, more generally, in the subsistence-goods industries, 
usually has a more significant effect on human welfare than 
similar technical progress in the luxury-goods industries.1 The 
riches of a society are to be measured by the degree to which 
luxuries can be afforded; indeed, perhaps, the best measure of the 
riches of any society would be the proportion of its total resources 
devoted to the production of non-subsistence goods. The ability of 
a society to afford luxuries, however, depends in the first instance 

1 See page 24. 
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on the efficiency of the production of the subsistence goods and in 
particular on what may be called the "subsistence ratio"—that is, 
the number of people that can be supported by the product of one 
average worker in the subsistence industries. An improvement in 
the efficiency of production in the subsistence industries will not 
cause much expansion in output of these industries, but rather 
will cause a transfer of resources from the subsistence industries 
to the luxury industries and an increase in the output of the 
luxury goods. 

THE DETERMINANTS OF ECONOMIC PROGRESS 

Let us consider now what are the conditions under which 
economic progress becomes possible. It is evident that the rate of 
economic progress is very closely allied to the social and political 
environment of a society. Broadly speaking, where property is 
insecure, government arbitrary, and customs and manners con­
servative, economic progress may be slow, non-existent, or even 
negative—that is, there may be actual retrogression. On the other 
hand, where property is secure, government responsible and stable, 
and customs and manners highly flexible and subject to change, 
economic progress is likely to be rapid. The history of mankind is 
full of illustrations of periods of rapid progress, of slow progress, 
of stagnation, and of retrogression. Indeed, it seems as if there is 
a broad cyclical movement in history, with periods of progress 
alternating with periods of stagnation or of retrogression. Periods 
of progress, such as those that culminated in the age of Pericles, 
or in the age of Augustus, or that may be culminating now, have 
been characterized by relative political stability, freedom from 
long and destructive wars, and a spirit of adventure and enter­
prise, often characterized by the rise of a new class from obscurity 
to power and wealth. The periods of decline, on the other hand, 
such as the second and first centuries B.C., in Greece, or the 
second and thud to the eighth or ninth centuries A.D., in the 
European-Mediterranean world, have been characterized by 
political anarchy, insecurity of life and property, frequent and 
costly wars, arbitrary and tyrannical government, and the main­
tenance of an elaborate caste system. 

SECURITY OF PROPERTY 

The reasons for the close relationship between political security 
and economic progress are so obvious that they hardly seem worth 
stating. They all hinge ultimately on the question of the security 
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of property. The property need not, of course, be individual 
property—it may be the property of some kind of collectivity, 
whether of the Manor, the Monastery, the Corporation, the 
Co-operative Society, or the Collective Farm. But unless property 
is reasonably secure in the possession of some individual, or of 
some group that is small enough or well-organized enough to 
permit a clear responsibility for its property to emerge, there can 
be no progress. For economic progress almost always involves the 
accumulation and administration of items of physical property, 
and unless that property is reasonably secure it will not be accumu­
lated. Even where progress does not involve an increase in the total 
amount of physical property it always involves a change in the 
type of property which is used. Thus, one of the great technical 
advances was the domestication of the horse. Horsepower could 
not be used extensively in agriculture, however, unless the farmer 
was secure in the possession of the horse. If the peasant's horse 
was likely to be stolen by any marauding band of robbers, or 
requisitioned by an invading army, the peasant would prefer to 
dig his land with the less efficient, but more protectable spade 
rather than with a horse and plough. Theft is the worst enemy of 
economic progress—a fact which is enough to explain why war 
is so destructive to economic progress, for war is theft on a large 
and organized scale. Nothing renders property so insecure in the 
possession of its user than war, and especially civil war. It is no 
exaggeration to say that war, and not merely defeat in war, has 
been the cause of the downfall of all past civilizations. 

THE CONCEPT OP PROPERTY 

The concept of property needs some elaboration in this con­
nection, for it is complex and easily misunderstood. By "pro­
perty" we do not, of course, mean physical goods themselves, 
although often in common speech we speak of "property" where 
the economist would speak of "physical capital." That is to say, 
we speak of land, or houses, or machines, as "property," meaning 
the physical things themselves. Actually, however, "property" 
means a certain relationship among men (as owners) concerning 
physical things; a relationship which implies that the owners 
have certain rights over the use of these physical things, or the 
benefits to be derived from their use. These rights are in some 
sense exclusive—that is, the fact that a thing belongs to Mr. A. 
implies that he has certain rights in it which other people do 
not share. If I own a motor car, I have the right to drive it 

F 
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whenever I please, subject to certain important limitations, and as 
a necessary consequence, the right to prevent other people from 
driving it should I so desire. These "rights" are never absolute, 
but are always limited in some way by society and by law in the 
interest of general welfare. Thus, my ownership of a motor car 
does not entitle me to drive it down the wrong side of the street, 
or park it in front of a fire hydrant, or drive it at sixty miles an 
hour, or even, in 1945, to drive it much more than a certain 
mileage every three months, if I happen to have petrol coupons. 
This fact can be expressed by saying that property in any object 
consists of a "bundle" of rights concerning the object, a bundle 
which never includes all the possible rights that are associated 
with the object and which may be broadened or narrowed to 
include more or less of the possible lights as law or custom may 
decide. 

THE DEFINITION OF PROPERTY THE MAIN TASK OF LAW 

One of the great tasks of the social order is the proper defini­
tion of property, a definition that shall permit of economic pro­
gress on the one hand, and yet will not permit the exercise of anti­
social "rights" on the other. It is hardly too much to say that 
social progress has been characterized by the progressive clarifica­
tion and limitation of the concept of property; yet it is also true 
that where there are no property rights that are respected, eco­
nomic progress is impossible. We see excellent illustrations of this 
principle in two very different orders of society. 

, CAPITALISM HAS BEEN NARROWING THE RIGHTS OF PROPERTY 

Capitalism, after a period in which the rights of property were 
very broad, has been engaged in narrowing these Tights. We all 
recognize that property in human beings (that is, slavery) is 
illegitimate. Our "rights" as car owners are limited by the 
traffic laws, our "rights" as corporation promoters are limited by 
Stock Exchange regulations, our "rights" as landowners are 
limited by zoning laws, our "rights" as stockholders by Company 
Law, and so on. Even the "right" of one type of enterprise to 
force another out of business is now questioned, as in America's 
Chain Store Taxation laws, which deliberately seek to penalize 
one form of business (the chain store) because it threatens to 
diminish the number of independent stores. Anti-trust laws and 
tariff laws likewise limit the rights of property—or the would-be 
monopolist on the one hand and the importer on the other. 
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Taxation also is a profound limitation of the right to property; 
it is indeed true that "the right to tax is the right to destroy," 
and nothing illustrates more completely the fact of the social 
nature of property than the right of the state to take it by taxation. 

COMMUNISM HAS BEEN BROADENING THE RIGHTS OF PROPERTY 

In the Soviet Union, on the other hand, there has been an 
irregular, but highly significant movement away from the dog­
matic communism of its early days towards a modified recognition 
of limited property rights. As capitalism has moved from a system 
of wide property rights to a system of narrow property rights, so 
it might almost be said that the Soviet Union is moving from a 
system of no property rights to a system of narrow property 
rights. It would, perhaps, be too optimistic to suggest that both 
schemes of economic life may end up somewhere near the same 
point, but there is something profoundly significant in the fact 
that tbe two great economic systems of the world seem to be 
moving from opposite directions toward that which may be a 
common goal. Thus, the extreme "war communism" that followed 
the revolution of 1917 in Russia led to an insecurity of property 
and a consequent irresponsibility in the administration of property, 
which in turn led to a tragic decline in the production of almost 
all commodities. This decline in output resulted in the great 
famine of 1921-22, forcing the authorities to modify the extreme 
Communist regime in the "New Economic Policy," under which 
a limited security of private property was allowed. Immediately, 
the economic system began to recover in an almost miraculous 
fashion, and production increased rapidly. This period was followed 
by the period of the "Five-Year plans" and of collectivization in 
agriculture. Here the same story repeated itself. In industry, the 
individual enterprise and individual worker had a certain modified 
security of property; that is to say, if an individual plant made 
gains through increased economic efficiency, these gains were not 
immediately taken away by the state, and if an individual also 
made gains through economic efficiency, these gains also were 
allowed in part to remain with him. In agriculture, however, the 
collectivization was ruthless; the prosperous kulaks or middle class 
peasants were cruelly "liquidated," and even the new collectives 
had no security of their property—if they-worked hard and in­
creased their output they were likely to find all their increase of 
output taken by the state. Under these circumstances, production 
again declined tragically, resulting in another famine—that of 
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1932. In consequence, a limited security of property was granted 
both to individual peasants and to the collectives themselves and 
again the miracle happened, and production recovered. 

PROPERTY IN INDIVIDUAL SKILLS AND ABILITIES 

The relationship between progress and security of tenure may 
also be observed in connection with the property that we have 
in our own minds and bodies. The acquisition of skills is, of 
course, an act of investment, and if the owner believes that he is 
unlikely to enjoy any fruits of this investment he is less likely to 
make that investment. Hence the importance of differentials 
between skilled and unskilled labour, and also the importance of a 
proper system of promotion according to merit. It is probable, for 
instance, that the restoration of Russian production after 1932 
was due in no small measure to the development of a system of 
wage differentials and of promotions, both in industry and on the 
collective farms. 

"SECURE 1 ' PROPERTY IS NOT NECESSARILY " P R I V A T E " OR EVEN 
" 0 % N E P " 

It must be emphasized that the concept of security of property, 
so essential to economic progress, is not quite the same as the 
idea of "private" property. It is not so much security in abstract 
ownership that is important, as security in the administration 
and in the usufruct of physical capital that really counts. Thus, 
technically the land of a collective farm may belong to the state, 
but if the farmers have security of tenure, this may have as good 
an effect on their agricultural progress as if they possessed the 
land in fee simple. Similarly, in capitalist society, the "magic of 
ownership" so frequently observed that can indeed make the 
desert into gardens, depends again on security of tenure rather 
than on legal title. With a poor tenancy law that leaves the fruits 
of the tenants' activity in the hands of the landlord, tenancy can 
be a curse greater than the plagues of Egypt. On the other hand, 
if the land laws permit the tenant to enjoy the fruits of his own 
improvements, tenancy is perfectly compatible with a progressive 
agriculture—as, for instance, in England. 

COLLECTIVE VERSUS INDIVIDUAL OWNERSHIP 

As a general principle, it may be stated that collective owner­
ship is generally less likely to result in economic progress than 
individual ownership—unless the collective body is small enough 
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to be organized Like an individual, or unless the individual feels 
a deep sense of personal responsibility towards the group. Eco­
nomic progress, as we have seen, involves change in the way of 
doing things. This change must be initiated by some individual. 
But change involves uncertainty, efforts, and sacrifices, and 
usually necessitates using existing physical capital in new ways, 
or the creation of altogether new kinds of physical capital. Where 
an individual holds no property of his own, but merely uses the 
property of some collective organization, it is almost impossible 
for him to initiate any changes in techniques. Thus, the private 
soldier, who possesses no property of his own and only very 
hmited rights in his own body, and who is only a cog in a great 
machine, is only rarely capable of introducing changes in the 
techniques of war. The medieval peasant likewise, who was part 
of the collective organization of the manor, had a very hmited 
property-right in his land implements and could not initiate im­
provements; the land of the manor was worked as a unit, by 
traditional methods, and it was impossible for any one man to 
deviate from what his neighbours were doing. It was not until the 
enclosure movement had broken up the old system and had 
given each farmer a "farm" within the boundaries of which he 
was fairly free to do as he wished, that there began the era of 
amazing progress in agricultural techniques in which we are now 
living. 

UNDER COLLECTIVE OWNERSHIP PROGRESS DEPENDS ON LEADERS 

The danger of collective ownership, is that progress depends 
almost entirely on the leaders of the collective organization. 
Unless the effective unit of the administration of property is 
small, the creative abilities of the majority of people are likely 
to be wasted. No individual can initiate progress unless he has 
command over a certain amount of property. Where a society 
consists of a few administrators of large property and a mass 
of propertyless individuals, progress is likely to be difficult unless 
the propertied classes happen to be of a progressive and adven­
turous turn of mind. This, however, is not always likely to be the 
case, for large property produces conservatism in the individual. 
Hence we find that societies in which the effective unit of adminis­
tration of property has been large have tended towards con­
servatism, but where the individual, or the small family, has been 
the effective unit of administration, the society has been pro­
gressive. Thus the great estates—the latifundia—of ancient 
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Italy, or of modern Spain and Hungary, have on the whole been 
enemies to progress. The large family unit of China may also 
go far to explain the conservative character of Chinese economic 
life, for a man under such a system does not come into the effective 
administration of property until he is too old to wish to be an 
innovator. Even the great corporations of western capitalism, par­
ticularly when they become old and well established, are often 
inimical to progress. Railways are a noteworthy example, where 
labour and management frequently combine to prevent the fruits 
of technical improvement from reaching the public and where only 
the competition of the motor car and aeroplane produce any 
appreciable technical progress. 

BUT THIS PRINCIPLE DOES NOT NECESSARILY JUSTIFY UNLIMITED 
RIGHTS OF PRIVATE OWNERS 

The proposition that economic progress is most likely when 
the administration of property is widely diffused must not, of 
course, be taken to imply that unrestricted private property is the 
best possible system, or that there is anything necessarily evil 
about the extension of collective ownership of the means of pro­
duction. As we have seen, it is security in the administration rather 
than in the legal ownership of property that is important, and the 
above proposition must not, therefore, be used to justify without 
qualification the existence of incomes from pure ownership, such 
as bonds and shares. This problem, however, will be reserved 
for a later chapter. 

COLLECTIVE OWNERSHIP WORKS BEST WHEN THERE IS COLLECTIVE 
RESPONSIBILITY 

The adverse influence of collective ownership on economic 
progress is modified by the development of a sense of collective 
responsibility on the part of individuals and by a sense of toler­
ance of innovations and of innovators on the part of the group. 
It may almost be said that the most perfect "individual" is the 
man who works not for himself, but for his family, and there is 
no doubt that devotion to a group can call forth greater efforts and 
sacrifices than devotion to one's individual self. The completely 
self-centred individual is rarely creative. Men introduce innova­
tions in economic fife not for reasons of self-interest, narrowly 
conceived, but in the interest of their family, or their country, or 
of the world at large, or even in the interest of creative activity 
itself. 
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IS INNOVATION ITS OWN REWARD 1 

Indeed, it can be argued that creative activity is so much 
desired that no reward need be offered in order to induce it; that 
the true innovator, like the true artist, will create whether or 
not any financial reward goes with his creation. This is a profound, 
and perhaps a rather dangerous, half-truth. When one looks over 
the record of inventions, for instance, one is immediately im­
pressed with the apparently fortuitous nature of many of the 
discoveries that have contributed greatly to economic progress. 
Invention indeed is an art as much as music, and the greatest 
inventions, like the greatest music, have frequently brought little 
reward to their creators. Nevertheless, the very existence of the 
patent law and the copyright law shows that we fear the springs 
of inventiveness might not flow quite so freely if they yielded no 
financial reward. Furthermore, invention itself is not the only 
thing necessary to economic progress. Inventions and discoveries 
must be applied before they can pass into general use. The applica­
tion of new discoveries on a commercial scale is an art quite 
different from the art of making discoveries* and is usually prac­
ticed by a different set of people. Discoveries, however, are barren 
unless they can be applied, and the "exploiter" of inventions is 
just as important, from the point of view of economic progress, 
as the inventor himself. The exploiter of an invention is usually 
actuated more by commercial motives, and cannot operate unless 
he has the secure administration of his property. 

" I M I T A T I V E " AND "ORIGINAL" PROGRESS 

This very distinction between the original discovery of new 
methods (which may be called "original" progress) and the appli­
cation, extension, and imitation of these methods (which may be 
called "imitative" progress) opens the possibility for an exception 
to the proposition that collective ownership is an enemy of pro­
gress. Where the problem is one of imitating the techniques of 
others rather than of originating new techniques, a highly cen­
tralized economy that happens to be blessed with good leaders 
may be a more effective instrument in bringing about technical 
change than an economy in which responsibility for property is 
diffuse. The past century has witnessed two or three remarkable 
examples of such "imitative" progress, initiated and forced on a 
somewhat unwilling people by a determined central authority. 
The industrial revolution in Japan that began about 1870 was the 
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first great example of modern times. The Russian Revolution is 
perhaps the greatest example of all time; the Turkish Revolution 
exhibits the same phenomena on a smaller scale. All these revolu­
tions on the technical side are examples of imitative progress. 
Their success, however, should not blind us to their essentially 
imitative nature, nor to the necessity for an extension of indi­
vidual responsibilities and powers within these collective econo­
mies if progress is to continue and to pass from the imitative to 
the original variety. 

CONDITIONS OF PROGRESS; ENCOURAGEMENT OF INNOVATORS 

This brings us to another point of great importance in the 
interpretation of economic progress. As we have seen, progress 
must be made by somebody. If there is to be change, it must start 
somewhere, and a change in techniques always begins with a 
single individual or with a very small group of individuals, and 
then, if it is a successful change, spreads outwards through society 
by imitation and education. The capacity for genuinely creative 
innovation is rare, whether it be the capacity for new ideas, or 
the capacity for seizing upon the significance of new ideas and 
applying them in practice. The capacity for imitating the new 
methods is not particularly rare but may be greater or smaller, 
depending on the social customs that prevail. {The condition most 
inimical to economic progress is a situation where those who have 
the natural ability to devise and execute new methods do not have 
the opportunity, while those who have the opportunity do not 
have the ability, and also where there is a generally conservative 
and traditional structure of social custom, so that change is 
regarded as an evil in itself. The condition most favourable to 
economic progress, on the other hand, is one in which the social 
arrangements permit those who have creative ability to express 
it, and in which there is a general feeling that change is desirable, 
that new things are apt to be better than old, and in which, there­
fore, there is a general willingness, even on the part of those who 
do not possess creative ability themselves, to follow the lead of 
the innovators. 

DANGERS OF "PROGRESSIVENESS" 

It is possible, however, for this "progressiveness" to be carried 
too far and for a society to be led into retrogressive steps simply 
through a restless desire for change. Where the desire for "mo­
dernity" is carried to the point where a society loses all sense of 
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continuity with the past, it is likely to run into all manner of 
ridiculous excesses in its itch for novelty. Revolutionary Russia 
may be cited as an example. The ideal situation seems to be a 
balance between conservatism and progressiveness, in which there 
is a desire to test and prove new things to see if they are good, but 
not a desire to accept things as good merely because they are new. 
The view that anything must be good if it is new can be just as 
destructive to progress as the view that anything is good if it is 
old. Historically, however, mankind has been much more prone 
to err on the conservative than on the progressive side, and 
progress has been checked much more by the excesses of con­
servatives than by the excesses of radicals. 

WHY ECONOMIC PROGRESS OFTEN FOLLOWS POLITICAL REVOLU­
TIONS, ESPECIALLY WHEN THEY ARE RELATIVELY NON-VIOLENT 

This fact undoubtedly accounts for the remarkable economic 
progress which seems to follow thoroughgoing political revolu­
tions, such as the French or Russian Revolutions, even when all 
the other circumstances—security of property and so forth—do 
not seem to be present. In French society before 1789, as in 
Russian society before 1917, power and property were concen­
trated in the hands of a small, pleasure-loving and irresponsible 
aristocracy. Consequently the creative abilities of the masses 
found no opportunities for expression, while those that had the 
opportunities usually had no creative abilities. In both cases, the 
revolution produced a social ferment in which much of the hitherto 
unutilized ability came to the fore, and in which the older, con­
servative classes lost property and power. Not only did the 
revolution tap reservoirs of unused ability, but also it created a 
frame of mind in which old things were suspected and new things 
welcomed, and in which, therefore, the masses were willing to 
follow the innovators. 

It must not be thought, however, that violent revolution is of 
itself a cause of economic progress. A violent revolution is like an 
explosion that blows up a dam—the parched lands downstream 
do indeed get water, but they get floods as well that rob the 
water of much of its value. Where a revolution can be accom­
plished gradually and without serious violence, the results are 
greatly to be preferred. Thus the relatively bloodless revolution 
in England that began in 1688, and its American counterpart in 
1776, led to an outburst of economic progress that has scarcely 
any parallel in history. In this case, the class structure of society 
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was flexible enough to permit of a gradual replacement of an 
aristocracy by a commercial middle class. The relatively classless 
structure of American society in the nineteenth century was 
undoubtedly a major factor in America's astounding economic 
progress. The fact that, there was little or no old-established 
"ruling class" meant that the new society could draw on prac­
tically its whole human resources for leadership. This was not 
true, however, in the ante-bellum South, and much of the eco­
nomic backwardness of this part of the country may be attributed 
to its class structure. Even in old countries such as England and 
the Scandinavian countries, which inherited a fairly rigid class 
structure from feudal times, institutions have developed that 
permitted the rise of able people in the working class to positions 
of leadership. The Co-operative Movement, for instance, is a good 
example of a form of enterprise that has thrived by tapping 
hitherto unused sources of managerial ability in the working class. 

NONCONFORMISTS AS INNOVATORS 

One remarkable fact concerning the "innovators" emerges 
from the study of economic history: that a very large proportion 
of them have been from the "nonconformist" element in society 
—that is, from those bodies which do not conform to the pre­
vailing pattern of religious, social, or political ideas. The place of 
the Jews in economic history is well known; they have contri­
buted far more than their share to the development of economic 
life, particularly in its financial aspects. The Christian noncon­
formists have played an even more important though less well-
recognized part in economic progress. The Quakers, Methodists, 
and Baptists in England, for instance, were largely responsible for 
the Industrial Revolution. This was not only because their doctrines 
encouraged thrift, industry, and honesty, but also because there 
were so few opportunities open for members of these sects in the 
well-recognized professions and occupations. They were debarred 
from universities in England, for instance, until the beginning of 
the nineteenth century, and thus could not enter the more lucra­
tive professions. Hence they moved into industry and trade, 
where the risks were greater and the work possibly harder, but 
where there was abundant opportunity for the exercise of their 
talents.1 

1 The development of the natural sciences was also in a surprising degree 
the work of nonconformists—for example, Priestley and Dalton. Their debarment 
from the "respectable" academic studies may have had something to do with 
diverting then* interests into these unorthodox but immeasurably fruitful channels. 
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THE CLASS STRUCTURE MAY BE TOO FLUID FOR MAXIMUM PROGRESS 

This historical fact suggests that a perfectly fluid or homo­
geneous class structure may not be the most conducive to eco­
nomic progress. One of the problems of economic progress is that 
of encouraging people to become "innovators." Not only is the 
innovating ability a naturally scarce one, but even where it exists 
its possessors are frequently unwilling to exercise it, in view of 
the risks and troubles involved. If, then, the class structure of 
society is completely fluid, so that there is equal opportunity for 
all to enter the easier-going professions, there may not be suffi­
cient talent diverted into industry and trade to ensure a proper 
rate of economic progress. This is also likely to be the case where 
the prestige attached to political and bureaucratic occupations is 
great, and commercial occupations are despised. One of the things 
that hampers the economic progress of countries as diverse as 
Rumania and India is that the educational system tends to draw 
the best brains into politics, teaching, and the civil service, and 
consequently there is a lack of commercial and industrial per­
sonnel. 

CONDITIONS OF PROGRESS: FRUGALITY 

Another trait of personality that is important in regard to 
economic progress is frugality. This is because economic progress 
almost always involves the accumulation of physical capital. But 
capital, as we have seen, can only be accumulated if production 
exceeds consumption. In poor societies especially, where produc­
tion is small, a frugal disposition of the people is essential to 
capital accumulation, otherwise they will consume commodities 
as fast as they are produced. This is one more reason why the 
aristocratic, leisure-class tradition is inimical to progress, for it 
encourages consumption and waste, and at the same time dis­
courages productive activity. Frugality also fortifies the beneficial 
effects of religious nonconformity, especially in its more puritanical 
aspects, for there is no doubt that the puritan tradition, in its 
horror of waste and its emphasis on simplicity of fife, materially 
assisted the creation of capital. Puritans worked hard and con­
sumed little. A more perfect recipe for economic progress could 
hardly be found. 

The praises of frugaUty must not, however, be sung too loudly. 
Frugality is important i 2 i societies where there is great need for 
accumulation, and where the meagreness of the stockpile is the 
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main limiting factor on production. Even in this case collective 
frugality, whether by the state, as in Russia, or by private cor­
porations, as in the United States, may be more important than 
individual frugality, though the willingness of the individual to 
be frugal, that is, his willingness to accept present sacrifices for 
the sake of accumulation, limits the accumulative power of even 
the most absolute state. But when accumulation has proceeded 
to the point where further accumulation becomes less and less 
necessary, frugality may become a positive vice. Under certain 
circumstances, it will result in unemployment, and may even 
lead to actual retrogression, as in the depression of the 1930's. 
There are few more dangerous confusions of thought, in the present 
era, than between frugality and economy. These are frequently 
identified in the popular mind, and frugality is therefore crowned 
with all the virtues that belong to economy. Economy is the 
efficient use of resources, of which accumulated wealth forms a 
part. Frugality is the accumulation of wealth through the restric­
tion of consumption. Economy is always desirable; frugality is 
only a virtue when accumulation is needed—that is, when the 
stockpile is low, relative to existing techniques. 

CONDITIONS OF PROGRESS: COMPETITION 

In conclusion, we must notice the importance of competition for 
economic progress. This is a fact which liberal intellectuals fre­
quently dislike to face. Nevertheless, it remains true that superior 
methods must displace inferior methods if progress is to take 
place, and the operators of the inferior methods must therefore be 
driven out of business. The coming of the railways inevitably led 
to the disappearance of the stage-coach; the coming of electricity 
led to a decline in the use of gas; the development of the oil 
industry led to a decline in the use of coal. Examples could be 
multiplied almost indefinitely. Unless the superior method is 
allowed to displace the inferior method, the fruits of economic 
progress cannot be enjoyed. Yet this displacement of inferior by 
superior methods is one of the meanings of that two-faced word 
"competition." This is not to say, though, that the competition 
of unrestricted private enterprise is necessarily the best way of 
achieving this displacement. It can be argued with some force 
that in certain cases governmental intervention is necessary in 
order to re-locate displaced workers in other industries. But the 
fundamental problem of displacement remains as one of the 
major problems of economic fife. 
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SOME CURRENT FALLACIES: CHAIN-STORE TAXATION 

Unfortunately, much present-day thinking on economic matters 
assumes implicitly that such displacement is unnecessary and 
that a more efficient process should not be allowed to displace a 
less efficient. This is the logic of the taxation of chain stores, on 
the ground that they can perform the retaiUng service more 
cheaply than independent stores, and that therefore they should 
be taxed in order to equalize the competitive advantage. Such 
logic would have taxed the railways to the point where stage­
coaches could have competed with them! 

THE "SCIENTIFIC TARIFF" AND "PARITY PRICES" 

The so-called "scientific tariff" is based on the same fallacious 
reasoning: if the tariff should be constructed so as to equalize 
competitive advantages between domestic and foreign industry, 
we could never benefit from any improvements in foreign tech­
niques. The same fallacy also underlies the "parity price" formula 
for agricultural commodities. This formula sets up as an ideal of 
agricultural policy the principle that the purchasing power of 
agricultural commodities should be constant. If this policy were 
carried out strictly, the benefits from improvements in agricul­
tural techniques could never be diffused through society in the 
form of cheaper food. Normally, when there is a technical improve­
ment in the process of production of a commodity, the production 
costs fall and its price relative to other commodities—that is, its 
purchasing power per unit—also falls. In this situation, there is no 
injustice to the producer, for although one unit of his product 
buys less than before, because of the technical improvement, he 
can produce more than before; hence, bis real income will be no 
less and may even be greater. Suppose, for instance, that because 
of a technical improvement, the average production cost of wheat 
fell from $1 to 50 cents. In the normal competitive process, the 
price of wheat would fall to somewhere around 50 cents, and 
everyone in society would benefit from the improvement. If the 
"parity" party had its way, however, and other prices did not 
change, the price would be held up at $1 no matter what improve­
ments were made in the methods of production and nobody would 
benefit from improvements but the farmer. 

COMPETITION MUST NOT BE TOO PERFECT 

There is, however, another point of great importance in con­
nection with the effects of competition on progress. I f competition 
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^ is too "perfect"—that is, if innovations are very easily imitated— 
it may not pay anyone to introduce them. Take again the example 
of wheat. Suppose that a new machine were invented which just 
about halved the cost of production of wheat. Those who first took 
advantage of this invention would reap large rewards, for while 
only a few used the new methods the output of wheat would not 
be greatly affected, and the price of wheat would therefore not be 
much changed. If. however, the new methods were easily imi­
tated, more and more farmers would employ them, and it would 
become profitable to grow wheat by the new methods on land 
which previously had not been used for wheat. The output of 
wheat would increase, and as it increased the price would fall. 
The output would go on increasing until the price fell to about 
half what it was before, or perhaps a little more than half. Then 
all farmers would be producing with the new methods, for none 
could afford to produce by the old methods at such a low price. 
On the other hand, none of the farmers—not even those who had 
first introduced the new methods—would be making exceptional 
profits, for the new, low price would just about cover the new, 
low cost of production. If this process of imitation of new methods 
is too rapid, it will not pay anyone to introduce them, since the 
price of the product will fall almost immediately to the level at 
which, even with the new methods, production is just about 
normally profitable. 

So we find ourselves in something of a dilemma: unless a new 
method can be imitated widely, it will not bear much fruit for 
society, but if it is imitated rapidly it will not bear much fruit 
for the innovator, and hence may never come into being. History 
seems to show, however, that it is a very rare situation where the 
imitation of new methods is too rapid to make it worth while 
introducing them. Almost universally, an innovator of a success­
ful new method can make profits sufficient to justify the special 
risk he has taken in the few years that elapse before the rise of 
competitors eats away his special position. Particularly is this the 
case, of course, where patent and copyright laws protect the 
innovator from imitators for a certain period. 

OCCUPATIONAL GROUPS MAY BE ORGANIZED IN OPPOSITION TO 
PROGRESS 

Nevertheless, there is a real danger from the other side: that 
where occupational groups are politically organized, they may use 
their organization to prevent technical improvements which 
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might upset their established ways. It may easily be to the 
interests of the mass of wheat farmers, for instance, to prevent 
the more progressive and adventurous of their number from 
introducing improved methods. Labour unions also are guilty 
of many practices that prevent the introduction of improved 
methods, where these improvements will upset old-established 
privileges. There is an alarming tendency in modern society for 
occupational groups to be organized in opposition to economic 
progress. The growth of agricultural protectionism and of the 
political power of the agricultural interest, is one sign of the 
attack on economic progress. In some phases of its activity, the 
labour movement also is more interested in the preservation of 
special privileges against the attacks of innovators than it is in 
improving techniques. Indeed, it might be said that the whole 
trend of governmental intervention today in the direction of 
more equal distribution of incomes may have a disturbing effect 
on the rate of economic progress. Even social security legislation 
may make people more unwilling to branch out on new lines of 
endeavour. It is indeed true, as one writer has said,1 that there is 
a clash between security and progress. The price of progress is a 
certain amount of instability and insecurity, and while we are 
interested in obtaining progress at the lowest possible price, 
nevertheless we must beware lest our efforts to obtain security 
are not purchased at the price of stagnation. 

ECONOMIC PROGRESS AS A WORLD PROBLEM 

When we take a broad glance over the world, it is evident that 
from an economic point of view it falls into two rather well-
defined parts—the technically advanced and the technically 
backward. Among the technically advanced parts, we may 
reckon first the heart of Western Europe—roughly, an equilateral 
triangle with the points, let us say, at Rome, Belfast, and Riga, 
in Latvia. Then cemes a broad band of North America, bounded 
roughly by the Missouri and Ohio rivers and the Mason-Dixon line 
on the south and west, by a line from Maine to Minneapolis or 
Winnipeg on the north, and by the Atlantic Ocean on the east, 
with enclaves on the Pacific Coast and in the mountain states. 
Outside these two main centres are a number of smaller sections: 
parts of Australia; New Zealand; a few enclaves in South America 
(for example, around Buenos Aires and Montevideo); a few 

1 Fisher, A. G. B., The Clash of Progress and Security (New York: Macmillan, 
1935). 
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coastal cities such as Cape Town. These areas are all characterized 
by high agricultural and industrial productivity, and a relatively 
high standard of life. Once we pass beyond them, the whole level 
of economic productivity falls rapidly, as we move, for instance, 
from Pennsylvania to Georgia, or from Germany to Rumania, or 
even from the north to the south of France. These regions of lower 
productivity in turn may be characterized as improving on the 
one hand, and stationary or declining on the other. Soviet Russia 
is the most notable example of a region that is still technically 
backward, but which has made enormous technical advances in 
the past twenty years. Turkey, Mexico, Brazil, and Japan likewise 
have been making substantial progress. India has progressed 
slowly, if at all; China as a whole may even have been retro­
gressing, though Western China (that is, Free China) has seen 
some progress. 

FUNDAMENTAL WORLD PROBLEM IS THE BACKWARD AREAS 

It is hardly an exaggeration to say that the most fundamental 
world economic problem is that of improving the level of technical 
productivity of the backward three-quarters of the world. Until 
this is done, a genuine world unity cannot be achieved, and there 
will be constant sources of conflict, both economic and political. 
The magnitude of the task should inspire us rather than appal us. 
It is difficult; it may take one or two centuries, but it is not 
impossible. It will require large-scale investment on the part of 
the technically advanced regions, investment not only in equip­
ment but in education. Indeed, it is probable that education is the 
most difficult part of the task, for it is easier to move mountains 
than to change the inherited patterns of peasant life. The first 
necessity is, of course, to improve techniques in agriculture. China, 
with between three or four hundred million farmers, produces 
no more food than the thirty or forty million farmers of the 
United States. There is little doubt that with modern techniques 
China could produce more food with a third as many farmers as 
she now has. The great problem is first, how to improve her 
techniques, and secondly, how to see to it that the displaced two-
thirds of her agricultural population are employed in producing 
clothing, houses, motor cars, and other necessities and con­
veniences of fife. The same could be said in some degree of India, 
of Java, of most of Africa and South America, even of Poland and 
Rumania—and even of the State of Georgia. There is the basic 
problem; there is no physical obstacle to its solution that time 
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cannot remove. It is the psychological and sociological obstacles: 
the lack of a feeling of world unity, the age-old conservatism of 
the peasant, the ancient systems of land tenure, the reverence for 
ancestors, the complicated structure of debt, the tangled beliefs 
and superstitions that keep us chained to poverty. It is a mis­
sionary enterprise of the first magnitude to break that chain. 

PROGRESS AND POPULATION 

We should not leave the subject of economic progress without 
some reference to the problem of population. It is clear that the 
standard of fife of a people depends not only on its techniques and 
its natural resources, but also on the size of its population. After 
a certain point, any increase in the population which has to be 
supported with given resources and techniques must lead to a 
reduction in the standard of fife. The more children there are 
around the table, the more difficult it is to feed, clothe, and 
house them. This is the basis of the "Dismal Science" of Malthus 
and Ricardo—dismal not so much because it was dull reading, 
but because its conclusions were so completely depressing. If 
nothing can stop the growth of population but starvation, then 
nothing can prevent the growth of the population till it starves. 
There in a nutshell is the Malthusian spectre. No amount of 
technical progress can do us any good in the long run, for though 
it enables us to live better for a while, the fact that we five better 
means that the population grows, and hence the standard of fife 
will decline until it is down at the starvation level again, where 
the sickle of death keeps pace with the harvest of the womb. 

The argument is logically flawless. It fortunately has a minor 
premise that is not necessarily correct. This is the assumption 
that only starvation can check the growth of population. Even 
Ricardo and Malthus recognized that this assumption might not 
be true, if people limited their families voluntarily. Now, in the 
technically advanced parts of the world, the voluntary limitation 
of families has reached the point where we have reason to fear 
not over-, but under-population. In hardly any Westernized 
country is the population reproducing itself; each generation as it 
dies leaves a smaller generation in its stead, and unless present 
trends are reversed, the technically advanced countries will 
suffer a fairly rapid decline in population before the end of this 
century. 

This does not mean, however, that the MalthUsian spectre is 
finally laid. In the East, and to a smaller extent even in eastern 

G 
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Europe and southern United States, and in some parts of the 
tropics, there is real pressure of population on the means of sub­
sistence. The disappointing results of British rule in India have 
been in large part due to the fact that the gain from improved 
techniques has been swallowed up in an avalanche of new mouths. 
The very density of population of China is the main physical 
obstacle to the reformation of Chinese agriculture. If only one 
could lift about 250 million Chinese up bodily, hang them in the 
air for a few years while tractors rooted out the old boundaries 
and while her pocket-handkerchief farms were consolidated into 
something on which a tractor could be used, and while factories 
and schools to receive the suspended Chinese could be built, then 
the problem of China would be easy! But if China is really to be 
reconstructed, millions must be driven off the farms first before 
the farms can be consolidated. How to accomplish this revolution 
painlessly is a problem that no country has yet been able to 
solve: England had her enclosures and "sturdy beggars," Russia 
her dispossessed Kulaks and starving peasantry. Perhaps it is not 
beyond the wit of man to devise a painless solution, or perhaps 
pain is the price of a new world. 

FERTILITY FALLS AS THE STANDARD OF LIFE RISES 

There seems to be a clear relationship between the fertility of 
a people and its standard of life: the higher the standard of life, 
at least up to a certain point, the lower the fertility. The causes 
of this phenomenon are imperfectly understood; everything from 
soap and hot baths1 to contraceptives has been suggested as a 
reason. Probably the most important reason is the growth of 
economic consciousness and the clearer realization of the cost of 
children that comes about when the standard of life rises. What­
ever the reasons for the phenomenon, it is as clearly established 
as any empirical fact can be. It is a fact of momentous signi­
ficance, for it means that if a society can improve its techniques, 
and therefore its standard of life fast enough, the rise in the 
standard of life -will be permanent, for the rising standard of life 
will inhibit the growth of population. If, however, a society im­
proves its techniques too slowly, the old habits will persist and 
the rise in population will keep pace with the improvement in 
techniques, thus preventing any improvement in the standards of 
life. The only result of improved techniques in such a case would 
be that more people would be able to live in abject misery than 

1 There does seem to be a remarkable relationship between dirt and fecundity. 
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before!—a dismal conclusion indeed. Yet, without outside help, 
the masses of the East may actually be in that position. 

IMPROVEMENTS IN TECHNIQUES LEAD TO RISE IN POPULATION 

When a country first begins a rapid improvement of tech­
niques, there is always a sharp rise in the population. This hap­
pened in the Western World between 1760 and the present day; 
it is just beginning in Russia, Mexico, and Turkey where the 
technical revolution has just started; it may still he ahead for 
the rest of the world. The reason is plain: improvements, especially 
in the food supply and in medical care, lead to a marked fall in 
mortality, and particularly to a fall in the infant mortality. The 
fall in the birth rate however does not take place for some time— 
perhaps not for a hundred years. In that interval death rates are 
low, birth rates are high, and the population grows accordingly. 
In Britain, for instance, the death rate fell dramatically between 
1740 and 1760; the birth rate stayed up until about 1880, A 
similar course of events took place, or is still taking place, in all 
countries affected by the technical revolution.1 Thus, we may 
expect a large growth in population in Russia, in Mexico, in 
Turkey, and in all rapidly developing countries during the next 
fifty years. The population of all these countries may be expected 
to double or treble in that time. If the technical revolution comes 
to India or China in an effective form, one trembles to think of the 
result. The very density of population of these countries, how­
ever, effectively prevents the technical revolution from spreading. 
It is significant that the most rapidly developing countries today 
are those with room to expand. The problem of China and India, 
of Poland and Java is therefore significantly different from the 
problem facing Russia. Russia, with her vast resources, can easily 
take care of an expanding population; she will continue to expand 
into Siberia, just as the United States expanded westward. Even 
now Sverdlovsk rivals Kansas City, and in another generation two 
great industrial-agricultural "heartlands" will face each other 
across the North Pole. But China cannot expand her population, 
or she will starve. Even if she utilized her land to the full, and 
doubled her yields (as technically she might do), even then she 
could only give a reasonably adequate diet to her 400 or 450 

1 It is absurd to call this the "Industrial Revolution," as the moat significant 
changes were made in agricultural techniques. The power loom was a much less 
important technical change than the four-course rotation, just as hybrid corn 
may ultimately be more significant than the radio or airplane. 
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million people. She could not possibly support a billion people, 
any more than the United States could, no matter how chro­
mium-plated her equipment. In her case, technical progress must 
go hand-in-hand with a vigorous programme to check population 
growth and to shift people from the land. There is no other way 
for her. The same is true of the other densely populated countries. 

Even migration in their case is of little use, unless it is carried 
out on a scale vaster than any we have hitherto conceived. The 
settlement of, say, 200,000,000 Asiatics in the Amazon Valley in 
25 years might provide an answer. But anything much less than 
this would be useless. For every emigrant leaves food to support 
another child. Where infant mortality due to malnutrition is the 
main check on population growth, emigration then does nothing 
to solve the population problem. For every emigrant that leaves, 
one child—or perhaps even two children—grow up to take his 
place. 



6 
Justice in Distribution 

MALDISTRIBUTION BULKS LARGE IN LIBERAL THINKING 

Although from a realistic point of view economic progress is 
the most important economic problem to the majority of the 
world's population, yet the question of justice in distribution 
probably bulks much larger in the thought of the politically 
conscious elements. It is a commonplace of political oratory that 
"we have solved the problem of production, and it only remains 
to solve the problem of distribution." This sentiment is not con­
fined to soap-box radicals; it might almost be described as the 
hallmark of liberal orthodoxy. Thus Sumner Welles—who can 
hardly be accused of being an irresponsible radical—said in his 
Memorial Day speech of May 30, 1942, "The problem which will 
confront us when the years of the post-war period are reached is 
not primarily one of production. For the world can readily pro­
duce what mankind requires. The problem is rather one of distri­
bution and purchasing power, of providing the mechanism where­
by what the world produces may be fairly distributed among the 
nations of the world, and of providing the means whereby the 
people of the world may obtain the world's goods and services." 

UNPRODUCTIVENESS IS THE MORE SERIOUS PROBLEM 

It is of course true, as will be shown in this and in the next 
three chapters, that there is a very real problem of "distribution 
and purchasing power" to be solved. Americans in particular, who 
have bitter memories of a depression in which the paradox of 
"poverty in the midst of plenty" was all too apparent, and who 
observe great wealth and miserable poverty living almost side-
by-side, may be excused for thinking that distribution and pur­
chasing power are the fundamental problems. When we look at 
the world as a whole, however, it is all too clear that the problem 
of productivity—that is, of economic progress—is really the most 
important. The black mass of grinding poverty under which a 
half to three-quarters of the world's people subsist is not due-
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primarily to exploitation, or to bad distribution of income, or to 
lack of purchasing power. It is due to the sheer unproductiveness 
of the mass of human labour. In those regions where the standard 
of life has been most spectacularly raised during the past two or 
three centuries, this improvement has come about not primarily 
through a redistribution of wealth or income, but through the 
increase of per capita productivity. The phenomenal rise in real 
wages which has taken place in the Western World in the past 
hundred years, for instance, has not come about by taking in­
come from the rich and giving it to the poor. True, the rich have 
become richer. But the proportion of the national income that 
goes to wage earners, or to any other social group, has been re­
markably stable. The rise in real wages—that is, in the standard 
of living of the workers—has come about through an increase in 
the per capita output of goods and services, through economic 
progress. It is not unfair, therefore, to regard economic progress— 
increase in output per head—as the prime desideratum and to 
relegate distributional justice to the position of an important side 
issue as far as the abolition of poverty is concerned. 

PRODUCTION AND DISTRIBUTION ARE NOT SEPARATE PROBLEMS 

There is another error involved in the orthodox liberal assump­
tion which is likely to lead to trouble. It is the assumption that 
"production1' and "distribution" are separate problems; that 
society, as it were, cooks up the total product, first in her capacious 
ovens and then distributes it in a quite arbitrary and haphazard 
way to the recipients who clamour around her table. In fact, 
production and distribution are not separate problems, but are 
merely different aspects of the whole economic process—not per­
haps indissolubly wedded in all respects, but nevertheless con­
nected by high degrees of kinship. The product and its distribu­
tion are mutually determined in the whole process of determining 
prices, outputs, and inputs. It is extremely important to know, 
therefore, what is the exact connection between production and 
distribution; how far can the state intervene in economic life in 
the direction of greater equality, for instance, without causing a 
decline in production? Is there indeed a clash between progress 
and security? Is there a conflict between the ideal of equal distri­
bution and the ideal of economic progress, and if so, how far 
should we sacrifice the one in order to attain the other? These are 
questions of the utmost importance and are much neglected in 
contemporary liberal thought. This chapter does not propose to 
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answer them completely, but to indicate some principles which 
are necessary to be understood if an answer is to be found. 

ALL INCOME COMES FROM PROPERTY, EVEN WAGES 

The first principle of distribution is that the distribution of 
income depends on the distribution of property, that is, of capital, 
for in the last analysis all income is derived from property. It 
might seem at first sight that income from labour {wages and 
salaries) is not income from property. In fact, however, we only 
receive wages and salaries because we have property in our own 
minds and bodies. Wages and salaries are incomes derived from 
the sale of the services of our minds and bodies. If we did not own 
these services, and particularly if we did not own the source of 
these services, we obviously could not sell them. Wages, there­
fore, are income derived from our property in our own minds and 
bodies. This is quite clear in a slave system, where a slave receives 
maintenance, not wages, like a domestic animal, and anything 
that he produces over and above his maintenance belongs to his 
master. In a free society the fact is somewhat obscured because 
each man is his own slave, and consequently labour income is 
never capitalized; we do not, in our accounting (as in strict theory 
we should), place a capital value on our own bodies and minds, 
and hence we do not see our labour income as proceeding from 
this capital embodied in our bodies. A slave, however, does have 
a capital value placed on him, because he can be bought and sold. 
Hence, the labour income from a slave is clearly the result of 
investment, and the value of a slave depends on the anticipations 
of slave owners regarding the future labour income to be derived 
from him, just as the value of a house depends on the anticipa­
tions of house owners as to the income to be derived from houses. 
The fact that our property in our own bodies is not transferable to 
others—that we have an "inalienable right" to liberty—is respon­
sible for our failure to set a value on our bodies in our accounts. 
Nevertheless, the economic principle remains, that all income is 
derived from property. The value of any particular item of 
property depends on the income which it is hoped will derive from 
it. Thus, a house that is expected to yield an annual income of 
$100 a year is likely to be twice as valuable as one that is ex­
pected to yield $50 a year. If our accounting system were perfect, 
therefore, and if we included in our accounts the value of our 
bodies and minds, the distribution of income and the distribution 
of the value of property would be approximately identical—a 
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man who possessed a total net worth of $10,000 would always 
have twice as much income as one who possessed $5,000. 1 

INCOME IS U N E Q U A L L Y DISTRIBUTED B E C A U S E CAPITAL IS 

The problem of unequal distribution of income therefore 
resolves itself into that of the unequal distribution of capital in 
the broad sense outlined above. The reasons for an unequal dis­
tribution of income lie in these historical forces which have led to 
an unequal distribution of capital. The remedy also for unequal 
distribution of income must be found in setting up institutions 
that will lead to a wider diffusion of capital and will discourage its 
concentration into few hands. 

I N A L I E N A B L E A N D T R A N S F E R A B L E CAPITAL 

In this connection, we must distinguish between inalienable 
capital, of which almost the sole example is our bodies and minds, 
and transferable capital, ownership of which can be transferred 
from one individual to another, including almost the whole mass 
of material capital. There is a certain amount of inequality in the 
distribution of inalienable capital which is absolutely necessary 
and which cannot be destroyed without destroying the productive 
process. Certain abilities, for instance, are scarce, difficult to 
acquire, and perhaps troublesome to exercise. The capital value of 
the bodies of those individuals who possess these abilities must be 
high, or else these abilities will not be forthcoming. In the present 
state of human nature, at least, unless a skilled engineer is paid 
somewhat more than a common labourer, not enough people will 
go to the trouble and inconvenience of becoming a skilled engineer. 
It is true that the reward of skilled jobs and scarce abilities lies 
partly in the pleasure of skilled work and the prestige that is 
attached to responsible positions. But these things are not appar­
ently enough to overcome the reluctance of mankind to acquire 

1 This principle is true only as a rough approximation and ivould have to he 
modified in a more accurate statement. A man's net worth is equal to the present 
value of the future incomes which he expects to receive, discounted at some 
rate. Tho distribution of income and of capital would only be identical if the same 
rate of discounting were used in all cases. For many reasons—difference in risk, 
in insurability, in uncertainty, in time preference, in risk, preference, and so o n — 
these rates of discount differ from individual to individual. To put the matter in 
another way: an individual's income may best be defined as the gross absolute 
rate of growth of the value of his capital. Different individuals, however, will have 
different proportionate rates of growth—some may have an income that is 10 per 
cent per annum of their capital, some only 5 per cent per annum. These differ­
ences, however, are not likely to be so large as to vitiate the general principle above 
enunciated as a first approximation. 
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skills and to take responsibilities in quantity adequate to meet the 
needs of society. Nobody doubts that even if engineers and 
managers were paid the same real wages as common labour some 
people would be willing, even on these terms, to spend years of 
their life in training or to take on themselves the onerous load of 
managerial responsibility. But the fact that in a competitive 
society skill and responsibility nearly always command a higher 
monetary reward than common labour indicates that this higher 
reward is necessary in order to induce a sufficient quantity of 
these scarce abilities to be forthcoming. The experience of Rus­
sian Communism is a good confirmation of this principle. Starting 
with a pronounced equalitarian bias, the Russian system has 
been forced to introduce an increasing degree of inequality of 
personal incomes in the interest of productive efficiency. 

ONLY TRANSFERABLE CAPITAL CAN BE EQUALLY DISTRIBUTED, 
AND THEN ONLY IN A SLAVE STATE 

Somewhat different principles apply to transferable capital, for 
in this case there is no absolute reason why everyone should not 
possess an equal amount. Nevertheless such radical changes in 
our social institutions would have to be made if the equal distri­
bution of transferable capital were to be secured that we might 
well hesitate before setting up equal distribution as an end in 
itself. It is almost impossible to conceive of a situation in which 
individual ownership of capital is permitted and in which the 
historical process does not result in a certain inequality in distri­
bution. This arises partly by chance, as fortune smiles on one 
individual and frowns on another, and partly through the dif­
ferences in individual characters. Some individuals are of a frugal 
disposition and accumulate property; some are spendthrifts and 
dissipate what capital they have. Some individuals are able 
administrators of property, buying and selling wisely, so that the 
value of their possession continually rises. Others are careless 
administrators and their property declines in value. Inheritance 
also plays its part in creating inequalities; when wealthy families 
have few children, and intermarry, wealth becomes more concen­
trated. When the wealthy have many inheritors, and when the 
poor and the rich intermarry, wealth becomes less concentrated. 
As long as property is privately owned, therefore, and as long as 
the owner has a right to the income from his property, it is im­
possible to prevent the development of certain inequalities of 
ownership. Paradoxically enougji, the most thoroughly equali-
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tarian society would be a slave state, in which all individuals were 
slaves of the state and none owned property. It is the right of 
man to the produce of his own labour that results in the unequal 
distribution of property, for some will conserve that produce and 
some will squander it. 

THE STATE CAN AND SHOULD INTERVENE TO MAKE DISTRIBUTION 
MORE EQUAL 

This is not to say, however, that the state should not or cannot 
intervene to secure a more equal distribution both of property 
and of income than would ensue if events were left free to take 
their course. The principal weapons at the disposal of the state in 
this connection are the inheritance laws on the one hand and the 
system of taxation on the other. If primogeniture is the rule, so 
that the estate of a father passes unbroken to the eldest son, 
inheritance works in the direction of a greater concentration of 
wealth. If, on the other hand, it is customary to divide estates 
among many heirs on the death of the owner, there will be a 
tendency for property to become more equally distributed. The 
most powerful weapon in the hands of the state for creating a 
more equalitarian society is, of course, taxation. Inheritance 
taxes have an important effect in breaking up concentrated 
wealth. A progressive income tax has an even more important 
effect in nullifying the effects of an unequal distribution of pro­
perty. The distribution of income, up to a point, can be made 
much more equalitarian than the distribution of property by 
penalizing those with large incomes through progressive taxation. 
If a man with large property has to pay 80 per cent of his income 
in taxes, while a man with small property pays nothing, it is 
clear that the relative advantages of large properties are much 
diminished. 

LIMITATIONS ON THE DISTRIBUTIVE POWER OF THE STATE 

Although the state by its tax system can modify considerably 
the distribution of incomes, its power in this respect is not abso­
lute. There is some level of reward below which the owner of a 
factor of production will not feel it worth while to put his property 
to productive use. This level is usually called the "sjrnrjly^price" 
of the services in question. Thus, there is some wage below which 
a man will not work at a particular occupation; there is some 
rate of profit below which a capitalist would rather not hold his 
property in the form of productive goods, but would prefer to 
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hold it idle in the form of money. This level of remuneration, 
however, is usually less than the income which the owner actually 
receives. Most men would be willing to continue at their present 
job even at a smaller wage and most capitalists would be willing 
to continue to hold goods at a lower rate of profit than they are 
now receiving. 

THE "ECONOMIC SURPLUS" 

The difference between the level of income which is barely 
sufficient to induce the owner of property, whether his own 
person or some transferable capital, to use that property produc­
tively, and the level of income actually received may be called 
the "economic surplus" of the property in question. The impor­
tance of this concept lies in the fact that the economic surplus 
may be taxed away without interfering with the process of pro­
duction. If, however, taxation cuts below this into the "supply 
price" of the service in question, production will suffer, for the 
owner of the factor so taxed will not feel it worth while to con­
tinue to use it productively or as productively as before. The 
economic surplus, therefore, is the only income that is available 
for redistribution. If we try to redistribute more than this eco- * 
nomic surplus, the result is not the redistribution but the destruc­
tion of income as productivity is impaired. 

TRUTH AND ERROR IN HENRY GEORGE 

This is the truth that lies behind the errors of Henry George 
and the single-taxers. The economic surplus is what economists 
have called "economic rent," mainly because the theory was first 
worked out in the case of land and because also land provides the 
most striking single example of the phenomenon. If we assume 
with Ricardo that rent is paid for the "original and indestructible 
properties of the soil," then it is clear that the supply price of the 
services of land is zero, for being original and indestructible, they 
will continue to be forthcoming even if nothing whatever is paid 
for them. In that case, the whole remuneration of the landowner 
would be economic surplus and could consequently be taxed away 
by a hundred per cent tax without damaging in any manner the 
volume of production. This is, in a nutshell, the theory of Henry 
George. It contains, however, a serious fallacy: first, in supposing 
that there is something quite peculiar about land which distin­
guishes it from all other forms of property, and secondly, in sup­
posing that "economic rent" is a phenomenon confined to land 
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and not present in any other form of income. In fact, while land 
has certain peculiarities just as labour does, it falls into the 
general system of property relationships and is subject to the 
economic laws that govern property in general. It is not even true 
that the supply price of land services is zero and that the whole 
rent of land is economic surplus. The properties of land are not 
indestructible, as we are discovering none too soon in this country. 
Land must be maintained just as a machine must be maintained; 
it depreciates with use, and if not maintained, will decline in value 
and may even become quite worthless. In this respect land is 
exactly like any other capital good, and its supply price is usually 
not zero, even while it may be much lower than the actual rent. 
Just as not all of the rent of land is economic surplus, so part of 
the wages of most workers, the salary of most managers, and the 
profits of most capital are economic surplus and can be taxed 
away without harm. 

ONLY THE ECONOMIC SURPLUS IS AVAILABLE FOR DISTRIBUTION 

The economic surplus is all that a society has to dispose of, but 
it is available for any purpose that society collectively chooses. 
Economic surplus may be wasted in war or in the splendid extrava­
gances of a court, or it may be used for the abolition of poverty. 
More than this surplus is not available, and if a society tries to 
spend, either in war, waste, or welfare, more than its economic 
surplus, its production will shrink, its capital will decline, and its 
ruin will inevitably follow. The fate of the Roman Empire is a 
case in point: it fell because it tried to maintain a superstructure 
of city life and imperial warfare greater than the economic surplus 
could stand. 

WHAT DETERMINES THE SURPLUS? 

It is extremely important, therefore, for the whole problem of 
distribution policy to know what determines the economic surplus. 
If the only thing that determined the volume of production was 
the physical subsistence of men and the physical replacement of 
equipment, the economic surplus would consist of all that part of 
the total produce of society in excess of "maintenance"—that is, 
that part of the product required to maintain the physical health 
and numbers of the population, and the quantity and quality of 
the total stock of goods. This concept is not unlike that of Marx's 
"Surplus Value." In fact, however, the part of the total product 
which is necessary to maintain production is much greater than 
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the amount required for physical subsistence, for psychological 
motivations are important in determining how much an individual 
will produce. A man may have enough food, clothing, and shelter 
to maintain life and health, but if he is unhappy, or disgruntled, 
or even ignorant, he will not be as efficient a producer as he might 
be. This fact makes the whole concept of the economic surplus a 
flexible one, for it means that the amount necessary to maintain 
production depends very much on the general psychological and 
political atmosphere of society. The modern world is driven more 
by psychology than by physiology. As we shall see later, this fact 
is of great importance in connection with possible remedies for 
maldistribution. 

ONLY RICH SOCIETIES CAN AFFORD TO BE EQUALITARIAN 

The fact that the economic surplus is equal to the difference 
between the total product and the amount needed for main­
tenance underhnes once again the great importance of economic 
progress, even in solving the problem of distribution. The eco­
nomic surplus which is available for redistribution can be in­
creased in two ways only—by increasing the total product, or 
by diminishing the amount needed for maintenance. It is much 
easier to increase the total product than to diminish the amount 
needed for maintenance. Hence, the very solution of the problem 
of distribution, which depends on the development of a large 
economic surplus, hangs on the increase of the total product—on 
economic progress. It is literally true that only a rich society can 
afford to be equahtarian. Indeed, as we shall see in a later chapter, 
we can go even further, and say that a rich society must be equali­
tarian or it will spill its riches in unemployment. 

WIDE DISTRIBUTION OF PROPERTY MAY HINDER ITS 
ADMINISTRATION 

There is a further point of great importance to the problem of 
the interrelations of production and distribution. Where owner­
ship and administration of property cannot be separated, the 
wide distribution of property may be a hindrance to its adminis­
tration and hence a drag on economic progress. We have seen 
earlier that one of the main tasks of the financial system is to 
permit a separation of ownership from administration of property, 
so that the capable administrator can control property that he 
does not own. Where the financial system is not well developed— 
as, for instance, in European agriculture—the equahtarian ideal 
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may well clash with the ideals of economic progress. Property 
cannot be properly administered if it is broken up into too small 
units. Thus under the European system of peasant proprietorship, 
in which the ownership of land is widely dispersed, each owner 
possesses only a very small plot or plots, and finds it difficult to 
acquire more by rental or purchase. Under these circumstances, 
economic progress in agriculture is very largely inhibited. What 
the French call parcellement—the division of the land into in­
numerable tiny plots—is the curse of European agriculture. It is 
not only that the total amount of land worked by each farmer is 
too small for full productive efficiency, but frequently his twenty 
acres may be split up into twenty or more little plots, scattered 
all over the landscape. Consequently, he is forced to waste a great 
deal of time simply in passing from one plot to another, and each 
plot is too small to permit the use of modern methods. Parcelle­
ment, however, is the result of deliberate policy in the direction of 
equality; it is the most direct expression of the Egalite of the 
French Revolution. 

EQUALITY VERSUS PRODUCTIVITY 

Here there seems to be a real and difficult dilemma. If we try 
to disperse the ownership of land in the interests of equality, we 
run into inefficiency and poverty. As we have seen in the previous 
chapter, agricultural progress is an absolutely essential part of 
general economic progress; hence, the serious nature of agricul­
tural inefficiency can hardly be overstressed. On the other hand, 
if we aim to have farms of a size which will permit the use of 
modern techniques we run into the danger of creating an agri­
cultural proletariat and also a socially undesirable distribution 
of income. There may be a solution to this dilemma somewhere 
along the lines of collective ownership and co-operative operation, 
but the long line of failures of co-operative farm enterprises and 
the profound modification which the collective farm system is 
undergoing in Russia indicate that the problem is more easily 
solved on paper than in life. 

THE CRITERIA OF DISTRIBUTIONAL JUSTICE 

Before we can draw any conclusions as to distributional policy, 
it will be necessary to examine a little further what we mean by 
"distributional justice," or "social justice." What criteria can we 
set up to test the justice of any system or arrangement? Imme­
diately wc find ourselves in the presence of conflicting ideals. On 



JUSTICE EN DISTRIBUTION 111 
the one hand, "justice" implies the rendering to each of his 
"deserts." The simplest and most practical expression of this 
criterion of justice would be "to each according to what he pro­
duces." On the other hand stands a rival criterion, the criterion of 
need. "To each according to his need" sounds as plausible, or even 
more plausible, than "To each according to his contribution." 

DISTRIBUTION ACCORDING TO CONTRIBUTION 

Neither of these criteria are altogether satisfactory. The narrow 
ideal of justice that is based upon deserts leads us into hopeless 
contradictions. In the first place, how can we know what each 
deserves ? "Use every man after his own desert and who should 
'scape whipping." It is a dangerous ethical assumption to identify 
"desert" with "contribution." Yet this identification seems to be 
the only solid ground in the midst of a bog of tentative opinion 
and groundless judgments. Who is to judge between "happy, 
undeserving A " on the one hand, and "wretched, meritorious B" 
on the other? The only concept of justice which permits of any 
objective solution on the criterion of desert is "reward according 
to contribution." The impersonal dictates of the market set 
prices for the services of the various factors of production, and 
the contribution to the total product made by any factor can be 
estimated by multiplying the price of these services by the quality 
rendered. This may be called the "pure capitalist" solution of the 
problem. If the market price of the services of my body is 40 cents 
an hour and I work 2,400 hours in the year, both the contribution 
that I make to the total value of the product, and the value of the 
reward that I receive for this contribution are equal to $960 a 
year. 

THE "PURE CAPITALIST" SOLUTION. IS UNSATISFACTORY 

Eor all its apparent logic, the "pure capitalist" solution fails to 
satisfy us. In the first place, if we assume the rights of private 
property in transferable goods, it is likely to lead to a degree of 
inequality that we feel to be dangerous. We also have a strong 
feeling that income from material property, or from loans and 
bonds, is in some sense "unearned" in a way that income from 
personal exertion is not. Even our income tax law used to recog­
nize the distinction, and "unearned" income was taxed at a higher 
rate than "earned income." The pure capitalist criterion, how­
ever, would treat all income alike, whether it was derived from 
property in our own bodies and minds or from property in stocks, 
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bonds, and real estate. Finally, we are forced to recognize that 
society has certain obligations towards non-producers, particu­
larly towards children, old people, the sick, the insane, and the 
involuntarily unemployed. We must break down the criterion of 
"reward according to contribution" in some cases; hence, it loses 
its validity as a general formula. The reason for this seems to be 
that there is a certain sense of kinship that binds us all together 
and makes us feel in a measure responsible for the welfare of all. 
We must relieve the unproductive elements of society because in 
some sense they "belong" to us, just as a limb belongs to us. A 
craftsman does not deny his feet shoes because he earns his living 
with his hands. We cannot be pure individualists because we are 
not pure individuals; we are bound together in a social web that 
permits none of us to be either completely independent of others 
or completely non-responsible for others. It is on this rock that the 
pure capitalist criterion splits, 

THE "PURE COMMUNIST" CRITERION IS ALSO UNSATISFACTORY 

Should we, then, go to the other extreme and adopt what may 
be called the "pure communist" criterion—"from each according 
to his abilities, to each according to his needs." There is much 
that is superficially attractive about the idea of distribution 
according to need. Nevertheless, on examination it turns out to be 
full of difficulties, both theoretical and practical. Just as it is 
impossible to judge the deserts of another, so it is impossible to 
judge his need. The criterion of need, therefore, breaks down on 
two grounds: theoretically, because it is essentially mechanistic; 
practically, because it presents an administrative problem of 
impossible complexity. 

DIFFICULTIES OF DISTRIBUTION ACCORDING TO NEED ILLUSTRATED 
BY RATIONING 

Nothing illustrates these difficulties better than the problem 
of rationing scarce supplies. The simplest method of apportion­
ment is, of course, to give everyone an equal share. This has been 
done—in wartime, for instance—in the case of sugar and coffee.1 

Equal distribution, however, is clearly inequitable, for needs are 
not equal. Some like sugar, some do not; some bake cakes, some 
do not; some are diabetic, some are not. Hence, rationing means 
no hardship for some, and considerable hardship for others. The 
equal rationing of coffee is even more inequitable—a household 

1 In the U.S.A. 
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where only one member drinks coffee feels no pinch, whereas a 
household of heavy coffee drinkers is sharply restricted. Petrol 
rationing is even more difficult. With the same ration, A is happy, 
B is not; for A the car is a luxury, for B it is a necessity. Even 
for the simplest needs, therefore, equal rationing is hopelessly 
unjust. Hence, there must be graduated rationing; special food 
rations for heavy workers, special petrol rations for heavy 
drivers, and so on. The attempt to ration for individual needs, 
however, results in a piling of board on board and application on 
application until red tape engulfs everybody. Even in the case 
of such basic "need" as food, rationing cannot be applied as a 
universal principle. If all food were rationed, no matter how care­
fully the ration is graduated according to age, sex, and occupa­
tion, some would starve and some would be relatively comfortable, 
for nutritional requirements differ markedly from person to person. 
It is a basic principle of food rationing in wartime, therefore, that 
some important source of calories must be left unrationed—such 
as bread and potatoes in England or potatoes in Germany. 

THE "POINT PRICE" SYSTEM 

It is significant that as the technique of rationing develops 
it tends to approximate more and more to a price system, using 
the criterion of effective demand rather than of need. Point 
rationing is a partial return to a price system; what is, in effect, 
a supplementary money is issued (the ration tickets), and demand 
is equated to supply by adjusting "point prices" rather than the 
regular money prices. But whereas money prices can adjust to 
every local situation, rising to accommodate a temporary scarcity 
and falling to relieve a temporary glut, "point prices" have to be 
fixed by the rationing authority at regular intervals. Errors in the 
setting of point prices therefore lead to large wastages of perish­
able products before they are adjusted. Any "administered" price 
system is bound to run into these difficulties, and as the control 
of distribution necessarily involves control of prices, controlled 
distribution likewise runs into a similar administrative impasse. 

DIFFICULTY OF ESTIMATING " N E E D S " 

If the criterion of need is so difficult to apply even in the case 
of basic necessities, how much more difficult would it be to apply 
it to the luxuries and conveniences of fife! The thought of dis­
tributing phonograph records, books, travel, and the like according 
to individual need by some rationing authority is one before which 



114 THE ECONOMICS OF PEACE 

the stoutest communist might quail. It may be objected that we 
can still permit goods to be allocated through the price system, 
so that there is a certain amount of consumers' choice, and yet 
ration incomes according to need. But what standards could we 
follow in such a case? Should we give all university graduates 
double the income of high school graduates, because presumably 
a college education breeds expensive tastes ? There is simply no 
administrative solution to the problem of allocation according to 
need, once we get away from the barest necessities, and even there 
the administrative problem is almost insuperably difficult and can 
only be solved by rule-of-thumb methods. 

" N E E D S " AND "ABILITIES" DO NOT CORRESPOND 

There is, however, an even more fundamental objection to the 
pure communist criterion. It is that abilities and needs are not 
likely to correspond. The things we most want to do (the activities 
miscalled "leisure") do not in general produce a sufficient quantity 
of the commodities that we need. This is the fact which makes 
necessary the whole system of economic values and institutions. 
Suppose, for instance, that we had a society in which everybody 
liked fishing and had great ability in the art, but in which nobody 
liked fish, and in which, to make the case even stronger, fish did 
not agree with the people so that they had to live mainly on 
bread. It would require a remarkable act of chemical magic to 
transform the fish which the abilities produced into the bread 
that the needs demanded! Such a society would be forced to do 
something to make fishing unattractive relative to breadmaking. 
The price of fish and the wages of fishers would have to be low, 
and the price of bread and the wages of breadmakers high, even 
though the needs of the two groups might be identical. The logic 
of valuation would force the authorities to abandon any attempt 
to distribute solely according to need; they would have to distri­
bute in order to encourage some lines of production and discourage 
others. This is what has happened in Communist Russia, where the 
desire for increased production continually thwarts the desire for 
equalitarian distribution. 

THE ABOLITION OF EXPLOITATION AND DISCRIMINATION 

There is another ideal which is continually present in the dis­
cussions of distributional justice—connected perhaps with those 
mentioned above and yet important enough to deserve inde­
pendent consideration. This is the ideal of the abolition of exploita-
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tiorj and discrimination. Even the most laissez-faire of economists 
have always recognized that the pure capitalist ideal of distribu­
tion according to contribution was thwarted by the presence of 
monopoly, ignorance, and the consequent exploitation. It is not 
altogether easy to define exploitation in the evil sense of the word. 
To the Marxian, of course, the whole capitalist system is one of 
exploitation, and the whole income of the non-labouring classes 
is gained by the exploitation of the working class. We shall con : 

sider this criticism in a later chapter and will give reasons for 
supposing that the Marxian definition is much too broad. 

EXPLOITATION A CONSEQUENCE OP MONOPOLY 

In ordinary speech the word "exploitation" usually bears the 
sense of paying workers less than they are entitled to. This is 
likely to happen where the employer is in a position of monopoly 
with respect to the workers. A good example would be that of 
a one-factory town, or a one-mine town, in a rather isolated situa­
tion. It might be very difficult for the workers to move away, and 
as there is only one employer and many workers, the employer 
would be able to get as many workers as he wanted at a wage 
that was lower than the wage prevailing elsewhere for that par­
ticular kind of work. Even where the number of employers is 
large, as in agriculture, or in the clothing industry, it may be 
possible for an individual employer to exploit the ignorance of 
his workers and pay them less than the prevailing wage. Where 
rates of wages are secret and are determined by individual bar­
gaining between employer and employed, there is always an 
opportunity for exploitation of this sort. The remedy for exploita­
tion is the development of a strong trade union organization, or 
failing that, a judiciously administered minimum-wage law. As 
far as wages are concerned, indeed, the main function of trade 
unions is the ehmination of what we may call "hole and corner" 
exploitation. As we shall see later, the power of trade unions to 
raise wages in general has been much exaggerated, but there is 
little doubt that they have performed a most valuable function in 
the ehmination of individual cases of exploitation. The principal 
justification of a minimum wage law is also that it can help to 
eliminate individual exploitation. 

DISCRIMINATION IS ALSO A RESULT OF MONOPOLY 

Another aspect of the same problem, and unfortunately much 
further from solution, is the problem of cfiscrimination. Discrimi-
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nation occurs whenever different individuals in the same locality 
are paid different wages for the same work. In a broad sense, of 
course, all individual exploitation is an example of discrimination. 
It is most difficult to deal with, however, when the discrimination 
is directed against groups and classes of individuals, rather than 
against single individuals. There are several groups that suffer from 
discrimination. Racial discrimination results in Negroes, Mexicans, 
Chinese, and certain immigrant groups receiving lower wages for a 
given job than native white Americans. Sex discrimination results 
in women receiving lower wages for a given job than men. Age 
'discrimination results in the exploitation of children and old 
people. Caste discrimination results in lower wages for people with 
"inferior" language and manners. 

It is a general economic principle that discrimination exists 
•only in the presence of monopoly. If two different prices exist for 
the same commodity in a competitive market, all the buyers will 
Tush to buy from the vendors selling at the lower price, so that 
their price will rise, while the lack of buyers forces the high-price 
sellers to lower their prices, until everyone is selling at the same 
price. If the labour market were perfectly competitive, with large 
numbers of both workers and employers, and open knowledge of 
the wages and abilities offered, there could not be different wages 
for the same work, for employers would all rush to employ the 
low-wage workers, thus bidding up their wage, and would not 
employ the high-wage workers until their wage had come down 
to the general level. If the labour market were perfectly com­
petitive, for instance, it would be impossible to maintain a higher 
wage rate for whites than for Negroes, in identical jobs, for in that 
case employers would rush to employ Negroes, and any employer 
who employed white only would be forced out of business. 

MONOPOLY MAY BE ON THE SIDE OF EMPLOYEE OB WORKERS 

Discrimination can exist only where there are elements of 
monopoly, either on the side of the employer or on the side of 
organized labour. If, for instance, we have a situation in which a 
single employer is faced by two groups of employees, one of which 
is prepared to work for a lower wage than the other, he may be 
able to make greater profits by paying the less-favoured group 
a lower wage, provided that he is in something of a position of 
monopoly. Or, on the other side, an organized labour group may 
be able to get higher wages for its members by the process of 
shutting out certain groups, classes, or races from its ranks. 
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This again is really an exercise of monopoly power, and the story 
of trade unions is full of examples of it. The discrimination of many 
unions against Negroes and against women is a good example. 
If a union can keep Negroes or women out of a particular employ­
ment, a higher wage can thereby usually be ensured for the 
members. This is simply an example of the general method of 
exercising monopoly power—through the restriction of the supply 
of the monopolized commodity. 

Taken alone, not one of the three ideals of distributive justice 
is satisfactory. Nevertheless, a synthesis may be suggested. All 
three are valuable mainly in a negative form. Thus, while it is 
impossible to justify a strict system of distribution according to 
productivity, it is not unreasonable to propose as an ideal that 
no factor of production should receive less than its supply price; 
otherwise, the process of production will suffer. Similarly, while 
it is impossible to justify a strict system of distribution according 
to need, nevertheless common humanity demands that nobody 
in a society be allowed to fall below a basic minimum level of 
subsistence. This is an old principle; it is involved in any "poor 
law." The practical problem—and the one that is likely to cause 
most controversy—is that of deciding where this minimum level 
should lie. The English Poor Law of 1834 decreed that it should 
be at the barest minimum necessary to sustain life. As society 
becomes richer, however, the basic minimum it can afford can be 
raised. The level of the basic minimum which a society can afford 
depends, of course, on economic surplus; the larger the surplus, 
the higher the basic minimum can be. We have good reason to 
suppose that, in the Western World at least, we can now afford 
to set a basic minimum much higher than we have been accus­
tomed to in the past, because of the rise in productivity and in the 
economic surplus. A flat basic minimum could only apply, of 
course, to a fairly homogeneous region. Over a large and hetero­
geneous area, it would be necessary to set lower basic minima in 
those areas less technically advanced and more accustomed to 
poverty. 

It remains to consider the conclusions for economic policy which 
follow from this discussion..They may be summarized as follows: 

1. Although the problem of distribution is in reality less im­
portant than that of economic progress, the state has an obliga­
tion to intervene in this matter in order to prevent exploitation 
and discrimination and in order to prevent anyone in the society 
falling below a basic minimum standard of life. 
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2. There are several methods available for the elimination of 
exploitation and discrimination. As this is always due primarily 
to a monopolistic situation, it is important that all such condi­
tions, where they cannot be broken up by law, should be regu­
lated by law. Labour unions have an important function in 
preventing the exploitation of individuals. Minimum wage laws 
may also accomplish this end. It is more difficult to prevent the 
exploitation of groups. Particularly is this true where the ex­
ploiters are not the employers, but the organized workers. A tight 
craft union with restricted membership is as much a monopoly 
as the old Standard Oil Company and needs regulating just as 
much. A degree of regulation aimed simply at preventing un­
reasonable obstacles to membership, and eliminating obstructions 
to economic progress would probably be adequate. Direct legisla­
tion aimed against discrimination is also possible, and is a little-
tried field. The Fair Employment Practices Committee in the 
United States is an example of something that could be made much 
more general and permanent. Many political and sectional interests 
stand in the way of a federal anti-discrimination law; nevertheless, 
it is a completely logical development of economic democracy and 
should not prove impossible to put through. 

3. The state has an obligation to see that nobody falls below 
a certain basic minimum standard of life. The level of the basic 
minimum which a society can afford depends on the economic 
productivity of society, and in particular on its "economic sur­
plus." If the problem of distribution is to be solved, then, it is 
extremely desirable to develop a large economic surplus. There 
are two ways of achieving this end. The most important is the 
direct encouragement of economic progress. Not to be neglected, 
however, is the development of a social pressure against riches 
and the display of wealth, and in favour of simple and frugal 
standards of life. This is of particular importance in countries 
where productivity and the economic surplus are low, for under 
these circumstances it is impossible to achieve a reasonable rate 
of economic progress unless consumption can be forced below the 
meagre level of production, so as to permit of accumulation. Even 
in rich countries, however, provided that monetary and fiscal 
policies are devised that will ensure full employment, it is highly 
desirable to educate the people in favour of simple standards of 
life. In the richest of contemporary societies, and still more if 
we take into account the world as a whole, the abolition of poverty 
will require a considerable restriction of consumption on the part 
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not only of the well-to-do but of the middle classes. In time of war 
it is all too clear that unnecessary consumption withdraws re­
sources from the war effort. It should be, but alas is not, equally 
clear in time of peace that unnecessary consumption withdraws 
resources from the "peace effort"—-the attempt to provide a 
decent standard of life for all. Assuming full employment, the 
food that the upper brackets consume needlessly is hterally 
snatched from the mouths of the underfed, their fine houses built 
at the cost of slums, their unnecessary clothes taken from the 
backs of the ill-clad. A social taboo on high standards of consump­
tion—which are in any case desired not so much for their own 
sake as for the prestige which goes with them—would make it 
perceptibly easier for any society, rich or poor, to achieve a decent 
minimum standard. Our slogan for the post-war world in the 
field of distribution should be "it's ridiculous to be rich!"—the 
natural corollary being, in the field of full employment, "it's 
ridiculous to be poor." 

4. The principal instrument in the redistribution of income is, 
of course, the system of public finance. By taxing the rich and 
giving benefits to the poor, a society can materially change its 
distribution of income, provided that its taxes do not dig below 
the economic surplus. One of the more difficult problems in this 
connection is how far the benefits should be in cash and how far 
in kind. Some of the benefits, of course, must be in the form of 
free services—for example, education, public health, and so on. 
Some of them should probably be in the intermediate form of 
insurance benefits. There is, however, a large debatable ground 
between, say, the advocates of relief in cash and the advocates 
of relief in kind. There is also a difficult problem concerning the 
recipients of benefits. Every member of a society, rich and poor 
alike, might be regarded as sharing a potential property right in 
the economic surplus, and therefore entitled to a money income 
from the state—an income which would, of course, be taxed away 
again in the case of the rich. There is a certain attractive simplicity 
about this idea of a "social dividend." If it were much above a 
bare subsistence, however, it might have a detrimental effect on 
productivity, for many would not wish to supplement this income 
by working. The alternative solution of a complex system of social 
security benefits is probably more desirable, though less elegant. 
In this connection, the special position of children deserves notice. 
A large proportion of "primary poverty" is due to the existence of 
large families. A wage that supports two in comfort brings starva-
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tion to a dozen. I f we admit the logic of public education, we must 
also admit the logic of public responsibility for the nutrition, 
health, and clothing of the child, for it is absurd to give a child 
education which he cannot absorb because of his poverty and 
malnutrition. These problems, however, lie rather in the field of 
sociology than in economics, and are somewhat outside the scope 
of this work. 



7 
Unemployment: The Problem 

WILL PEACE BRING NEW DEPRESSIONS? 

Will there be another great depression % That is one of the big 
questions in the mind of the average man as he looks at the 
prospects for the post-war world. In spite of the fact that war­
time economic discussion is concerned with inflation rather than 
with unemployment, it is not so long ago since unemployment 
was the problem that seemed to dominate all others. Men in the 
prime of life today will remember vividly two serious depressions: 
the short but very severe depression that broke in the middle of 
1920, and the long and disastrous depression that began in 1929. 
Even the prosperity of the later twenties was by no means uni­
versal; in Great Britain, for instance, the volume of unemploy­
ment in 1928 was so large that almost everyone regarded the 
situation as one of depression—only to find by 1932 that by con­
trast it had apparently been a boom! It is no exaggeration to 
say that Great Britain experienced a continuous depression from 
1921 to about 1938. There is little wonder that men are turning 
to the prospects of peace with some anxiety and are wondering 
whether the years to come will not bring equally severe or even 
more heartbreaking depressions than those of the inter-war period. 

DEPRESSIONS MUST BE PREVENTED FOR POLITICAL AND ECONOMIC 
REASONS 

It must be pointed out that in one sense, if we look at the 
economic life of the world with a truly world-view, the depressions 
of Western capitalism are of secondary importance. Even at the 
depth of depression, the standard of life of the industrial nations 
of the West is so far above that of the rest of the world, that a 
Hindu or a Chinese peasant might well be amazed at our concern 
over the problem. For most of the world, the fundamental prob­
lem is that of economic progress. The very existence of depressions 
is a sign of a high standard of life—only the rich and technically 
advanced societies can afford to have depressions! Nevertheless, 
there is not the slightest excuse for having them if they are 
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avoidable; and the consensus of students of the subject is coming 
to he that they are avoidable through appropriate governmental 
action. 

Even if the economic importance of depressions tends to be 
over-emphasized, their political and social effects are enormous. 
It is not the realities of economic life that matter in the political 
realm, but the fantasies; it is what people think and dream about 
their condition, rather than their true condition that matters to 
the politician. During a depression, the Western World does not 
thank its lucky stars—or its fortunate history—that even at the 
lowest ebb of its production its standard of life is so far above 
that of primitive agricultural peoples, but rather does it look back 
to its rosier past and curses the lot—and the government—that is 
seemingly responsible for the ebb of its fortunes. It is scarcely an 
exaggeration to say that the depression which followed 1929 
brought about a revolution of some sort in almost every country 
in the world: the New Deal in America, the National Government 
in England, the Popular Front in France, the Nazi Revolution in 
Germany, and so on. The depression was mainly responsible for 
the breakdown of the war-debts and reparations system, and 
helped to set in motion the forces of extreme nationalism that 
culminated in the World War. It is not, perhaps, true to say that 
the World War would not have happened had there been no 
depression, for the underlying political disunity of the world 
would have brought it about sooner or later. But almost certainly 
had it not been for the great depression, the war would not have 
come as soon as it did. Depressions are good soil for political weeds 
to grow in, and the demagoguery of Hitler would have fallen on 
deafer ears had his hearers been employed and prosperous. The 
mass of Germans were prepared to swallow many things that 
they detested in the Nazi regime because of its undoubted success 
in dealing with unemployment. For political as well as for eco­
nomic reasons, therefore, it is of vital importance that the scourge 
of unemployment should be brought under control. 

THE ABOLITION OF DEPRESSIONS IS POSSIBLE; THE " N E W 
ECONOMICS" 

Fortunately, there is evidence on the intellectual horizon, at 
least, that the possibility of preventing depressions is at last 
within sight. One of the most important things that has happened 
in the past twenty years—more important, perhaps, for the long-
run welfare of humanity than the foamings of dictators or even 
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the fortunes of war—has been the development of a body of 
thought on the subject of depressions which at last is commanding 
general acceptance among economists and which seems to provide 
an adequate basis for public policy. This is the theory that has 
grown up around the name of Lord Keynes. Not that all Keynes's 
views are necessarily sound, nor are the views of his followers 
(often plus royalistes que le rot) to be taken at their face value. But 
in the last twenty years there has been accomplished a revolution 
in economic thought, of which most people outside the circle of 
the experts are only dimly aware, that transcends in importance 
anything that has happened in economics since Adam Smith. Not 
a little of this revolution has been stimulated by the attempts of 
economists to answer the criticisms of the "monetary cranks," 
such as Silvio Gesell, Major Douglas, and Foster and Catchings. 
Although these writers are full of errors as far as their systems as 
a whole are concerned, they undoubtedly perceived a fragment of 
truth that had been unrecognized by the orthodox economists,1 

although it fits very easily into the general line of development of 
economic doctrine. This neglected truth was that under certain 
circumstances there may be a deficiency of purchasing power or of 
consuming power, in the sense that the public is not willing to 
buy, at existing prices, the total volume of goods that are offered 
for sale. When this happens, the level of prices and incomes, ex­
pressed in money, is bound to decline, and for reasons that will be 
shown later, unemployment is bound to follow. 

NON-MONETARY FACTORS IN DEPRESSION: THE "BATHTUB 
THEOREM" 

Before we go on to examine in detail the monetary mechanism, 
it will be desirable to consider the non-monetary factors that 
underlie the unemployment problem. The key to the under­
standing of this problem is the proposition that we have already 
encountered in considering the problems of reconstruction: the 
rate of accumulation of the stockpile of goods is equal to the rate 
of production less the rate of consumption. This may not inaptly 
be called the Bathtub Theorem: just as the rate at which water 
accumulates in a bathtub is the difference between the rate at 
which it runs in from the faucet and the rate at which it runs out 
through the drain, so the rate of accumulation of goods is equal to 
the difference between the rate at which goods are added to the 
stock and the rate at which goods are drained away. Production is 

1 With the notable exception of Malthus. 
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the act of adding to the stockpile: when a farmer produces wheat, 
for instance, or a factory a machine, something is added to the 
total stock of goods which was not there before. Consumption is 
the act of subtracting from the stockpile: when we eat a loaf of 
bread, or wear out a motor car, something is subtracted from 
the total stock of goods. If production (the flow from the faucet) 
is greater than consumption (the flow down the drain) it is clear 
that the water in the economic bathtub (the £otal stock of goods) 
must rise. 

THE GREAT ACCUMULATION OF THE PAST TWO CENTURIES IS 
UNLIKELY TO CONTINUE 

For the past two hundred years we have been accustomed to 
an enormous increase in the total stockpile1 of the Western 
World. So accustomed to this have we become that it seems to 
be in the natural order of events, and we can hardly conceive of a 
situation in which the stockpile is not increasing rapidly. The 
great increase in the stockpile in the past two centuries has been 
due, however, to a peculiar combination of factors which are not 
likely to recur again, at least not in the same degree. One has 
been the enormous increase in population, which would have 
necessitated a proportionate increase in the stock of clothes,, 
furniture, houses, roads, and so forth, even if there had been no 
changes in techniques and no rise in the standard of life. Another 
has been the opening up of vast empty lands for settlement. If 
we visualize the great empty American continent of 1745, or even 
of 1805, and visualize it today, studded with great cities and 
innumerable towns and farms, criss-crossed with roads and rail­
ways, we see what an immense amount of accumulation has gone 
on in the past few generations. Another factor has been the 
development of new capital-using inventions, such as the railways 
and the steel frame building. None of these factors is likely to 
operate as strongly in the future as it has in the past. 

It is now becoming clear, therefore, that the size of the eco­
nomic bathtub is limited; that the opportunities for accumulation 
are not indefinite, and that a point mast come, as accumulation 
proceeds, when the rate of accumulation must decline. Eventually, 
of course, net accumulation must stop altogether, when the bath-

1 By the "stockpile," of course, I mean all goods, not merely goods in storage; 
it includes alJ buildings, machines, railways, inventories, furniture—everything 
that is a physical commodity and has value. It should also include such non-
material assets as skills and abilities. 
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tub is full—that is, when the total stockpile is as large as it can 
usefully be, given the techniques of production and the standard 
of life. This is clearly seen in the case of a particular commodity, 
such as wheat. A great advantage is to be gained from having a 
year's supply of wheat in the warehouses. There is probably some 
advantage in having two years', or even three years' supply of 
wheat in stock. But there is no conceivable utility in having ten 
years' supply of wheat in storage. The same is true of any other 
commodity, and ultimately of commodities in general, though we 
are, of course, still some way from the point where no further 
increase in stock can be of any use. 

THE UNREAL DILEMMA OF OTJR TIME—WAR OR UNEMPLOYMENT 

Now, there are only two ways of bringing about a decline in 
the rate of accumulation. One is to shut off production. The other 
is to expand consumption. Faced with an overflowing bathtub, 
we can turn off the faucet or we can pull out the plug—or, of 
course, we can hack a hole in the side. Here lies the fundamental 
explanation of the crisis of our time. Our modes of thought do not 
permit us to do the sensible thing—that is to pull out the plug, 
or to expand consumption. Consequently, we are faced with a 
horrible, but completely unreal and self-manufactured dilemma: 
to stop the monstrous accumulation of goods either by turning off 
the faucet of production, which is accomplished through depres­
sion, deflation, and unemployment, or by hacking a hole in the 
side of the bathtub by war, and allowing the stockpile to flow out 
in a flood of waste and destruction. In the absence of a con­
structive policy for the encouragement of consumption, then, we 
are forced to make the choice between peace and unemployment, 
or full employment and war, and in fact oscillate miserably be­
tween the two evils, peace leading to an unmanageable flood of 
plenty, which is subsequently dissipated in war. This is not to say 
that war as such is the result of these economic forces: as we 
shall see later, war as an institution is primarily a result of poli­
tical rather than economic forces, and wars have gone on even in 
periods when the economic forces were ranged rather on the side 
of accumulation than on the side of destruction. But the peculiar 
ferocity and destructiveness of modern war and perhaps the very 
institution of "total war" may be attributed at least in part to 
the necessity for consumption—war being the only acceptable 
way of consuming things on a very large scale! 
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W H Y T H E STOCKPILE CANNOT GROW FOR E V E R 

W e must now ask ourselves in more detail exactly how the 
capacity o f the economic bathtub is limited and what is the 
machinery by which an overflowing stockpile leads t o unemploy­
ment and a decline in production. W e can see, o f course, that 
there are technical reasons why the stockpile should not grow 
for ever. The economic pressure that prevents the growth o f the 
stockpile comes, however, from its owners. Somebody, it is clear, 
has to own the goods which constitute the stockpile. In a capitalist 
society, these goods are owned, for the most part, by private 
individuals and private corporations. As the stockpile grows, 
these owners get less and less willing to hold goods ; they become, 
therefore, more anxious t o sell goods (to exchange them for 
money) and less anxious to buy them (to exchange money for 
goods) . The result is a fall in prices. Indeed, beyond a certain 
point i t becomes impossible to increase the value o f the stockpile 
because each addition t o the physical stock o f goods leads to a 
proportionate, or more than proportionate, fall in their price. 
Thus, if an increase in the stock o f wheat from 500 to 550 million 
bushels led to a decline in the price of wheat from $1 a bushel t o 
90 cents, the value o f the stock o f wheat would fall f rom 500 t o 
495 million dollars. Under these circumstances it would be im­
possible to invest in wheat—that is, to raise the value o f the total 
s tock o f wheat b y adding t o its physical volume. A situation may 
easily arise where the same is true for commodities in general. 1 

1 There is a simple formula connecting the price of a commodity with its 
total stock when the commodity is storable and has a competitive market. Let 
P be the price of the commodity, Q the total physical stock ("bushels"), M the 
total stock of money in the hands of the marketers. Let r m be the proportion 
of their total assets which the marketers wish to hold in the form of money, 
and Tq be the proportion of their total assets which the marketers wish to hold 
in the form of the commodity. We may call rm the "preferred liquidity ratio" 
and rq the "preferred commodity ratio." Then if T is the total value of the assets 
of the marketers, by definition 

M PQ 

Eliminating T between these two equations we have: 

This equation holds not only for any particular commodity but also for the 
price level of commodities in general. If P is the price level and Q the quantity 
of all asnets, r q becomes(l — rm), for if we'wish to hold, say, 10 per cent of our 
assets in the form of money, that is the same thing as wishing to hold 90 per 
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HOW A RISE IN THE STOCKPILE CAUSES UNEMPLOYMENT 

The most fundamental cause of unemployment is the rise in 
the stockpile to the point where people are not willing to own 
further accumulations. This force may operate directly. Thus 
most purchases are made and most orders are given in order to 
replenish a depleted stockpile. When the consumer finds that the 
shirts in his drawer have become unwearable and must go into the 
rag bag, he goes out and buys shirts. When the retailer finds that 
the purchases of consumers have depleted his shelves, he orders 
shirts from the wholesaler. When the wholesaler finds that his 
warehouses are emptying, he orders shirts from the manufacturer. 
When the manufacturer receives orders from the wholesaler, he 
buys cotton and sets men to work. When the consumer's closet is 
full, and the retailer's shelves are full, and the wholesaler's ware­
house is full, there are no orders and there is no work. But the 
effects of an overstuffed stockpile also work themselves out 
through the decline in prices and in money incomes. In order to 
understand how this operates, we must digress a little to examine 
some ideas about the monetary system. 

THE MONETARY SYSTEM: EXPENDITURE IS INCOME 

Perhaps the greatest obstacle to the understanding of the 
monetary system lies in our tendency to think by analogy from 
our own experience. We are now concerned with the whole eco­
nomic system, and the whole flow of money, incomes, and outputs. 
In such a closed system, many things that are true of the experi­
ence of individuals, or even of groups, within the system are not 
true of the system as a whole. It is often misleading, therefore, to 
argue by analogy from our individual experience and to treat the 
whole society as if it too were an individual; for the individual 
exists in the environment of society, he is surrounded by society, 
as a drop is surrounded by the sea. But the whole society has no 
environment—it is its own environment. Hence what is true of 
the drop is often not true of the sea. We find one of the most 
striking examples of this truth in our concepts of money income 
and expenditure. To an individual, his money income flows into 
cent of our assets in the form of commodities in general. The equation then 

From this equation, it is clear that the total value of assets [PQ) cannot increase 
unless there is an increase in the quantity of money or a decline in the preferred 
liquidity ratio. 
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his pocket, again rather as water flows into a bathtub, and his 
money expenditure flows out of his pocket just as water disappears 
down the drain. The amount of money in his pocket (or his bank 
balance) obviously depends on the relative sizes of income and 
expenditure; when he is getting money faster than he is spending 
it, the amount of money in his pockets increases, just as a bath­
tub will fill up if water is running in faster than it runs out. Simi­
larly, the amount of money in his pocket will decline if his expen­
diture outruns his income. To an individual, then, money income 
and expenditure are obviously different, arid to some extent un­
related things; there is nothing to prevent his income being 
greater than his expenditure, or his expenditure being greater 
than his income. When we look at our whole society, however, 
and add up all the incomes of all people, and add up all the 
expenditures of all people, it is clear on a moment's reflection that 
not only must these totals be equal, but that they are simply 
different ways of looking at exactly the same thing! For my 
income is always somebody else's expenditure, and my expendi­
ture is somebody else's income; every item of income figures, 
therefore, as somebody's expenditure, and every item of expendi­
ture as somebody's income. From the point of view of society as 
a whole, therefore, income and expenditure are exactly the same 
thing, for every transfer of money is at the same time income to 
the person who receives it and expenditure to the person who 
gives it. This truth is so obvious, once it is stated, that it seems 
almost impossible that it could be misunderstood; nevertheless, 
the Keynesian revolution in economic thought consists essentially 
in the explicit recognition of this truth and its incorporation into 
the body of economic principles. 

IF EXPENDITURES STOP, INCOMES STOP 

The next essential step in the argument is the realization that 
if people stop spending, other people stop receiving incomes, so 
that the total income of society in any one period (say a "week") 
depends on the amount that everybody decides to spend in that 
week. If people decide to spend more, money incomes will in­
crease ; if people decide to spend less, money incomes will decline, 
simply because money incomes and expenditures are the same 
thing over a whole society, 

THREE GROUPS OF GETTERS AND SPENDERS 

The next step in the development of the argument is to classify 
the money-getters and money-receivers into three groups, which 
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we may call the public, business, and the government. Each of 
these receives income from, and makes expenditure to, the other 
two, and also may receive incomes from and make expenditures 
to other members of the same group. Thus, the public buys con­
sumers' goods: food, clothing, and so forth. These payments 
represent expenditure to the public, but they are income to 
business. Business buys labour, and pays wages; buys the services 
of property and pays rents and dividends. These payments are 
expenditure to business and income to the public. The govern­
ment likewise buys commodities from business and labour, and 
property-services from the public, and pays out money which is 
expenditure to the government, but which is income to the 
recipients. The government collects money from the public and 
from business in the form of taxes; this is expenditure to the 
public, but income to the government, 

DEPRESSIONS MAINLY DUE TO A DECLINE IN BUSINESS 
EXPENDITURE 

Now, the total of incomes depends on the total of expenditures. 
In particular, it depends on the expenditures of these three groups 
—the public, business, and the government. If the expenditures 
of any one of these groups decline, the total income of society will 
likewise decline, unless there is a corresponding increase in the 
expenditures of the other two groups. What happens in a depres­
sion is a decline in expe?iditure, mainly on the part of business. 
The principal reason for this, as we have seen, is the failure of 
consumption to prevent an over-accumulation of the stockpile. 
There are additional reasons, connected with the age distribution 
of the stockpile and with the psychology of business: these, how­
ever, are less important and will be discussed later. There may 
also be a decline in the expenditure of consumers, due to the 
accumulation of consumer goods in their possession. This decline 
in expenditure leads to, and is, in fact, exactly the same thing as 
a decline in income—the income of the people who receive the 
expended money. 

HOW A BUDGET DEFICIT CREATES INCOMES AND A SURPLUS 
DESTROYS THEM 

Whether the activity of an individual creates, destroys, or has 
no effect on the income of society depends on whether he has a 
"budget deficit," a "budget surplus," or a "balanced budget." 
This is true not- only for individuals but for business enterprises 

i 
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and for governments also. If any such economic organism has a 
"budget deficit"—that is, if it is currently spending more than it 
is receiving, the net effect is likely to be a rise in incomes else­
where in the system. If, for instance, I receive $100 in a week 
and spend $150, the $150 is income to those who receive it, and 
increases directly the income of society by $150: the $100 that I 
receive, assuming that it would have been spent anyway, repre­
sents a loss of $100 income to the rest of society. The net effect of 
my actions would therefore be immediately to increase the in­
come of society by $50. If, however, I have a "budget surplus"— 
if, for instance, I received $100 and spent only $50, I would 
decrease the income of the rest of society by $50. I f my budget is 
balanced, if I both receive and spend $100, the net direct effect 
on the income of the rest of society will be nil. 

HOW INVESTMENT PRODUCES INCOMES 

These principles apply to business enterprises as well as to 
private individuals. When a business enterprise has a "budget 
deficit"—that is, is currently spending more than it is receiving 
from the public or the government, the result is a rise in the 
incomes of the public. The "budget deficit" of a business, how­
ever, is its net investment during the period—the amount by 
which it has increased its non-liquid assets.1 When investment 
takes place, a business will be spending larger sums than it is 
receiving, and hence incomes will be created elsewhere in the 
system. The direct effect of investment is to transfer money from 
the possession of businesses to the hands of the public. The in­
come-raising effects of investment depend largely on how the 
investment is financed—on the source of the money which the 
business spends. If the business raises money by borrowing from 
the public, the effect of investment on income is likely to be 
small, for the increase in incomes which results from business 
expenditures is to some extent offset by the decline due to the 
fact that the public cannot now spend the sums which it has lent 
to business. It may be, of course, that the public would not have 

1 When a business spends money, it exchanges a liquid asset (money) for 
a non-liquid asset (the thing bought). Similarly, when a business receives money 
from the sale of its product it exchanges a non-liquid asset (the thing sold) for 
a liquid asset (the money received). Economists generally use the word ''invest­
ment,'' or the "rate of investment," thought of as a process, to moan the rate 
at which the non-liquid assets are growing. In ordinary speech, "investment" 
sometimes means the total amount invested, as when we say that a building 
"represents tin investment of $100,000." This meaning should not be confused 
with the one used above. 
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spent these sums had they not been borrowed; in that case, the 
inflationary effect of business borrowings on income will be 
greater. Business may also invest out of previously accumulated 
liquid funds. This indeed is likely to be the case after the war; 
during the war,,the highly inflationary public finance has been 
offset to some extent by a great increase in bank deposit.? held by 
business. I f these are spent for reconversion after the war, the 
effect will be strongly inflationary—so much so that it may be­
come desirable to offset this expenditure by a deflationary budget 
surplus. Business may also finance investment by borrowing 
from the banks. This method is also highly inflationary, since 
it results in the creation of liquid funds (bank deposits) which did 
not previously exist. 

If business expenditure is made either from accumulated funds 
or as a result of borrowing from the banks it produces a direct 
effect on incomes just about equal to the amount of expenditure. 

THE "MULTIPLIER EFFECT" 

The direct effect of expenditures on incomes is only part of the 
story, however. When the individuals who have received the 
expended money find that their incomes are larger, they too will 
increase their rate of expenditure; this in turn will increase the 
incomes of those who receive the new expenditure, and these 
people will also increase their expenditure, creating new incomes. 
So each increase in expenditure results indirectly in an increase 
in income larger than itself, provided, of course, that the increase 
in expenditure persists. The ratio of the final increase of income 
to the initial increase of expenditure is called the "multiplier." 
Thus, if the multiplier is 3, an initial increase of expenditure of 
$100 will cause an increase in income of $300. 

WHY DOES A DECLINE IN MONEY INCOME LEAD TO 
UNEMPLOYMENT? IT DISRUPTS RELATIVE VALUES 

The next point to make clear is why large changes in money 
income are undesirable, and particularly why a decrease in 
money income is likely to lead to unemployment. Economists 
have recognized from the days of Adam Smith that the absolute 
level of prices and incomes is a relatively trivial quantity, and 
that what is really significant is relative prices and incomes. We 
can see this immediately if we suppose that Congress passed a 
law which said that wherever the word "dollar" had been used 
before, the words "two dollars" must be used now. Then all prices, 
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all wages, all rents, all debts, all taxes—everything reckoned 
in dollars—would double in numerical value, but apart from the 
fact of our having to do a little more arithmetic, nothing of im­
portance would have been changed. Everyone would be just as 
well off as before, enterprises would yield the same- rate of profit 
as before, the purchasing power of all communities would be the 
same as before, real wages would be unchanged, and the rate, of 
interest would be no different. It was perhaps because this fact 
was recognized so clearly that economists for a long time over­
looked another equally significant fact: that changes in the value 
of money—in the level of prices and incomes—produce violent 
and usually undesirable effects on the economic system. This 
happens for two reasons. The first is that a change in the value of 
money cannot be accomplished in fact without disrupting the 
relative values of different prices and incomes. Some prices and 
some incomes are "sticky"—that is, they do not change easily. 
Others are highly flexible. Consequently, when there is a general 
downward movement, the flexible prices and incomes fall more 
than the inflexible prices and incomes, and so there is a fall in the 
purchasing power of commodities with flexible prices while there 
is a rise in the purchasing power of commodities with inflexible 
prices. One of the inflexible elements in the price system is indus­
trial money wages, which are difficult to revise downwards, 
especially where labour unions are strong. When the general level 
of prices and incomes is falling, money wage rates lay behind the 
genera] fall, and unemployment results; "real" wages become too 
high for the profitable employment of all workers. 

DEFLATION MAKES PROFITS DISAPPEAR 

The second reason why deflation results in unemployment is 
even more fundamental. The reason is that when prices are falling, 
it is almost impossible for business to be profitable, and unless 
business is profitable, men will not be hired. Even more, when 
prices are falling, the holding of idle money is itself a profitable 
investment. If I hold $100 in my stocking for a year and during 
that year prices have fallen 10 per cent, in terms of real pur­
chasing power, my $100 has risen in value 10 per cenf—I can 
buy 10 per cent more with it at the end of the year than I could 
at the beginning. The operations of business, on the other hand, 
require the businessman to hold most of his resources in the form 
of commodities. When the price of commodities is falling, the 
holding of commodities involves their owner in loss. Thus, if I 
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hold a hundred bushels of wheat for a year, and at the beginning 
of the year the price of wheat was $1 whereas at the end of the 
year it was SO cents, the value of my holding has fallen from 
$100 to $80 and I have made a loss of $20. The act of hiring a 
man, however, of necessity involves the employer in the holding 
of commodities of one kind or another. An employer, in fact, is a 
man who gives up money for the product of labour. In the very 
act of giving employment, the employer changes the form of his 
assets from money to the commodity which is the product of the 
labour of the man that he has hired. When prices are falling, then, 
it is folly to engage in business, folly to try to make profits, and 
folly to hire people; it is much wiser, from the standpoint of 
personal gain, to sell as much as possible of one's possessions and 
then sit back with folded hands waiting for one's hoard of money 
to increase in value as prices fall. 

THE EXPECTATION OF RISING PRICES LEADS TO LARGER 
EXPENDITURES 

Conversely, when prices are rising, it becomes unprofitable to 
hold money, and profitable to spend it. Consumers find it better 
to spend money now than later, when prices will be higher. 
Businessmen find it better to spend money now in wages, rather 
than to wait until wages are higher. It is easy to make profits, for 
the commodities that businessmen are holding are continually 
rising in value. We see, therefore, that the anticipation of rising 
prices is likely to lead to large expenditures, and to large incomes, 
and to large demands. If people expect prices to rise, they will be 
anxious to buy things (including labour) and will be disinclined 
to sell. This state of mind, however, inevitably results in a rise in 
prices. Similarly, if people expect prices to fall, they will be dis­
inclined to buy things or to hire people, and will be anxious to 
sell. This will result in a fall in prices. So we have the law of self-
justified expectations, which says that what enough people 
expect, will happen whether it was going to happen or not! 

THE INSTABILITY OF THE PRICE SYSTEM 

Because of the law of self-justified expectations the whole 
price-income system is profoundly unstable. Indeed, it may be 
wondered why prices are not perpetually increasing or perpetually 
decreasing, since every increase seems to strengthen the forces 
making for a rise; and every decrease seems to strengthen the 
forces making for a fall. The oscillations of prices have been 
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described, very appropriately, as being not like that of a pendulum 
which swings about a central point, but like a billiard ball bouncing 
between two parallel cushions; once it is moving in a certain 
direction, there is nothing to bring it back again until it hits up 
against something that reverses its direction. Indeed, were it not 
for three facts, the remarkable (though unfounded) human belief 
in the ultimate stability of the value of money, the inflexibility 
of certain prices and wages, and the inelasticity of the supply of 
money, the price system might easily swing even more dizzily 
than it does. Suppose that we had a system in which the supply 
of money were perfectly elastic, so that the quantity of money 
increased in proportion to every increased demand; in which also 
people had lost faith in the stability of prices, and in which wages 
and prices were all easily adjustable. In such a society there 
would be nothing to prevent prices rising indefinitely. Indeed, this 
has happened on more than one occasion in history, the last being 
the great German inflation of 1923. The opposite of the unlimited 
inflation—the bottomless deflation—has never actually happened, 
mainly because it is more difficult to decrease the quantity of 
money than to increase it. Nevertheless, there is no absolute 
reason why it could not happen, given the appropriate monetary 
institutions. If, for instance, all money was bank money, and 
if money prices and wages were highly flexible, any decline in 
money prices and incomes would tend to perpetuate itself almost 
indefinitely. If everybody anticipated a fall in prices, all money 
demands would shrink, no one would be willing to buy at existing 
prices; all supplies would rise, as everyone became anxious to sell, 
and hence if prices were flexible, they would fall with almost 
inconceivable rapidity. What usually brings this fall to an end 
fairly soon in practice is that as prices fall, the existing stocks of 
money become more and more valuable in terms of purchasing 
power; since we have an insufficient appreciation of the possi­
bilities of earning "value" by doing nothing under these peculiar 
circumstances, we eventually get to the point where old habits 
reassert themselves and we start buying things again, even though 
this may be quite foolish if we still expect a fall in prices. The 
monetary system then may be compared not inaptly to Alice in 
Wonderland—the slightest impulse sends it shooting skyward 
until its feet are quite out of sight, or sends it shrinking until its 
chin bangs violently up against its toes. The more flexible are 
money prices and wages, the more violent are these fluctuations 
likely to be. 
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CONCLUSIONS 

The argument of this chapter is beginning to lead to some 
fairly definite conclusions. It is clear that under a system of 
unregulated private enterprise the monetary system is pro­
foundly unstable and is in constant danger of plunging the eco­
nomy into deflation, with consequent unemployment, or into 
inflation, with consequent injustices and dislocations. It is also 
clear that no agency other than the government, is powerful 
enough to deal with this problem. It looks, therefore, as if govern­
ment has an inescapable responsibility to insure a reasonable 
stability of money incomes and to protect society against both 
deflation and inflation. In the next two chapters it will be shown 
that no method of dealing with this problem is adequate except 
the adjustment of the deficits and surpluses of the government to 
meet the changes in money income of the rest of society. The 
businesses and individuals collectively have budget surpluses, so 
that income is declining and unemployment rising, the govern­
ment should offset this by having a budget deficit. When business 
and individuals collectively have budget deficits and an infla­
tionary situation threatens, the government should offset this by 
a budget surplus. The neglect of this prime economic responsi­
bility of government has been one of the main causes leading to 
the deplorable situation in which the world now finds itself. 



8 
Some Proposed Remedies for Unemployment 

Before we proceed to consider what must be the nature of an 
adequate policy for full employment, it will be desirable to 
examine some proposed remedies for unemployment in the light 
of the analysis of the last chapter, to see how far they can be 
considered satisfactory. 

PEICE AND WAGE FLEXIBILITY IS NO CURE FOR UNEMPLOYMENT 

A remedy which has been popular among economists has been 
the proposal to make prices and wages more flexible, and especially 
more flexible in a downward direction. It is argued that if com­
modities cannot be sold, or if labour cannot find employment, 
then that is a sure sign that the price of commodities or the price 
of labour (wages) is too high, and should come down. It is argued 
further that monopolies, whether of business or of labour, prevent 
these adjustments by keeping their prices too high. The remedy 
would seem to be a combination of exhortation, regulation, and 
"trustbusting" designed to permit the downward adjustment of 
prices in times of depression.1 The practical men of affairs have 
never thought much of these proposals, and it now seems likely 
that their practical instincts have been nearer the truth than the 
economists have believed. The argument for price flexibility rests^ 
in fact, on a logical fallacy—the fallacy of composition. It is true 
that if we could assume that the demand curve for a commodity 
or for labour were fixed, then it is highly probable that a fall in 
price would lead to a rise in sales and a fall in wages to a rise in 
employment. Hence, it might be thought that if all prices were 
lowered there would be a rise in total sales, or that if all wages 
were lowered, there would be a rise in total employment. Such, 
however, is by no means necessarily the case. The demand for any 
one commodity, or for any one kind of labour, depends on the 
incomes of other groups in the society, which in turn depend on 
the demands for their product and the prices at which it is sold. 

1 This point of view is expressed in the many publications of the Brookings 
Institution, Washington, D.C. 
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Hence, it cannot be assumed that demands remain the same 
when prices and wages are lowered. A fall in wages of carpenters. 
for instance, may increase the employment of carpenters; but 
if it diminishes the incomes of carpenters, the effect will also be 
to diminish the expenditures of carpenters and hence diminish 
incomes and employment somewhere else in the system. 

There is another and perhaps even more fundamental reason 
why flexibility of wages and prices is no answer to the problem 
of unemployment. The demands for commodities or for labour 
depend very much on the expectations of future prices. If we 
expect prices to fall, we shall be likely to postpone the purchase 
of commodities, where that is possible, and demands will fall. I f 
employers expect wages to fall, they are likely to postpone the 
purchase of labour as much as they can until it is cheaper, and 
this of itself will bring about a decline in the demand for labour. 
In so far as people base their expectations of the future on what is 
happening in the present, a fall in prices may lead to a decline in 
demand and to an actual shrinkage of sales, while a fall in wages 
may likewise lead to a decline in employment. This is particularly 
likely to be true of general reductions in prices and wages, which, 
as we have seen, are all too likely to lead to further deflation. 

NOR IS FLEXIBILITY A CURE FOR AN INFLATIONARY SITUATION 

The fallacy of the "flexibility" argument can be seen perhaps 
even more clearly if it is applied to an inflationary, rather than a 
deflationary, situation. Just as a deflationary situation is the 
result of over-accumulation, so an inflationary situation is usually 
the result of a short stock of goods resulting from the vast con­
sumption of war, and a large stock of money resulting from war 
finance. If prices are inflexible—if they are prevented from rising, 
either by law or custom, the result is the disappearance of stocks 
and the development of "shortages." A "shortage" of commodities 
or of labour is the opposite of the "glut" or "unemployment." 
Just as in deflation people have commodities and labour which 
they want to sell at existing prices but for which they cannot 
find buyers, so in inflation people wish to buy commodities and 
labour at existing prices but cannot find sellers. According to the 
"flexibility" argument, the remedy would seem to be to allow 
prices and wage rates to rise; this would discourage the con­
sumption of commodities and the employment of labour until a 
new equilibrium was reached. It is almost universally agreed, how­
ever, that this remedy is fallacious: that if prices and wages are 
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allowed to rise in the face of shortages, this rise by raising incomes 
and by encouraging speculative demand will "create its own 
draft" and will tend to perpetuate itself. Hence, we develop price 
control, rationing, and such devices as substitutes for price equili­
brium. That is, instead of allowing prices to perform their sup­
posed function of equating production to consumption, we use 
direct methods for allocating the scarce supplies and hold prices 
down. In practice, therefore, we affirm what theory has been 
loath to concede until very recently—that there is no natural 
equilibrium level of prices and that in relation to general money 
prices, the "law of supply and demand" does not work. It is only 
for a particular commodity that price can perform the task of 
equalizing the amount offered to the amount demanded. The 
price system, unassisted by outside interference, is incapable of 
performing this task for commodities as a whole. Just as a general 
rise in prices is no cure for a situation of shortages, so it should 
be equally obvious that a general fall in prices is no cure for a 
situation of glut. 

PARTICULAR WAGE AND PRICE ADJUSTMENTS MAY BE DESIRABLE 

This does not mean, however, that particular wage and price 
adjustments are of no value in diminishing unemployment, or 
raising incomes in times of deflation, or in relieving labour short­
ages and lowering incomes in times of inflation. A fall in a price or 
in a wage rate can be inflationary or deflationary in its total 
effect, depending on the response of sales or employment in the 
particular case—that is, on the elasticity of demand. The more 
inelastic the demand in any particular case, the more likely is a 
fall in price to have a net deflationary effect, both on incomes and 
on employment. Suppose, for instance, that* the demand for 
bricklayers is rather inelastic, so that a fall in wages from $60 to 
$50 a week only raised employment from 100,000 to 105,000. The 
lowering of the wage would then lower the total income of brick­
layers from $6,000,000 to $5,250,000 a week. The expenditure 
and consumption of bricklayers would be likely to decline with a 
consequent decline in incomes and employment elsewhere hi the 
system. If this secondary decline in employment was more than 
5,000 men, as is quite likely to be the case, the net effects of the 
reduction in wages would be unfavourable. If, however, the 
demand for bricklayers was relatively elastic: for example, if 
employment rose in the above instance from 100,000 to 125,000 
men, the income of bricklayers would rise from $6,000,000 to 
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$6,250,000, and the secondary effects on employment would 
almost certainly be favourable. The same argument can be 
applied to prices: if the price of wheat is reduced, the general 
effect will be inflationary and favourable to employment only if 
the demand for wheat is fairly elastic; otherwise, the incomes of 
wheat farmers will be reduced, and the reduction in their expendi­
tures will lower incomes and employment elsewhere in the system. 

WAGE AND PRICE ADJUSTMENTS NOT DESIRABLE AS A GENERAL 
SOLUTION FOR INSTABILITY • 

At any one moment, therefore, it should be theoretically 
possible to divide all prices and wages into two groups: those in 
which a fall in the price or wage will increase employment, and 
those in which it will diminish employment. If in times of de­
flation we could lower prices and wages in the first group, and 
raise them in the second, employment and incomes would be 
increased. Similarly, in times of inflation it would be advan­
tageous to raise prices and wages in the first group and lower 
them in the second. There may be a case for some adjustments of 
this nature. Nevertheless, as a general solution to the problems 
of deflation and of inflation, it is woefully inadequate. In the 
first place, it is virtually impossible in practice to distinguish 
between the two classes of prices and wages and to know whether 
any particular price or wage should be lowered. In the second 
place, even if this practical difficulty were overcome, the pro­
cedure would not necessarily be desirable, for it would be achiev­
ing the end in view (a rise in employment) by clumsy and indirect 
methods when, as we shall see, there are more direct and efficient 
ways of tackling the problem. Not only that, but a readjustment 
of relative prices which might be most desirable from the point of 
view of lessening unemployment might be quite undesirable from 
other points of view—such as justice in distribution. There is no 
reason to suppose that the adjustments in relative wages and 
prices which would most effectively raise employment are at the 
same time those readjustments which would best conform to our 
sense of distributional justice. Indeed, as high wages and prices 
are more likely to be found where demands are relatively in­
elastic, it is quite likely that increasing the wages of the well-
paid and lowering the wages of the poorly-paid would have a 
favourable effect on employment, when from the point of view of 
equitable distribution, it would be vicious. Similarly, in time of 
war-inflation a manipulation of prices and wages in the interests 
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of preventing inflation might well move them in a direction 
opposite to that which was required for diverting resources into 
war industries. 

CENTRAL BANK POLICY 

Another remedy for depressions that found more favour with 
economists in the past than it does today is the control of the 
monetary system through the operations of a central bank, such 
as the Federal Reserve Banks or the Bank of England. There is no 
doubt that the operations of the banking system affect money 
incomes, and that also the government, or the monetary authority, 
operating mainly through the central bank, has a certain power 
of control over the banking system. The main criticism of such 
control is that it is not powerful enough and that also it is much 
more efficient in suppressing booms than it is in assisting re­
covery. Although central bank policy is important, therefore, as 
a supplementary weapon in the fight against unemployment, it is 
not powerful enough, especially in modern circumstances, to be 
used as the single instrument. It is, however, important that 
banking policy should be co-ordinated with other policies—it 
would be absurd, for instance, to have the tax policy directed at 
the expansion of money income, when banking policy was directed 
at its contraction. 

THE MECHANISM OF CENTRAL BANK CONTROL 

The control of the banking system by a central bank depends 
on the fact that the reserves of the member banks consist of 
deposits at the central bank. Hence, any action which tends to 
increase central banks deposits, tends to increase the member 
bank reserves and hence may be expected to increase the member 
bank's loans and deposits. Similarly, any action which tends to 
decrease the central banks' deposits will lower the member banks' 
reserves and lower their loans and deposits. Thus, when a central 
bank buys securities, the seller of the securities receives in return 
a deposit at the central bank; as the central bank does not usually 
carry on a private banking business, the seller transfers this 
central bank deposit to his own bank—say the First National— 
in return for deposit in that bank. The First National Bank thus 
comes into possession of a deposit at the central bank, which 
means that its reserves are augmented by that amount, and it 
will be in a position to expand its loans and thereby expand its 
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deposits. If, on the other hand, the central bank sells securities, 
the buyer pays with a cheque on his deposit at, say, the First 
National; the central bank clears this cheque with the First 
National and as a result the deposit of the First National with 
the central bank falls by the amount of the cheque; its reserves 
will therefore have fallen, and it may have to contract its loans 
and deposits. This is the mechanism known as "Open Market 
Policy." The central bank may also affect the reserves of member 
banks (in England, joint-stock or deposit banks) directly by 

i raising or lowering its rediscount- rate (in England known as the 
"Bank Rate")—that is the rate of interest at which the member 
banks can borrow from the central bank. If the "Bank Rate" is 
raised, this will discourage* borrowing, will lower reserves, and 
induce a deflationary movement. I f "Bank Rate" is lowered, 
borrowing is' encouraged, reserves raised, and an inflationary 
movement is started. 

CENTRAL BANKS HAVE LOST CONTROL OVER MEMBER BANKS 

For a variety of reasons the mechanism described in the pre­
ceding paragraph has largely ceased to operate in the world of 
today. An essential link in the mechanism is the relationship 
between the volume of member bank reserves and the volume of 
their loans and deposits. As long as the reserve ratio is constant, 
any increase in reserves will lead to an expansion of bank loans, 
and therefore of deposits. If the fear of losing reserves, then, is the 
main factor which inhibits a banker from expanding his loans and 
investments, a rise in his reserves is sure to make him expand his 
loans and investments. If we suppose that a banker regulates his 
policy so as to maintain a constant ratio of reserves to deposits— 
say of 10 per cent, then with reserves of $1,000,000 he would 
expand his loans until deposits rose to $10,000,000. I f his reserves 
rose to $1,100,000, his deposits would expand to $11,000,000. Any 
change in reserves thus results in a tenfold increase in deposits. 
This condition was approximately true of the old National Bank­
ing system of the United States before 1914, and of the British 
system before the depression. In recent years, however, the main 
factor restraining the expansion of bank loans and investments 
has not been the banker's fear of losing reserves but his sheer 
inability to find suitable borrowers or securities. The volume of 
private securities suitable for bank assets has declined substan­
tially, in part due to the increased tendency for corporations to 
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hold more liquid assets and hence to be in a position to finance 
expansions from their own resources, and in part due to the 
generally pessimistic expectations of the return on investment. 

In this situation the central bank virtually loses all its power 
to control the volume of member bank deposits. It may continue 
to regulate the volume of member bank reserves, but this is now 
no guarantee of corresponding changes in deposits. The result of 
an increase in bank reserves under present-day circumstances 
may simply be a rise in the reserve ratio, not an expansion of 
loans and investments. This is because the scarcity of suitable 
investments, coupled with a high preference for liquid assets on 
the part of the bankers, has raised the reserve ratios far above the 
legal limit, and the legal limit is therefore inoperative as a restric­
tive force. The situation changed temporarily during the war, 
because of the enormous volume of government obligations issued 
to cover the budget deficit. These government bonds provided 
banks with a suitable form of investment in large quantity, and 
in consequence a fall in the reserve ratio brought it by mid-1944 
close to the legal limit.1 In a war situation, however, it is clear 
that the main inflationary stimulus comes from the budget deficit, 
and not from anything peculiar to bariking policy. The experience 
of the depression proved that as long as the banks have reserves 
in excess of the legal minimum, an expansionist policy on the 
part of the central bank will have very little effect of itself. 

HOW CENTRAL BANK POLICY CAN STOP A BOOM 

In peace-time a contraction of credit by the central bank is 
much more likely to lead to a contraction of the member banks' 
loans and deposits than it is to a reduction in their reserve ratios. 
This is especially likely to be true in time of boom, for then the 
reserve ratios of the banks are likely to be as low as they care to 
get, and a reduction of reserves will almost certainly plunge them' 
into a deflationary policy. This explains why central bank policy 
seems to be so much more effective in preventing or in killing a 
boom than it is in lifting us out of a depression. It is, of course, a 
most undesirable state of affairs, for "stabilization" by central 
bank enthusiasts might easily result simply in chopping off the 
booms and in exposing us to the delights of one continuous 
depression. 

1 The excess reserves of American banks fell from about six and one-half 
billion in 1940 to under one billion in 1944. 
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NEED FOR A HIGH LEGAL RESERVE RATIO 

There is one obvious remedy for the flaw in the banking system: 
it is to require a legal reserve ratio which is well above what the 
bankers, if left to themselves, would wish to have. Thus if the 
bankers themselves tend to want a reserve ratio of 30 per cent, a 
legal reserve ratio of 10 or even 20 per cent is simply useless; it 
means absolutely nothing. All the talk about "excess reserves" in 
recent years is something of a commentary on the way our minds 
run in legalistic rather than realistic channels; "excess reserves," 
of course, means reserves in excess of those required to fulfil the 
legal reserve ratio. They are a purely legal concept, with very little 
economic significance, apart from the indication which they give 
that central bank control has broken down. "Excess Reserves" 
can, of course, be abolished overnight by the simple expedient of 
raising the legal reserve requirement to a point where it is at least 
equal to what bankers wish to hold of their own free will. Indeed, 
in 1936 and 1937 the Federal Reserve Board raised the reserve 
requirement, doubling it in these two steps. This immediately 
abolished the bulk of "excess reserves" but still did not solve the 
problem. 

THE "HUNDRED PER CENT RESERVE" PLAN 

These considerations, among others, have prompted some eco­
nomists to draw up a plan known as the "hundred per cent 
reserve plan" which deserves some attention.1 The proposal 
briefly is that banks should be compelled to carry a hundred per 
cent reserve against deposits—that is, that the legal minimum 
reserve ratio should be 100 per cent. In support of this proposal it 
is pointed out that, in effect, the banking system has usurped one 
of the principal prerogatives of the government—the issue of 
money. The fluctuations of the business cycle, it is argued, are 
augmented by the fact that the banks pursue an inflationary 
policy in time of boom and a deflationary policy in time of de­
pression. They are enabled to do this only because of the fact that 
they do not hold 100 per cent reserves against deposits. If they 
were compelled by law to do this, then for every dollar of reserves 
there would be only one dollar of deposits, no more and no less. 
The volume of bank money would then be entirely under the 
control of the government. It is argued, by way of historical 
justification, that this is essentially the same principle, extended 

1 See Fisher, Irving, )00 % Money {New York: The Adelphi Company, 1933). 
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to bank deposits, that the English Bank Act of 1844 applied to 
bank notes. 

The trouble with this scheme is that it seems to be much more 
drastic than is actually necessary. If the commercial banks had 
to hold a hundred per cent reserve against deposits, it would 
virtually deprive them of all their earning assets. They could only 
continue to exist by imposing heavy bank charges for cheque 
and other services, charges so heavy that they would of necessity 
greatly restrict the use of the cheque system, and force us back 
to more primitive methods of transferring money. At present, the 
cheque system is subsidized by the interest earned on bank 
assets, whether loans or government securities; indeed, a con­
siderable proportion of the interest on the national debt really 
serves as a subsidy to the cheque system. The lending functions 
of banks would largely have to be taken over by other institutions, 
such as savings banks and discount houses—institutions which do 
not at present exist in sufficient number. Altogether the disrup­
tion which such a scheme would cause in our whole financial 
mechanism would be adequate reason for rejecting it even if the 
benefits were very large. The benefits, however, are extremely 
doubtful. There is nothing in the 100 per cent plan which 
would ensure continuous prosperity or a stable money income. It 
is not so much changes in the quantity of money that are 
important, but changes in the rate of expenditure, or in its velocity 
of circulation.1 Even if we had a completely inflexible quantity of 
money, there would still be great opportunities for variations in 
money income; for the faster money is spent, the more money 
income there will be. The 100 per cent reserve plan, therefore, 
does not get at the root of the matter of monetary instability and 
would yield no benefits commensurate with its cost. 

A LEGAL RESERVE OF 35-40 PER CENT MIGHT BE ADVISABLE 

Nevertheless, there is much to be said for fixing reserve re­
quirements at a substantially higher level than they are now, in 
order to force banks to keep their reserve ratio approximately 
constant. As we have seen, only under these circumstances could 
central bank control be really effective. A legal minimum reserve 
ratio for commercial banks of, say, 35-40 per cent, would not 

1 If M is the quantity of money, and V is the income-velocity of circula­
tion, that is, the number of times in a year that a dollar appears as income, then 
the total amount of income or expenditure is MV, Even if M remains constant, 
there can be, therefore, large changes in MV due to changes in V. 
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disrupt the banking system, as the banks could hold sufficient 
earning assets to coyer most of the cost of the cheque system. 
It would almost certainly insure a close correspondence between 
the total of reserves and the total volume of bank credit, sufficient 
to enable the central bank to regulate the total volume of bank 
credit by controlling the volume of reserves. 

DEPRECIATING STAMP MONEY SCHEMES 

We now pass from schemes to regulate banking to schemes 
for regulating currency. It has long been recognized, especially in 
rather unorthodox circles, that in a time of unemployment it is 
highly desirable to increase the velocity of circulation of money, 
or what is practically the same thing, to increase the rate of 
spending. Several devices have been proposed to this end, one of 
the most interesting being that called "depreciating stamp 
money." The interest of this scheme lies not only in its theoretical 
implications, but also in the fact that it has been tried in practice; 
on a small scale in the village of Worgl, Austria, and on a larger 
scale in the province of Alberta, Canada. The principle of the 
scheme is that money should depreciate in value as it is held. 
This is insured by making the holders put a stamp on the back of 
bills at regular intervals. Thus, in the Alberta scheme the back of 
the scrip dollar notes had 52 spaces, one for each week of the 
year. A two-cent stamp had to be stuck on each space up to the 
one representing the week in which the money was spent. Whoever 
held the money for four weeks would have to buy 8 cents worth of 
stamps to stick on it before the note could be spent. At the end of 
52 weeks the fully stamped note would be redeemed by the state 
government. The theory was that for each dollar note issued, the 
public would have to buy $1.04 in stamps, and at the end of the 
year the state would have enough money to redeem the note, with 
four cents profit. It is obvious that such money would circulate 
with extreme rapidity, for no one would be anxious to hold it, 
especially towards the end of a week. It might get to the point, in 
fact, where nobody would accept it at all, except at a discount; 
then it would virtually cease to be money. In the Alberta experi­
ence the state government was, of course, forced to accept the 
scrip in payment of taxes and other obligations due to it, and 
hence almost as soon as the money was issued, it came right back 
to the state. The difficulty was that the Dominion money circu­
lated side by side with the Alberta scrip, and naturally was pre­
ferred. 
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STAMP MONEY SCHEMES FAIL BECAUSE OF MONEY SUBSTITUTES, 
AND ARE TOO INFLEXIBLE 

These "depreciating stamp money" schemes are not quite as 
crazy as they may sound, although they have one fatal flaw. One 
of the principal reasons for unemployment, as we have seen, is 
that in time of falling prices it becomes profitable to hold money, 
which is rising in purchasing power, rather than to hold goods, 
which are falling. If we can make the holding of money actually 
unprofitable, then the deflationary effect of an expected fall in 
prices will be much smaller; people will prefer to employ labour 
and to hold goods in process, even though this is unprofitable, 
rather than to hold money, if the holding of money could be made 
even more unprofitable. One trouble with the depreciating stamp 
money scheme is that it does not take sufficient account of money 
substitutes. The depreciating stamp money schemes that have 
been tried broke down because there was actually a substitute 
currency {the national money) available. But even if a completely 
autonomous country tried such a scheme, if it merely introduced 
a depreciating stamp currency, but left bank deposits unaffected, 
people would simply shift to the use of bank deposits. Even if 
bank deposits were taxed, other substitutes might be found; 
commodities might begin to serve as a medium of exchange. A 
more fundamental flaw in the scheme is that as usually proposed, 
at least, it is quite inflexible. It might serve very well in a time of 
extreme deflation. But the moment the scheme was successful, it 
would become a grave danger, for in an inflationary period an 
increase in spending is precisely what we want to avoid. Most of 
the advocates of these schemes are obsessed by the evils of de­
flation, and while a small dose of this obsession might be a good 
thing for our orthodox bankers, it can go much too far and blind 
us to the opposite, but equally significant, dangers of inflation. 

THERE IS A CASE FOR A FLEXIBLE TAX ON BANK DEPOSITS 

Nevertheless, it may be possible to learn something from these 
proposals. Depreciating stamp money in itself is a clumsy and 
inconvenient method of achieving an increase of money income, 
and also a highly inaccurate and insensitive method. But there 
may be a case for applying the same principle to bank deposits, 
where it takes the much simpler form of a weekly, monthly, or 
annual tax—or better still, a constantly accruing tax. The tax 
should not be too high—probably 2 or 3 per cent per annum 
would be ample to drive "idle money" out into investment. It 
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should be flexible; the rate should vary with the degree of de­
flation ; the more severe the deflation, the greater should be the 
rate of tax. In the form of a negative tax, or subsidy, it could 
even be used as a weapon against inflation, that is, as soon as 
inflation threatened, instead of paying a tax on bank deposits the 
depositor should receive a 1, 2, or 3 per cent per annum subsidy. 
There would remain the possibility that the tax on bank deposits 
would induce depositors to exchange their deposits for notes and 
cash—the "money substitute" problem would come up here also. 
Theoretically, this could be solved by making all notes "depre­
ciating stamp" notes. Possibly a simpler way to deal with the 
situation would be to impose a legal maximum on the amount of 
notes and cash possessed by any individual or corporation—that 
is, to "ration" notes and cash. This legal maximum could be en­
forced quite easily by making everyone turn in his notes of another 
colour every year, "last year's notes" then becoming invalid. 

Although there is much to be said for these proposals, it is 
doubtful whether in themselves they would be sufficiently power­
ful to maintain stability. If used at all, they would have to be used 
as an adjunct to more fundamental policies, and the question 
arises whether they are necessary as an adjunct. If these schemes 
are not, then they would hardly seem worth while, as they would 
cause a certain amount of inconvenience, and in a conservatively 
minded society might be difficult to introduce without undesir­
able loss of confidence. 

"SOCIAL CREDIT" PLANS ARE ALSO TOO INFLEXIBLE 

Another proposal which is closely linked with the depreciating 
stamp money plan is that of the "social dividend," or "social 
credit," as Major Douglas calls it. In essence, this plan proposes 
that the government shall give a certain sum of money to each 
individual each week. Like the depreciating stamp money plan, 
however, its weakness lies in its inflexibility. Although in times of 
very severe deflation there is something to be said for such a 
proposal, in time of inflation it would be ridiculous. The "Town-
send Plan" is subject to the same criticism, quite apart from its 
effects on distribution and its fantastic tax proposals. 

REFORM OF THE MONETARY STANDARD. BIMETALLISM AND 
SYMMETALLISM 

A scheme which has a much greater weight of authority behind 
it than either the depreciating money or the social dividends plan 
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1 Alfred Marshall, Official Papers, p. 14. 

is that known as the "commodity reserve standard" plan. The 
essence of this scheme is the return to something like a "gold" 
standard, with the important difference that the standard should 
not be a single commodity, or even two commodities, but a whole 
group of important raw materials. This scheme is really a develop­
ment of the bimetallism controversy of the late nineteenth cen­
tury. Then also, in a period of deflation, it was argued that the 
base of the monetary standard should be widened to include both 
gold and silver. The essence of the gold standard is that the govern­
ment (or central bank) offers to buy and sell gold at a fixed legal 
price in unlimited quantities. Under a bimetallic standard the 
authorities offer to buy and sell gold and silver at fixed legal prices. 
In practice bimetallism has proved impractical, although France, 
the Latin Union, and the United States have had experience with 
it at different times. The difficulty is that the relatively plentiful 
metal tends to drive the less plentiful metal out of monetary 
use. Thus, the great gold discoveries of the nineteenth century 
made it profitable to sell gold to the bimetallic governments and 
buy silver from these governments until they were forced to 
abandon the free coinage of silver. In order to remedy this defect, 
Alfred Marshall proposed a new scheme which has been called sym~ 
metallism} Under a symmetallic standard a government would offer 
to buy and sell gold and silver in fixed proportions: for example, 
the government, might offer $30 for every ounce of gold plus ten 
ounces of silver, and offer an ounce of gold plus ten ounces of 
silver for every $30. Under such a regime the market prices of 
gold and silver would fluctuate with conditions of supply and 
demand, but the weighted average price of gold and silver in the 
market would be constant. Thus, if the standard were as shown 
above, the price of an ounce of gold and ten ounces of silver in the 
market would always be around $30; if it were more, it would 
pay bulhon dealers to buy gold and silver from the government 
and sell it in the market, which would reduce their price in 
the market: if it were less, it would pay bullion dealers to 
buy gold and silver in the market and sell it to the govern­
ment; this would raise the price in the market. It would be 
perfectly possible, however, for the market price of gold and 
silver to fluctuate separately. Thus, gold might be $20 per ounce 
and silver $1; or gold might be $25 per ounce and silver 50 
cents. 
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THE MULTIPLE COMMODITY RESERVE STANDARD 

The multiple commodity reserve standard is essentially the 
symmetallism proposal extended to include not only gold and 
silver, but tin, rubber, cotton, wheat, and a large number of 
other commodities. Under the scheme proposed by Mr. Graham,1 

the government would not actually buy and sell the commodities 
themselves, but would buy and sell warehouse receipts, giving 
title to definite quantities of these commodities, in fixed propor­
tions. The proportions would be determined roughly by the im­
portance of the commodity concerned, as measured by the value 
of world stocks. Thus, if the average world stock of wheat is four 
times as valuable, in dollar terms, as the world stock of coffee, the 
warehouse receipts bought and sold by the government would 
give title to four times as much wheat as coffee. Under this 
scheme, as under symmetallism, the weighted average price or 
the price level of the composite commodity in the market would 
be practically constant. If the price level of the composite com­
modity group fell below the standard level at which the govern­
ment stood ready to buy and sell, it would pay dealers to buy up 
commodities and take the warehouse receipts in appropriate 
bundles to the government in return for money. If the price level 
of the commodity group rose above the standard, it would pay 
dealers to buy the warehouse receipts from the government and 
sell them in the various commodity markets. In the first case, the 
average price of the composite commodity group would tend to 
rise; in the second case, it would tend to fall, until it reached the 
standard price. 

STABILIZING INFLUENCE OF THE MULTIPLE COMMODITY RESERVE 

It is argued that such a composite commodity standard would 
act as a stabilizing influence not only on the prices of the standard 
commodities but also on all other prices and on money income. If 
a deflationary movement set in, with a reduction in all or most 
money incomes and prices, the prices of the standard commodities 
would fall likewise, but this would immediately make it profit­
able to sell the commodities to the government. The government 
would increase its holdings of commodities, and the quantity of 
money in the hands of the public would rise. Both these move­
ments are inflationary in character, for the public will hold fewer 
commodities and more money. Similarly, if an inflation is threat-

1 B. Graham, Storage and Stability (New York: McGmw Hill, 1937). 
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ened, prices—including the prices of the standard commodities— 
will rise; it will become profitable to buy the standard commo­
dities from the government to sell in the market; this action will 
not only raise the prices of the standard commodities, but will 
take monej' out of circulation and so will have a generally defla­
tionary effect on all prices and incomes. Furthermore, in deflation 
the price of the standard commodities will remain relatively high, 
and so the production of the standard commodities will be profit­
able; their production will increase, and more and more com­
modities will be offered to the government in return for money; 
as long as the prices of other (non-standard) commodities remain 
low, therefore, there is a strong force in operation making for an 
increase in money and in money incomes. Similarly, in a period of 
inflation, the prices of the standard commodities will be relatively 
low, consequently production of the standard commodities will be 
unprofitable and will fall off; the government stocks of these 
commodities will be withdrawn and consumed and the money 
used to buy these stocks will pass out of circulation; incomes in 
the standard-commodity industries will fall, and through the 
multiplier effect incomes in other industries will tend to fall also, 
and the inflation will be stopped. 

THE EFFECT EXISTS, BUT IS TOO SLOW UNDER THE OOLD 
STANDARD 

It should be noticed that somewhat the same effect takes place 
under the gold standard. If the quantity of gold runs short and 
there is a deflation, the value of gold in terms of commodities will 
increase, and gold mining will become unusually profitable. The 
output of gold is likely, therefore, to increase, and prices and 
incomes will rise again. If, on the other hand, there is a large out­
put of gold, leading to a rise in prices, the production of gold will 
become unprofitable, since the price of gold cannot rise along with 
other prices and wages, because of the gold standard. Hence, gold 
production will decline, and prices will tend to fall again. There is 
little doubt that this mechanism operated to some extent during 
the nineteenth century. However, it operates slowly and hesi­
tantly, with a period of perhaps a generation or more between 
the initial stimulus and the final result. Moreover, the output of gold 
is subject to chance fluctuations due to accidental discoveries 
quite unconnected with the movement of prices. On these grounds, 
therefore, it may be concluded that gold, by itself, is a most 
unsuitable standard. The multiple commodity standard, however, 
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would operate much more rapidly and with much less danger 
of accidental variations in output. 

OBJECTIONS TO THE MULTIPLE COMMODITY S T A N D A R D : 

DIFFICULTY IN MAINTAINING STANDARD 

There is much to be said, therefore, for the multiple commodity 
standard. Nevertheless, there are certain objections which must 
be faced. Under the gold standard, as it has operated in the 
United States in recent years, there has been an enormous accu­
mulation of gold, without apparently setting in motion sufficient 
of the inflationary forces which would bring these gold flows to a 
stop. It may "well be asked whether there would not be a similar 
danger under the multiple commodity standard; whether, for 
instance, in times o f severe deflation, the stocks of commodities 
owned by the government would not increase almost indefinitely, 
as the gold stock has increased under the gold standard, until the 
sheer impossibility of expanding storage capacity forced the 
collapse of the standard. An immense value o f gold can be housed 
in a relatively small space at Fort Knox, but imagine the conse­
quences of trying to house similar values in wheat, coffee, cotton, 
rubber, and the like! At the other extreme, a series of short har­
vests in the agricultural components might easily result in the 
depletion of the w^hole government reserve and in the consequent 
breakdown of the standard. The maintenance of a gold reserve 
under a free gold standard presented difficulties in many cases; 
the maintenance of a composite commodity reserve might even 
present more difficulties.1 

DIFFICULTIES IN FOREIGN EXCHANGES 

Troubles would arise also in the international sphere. The 
greatest advantage of a universal gold standard is the stability o f 
foreign exchange rates which it brings about. I f a single country 
were on a multiple commodity standard, that by itself, of course, 
would no more insure stability o f the exchange rates than a single-
country gold standard. Even if two countries were on an identical 

1 I t might be possible to prevent too great accumulations or accumulations 
of the commodity reserve if the standard rate of purchase were adjustable— 
i.e. if the official price of thB "standard bundle" was raised when the reserve 
was threatened by withdrawals, or lowered when it was threatened with too 
great accumulations. This, however, would be tantamount to an abandonment 
of the standard as such, and would destroy the stability of the price level. This 
doe3 not mean of course that adjustments in the composition of the "standard 
bundle" might not be made from time to time, as new commodities rose to 
importance and as old commodities declined. 
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multiple commodity standard there would still be opportunity 
for rather wide fluctuations in the exchange rates. Gold has the 
advantage over a multiple commodity unit as a standard in that 
it is easily transportable; it would be much more difficult for the 
multiple commodity group than for gold to move from country 
to country. Hence, the multiple commodity would be much less 
efficient in the settlement of international balances.1 This diffi­
culty, however, is not a serious objection to the multiple com­
modity standard, for there are direct methods of maintaining 
stability in the foreign exchange rates—for example, by means of 
the operations of exchange equalization funds—which are prob­
ably superior, in flexibility at least, to the method of the standard 
commodity or commodities. 

Of all the purely monetary devices which have been proposed, 
the multiple commodity standard seems least open to objection. 
Nevertheless, there are grave doubts whether this proposal would 
work if not supplemented by fiscal policy. The fundamental 
objection to it is that it is an indirect method of attack on a 
problem which is susceptible of direct attack through government 
expenditures and receipts. It is, however, not capable of auto­
matic working, as the quantities and kinds of commodities in the 
standard would have to be changed from time to time if it was to 
be successful. This would open the door to political manoeuvring 
on the part of the various commodity pressure groups—cotton, 
wheat, corn, silver, and so on—which might lead to competitive 
depreciation of the standard, each group pressing for a high price 
for the composite commodity and a larger proportion of its own 
commodity to be included. Nevertheless, the proposal has the 
merit of being close enough to orthodox thinking so that it has a 
fighting chance of acceptance. The more direct solutions to the 

1 When two countries are on a gold standard, the rate of exchange of their 
currencies cannot vary much above or below limits set by the cost of transport 
of gold between their respective financial centres. Thus, if New York is on a gold 
standard at a rate of $5 = £ oz. gold, and London is on a gold standard at a 
rate of £1 — J oz. gold, and it costs 2 cents to transport i oz. gold between 
New York and London, then the foreign exchange rate will not vary much 
outside the "gold points," §5.02 = £1 and $4.98 = £1. Undor a bilateral multiple 
commodity standard, there would be "multiple commodity points" like the gold 
points, depending on the cost of transport of the multiple commodity group 
between the financial centres. This cost of transport, however, is high in propor­
tion to the value of the commodities. The same multiple commodity might 
be obtained in New York for $5 or in London for £1. If, however, the cost of 
transport of this unit was S3, the exchange rates could theoretically fluctuate 
between the "multiple commodity points" of $2.00 and 88.00 to the pound 
sterling. 
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problem that will be outlined in the following chapter require a 
revolution in thought which may not easily be accomplished. The 
multiple commodity standard has the virtue of not only being 
fairly sensible, but also of sounding fairly sensible to more timid 
minds. As such, it may well prove to be the next step in the 
development of economic policy. 



9 
A Full Employment Policy 

CONCLUSIONS OF THE PRECEDING ARGUMENT 

From the argument of the two previous chapters, certain very 
important conclusions can be drawn, and at least the outlines of 
a full employment policy can be sketched. These conclusions can 
be outlined as follows: 

1. In times of peace, the productive powers of our technical 
civilization have a strong tendency to outrun the consumptive 
powers, leading to a situation where the rate of accumulation of 
the stock of physical goods is greater than the rate at which 
capitalists are willing to increase their holdings. 

2. In the absence of governmental intervention, this condition 
leads inevitably to a downward movement of prices and incomes 
and to unemployment. Because of the fundamental instability of the 
price system, this downward movement tends to perpetuate itself 
and is the cause of further unemployment and economic distress. 

3. It is, therefore, a direct responsibility of government, a 
responsibility which no other agency in society can assume, to 
prevent large fluctuations in the volume of unemployment and in 
the level of money income. 

4. The control of the banking system and the manipulation of 
the monetary standard may be of some assistance in attaining this 
end, but by themselves they are not powerful enough to prevent 
general depressions. They operate only indirectly and do not 
strike at the root o f the trouble. 

5. There would seem to be only one agency in society powerful 
enough to accomplish these ends: that is the fiscal system. Only 
by appropriate manipulations of governmental expenditures and 
receipts can money income be stabilized and general depressions 
abolished. 

HOW GOVERNMENT "DEFICITS AND SURPLUSES CAN STABILIZE 
INCOME 

Let us consider first the problem of the regulation of money 
income. This is not quite the same thing as the abolition of unem­
ployment, for it would be possible to have some unemployment 
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even if money income were held constant. Nevertheless, the 
stabilization of money incomes would be an important accom­
plishment. It would prevent monstrous dislocations such as 
the 1929-33 deflation, when the national money income of the 
United States almost halved. Left to itself, the system produces 
intolerable and meaningless fluctuations in money income. These 
great fluctuations must be and can be avoided. We have seen in 
Chapter 7 that for any economic organism a budget deficit has 
an income-increasing effect on the rest of society, and a budget 
surplus has an income-decreasing effect. If. therefore, consumers 
and enterprises have budget surpluses, so that income is declining, 
the obvious answer to the problem is for the government deliber­
ately to create a budget deficit. Similarly, if consumers and enter­
prises have budget deficits so that income is increasing too rapidly, 
the government should offset this by having a budget surplus. 

THE "ADJUSTABLE TAX P L A N " 

The budget surplus or deficit is equal to the difference between 
current receipts and current expenditures. Any desired surplus or 
deficit, then, can be attained either by adjusting receipts or by 
adjusting expenditures. There are some occasions, as we shall see, 
when expenditures should be adjusted. The main burden of in­
come control, however, should fall on government receipts from 
taxation. There is no reason why these adjustments should not be 
made automatically, under an "Adjustable Tax Plan." 

Thus the tax system should consist primarily of a broad-based 
income tax, deductible at source wherever possible, and payable 
at frequent intervals.1 The rate of tax should depend on the 
movement of money income during the past month. Thus, if money 
income has risen during the past month, beyond an amount 
designated, the rate of tax in the next month should be increased 
in order to prevent inflation. If the money income has declined 
during the past month, the rate of tax should be lowered in order 
to counteract this decline in income and so to prevent deflation 
and unemployment. 

THE SENSITIVITY OF TAX ADJUSTMENTS 

The best ratio between the change in the tax rate and the 
change in national income would have to be determined by 

1 The accounting period does not need to be as short as a month, but should 
probably be shorter than a year, as large inflationary or deflationary movements 
can take place in twelve months. If monthly adjustments proved to be incon­
venient, quarterly or bi-monthly adjustments could be tried. 
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experience. If the ratio is too small, the adjustments will not be 
sensitive enough to counterbalance fluctuations. If the ratio is 
too large, the adjustments would be supersensitive and might of 
themselves lead to instability. The proper ratio depends on the 
degree to which a change in the tax rate changes income. If a 
change in the tax rate causes expenditure, and therefore income, 
to change by an equal amount, a decline in income could be offset 
by an equal absolute decline in the amount of the tax. It is prob­
able, however, that a change in tax causes a smaller change in 
expenditure and income: thus, if I discover that instead of paying 
$100 tax I only have to pay $90, I may increase my expenditures 
by $5 but am unlikely to increase them by the full $10 reduction 
in the tax. If income declines by, say, $1,000,000, there must, 
therefore, be a greater reduction in the tax, say of $2,000,000—in 
order to offset the decline in income. Similarly, if income rises by 
$1,000,000, there should be a greater increase in the total t a x -
say of $2,000,000 in order to check expenditures. As the total tax 
yield is only a small proportion of the total income, the propor­
tionate change in the tax rate must be greater than the propor­
tionate change in income. It should be observed that within limits 
the exact sensitivity of the adjustment is not very important. 
The exact sensitivity of a governor on an engine is not important, 
as long as it "governs"—that is, as long as it brings into play a 
speeding-up process when the engine is running too slow and a 
slowing-down process when the engine is running too fast. The 
tax system should be the "governor" of the monetary system, 
and its exact sensitivity is not important as long as it brings into 
play inflationary forces when the system is running into deflation, 
and deflationary forces when the system is running into inflation. 

WHY ADJUST TAXES RATHER THAN GOVERNMENTAL 
EXPENDITURES? 

There are important reasons for selecting government receipts 
as the balancing item rather than government expenditure. The 
total of government expenditure that is not self-financed should 
be determined mainly by social and political considerations, not 
by monetary considerations. If the government decides to build 
dams, roads, houses, schools, and so forth and to go in for the 
development of public works, these expenditures should be deter­
mined on their own merits, and not with a view to their effects 
on money income. Otherwise, "lobbying" to favour this or that 
section of the electorate is inevitable, with the resultant waste of 
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resources—a waste that is inexcusable when other and cheaper 
means are available to produce full employment. Likewise with 
social security schemes; these too should be considered with 
regard to the ideals of distributional justice; they should not be 
treated as a means of avoiding or of recovering from depressions. 
If, for instance, the government decides that a basic minimum 
standard of life must be and can be provided, this decision will 
have a profound effect upon the total of government expenditure. 
In times of deflation, expenditures under such a scheme would 
have a desirable effect; in times of inflation, an undesirable effect, 
from the point of view of the stability of money income. They 
must, therefore, be justified on their own merits; otherwise, the 
whole system of distributional justice will be thrown into confusion 
by theconstant adjustments necessary to keep money income stable. 

It is unfortunate that the exponents of the deficit-spending 
method of increasing money incomes have concentrated so much 
in their propaganda on the expansion of government expenditure, 
which is often difficult and subject to grave abuses, when exactly 
the same result could be achieved, with much less difficulty, by 
the contraction of government receipts. The tax system, especially 
when the basic tax is an income tax, is highly flexible, as is shown 
in time of war. The rates of income tax can easily be raised or 
lowered; every rise in the rate will have a deflationary effect in 
incomes, for it will reduce people's expenditures, every fall in the 
rate will have an inflationary effect on incomes, for it will increase 
people's expenditures. If income tax is collected on a "current" 
basis, adjustments could be made quickly and easily without dis­
rupting the long-period character of governmental expenditures. 

THE POSSIBILITY OF NEGATIVE TAXATION 

It may be objected, with some force, that under ordinary 
peace-time conditions the total of government receipts is not 
large enough to control the total national money income. Con­
sider, for instance, what happened between 1929 and 1933—a 
reduction of the national money income from about 90 billion to 
about 45 billion dollars. If the "multiplier" was only equal to 1, 
it woidd have required a budget deficit of 45 billion in 1933 to­
uring national income back to the 1929 level. In fact, a deficit of 
some 20-30 billion would have been enough, but as government 
expenditure then was only about 5 billion, even the complete 
abolition of all taxes would not have produced a sufficient budget 
deficit. Of course, in 1943 a budget deficit of 45 billion seemed 
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quite small, but in peace-time it appears undesirable to have a 
volume of governmental expenditure equal to what is accepted in 
time of war. It would seem at first sight, therefore, as if the 
adjustable tax plan necessarily assumes a volume of govern­
mental expenditure equal to a substantial proportion—say 25 per 
cent—of the national income. This is not the case, however, if we 
once admit the possibility of negative taxes. There is no particular 
reason why tax rates should stop at zero, if it is necessary to 
counteract a large deflationary movement of incomes. A negative 
tax rate would mean, of course, that the government would pay 
money to the taxpayer instead of taking money from him. There 
is nothing inherently ridiculous or unsound in this idea, however 
shocking it may sound by reason of its unfamiliarity. In fact, of 
course, if an adjustable tax plan were in operation, it is likely that 
the adjustments that actually had to be made would be relatively 
small, for if people knew that deflation or inflation would both be 
prevented, they would not expect deflations or inflations, and as 
we have seen, it is the expectation of price and income movements 
which is the main factor in causing them. It is highly unlikely that 
under an adjustable tax plan deflation would ever be allowed to 
proceed to the point where negative taxes were necessary, espe­
cially with post-war budgets running around 20-30 billion dollars. 
Nevertheless, the possibility should be allowed. 

T H E A D J U S T A B L E T A X PLAN U N D E R ZERO G O V E R N M E N T 

E X P E N D I T U R E 

The essential nature and purpose of taxation under an adjust­
able tax plan can be seen very clearly if we suppose that govern­
mental expenses were nil, so that the average rate of taxation 
would be zero. Then the tax rate would fluctuate between positive 
and negative levels, accordingly as inflation or deflation threat­
ened. Once we get out of our heads that the primary purpose of 
taxation is to "raise money for the government to spend," we can 
see the true purpose of taxation, as the most powerful weapon in 
our hands for the stabilizing of money prices and incomes.1 On the 

1 This proposition applies strictly only to the tax systems of sovereign national 
states, which have the power of creating money. I t does not, of course, apply 
to local government units, such as cities, counties, school districts, or states. 
For such units taxation must always be primarily a means of raising revenue, 
and the conventional canons of orthodox finance (for example, balancing the 
budget, borrowing only for capital investment, and so on) are more likely to apply. 
A strong case can be made, however, for the integration of local taxation into 
the over-all system, so that changes in local taxes at least do not counteract the 
efforts of the national government to stabilize incomes. 
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one hand the tax system would have a vital function to perform 
in society even if there were no governmental expenditure at all, 
and on the other hand the tax system is not even necessary to 
enable the government to make expenditures. The government, 
by virtue of its power of creating money, is the principal organ of 
society that can make expenditures without getting receipts'. 
Through the operations of the banking system, business as a whole 
may also be in this position, but the government is the only 
agency large enough to use its money-creating and money-
destroying power to prevent fluctuations. Because it is the only 
agency that has the power, it is the only agency that can accept 
the responsibility. 

CRITICISMS OF THE ADJUSTABLE TAX PLAN: EFFECTS ON 
DISTRIBUTION 

Our next task is to anticipate certain criticisms of the adjust­
able tax plan and to point out certain difficulties that may be 
encountered. One difficulty is that the tax system, as well as the 
expenditures of government, is part of the system of redistribution 
of income. A progressive income tax is rightly regarded as one of 
the principal means available to a capitalist government whereby 
a more equitable distribution of income can be achieved. Under 
the adjustable tax plan, if the adjustments were all made in rates, 
in times of deflation, when taxes were lowered, the rich would 
gain proportionately more than the poor. In a period of deflation 
so extreme that the plan called for negative taxes, the rich would 
presumably be paid more than the poor, for the payments from 
the government would be calculated exactly as income tax pay­
ments are calculated now. The problem is not perhaps so impor­
tant as it may appear, for situations in which large reductions in 
taxes are necessary are unlikely to occur very often, while the 
rich will suffer proportionately higher taxation in periods when 
inflation threatens. However, it is not impossible to devise a 
system which will permit wide fluctuation in the total volume of 
tax receipts and yet will not destroy the progressive nature of the 
income tax. This can be done by setting up a standard schedule of 
taxation, based on the volume of normal government expenditure. 
Then the adjustment necessary to maintain stability could be 
made in the form of an absolute addition to, or subtraction from, 
income above the desired minimum. In this way, the progressive 
character of the tax structure could be maintained even though 
the basic yield of taxes fluctuated. 
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EFFECTS ON THE NATIONAL DEBT: FINANCING THE BUDGET DEFICIT 
BY BORROWING FROM THE PUBLIC 

Perhaps the most important criticism of the adjustable tax 
plan is that it would involve an apparently endless increase in the 
national debt. This point is of such importance that it will be 
well to examine it in some detail. There are three possible ways 
of financing a budget deficit. One is by borrowing from the public. 
The second is by borrowing from the banks. The third is by print­
ing money not covered by either an increased metallic reserve 
or a greater volume of marketable goods. In American economic 
history, such paper money is known as "greenbacks," from the 
colour of the "paper dollars" printed after the Civil War. The 
effect of a budget deficit will depend very much on the method 
adopted to finance it. Borrowing from the public has a direct 
deflationary effect which may in large part counterbalance the 
inflationary effect of the deficit. It is, therefore, a wholly inappro­
priate method of deficit financing when the purpose of the deficit 
is to prevent deflation. The method is, however, desirable when 
the deficit is due to a large and sudden increase in government 
expenditure, such as that due to war. In that case the danger is 
inflation rather than deflation, and if for political reasons, or even 
for economic reasons, the deficit cannot be met by taxation, 
borrowing from the public is one way of helping to prevent in­
flation. In the case of a very expensive war, such as World War II, 
it is virtually impossible, quite apart from political difficulties, to 
devise a tax system which will be adequate to finance it, for 
when taxes up to 50. per cent or more of the national income are 
required, it would be necessary to tax each individual strictly 
according to his capacity to pay. This plan would be adminis­
tratively impossible, so part of the public's surplus funds must be 
siphoned off by voluntary lending. 

BORROWING FROM BANKS 

Government borrowing from the banks has a much more 
directly inflationary effect. When the government borrows from 
the public the first result is to reduce the public's holdings of 
money; even when the borrowed money is spent, and so comes 
back to the public, there is no net increase in the public's holding 
of money; there is merely an increase in its holding of government 
securities. When, however, the government borrows from the 
banks (that is, sells government securities to them) the banks pay 
for these securities by giving newly created bank deposits to the 
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government. In the first instance, there is no withdrawal of pur­
chasing power from the public, unless the bank is forced by the 
government borrowings to call in some private loans, which is not 
usually the case. When the government spends the bank deposits 
so acquired they come into the hands of the public. The net result 
of government borrowing from the banks is an increase in the 
total of bank deposits in the hands of the public. This makes people 
more willing to spend, and has a directly inflationary effect. In 
time of war it is, therefore, an undesirable method of financing a 
deficit; in time of deflation, however, it is more suitable than 
borrowing from the public. 

Government borrowing from the banks has one undesirable 
consequence. Government securities come to occupy a larger and 
larger place in the assets of banks, and hence the stability of the 
banking system comes to depend in an alarming degree on the 
price of government securities. If the process went on long enough, 
we should find almost the whole of bank assets consisting of 
government bonds. A fall in the price of government bonds in that 
case would render many banks insolvent. Even today many 
banks have something like 60-70 per cent of their total assets in 
the form of government securities. A mere 5 per cent fall in the 
price of these securities would wipe out the whole capital of some 
of the most respected banks in the country. Where these securities 
are very short term, with maturities of under a year, the likelihood 
of such a fall in their value is not great, for the prospect of the 
repayment of the bond within a short period makes it unlikely 
that there will be any great fall in its value. It is quite possible, 
however, for long-term government bonds to fall sharply in value; 
indeed, they will do so if there is any rise in the rate of interest. 
As banks are increasingly looking to long-term government securi­
ties for their earning assets (as short-term bonds pay very low 
interest) the danger to the banking system of a fall in the price of 
government bonds is not to be dismissed fightly. 

The ownership of great quantities of government securities by 
the banks has also the effect of weakening the already weak control 
of the central bank over the commercial (joint-stock) banks, par­
ticularly in regard to an inflation of credit. As long as the banks' 
portfolios are swollen with government bonds, it is impossible for 
the central bank to pursue an anti-inflationary policy. If the cen­
tral bank raises its bank rate, or if it sells government securities, 
the result may be a fall in the price of these securities which will 
seriously endanger the financial position of the commercial banks. 

L 
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ISSUE OF PAPER MONEY 

The third method of financing a government deficit is by the 
issue of paper money (bank notes). This has the advantage over 
the other two methods that it does not entail any interest pay­
ments. A bank note issued by the central bank is in fact, if not 
always in law, an interest-free government security, redeemable 
in payment of taxes, and circulates from hand to hand in pay­
ment of all debts. Nowadays, all our bank notes have this "fiat" 
character, as the central bank has been absolved from the legal 
obligation of redeeming its notes in specie. Even our silver coinage 
is not really hard money, for the value of the metal it contains is 
less than its face value. Our coins, that is to say, are bills printed 
on rather expensive material. The issue of paper money is likely 
also to have the effect of increasing bank deposits. There is a 
certain ratio of notes ("pocket money") to deposits which the 
public normally wishes to hold. If more notes are issued, the 
people who receive them will pay most of them into their bank 
accounts—that is, will exchange them for bank deposits. Suppose, 
for instance, that people wish to hold 10 per cent of their money 
(their liquid funds) in the form of notes-in-the-wallet, and 90 per 
cent in the form, of bank deposits. Then, out of every milhon 
dollars of notes issued to the public, $900,000 will be paid into the 
banks in exchange for bank deposits. The banks will in turn pay 
the bulk of these notes over to the Federal Reserve Banks in 
exchange for a Federal Reserve deposit. This will increase the 
power of the banks to lend, and hence may result in a still further 
increase in deposits. It does not, however, force the banks to 
expand their loans and thus may not lead to a further increase in 
deposits if the banks prefer to allow their reserve ratio to rise. 

EACH METHOD HAS ITS PLACE 

All three of these methods of financing a budget deficit may 
be used, depending on the circumstances. In time of war, the 
adjustable tax plan would result in a large increase in taxes, in 
order to combat inflation, but it might not be possible to finance 
the whole budget by taxation, and borrowing from the public 
would then be the most desirable method. In time of normal 
government expenditure and threatened deflation, a combina­
tion of finance by borrowing from the banks and by issuing 
notes would probably be most desirable. Which method pre­
dominates depends on the rate at which we wish to increase the 
national debt. In times of severe debt-inflation when private 
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debt has diminished greatly, there is something to be said for 
increasing the national debt. There is a certain demand for bonds 
and similar debt-instruments, and if the issue of private bonds 
is not sufficient to satisfy this demand on the part of investors, 
the price of bonds will rise—that is, the rate of interest will fall. 
If the rate on bonds falls too low new funds may be diverted to 
stock speculation. This could be checked by the issue of govern­
ment bonds, which of itself would have an effect in lowering the 
price of bonds and raising the rate of interest. If, on the other 
hand, the volume of private debt was very large, bond prices were 
low and rates of interest high, it would be desirable to finance 
deficits by the issue of notes. This would have the effect of bidding 
up bond prices and lowering the rate of interest. 

NO NEED TO FEAR AN UNCONTROLLED INCREASE IN THE NATIONAL 
DEBT 

In any event, there is no reason to fear an uncontrolled increase 
in the national debt as a result of the adjustable tax plan. It 
would be perfectly possible to finance the plan in times of threat­
ened deflation without any recourse to government borrowing at 
all, by the issue of paper money. Under the plan, it would be 
possible to regulate the national debt as part of the general debt 
structure and to increase it or to diminish it as conditions in the 
private debt market require. There is no real reason to fear that 
the growth of the national debt will make it more difficult to 
achieve a just system of distribution. It is true, of course, that in 
so far as the debt is held, directly or indirectly, by the richer half 
of the population, it has the result of diverting income from the 
poorer to the richer part of society. But this effect could easily 
be counteracted by a system of progressive taxation. It may be 
argued, of course, that for political reasons this will not be done, 
and that therefore the growth of the national debt will have a 
retroactive effect on the distribution of income. There is, how­
ever, no economic necessit}' for such to be the case. 

GOVERNMENT SPENDING AND BUSINESS CONFIDENCE 

Yet another argument against any type of deficit finance 
programme is that government spending impairs business confi­
dence, and that the income-creating effects of government 
deficits are more than counterbalanced by the resulting decline 
in private spending, and growth in private budget surpluses. 
The point is an important one. There is little doubt that in the 
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era of deficit spending from 1933 to 1939 the income-increasing 
effects of government expenditure were offset to some degree by 
the income-decreasing effect of the decline in private, and especi­
ally in corporate expenditure, a decline which was in turn due 
to fears engendered by the radical behaviour of the government. 
Nevertheless, the experience of the war shows that it is all too 
easy to expand the budget deficit in times of grave emergency far 
beyond the rate that is necessary to maintain full employment 
and into the danger-zone of inflation. Is it too much to hope that 
the abolition of unemployment, or even the abolition of poverty, 
can be a task at least as inspiring as the destruction of an enemy ? 
For it is literally true that the only thing that prevents us abolish­
ing unemployment and extreme poverty, in the Western World at 
least, is the lack of will to do it. 

THE "HANG-OVER THEORY" OF DEPRESSIONS 
One final argument may be considered in criticism of any 

scheme that proposes to do away with unemployment. There is 
a school of thought (called by Dr. Wernette1 the "Hang-over 
School") that regards depressions as necessary in order to liqui­
date the bad investments made in time of boom. This school 
regards all attempts to alleviate depressions as likely actually 
to prolong them, by preventing the liquidations, bankruptcies, 
and economic adjustments which it is the depression's business 
to effect. On this view the ideal depression is a short, sharp one, 
and if governmental intervention is to be applied at all, it should 
be in the direction of accentuating rather than alleviating the 
depression, on the ground that a quick death is better than a 
fingering illness. There is something to be said for this view on 
the side of historical evidence. It seems to be true that the worst 
depressions—those of the 1870's and the 1930's—occurred in 
periods of "easy money," and depressions such as those of 1920-22 
or 1857, in which the decline in prices was precipitous and un-
alleviated, proved to be short, their bottoms were soon reached, 
and recovery soon began. If this view were true, it would indeed 
strike at the very foundation of the adjustable tax plan. It there­
fore deserves our most serious consideration. 

NON-MONETARY CAUSES OF DEPRESSIONS 
The problem resolves itself into two questions. The first is 

whether fluctuations in trade and income can be traced to causes 
1 Wernette, J. Philip, The Control oj Business Cycles (New York: Farrar & Rine-

hart, 1940). 
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outside the behaviour of money—that is, are there causes for 
depressions operating from the side of commodities rather than 
from the side of money? The answer to this question is undoubt­
edly in the affirmative—indeed, the most fundamental causes of 
economic fluctuations are found in the structure of real capital. 
So much must be conceded to the "hang-over" school. The 
second question is whether a deflation of prices and incomes is 
necessary in order to make the necessary readjustments in the 
capital structure which depression accomplishes. The "hang­
over" school seem to think that this is necessary—that all must 
suffer vicariously for the excesses of a few investors during a 
boom. This last question, however, I should answer firmly in the 
negative. There is nothing in a general deflation which assists 
in correcting economic maladjustments; its effect is simply to 
multiply and to spread over the whole economy what should 
have been confined to a small sector. 

TOO RAPID INVESTMENT 

There are three main forces operating on the "commodity" or 
"real capital" side to bring about depressions. The first is that 
rapid investment in particular forms of capital goods, especially 
those with long life, leads to a distortion in the age distribution 
of these goods which in turn leads to an abnormal demand for 
their replacement every so often—the period of the cycle depend­
ing on the length of life of the commodity. Suppose, for instance, 
that houses have a period of active use of twenty-five years. If 
there is a big building boom in a new town, the town may become 
supplied with fairly new houses; when there are enough for the 
population, building will almost cease. Then in another twenty-five 
years the original group of houses will have become obsolete and 
will have to be replaced, and there will be another building 
boom, to be followed by another twenty or twenty-five years 
of very slack bunding activity. 

BAD INVESTMENTS MADE IN BOOM 

The second non-monetary force operating to bring about 
depressions is the fact that in periods of business optimism at 
the height of a boom, rising prices lead the judgment of business­
men astray and investments are made which in fact cannot be 
profitable. It is hardly an exaggeration to say that a boom is 
a time when bad investments are made, the crisis is the moment 
when this sad fact is discovered, and the depression is the time 
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when these investments are slowly liquidated. In Detroit in 
1928, for instance, many new office buildings were started under 
the rosy illusions of the "new era." By 1929 it was painfully 
apparent that these could not possibly be profitable, and work 
on many of them ceased overnight. 

IMPOSSIBILITY OF ACCUMULATING PHYSICAL CAPITAL FOB EVEE 

The third non-monetary factor is the fact, already noted, 
that as capital is accumulated and as the total stock of all goods 
grows with the process of investment, it becomes increasingly 
difficult to find new profitable opportunities for investment. 
It is obvious in the case of the simpler commodities, such as 
wheat or cotton, that there comes a point in the accumulation 
of stocks beyond which investment in stocks of these commodi­
ties becomes impossible, for any increase in the physical stock 
leads to so great a fall in the price of the commodity that the 
value of the stock actually declines. This is also true of com­
modities in general, and accounts very largely for the difficulties 
of our present time. 

THE FUTILITY OF DEFLATION 

In none of these three cases, however, is a deflation of money 
incomes and prices any help in solving the fundamental problems 
which they raise. In the first case, a depression in one industry 
can easily become a general depression through the "multiplier 
effect" if steps are not taken to prevent it. A decline in building, 
for instance, causes a decline in the incomes of the building 
trades, and the subsequent decline in expenditure of individuals 
whose incomes come from building is reflected in a decline in 
incomes all through the system. In the second case also, where 
industries have been built up through faulty investments that 
cannot be maintained, the result of the fall in incomes in these 
industries is again to cause a fall throughout the system. The 
process of "readjustment" that is so often talked about consists 
really in getting people and resources out of the over-expanded 
industries into others. A general deflation and depression prevents 
this from happening; the fluctuations in building, for instance, 
actually cause depression and unemployment in other industries, 
which cannot possibly expand to meet the decline in building 
under these circumstances. I f money income could be held reason­
ably stable, this would not prevent depressions from occurring 
in particular industries and localities, but it would prevent these 
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depressions becoming universal. Local depression is a necessary 
result of economic progress—the development of railways un­
doubtedly caused a depression in the stage-coach industry! But 
general depression is inexcusable, for it prevents the transfer of 
resources out of declining into expanding industries and even 
reverses the desirable movements. Thus, in the course of economic 
progress, resources always have to be squeezed out of agriculture; 
but during a depression, the unemployment in the towns actually 
causes a return to the farms—a sure sign of economic retrogres­
sion. If, then, money incomes can be held fairly stable through 
the adjustable tax plan, a depression in one industry, due to any 
cause whatever, can be counterbalanced by prosperity in others, 
and resources can fairly easily be moved from declining to ex­
panding industries. 

OTHER ELEMENTS OF A FULL EMPLOYMENT POLICY: THE 
ENCOURAGEMENT OF INVESTMENT 

The adjustable tax plan would in itself be a guarantee against 
the worst consequences of general deflation or inflation. It must 
be remembered, however, that both deflation and inflation are 
themselves only symptoms of deeper diseases in the economic 
body. In constructing a well-rounded policy for full employment, 
therefore, these deeper causes should be taken into consideration 
and some direct remedies applied. We have seen that the funda­
mental cause of deflation and depression is that the rate of con­
sumption lags so far behind the rate of production that capitalists 
are not willing to increase their holdings (that is, "to invest") 
fast enough to keep pace with accumulation. There are two lines 
of action which attack the problem. The first is to encoxrrage 
consumption, so that the gap between production and consump­
tion narrows and the rate of accumulation falls to that which 
capitalists are willing to countenance at existing price and income 
levels. This is the main object of the adjustable tax plan: by 
lowering taxes, or even making them negative in times of great 
deflationary pressure and rising unemployment, consumption 
would be encouraged and accumulation diminished. It may also 
be possible to encourage consumption directly, by direct subsidy 
or gift—for example, the distribution of milk to children, school 
meals, free education, and the like. However, there is also a 
second fine of attack—to encourage investment; that is, to 
increase the willingness of capitalists to hold the increased quan­
tities of goods which accumulation creates. 
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THE DANGER OF OVER-CONSUMPTION 

The importance of giving encouragement to investment is 
easy to under-estimate, as well as to over-estimate. On the one 
hand are those who seem to think that only by encouraging 
investment can unemployment be prevented, and who therefore 
advocate subsidies to the capitalist, or failing that, vast pro­
grammes of public works. Presumably the flood of accumulation 
is to go on until the whole earth is covered with concrete! I t is 
obvious, however, that beyond a certain point investment is 
stupid, and that the encouragement of investment is no per­
manent answer to the problem. Ultimately, we cannot avoid the 
necessity of enjoying the fruits of our labours, if we do not wish 
merely to destroy them. Nevertheless, at the present moment we 
are still an appreciable way from that idyllic time when further 
investment will be unnecessary. There are hundreds of millions 
of people to be equipped with the houses, furniture, tools, and 
machinery that modern techniques make possible. It would be 
folly to try to accumulate for ever, but it would be equal folly to 
pursue a policy that would expand consumption in the present 
to the point where accumulation stops now, and the existing 
under-equipped state of the world is perpetuated. We do not 
want to raise the standard of consumption to the point where 
full employment was only obtained at the price of a steady 
decline in the quantity and quality of our equipment, and there­
fore in our productive powers. This might happen, even under 
the adjustable tax plan, if the results of the plan were to make 
capitalists wholly unwilling to invest. Thus, suppose that each 
fall in the tax rate led not only to an increase in consumption 
but to a decline in the willingness to invest, no matter to what 
irrational beliefs this, decline was due. Then the deflationary 
pressure would continue even under substantial budget deficits— 
indeed, the deficit would be filling a gap that would continually 
grow as it was filled. Eventually, as deficits were increased, the 
increase in consumption would catch up with the decline in the 
willingness to invest and further deficits would be unnecessary, 
but this point may not be reached until capital is actually de-
cumulating, with consumption exceeding production. Such a 
state might be worse than unemployment itself. 

DEFECTS OF A PROPERTY TAX 

In the present state of the world, therefore, it is important that 
we should reach a state of full employment while there is still a 
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marked amount of investment going on. One method of doing 
this, as we shall see in the next chapter, is by the encouragement 
of foreign investment. In devising its general tax policies, how­
ever, government should take into consideration the effect of the 
method of raising taxes on the general willingness of capitalists 
to hold their resources in the form of goods, that is, to invest, 
or to conduct enterprises, and should reject methods of taxation 
that discourage enterprise. Thus, property taxes as such are much 
open to criticism—it is much better to base the amount of tax 
that an individual or a corporation ,has to pay on its income 
rather than on its property. Property taxes are not important in 
national taxation, but they are important at the local level. To 
what extent the system of local taxation is responsible for our 
slums and the generally backward state of housing is not known, 
but would be worth inquiry. There may be a strong case for 
shifting local taxes from a property to an income basis.1 

DEFECTS IN THE ANNUAL INCOME TAX 1 THE PENALIZING OF BISK-
BEARING 

There is a serious defect in our present income tax which 
militates against enterprise and investment, and should be recti­
fied. It lies in the fact that income is reckoned annually and that 
no account is taken of the fluctuation of incomes from year to 
year. This is of great importance when the income tax is steeply 
progressive, since it means that an individual or enterprise with 
sharply fluctuating income in reality pays a higher rate of tax 
than an individual with a steady income. Thus, under United 
States tax law, an individual who received $100,000 in one 
year and nothing for nine years after that would have to pay, 
in surtax, $59,140 under the 1943 schedule. On the other hand, 
if he received $10,000 every year for ten years, he would only 
have to pay $2,020 each year or a total of $20,200. Thus, an 
identical income, spread over ten years, is liable for only about 
40 per cent of the tax that would be incurred if the income were 
bunched into one of the ten years. This cannot fail to have an 
adverse effect on the willingness to bear risks and to make risky 
investments. The receipts of the capitalist are by their very 
nature subject to fluctuation, and a tax system which discrimi­
nates against risk cannot help but discriminate against investment. 

1 Such a shift would have to be accompanied by a "capital levy" on the rise 
in property values due to the removal of the tax, in order to prevent an unearned 
increment going to the existing property holders. 
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THE REMEDIES: CUMULATIVE TAX BASE 

The real problem here is the fallacy of identifying "income" 
with "net receipts." The receipts of the man who gets $100,000 in 
one year and nothing for nine years therefore should obviously not 
all be counted as "income" in the first year: if the rate of interest 
were zero, only $10,000 of his $100,000 should count as "in­
come" and the rest as a capital asset that gradually depreciated 
during the next nine years. Capital accounting, however, especially 
as applied to human assets such as abilities, bodies, and minds, is 
in so primitive a state that it is virtually impossible to construct 
a satisfactory workable definition of annual income which can be 
used as a basis for an income tax. A simple remedy, however, 
seems to be available: to permit the cumulative averaging of 
taxable income over an indefinite number of years in the compu­
tation of the tax. Provision is made in the tax law of the United 
States for the averaging of the income of a corporation over 
three years, but this is a quite inadequate period and the privilege 
is not extended to individuals. If the tax liability were to be 
reckoned on the average of all receipts since the individual began 
paying taxes, or even since some date reasonably far in the past 
—say ten years—and if past tax payments could be credited 
against present fiabilities, much of the inequity in regard to 
fluctuating incomes would be removed. Thus, the man who re­
ceived $100,000 in one year would pay his $59,140 tax, but if he 
received nothing in the next year his tax liability would be 
reckoned for tax purposes as an income of $50,000 for each of the 
two years, and a refund would be in order.1 

AN EXPENDITURES TAX 

Another possible solution to this problem is to base tax pay­
ments on expenditure rather than on income. The administration 
of such a tax would probably be more difficult than that of an 
income tax, though there is no reason why it should be impossible. 
Difficulties would arise, however, in cases where there wras a 
large expenditure on durable goods. Unless some allowance were 
made to enable the expenditure on durable goods to be spread, 
for tax base purposes, over the length of life of the goods, an 
expenditures tax would penalize investment, especially in durable 
consumers' goods, and would therefore be undesirable. An expen­
ditures tax, also, is apt to be less "progressive" in its upper 

1 On this point see Groves, Harold M., Production, Jobs and Taxes, Chapter I X 
(New York: McGraw-Hill, 1944), 
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brackets than an income tax. It seems likely that the modifica­
tions in the income tax suggested above would be sufficient to 
take care of the problem of discrimination against risk. 

SUBSIDIES TO ENTERPRISE 

Another interesting question in tax policy is whether the tax 
system could encourage investment directly by subsidies or re­
bates. It is a familiar proposition in the theory of taxation that a 
"franchise" tax—that is, a fixed sum independent of the quantity 
of output—is not likely to affect the output of an enterprise, 
since it reduces profits at each output, but does not change the 
output at which profits are a maximum. On the other hand, a 
subsidy or a rebate of taxation whose magnitude varied directly, 
or even progressively, with output would have a stimulating 
effect on production. One might expect a combination of a fixed 
tax with a rebate on high levels of production to have a favour­
able effect on production and employment. The administrative 
difficulties in the way of such a plan are considerable, but not 
insuperable, and the possibilities of a plan to encourage the 
expansion of output and penalize contraction are at least worth 
investigation. 

CORPORATION INCOME TAX. DIFFICULTIES OF "SOAKING THE 
RICH" 

A feature of the existing tax law which has come in for much 
criticism is the corporation income tax. It is argued that the 
corporation stockholder pays income tax twice—once when the 
corporation pays it and again when he pays his personal income 
tax. There is much justice in this criticism, and there is little 
doubt that the corporation income tax acts as a hindrance to 
investment. There arises here, as we have seen elsewhere, a certain 
rivalry between the various ends of economic policy—in this 
case the end of distributional justice on the one hand and of full 
employment on the other. From the point of view of distribu­
tional justice, there is everything to be said for "soaking the 
rich." From the point of view of full employment, however, it is 
a regrettable fact that it is the rich who own most of the stockpile, 
and if they are "soaked" too much, they may refuse to perform 
this function of "holding the stock," in which case full employ­
ment could only be attained at the cost of disinvestment and the 
running down of the stockpile. The only escape from the dilemma 
seems to be to penalize the rich in ways which will not discourage 
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their wilhngness to hold and to increase their holdings of capital 
goods. The possibility of taxes on liquid funds, noted in the 
previous chapter, might be an important instrument of policy in 
this connection. 

PUBLIC INVESTMENT 

There is yet another element in an investment policy besides 
the encouragement of private investment, and that is public 
investment. If private individuals are not willing to increase 
their holdings of capital goods, then it may be necessary for the 
government to increase its holdings. This is the basis of the 
"public works" path to prosperity, and while it may easily lead 
to unproductive employment and the building of unnecessary 
dams, monuments, or pyramids, it nevertheless has its place. 
There is a large field of investment where, for various reasons, 
private investment cannot assume responsibility. The building of 
roads is one of the best examples: the provision of education, 
libraries, museums, playgrounds, and the like also seems to fall 
largely into this category. It is becoming increasingly apparent, 
that the field of housing is also one where there is a strong case 
for a good deal of public investment. In general, the longer the 
length of life of the investment, and the more important are those 
non-monetary benefits derived from it which cannot be collected 
by the investor, the stronger is the case for public as against 
private investment. It must not be thought, however, that public 
and private investment are mutually exclusive. In some fields 
they may be; but even in such a field as housing, the European 
experience and the British experience have shown that it is quite 
possible for public investment, for example, in housing, not only 
to co-exist with, but even to stimulate, private investment of a 
similar kind. 

CONCLUSION: THE SHADOW OF THE STATIONARY STATE 

When everything has been said about the desirability of 
stimulating investment, however, it remains true that the most 
important long-run problem of Western society is that of raising 
the standard of consumption. 

The institutions of nineteenth-century capitalism were admir­
ably adapted to a society in which investment was proceeding 
at a rapid pace. It is no exaggeration to say that capitalism found 
an empty world, and filled it—filled it with roads and railways, 
steamships and motor cars, grain elevators and factories, sky-
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scrapers and state capitols. For nearly two centuries the economic 
world has been an "expanding universe'1—expanding geographi­
cally, expanding in population, expanding in capital equipment, 
expanding in the total value of its wealth. We are now some­
where within sight of an era in which income can rise but capital 
will not; in which there will be no necessity for net investment, 
except as new discoveries occasionally shake up the existing 
structure, and in which, therefore, the rate of production will 
have to equal the rate of consumption. It is the shadow of the 
classical "stationary state" that hovers over our day, and though 
it may be postponed by wars, by new discoveries, and by the 
opening up of new geographical areas to investment, yet these 
things only seem to be a postponement. It is true that the devas­
tation of Europe will open up a great field of investment; but in 
twenty years we shall hardly know there has been a war. It is true 
also that if a stable political system can be established in Asia, 
there are great potentialities for investment there. But all these 
things but postpone what Keynes has called the "day of judg­
ment" when no more new investment will be necessary. In that 
day also there can be no saving; no increase in the aggregate of 
private net worths, and the problem before us will be—shall this 
be accomplished by an increase in consumption or by a decline in 
production through desperate unemployment; shall we enter this 
period with triumph and thanksgiving, as the manifold labour's of 
mankind now yield their long-awaited fruit, or shall it be a day of 
wholly unnecessary unemployment, when the fruits of the ages 
shall be spilt on the ground and men shall starve out of their very 
abundance ? Upon our courageous and intelligent handling of 
the monetary and fiscal system the answer depends. Deflation 
attempts to solve the problem by restricting production until we 
are so poor that we are forced to consume all the pittance we 
produce. War attempts to solve the problem by a vast, indis­
criminate, and costly destruction of wealth. There is no reason in 
the world, apart from ignorance, why this should be; why we 
should not direct our fiscal and monetary policies toward an 
ultimate expansion of consumption commensurate with the 
capacities of a technical age, and our political policies towards 
the speedy abolition of international anarchy and war. 

\ 



10 
The Reconstruction of International Trade 

INTERNATIONAL TRADE IN ITS PRIME 

Among the economic problems which troubled men's minds 
between the two world wars that of restoring international trade 
and investment loomed large—perhaps disproportionately large. 
By the beginning of the twentieth century a world-wide system 
of international trade and investment had grown up under the 
protection of a wellnigh universal gold standard. The achieve­
ments of this system were substantial. The prosperity of the 
Western World, and especially of Western Europe, seemed to be 
closely bound up with it. The immense merchant fleets of the 
Western European countries—England, Norway, Holland, France, 
Germany—carried on a world-wide exchange of products on a 
scale larger than history had ever known. The tropical products 
—spices, fruits, nuts—which once had been luxuries became 
commonplaces of working-class consumption. Tropical oilseeds 
produced the milk of Britain and Denmark. Tin and rubber 
from Malaya, copra from the South Seas, coffee from Brazil, 
whale oil from the Antarctic, flowed to Europe to raise the 
standard of living there. More important still in volume, a flood 
of manufactured products flowed among all nations. The rails 
and rolling stock of the two Atlantic seaboards spread around 
the world to open up great new areas to Western techniques. 
The hardware and textiles of Europe entered into the consumption 
of the whole world. 

THE FINANCE OF INTERNATIONAL TRADE AND INVESTMENT 

Parallel with these developments in trade and consumption 
went the growth of a complex financial structure, largely centred 
on London. The ultimate economic purpose of the international 
financial structure is, of course, that of the financial structure 
in general—to permit the separation of the ultimate ownership 
(equity) of physical things from their administration and use. 
In international trade this has two aspects; there is the problem 
of the finance of things in transit—that is, the finance of "trade" 
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in the narrow sense of the term, and there is also the problem 
of the finance of permanent improvements and equipment, that 
is, of "investment." This distinction must not be pressed too 
far, for all trade involves investment; but it corresponds to the 
broad distinction between "short-run" and "long-run" finance. 

The problem of the finance of "trade" concerns the ownership 
of commodities in transit—for example, on trains, on the high 
seas, and in temporary storage. The financial system, through 
the issue and acceptance of bills of exchange, permits a speciali­
zation to take place between the "trader" who organizes and 
administers the transit and storage of goods and the "financier" 
who really "owns" them—that is, who holds the equity in them. 
That is to say the trader, by discounting a bill of exchange—by 
borrowing from the financier—is able to ship goods in larger 
volume than his personal capital would allow. This specialization 
evidently results in an increase in trade, for it enables the skilled 
trader to organize a much larger volume of trade than would 
be possible if he were limited to the value of goods in transit 
represented by his own capital. 

In like manner the issue of long-term securities on an inter­
national scale permits poor, undeveloped countries to increase 
their equipment by importing a greater value than they export, 
while the rich, highly capitalized countries are enabled to export 
a greater value than they import, the difference representing 
the equity in the equipment and new developments abroad. By 
this means, the technical advances of the Western World were 
diffused through the less technically advanced quarters of the 
globe, and while the record of foreign investment is stained with 
many examples of exploitation and corruption, there is little doubt 
that on the whole it deserves a credit balance in the moral ledger. 

THE DECLINE OF INTERNATIONAL INVESTMENT 

The whole international economic order was disrupted by the 
first world war and never really recovered. Particularly was 
international investment in durable goods destroyed; trade 
recovered to a substantial extent in the twenties, though the 
depression of the thirties brought about a spectacular decline. 
The decay of international investment is not difficult to under­
stand. No capitalist will invest in foreign securities unless he 
feels reasonably sure of his future returns. But the risks of 
foreign as opposed to domestic investment are greatly increased 
by political instability and by instability of the exchange rates. 
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A New York capitalist will not invest in Brazil unless he feels 
fairly sure that there will be neither a political upheaval leading 
to the expropriation of his property, nor a violent shift in the 
ratio of exchange between Brazilian and American currency, for 
his future payments will most probably have to be transferred 
from milreis to dollars. In the twenties and thirties not only was 
the world political situation uncertain in a high degree, but the 
gyrations of the exchange rates, especially from 1918 to 1925, 
were such as the financial world had never before experienced. 

CAN THE "GOOD OLD D A Y S " RETURN? 

It was little wonder that the financial advisers of the twenties 
saw the problem primarily in terms of a return to the "good 
old days" of a universal gold standard, reasonably free trade, 
and extensive foreign investment. In spite of many sincere 
attempts to follow the orthodox advice, however, it became clear 
in the thirties that the old recipes, however well they might 
have worked before 1914, were quite inadequate to deal with 
the new world situation. Those countries, such as Czechoslovakia 
and Great Britain, which followed the path of financial orthodoxy, 
balancing their budgets and returning to the gold standard, 
did so at the cost of severe internal depression and unemploy­
ment. It is true that from 1924 to 1929 there was a period when 
it looked as if the old gods were to be re-throned; the gold 
standard was revived, exchange rates were stabilized, trade 
revived, even international investment, especially in German 
securities, revived; the reparations problem seemed to have 
been solved, production revived, and unemployment diminished; 
Germany joined the League of Nations, the international political 
situation stabilized itself, and it looked almost as if the good 
old days were to come again. But the world deflation of 1929-33 
broke the whole structure in pieces; the gold standard as 
an effective international system disappeared, protectionism 
increased by leaps and bounds, using not only the old methods 
of tariff raising but newer and more destructive methods such 
as import quotas, exchange control, and competitive currency 
depreciation; international investment dried up almost completely, 
and the international political situation deteriorated to the point 
where a second world war became inevitable. We may well 
wonder, therefore, what the future has in store for us in this 
field; shall we see a repetition of the chaos of 1918-39, or 
shall we see an attempt to solve the problem along new lines ? 
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INTERNATIONAL TRADE AS A SAMPLE OF TOTAL TRADE 
The great lesson that emerges from the experience of the 

past generation is that international trade is not a special problem 
to be solved by itself, but that it is part of the great body of 
total trade, and reflects the movements of trade in general. 
The tendency is for international trade specialists to treat 
"nations" as if they were economically homogeneous individuals 
trading around a table. The truth is quite otherwise; inter­
national trade is merely that part of the total web of trade 
which happens to cross international boundaries. Anything that 
affects the total movement is likely to affect that part of it 
which happens to cross frontiers, and while the existence of 
national frontiers, national currencies, and national trade and 
migration policies introduces certain complications into the 
movements of trade, these are only modifications of the total 
pattern and are not the pattern itself. Thus, a movement of 
goods from New York to Montreal is in no way fundamentally 
different from a movement of goods from New York to Wash­
ington; yet, because the former happens to cross an international 
boundary, the spotlight of interest is focused on it, and because 
the latter does not cross a national boundary, it often escapes 
even the notice of the statistician. The highly arbitrary character 
of our "international trade" statistics may be observed when 
national boundaries change. When the old Austro-Hungarian 
empire split up into a number of new countries the "volume 
of international trade" was thereby raised merely by the creation 
of new frontiers; if the flows of trade had continued exactly as 
before, the volume of international trade would have been larger 
simply because some trade that previously had been "internal" 
was now "foreign." Foreign trade statistics, therefore, give us 
merely a sample, and a very inadequate and misleading sample, 
of the total volume of trade. How often, for instance, is it 
assumed that the net imports or exports of a certain country 
have a significance far beyond what the figures carry? When we 
break down the figures we find that the over-all picture is quite 
misleading. To take a single example: France normally is regarded 
as virtually self-sufficient in foodstuffs, having practically no 
net imports or exports. Yet when the figures are broken clown 
by ports it becomes apparent that France is not one region, 
but at least two: the northern half of the country is a heavy 
net exporter of foodstuffs to the North Sea coastal regions, while 
the southern half is a heavy importer of foodstuffs from across 

M 
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the Mediterranean. Consequently, as in World War II, it is quite 
possible for the north of France to be feeding moderately well 
while the south is starving. 

THE PATTERN OF WORLD TRADE 
The natural trading areas of the world do not correspond in 

the least degree to national boundaries. It would be an interesting 
experiment to draw a map of the world in which the distances 
on the map were proportional not to the number of miles but 
to the cost of transport. On such a map the oceans would shrink 
to rivers, for water transport is far and away the cheapest of 
all forms of transport. We should see the great industrial areas 
facing both sides of the North Atlantic almost as one huge city: 
New York, Boston, Philadelphia, Baltimore, London, Liverpool, 
Glasgow, Southampton, Rotterdam, Amsterdam, Bremen, and 
Hamburg would appear as suburbs of the great World-City, 
separated only by the narrow creek of the Atlantic, with all 
the other seaboard cities of the world not far away. Stretching 
away in great expanses from this hub would be the worlds' 
hinterlands—the near hinterlands connected by railways, the far 
hinterlands beyond. It is hardly an exaggeration to say that 
international trade is a matter of what happens fifty miles from 
navigation; it is because Britain has no point more than 90 miles 
from navigation that her volume of international trade is so 
great. German international trade is largely a product of the 
Rhine; the international trade of North America, and much of 
its internal trade as well, is a product of the Great Lakes. It is 
well to remember occasionally that the Sault Ste Marie canal 
between Lake Superior and Lake Michigan carries a greater 
volume of trade than either Panama or Suez. 

THE NEED FOR INTER-REGIONAL INVESTMENT 

In spite of the fact that the significance of international trade 
in the narrow sense is exaggerated by most writers on the subject, 
it remains true that the revival of international trade, and 
especially of international investment, is a problem of great 
importance for the post-war era. It would be more accurate to 
say that it is "inter-regional" rather than "international" trade 
and investment that is important, for in the event of the creation 
of a true world government, of course, "international" trade 
as such would be abolished altogether, and the business of inter­
regional relations could be carried on without constant inter­
ruptions and perpetual hindrances. There is, however, a long-
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range task of great magnitude facing the world in the extension 
of the hest technology to the backward areas. If "freedom from 
want" is to be a reality on a world scale, the technical standards 
of the highly developed tenth—the "core of civilization"— 
must be expanded into the more backward hinterlands. One 
essential element in this expansion, assuming as we must that 
the political disunity of the world (that is, its fragmentation 
into independent nations) will continue for many years to come, 
is the development of "foreign" investment, by the "rich" 
nations of the world, in the "poor" nations. 

TO EQUALIZE WEALTH AND TO PREVENT UNEMPLOYMENT 

Such investment is desirable for two reasons. Not only will 
it equalize standards of life throughout the world, a process 
which must go on before real world unity can be achieved, but 
also it will make it easier to maintain full employment in the 
rich capital-exporting countries. We have seen that unemploy­
ment is the result of a failure to increase consumption in the 
face of a declining rate of accumulation. Faced with bursting 
storerooms and stockpiles, an entirely self-contained economy 
can do only one of two things: increase consumption either by 
war or by subsidy, or diminish production. For any section of 
the world economy, however, there is another avenue of escape 
—the export of capital, or foreign investment. If the country 
threatened with unemployment can export a greater value of 
goods than it imports, the threatened glut of the stockpiles can 
be averted and full employment can be maintained. If therefore, 
as at present, there are strong prejudices against the sensible 
solution to the problem (that is, the subsidization of consump­
tion), the only method of attaining full employment apart from 
war is to develop foreign investment. There is this much truth, 
perhaps, in the Marxian theory of imperialism, though it is 
not at all true, of course, that investment abroad necessitates 
political control of the recipient areas. Assuming, therefore, that 
it will take at least a generation for the internal solution to the 
unemployment problem to penetrate the minds of people in 
authority, there is everything to be said for the encouragement 
of foreign investment. It will be twice blessed; it will bless him 
that receives with roads, airfields, machinery, and other modern 
equipment, and will bless him that gives with more employment 
and a breathing spell in which to perform the vital task of 
economic education. 
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AND TO HELP THE TRANSFER OF RESOURCES 

There is still another reason why foreign investment is so 
highly desirable in the coming decades. It may help to solve a 
difficult problem of readjustment of the form of production and 
the kinds of commodities produced. One source of the difficulties 
of the Western World is that our productive machine is designed 
for a rapidly increasing population. Thus, our construction 
industry is capable of taking care of the buildings and heavy 
equipment necessary for several million new people a year. 
With the declining rate of population growth and the shutting 
off of immigration, a severe readjustment will be necessary, 
involving a marked contraction of heavy industry and an expan­
sion of light industry' and the service trades. This adjustment 
can be made more slowly if outlets for the heavy industry products 
can be found in the export trade. This, however, is only likely 
if there is a substantial volume of foreign investment. 

HOW CAN FOREIGN INVESTMENT BE STIMULATED? 

The question now arises, how can a sufficiently large volume 
of foreign investment be obtained. The solution seems to lie 
along two lines: the creation of conditions favourable to private 
investment on the one hand, and the development of public 
investment on the other. We have already seen that the prime 
conditions for private investment are political stability and 
exchange stability. Nothing perhaps illustrates the inter-related-
ness of the world's problems better than this: that in the absence 
of a reasonably stable political situation, foreign investment 
cannot expand, and in the absence of foreign investment or an 
adequate internal consumption policy, the economic situation 
will be so disastrous that it will bring down the political order 
with it—such, indeed, was the history of the inter-war period. 
It is, alas, too much to expect a genuine international order to 
emerge from this war. There will undoubtedly, however, be 
some kind of loose international concert and some functional 
international institutions. It is clear already that the problem 
of exchange stability is in the forefront of the agenda for inter­
national post-war collaboration, as witness the plans prepared by 
Lord Keynes for the British Treasury, by Mr. White of the 
United States Treasury, by the joint committee of financial 
experts in April, 1944, and by the Bretton Woods, New Hamp­
shire, conference. It may be well, therefore, to glance at some of 
the possible solutions. 
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THE DEATH OF THE GOLD STANDARD 

The most conservative solution would be, no doubt, a return 
to the free gold standard, or even to a modified gold standard 
as long as it included a fixed price for gold in terms of the 
national currencies and the unobstructed shipment of gold 
between financial centres. This would, as in the past, ensure 
stability of exchange rates between those countries which adhered 
to it, though not of course between countries which adhered to 
it and those which did not. It is fairly evident today, however, 
that the gold standard, as an automatic, self-regulating inter­
national mechanism, is as dead as Marley, even though its 
ghost occasionally haunts the financial pages and editorial 
columns. Nations are not now, apparently, willing to accept the 
uncontrollable limitation on their monetary sovereignty which 
the gold standard involved. The failure of the British return 
to the gold standard from 1925 to 1931, and the discrediting 
of the gold standard in the British mind which followed the 
revival of 1931, make it virtually unthinkable that Britain will 
ever return to the gold standard except in a form so highly 
modified, as to be unrecognizable. The United States, of course, 
because of its enormous gold stock, has a certain interest in 
preventing the total demonetization of gold. An effective restora­
tion of the gold standard on a world-wide scale would seem to 
offer a method of disposing of America's "gold brick." Other­
wise, the United States faces a dilemma: whether to continue 
to subsidize the gold-producing industry (mainly located in 
South Africa) by purchasing all gold offered at the high price 
of $35 per ounce, or whether to stop the gold purchases, in 
which case the gold would be effectively demonetized and its 
price would probably fail as spectacularly as did the price of silver 
in the ninteenth century, with consequent bookkeeping loss on 
the great gold stock now held. Indeed, it may fairly be said that 
America's only chance of ever gelling $35 an ounce for her gold 
is the restoration of actual gold coinage in most other parts of 
the world—an event that we are not likely to see. But the 
United States cannot force other countries to adopt the gold 
standard in any form, and in view of the unwillingness of Britain 
to return to gold, it is probable that the gold standard will remain 
a closed episode of economic history. The most the United 
States will probably be able to do will be to see that gold will 
constitute part of the assets of any international clearing organi­
zation or stabilization fund set up in the post-war period. 
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DIRECT EXCHANGE STABILIZATION 

Under the Bretton Woods agreements, an international 
monetary authority will be set up with the duty, among others, 
of stabilizing foreign exchange rates. This will be done mainly 
by direct "pegging"—that is, the purchase and sale of the cur­
rencies of the various countries at fixed prices. This is the 
technique of the "exchange equalization fund." Whereas the 
gold standard establishes stability of the exchanges indirectly 
by enabling currencies to be exchanged for gold at a fixed price, 
the exchange equalization fund enters the market directly and 
offers to purchase, say, pounds with dollars or dollars with 
pounds at a fixed price. It should be noticed that, for a time at 
least, a single country could fix the exchange rates of the whole 
world, subject to small differences due to costs of arbitrage, if 
it offered to buy and sell all other currencies for its own in un­
limited quantities at fixed prices. Thus, if the equalization fund 
of the United States offered to buy and sell pounds for dollars 
at a rate of 34 to £1 and francs for dollars at a rate of $4 to 
100 francs, all in unlimited quantities, then as long as the offer 
was good not only would it be impossible for the dollar price 
of pounds and francs in the market to differ much from the above 
rates, but also the pound-franc ratio would be fixed at about 
£1 = 100 francs. 

DANGERS OF INTERNATIONAL RIVALRY IN EXCHANGE STABILIZATION 

The necessity for international co-operation between national 
exchange equalization funds, or for an over-all international 
fund, can be clearly seen, however, if we envisage what would 
happen if two rival funds tried to peg the exchange rates at 
different levels. Suppose, for instance, that the British exchange 
equalization fund was offering to buy and sell dollars for pounds 
at a rate of $4-50 = £1, and the American fund was offering 
to buy and sell at a rate of $5 = £1. Then people would rush 
to buy pounds, with dollars, from the British fund and sell them 
to the American fund, thereby making a gross profit of 50 cents 
on each $4-50. The British fund would soon find that all its 
resources were in the form of dollars, the American fund would 
find its resources in the form of pounds. Long before this point 
was reached, however, the managers of the respective funds 
would have to change their buying and selling prices and the 
stability of the exchange rates would have been lost. 
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PROBLEMS OF AN INTERNATIONAL EXCHANGE CONTROL 

Even an international fund will have serious problems, 
however, especially in deciding the ratios at which it buys and 
sells foreign exchange. The political question alone is difficult 
enough—that of reaching agreement as to the operating ex­
change ratios. Any country which can fix the price of its currency 
at a level which is low relative to its internal price and income 
level will have a marked advantage in foreign markets that may 
last for some years even though it is essentially temporary in 
nature. Thus, if the British pound were fixed at $4, it would 
be much easier for British manufacturers to sell in the United 
States than if it were $5, assuming the level of British prices, 
wages, and money costs to be the same, for in the former case a 
British manufacturer could sell an article for $4 in the United 
States and still receive £1 for it, whereas in the latter case he 
would have to charge §5 in order to get £1 for it, and would 
not be able to sell as many. Similarly, American manufacturers 
would be better able to sell in Britain if £l were worth $5 than 
if it were only worth $4. These advantages are essentially 
temporary, because the very encouragement of exports and 
discouragement of imports which a low currency valuation gives 
to a country tends of itself to bring about a situation in the 
foreign exchange market which will raise the value of the cur­
rency. If the equalization fund tries to peg a currency at too 
low a level, the result will be that the country's excessive exports 
will create a demand for its currency that will eventually drain 
the fund's stock, and if the fund is to defend its holdings, it 
will eventually have to raise the value of the currency to beat 
oft" the purchasers. It may stave off this day by borrowing the 
currency in question, but cannot eventually avoid such revalua­
tion unless it can in some manner afreet the internal level of 
prices in the countries concerned. 

INTERNAL VERSUS EXTERNAL STABILITY 

This raises the fundamental difficulty which is all too likely 
to destroy any half-hearted attempt at international collabora­
tion in this field. In the long run, the foreign exchange ratios 
depend broadly on the internal level of prices, money incomes, 
and wages in the countries concerned. If the United States 
experienced a twofold rise in prices and money incomes, we 
should expect the dollar price of pounds to be approximately 
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doubled along with the dollar price of everything else, if prices 
and incomes in Britain were stable. Stability in exchange rates, 
therefore, can only be obtained over long periods if the internal 
monetary levels of all countries change in about the same pro­
portions. If, for instance, there is a deflation in the United 
States, there would have to be a deflation in Britain of like 
magnitude if the dollar-pound ratio were to be maintained. 
If exchange rates are to be kept stable, it means that the mone­
tary systems of the various nations are linked, just as the monetary 
systems of the various regions within a country are linked. If 
there is a world deflationary movement, however, it may be 
very much to the interests of a particular country to break 
the link that binds it to the world monetary system, and by a 
devaluation of its currency to insulate its domestic economy 
from the world movement. Just as deflation broke the gold stand­
ard, then, so is any future deflation likely to break any substitute 
for the gold standard, however carefully devised. I f the choice is 
squarely put between stability of the internal monetary system and 
stability of foreign exchange rates, most countries will vote for 
internal stability. It is failure to realize this all-important fact and 
failure to provide for any effective measures against world deflation 
that make the plans of the monetary experts seem so unrealistic. 

HOW DEFLATION LEADS TO PROTECTION 

The world deflation of the thirties is the key to the under­
standing of the growth of protectionist policies during those 
years. Protection, like its sister, monopoly, is a desperate attempt 
on the part of a natiozial economy to isolate itself from a world 
deflation. When prices are falling it seems natural to attribute 
the fall to a flood of cheap imports from abroad. The raising of 
the tariff barrier, or the imposition of import quotas, undoubtedly 
has the effect of raising internal prices; it may have the effect 
of increasing internal incomes and reducing unemployment. 
Currency devaluation has much the same effect. It is little 
wonder, therefore, that when faced with the appalling unemploy­
ment problem of the Great Deflation, one government after 
another sought to solve its own problem by protectionist measures. 
The restriction of imports means that money which had pre­
viously been spent for imports and had gone to swell money 
incomes abroad, now tends to be spent for home products and 
raises money income at home. But protection, of course, while 
it protects the internal system to some extent against deflation, 
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actually aggravates the world problem. The dyke that prevents 
one country from being flooded raises the height of the flood 
waters everywhere else. Protection, therefore, is no solution to 
the world problem; it is a suicidal game of beggar-my-neighbour, 
but the lack of any respectable alternative made it the only 
policy open to the individual government. Thus, the shockingly 
retrogressive commercial policy of the thirties must be interpreted 
as a desperate attempt, on the part of each individual country, 
to raise its own level of money incomes by pushing down those 
of other nations, like the wild scramble of a drowning mob. 
The result was to drown everybody. 

THE NECESSITY FOR SENSIBLE SHORT-RUN POLICIES 
The solution, however, is not to utter pious long-run plati­

tudes nor to deliver sermons on how nice it would be if drowning 
and desperate men did not try to push themselves up and the 
others down. The free trade, stable exchanges policy is impec­
cable as a long-run argument, with the possible exception of 
large agricultural countries. But the problems that buzz round 
the heads of politicians are all short-run problems; a politician, 
and especially an elected politician, cannot afford to look loftily 
at the long run, otherwise he will fall promptly into the ditch 
of the next election. Our dire necessity, therefore, is to discover 
alternative short-run national and international policies for 
dealing with world deflation which do not have the disastrous 
general effect of those hitherto in fashion. The perfect escape 
from the problem of international relations would, of course, be 
their total abolition through the formation of a world state. 
This solution, however, is not for our generation, and while the 
world waits for it, the question must be aske,d—-and answered— 
how can we keep the sovereignty of nations and still preserve 
the essential minimum of international order? It is possible, of 
course, that there is no answer to this problem and that we will 
be faced with the plain issue of a world state or world chaos. 
In view of the present state of emotional development, the 
latter alternative would probably be chosen. It is all the more 
necessary, therefore, to develop national policies which will not 
result in international disruption. 

THE SOLUTION OF INTERNATIONAL PROBLEMS DEPENDS ON THE 
SOLUTION OF DOMESTIC PROBLEMS 

The first principle of any international economic order must 
be the recognition of the close interrelatedness of "internal" 



186 THE ECONOMICS OF PEACE 

and "external" problems. Any solution of the problem of inter­
national exchanges and exchange rates, for instance, which 
neglects the problem of general and internal stability is doomed 
to failure from the start. If the last twenty years have taught 
us anything, it is surely that the whole distinction between 
"internal" and "external" relations is shadowy and confusing. 
This is as true in politics as in economics—the rise of an aggres­
sive and imperialistic party within any one country, for in­
stance, cannot be dismissed as a mere "internal" matter, but is 
something which concerns the whole world. The dismal atmo­
sphere of unreality which pervaded the "Geneva world" of 
Leagues and Conferences was due more than anything to the 
failure to realize that there is no clear distinction to be drawn 
between "foreign" and "domestic" policy. At least, if the division 
had to be made, its proper place was close to the domestic end 
of the scale, so that "domestic policy" occupied a small rump of 
affairs while "foreign policy" included everything of importance. 
Instead, the line was drawn to make "domestic" policy—which 
the League and the Conferences could not touch—include every­
thing of importance, with the result that the discussion of 
"foreign affairs" had to deal with trivial and peripheral matters. 
It was a period when even tariff policy was considered to be a 
purely "domestic" matter, and when if anyone suggested that 
the discount rate of the central banks or the budget policy of 
governments were matters of international concern, they would 
have been met with raised eyebrows and incredulous stares. It 
is little wonder that it ended in a complete breakdown of the 
international order. 

THE INTERNATIONAL EFFECTS OF DOMESTIC FULL EMPLOYMENT 
POLICIES 

But can we conceive the proud and independent nations of 
this world submitting to international regulation of such matters 
as tariff and monetary policy, let alone budgetary and fiscal 
policy ? Clearly not, in the present state of things. Nevertheless, 
the situation is not hopeless. The trouble with the international 
order has been that the domestic policies of nations have been 
wrong. I f nations can be persuaded to adopt domestic fiscal 
and monetary programmes aimed at the stabilization of money 
incomes and the attainment of full employment, not only will 

•the internal situations be easier but the international problem 
will be largely solved as a by-product. It remains, therefore, to 
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consider the effects of domestic full employment policies on the 
international order and particularly to consider the question 
whether one country could practise such a policy alone, or whether 
it would have to be applied on a world scale to be effective. 

It must be confessed at the outset that a full employment 
policy on the part of one nation may not be compatible with 
stability of the foreign exchange rates over long periods, though 
there is no reason why short-run stability should not be possible. 
It must also be admitted that the smaller the country, and the 
more dependent it is upon international trade, the less likeli­
hood is there of a full employment policy succeeding in it. 
Nevertheless a large country, such as the United States, which 
is fairly self-sufficient, could in all probability not only make 
a thorough success of a full employment policy as far as its 
internal economy was concerned, but could also draw the whole 
world into its benevolent orbit and contribute materially to the 
solution of the problem of world stability. 

DIFFICULTIES OF SMALL COUNTRIES 

Consider first the case of a small country, much dependent 
on foreign trade. Suppose that there was a world-wide deflation, 
and that the small country tried to counteract this by lowering 
its tax rate and running a budget deficit. The result would be, 
of course, to maintain incomes within the country; but if its 
foreign exchange rate remained the same, the result would be 
an increase of imports and a decline in exports until it became 
impossible or undesirable to pay for more imports. If the foreign 
exchange rate was held constant by the operation of a gold 
standard, the result of the excess of imports would be a drain 
of gold that would eventually force the coimtry off the gold 
standard. If the foreign exchange rate was held constant through 
direct purchases and sale of foreign exchange by an equalization 
fund, the same result would follow, for the equalization fund 
would be forced to buy the domestic currency in order to 
maintain its value, and the fund would sooner or later become 
drained of foreign currency and would have to suspend opera­
tion. Then the price of the domestic currency would fall in terms 
of foreign currency. By this means a country could insulate 
itself from the outside world as far as changes in its own money 
income went. Nevertheless, this would not insulate it against 
all the results of depression, for the depression in the rest of 
the world would mean a real decline in demand for its exports. 
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No amount of domestic manoeuvring could prevent a depression 
in its export industries. Even in this case, however, the depression 
could be confined to the export industries, and the relatively 
prosperous home industries could absorb some of the resources 
displaced from the export industries. 

LARGE COUNTRIES CAN CONTRIBUTE GREATLY TO WORLD STABILITY 

The larger the country, and the less important the export 
industries relative to the domestic economy, the easier it would 
be to insulate the domestic economy from deflationary move­
ments outside. Moreover, in a large country, though its imports 
may be a small proportion of its own trade, the}' form a large 
proportion of the exports of smaller countries. Thus, the imports 
of the United States are not normally above 5 per cent of its 
total production; but they form a large percentage of the exports 
of Malaya and the East Indies. Large countries, and countries 
with a large import trade, have a grave responsibility, therefore, 
not only to their own people, but also to the rest of the world. 
It has been truly observed that no act of the United States— 
not even the infamous Hawley-Smoot tariff—did so much 
damage to the rest of the world as the depression of 1929. By 
allowing itself to have a depression, the United States wrecked 
not only its domestic economy, but also the economies of a 
large number of small countries and dependencies, and indeed 
of the whole world. 

FULL EMPLOYMENT POLICY IN TWO LARGE COUNTRIES 

The question may now be raised, however—suppose two or 
three large countries each try to maintain internal stability, 
independent of each other ? Will not the result be an utterly 
chaotic situation in international trade, so that international 
trade shrinks to a bare minimum and international investment 
becomes wellnigh impossible % Will we not be plunged into 
another period of competitive exchange depreciation ? It is true 
that a situation as above envisaged might lead to a certain 
Lnstabihty of exchange rates, particularly if the countries con­
cerned made no efforts at concerted action. Nevertheless, if all 
countries followed a policy of stabilizing their internal money 
incomes, the dislocation of the foreign exchange rates would not 
be very serious, for incomes would tend to rise or fall propor­
tionately in all countries. I f in a period o f world deflation a 
single country tried to maintain stable internal incomes, the 
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result would be, of course, a fall in its foreign exchange rate. 
If two countries tried to maintain stable internal incomes, both 
the exchange rates would fall relative to the rest of the world 
but would not change much relative to each other. Suppose, 
for instance, that we start with a situation in which $1 = 25 
francs, £1 = 125 francs, and £5 = £1. If there is now a world 
deflation, but the United States alone maintains her internal 
money income, she can only do this at the cost of depreciating 
her currency; we may now have a situation in which $1 = 20 
francs, £1 = 125 francs, and $6*25 = £1. If, however, Great 
Britain likewise followed a full employment policy and main­
tained her money income, the value of the pound on the foreign 
exchanges would fall, and we might have a situation in which 
$1 = 20 francs and £1 = 100 francs; but then we should find 
that $5 = £1 again. That is, if both Britain and the United States 
followed a policy of stabilizing incomes, the exchange rate of 
their currencies would not fluctuate seriously. In practice, it 
should not prove impossible to combine an adjustable tax plan 
with reasonably stable exchange rates among all those countries 
that followed the plan. ' 

It should be noticed that even the Victorian gold standard did 
not give a much better guarantee of exchange stability than this. 
The gold standard only resulted in stable exchange rates be­
tween those countries that practised it. It did not give stable 
exchange rates between a country that did practise it and one 
that did not. 

THE UNITED STATES COULD ADOPT A PULL EMPLOYMENT POLICY 

In conclusion we may ask "would it be worth the while of 
the United States to adopt a full employment policy even if 
other nations did not follow suit?" To this question one can 
answer an unqualified "yes . " The foreign trade of the United 
States yields only a small proportion of her total income, so 
that she could keep her own income stable without being at 
the mercy of external circumstances. But, even more than this, 
the imports of the United States, for all that they make but 
a small part of her total production, are a dominant factor in 
the trade of many other countries. It is hardly an exaggeration 
today to say that United States prices are world prices and that 
a depression in the United States is a world depression. The last 
great depression unquestionably originated in the United States, 
and many future depressions are likely to do so. If the United 
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States can keep herself free from depressions, that in itself would 
be a contribution to the world economic order greater than all 
the leagues and covenants and conferences that peace may bring 
into being. If the United States and Great Britain between 
them could enter into a joint scheme for income and exchange 
stability, they would without question be able to keep the whole 
world economy on an even keel. As in the case of the spread 
of the gold standard, the advantages of the new system would 
be so apparent that there is little doubt that one country after 
another would follow suit. Here lies a real possibility of creating 
something like world order without a formal world government. 
And once world order has been established, world government 
may follow. 

DUTIES OF AN INTERNATIONAL MONETARY AUTHORITY: "COUNTER-
SPECULATION" 

It must not be thought, of course, that because an inter­
national monetary organization cannot of itself solve the problems 
of world trade apart from domestic policies, such an organi­
zation would not be desirable or useful. There are at least two 
functions which are open to an international monetary organiza­
tion in the present state of the world; one is the prevention of 
purely speculative movements in foreign exchange rates; the 
other is the encouragement of long-term foreign investment. It 
might be preferable to have these functions performed by separate 
institutions, but there seems to be no weighty reason why they 
should not be combined. The first function is part of the general 
duty of monetary authorities which Mr. Lerner has called 
"counter-speculation."1 The foreign exchange market is so "per­
fect" that large fluctuations in exchange rates which are purely 
speculative in origin may occur in the absence of regulation— 
that is, the price of a currency may rise simply because dealers 
expect it to rise and rush to buy it for the sake of the profits 
which ensue from holding any form of property that is rising 
in value; similarly, the price may fall simply because people 
expect it to fall. It is wholly desirable to eliminate these specu­
lative movements which have nothing to do with the underlying 
forces of international payments and serve no useful economic 
function. This elimination could be accomplished by the authority 
undertaking to buy and sell the currency in unlimited quantities 
at fixed rates. The authority, however, must be given the right 

1 Lerner, A. P., The Economics of Control, p. 55 (New York: MacmiUan, 19i4). 
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to change these rates by small jumps at certain intervals. It 
would seem vita) to the success of any international authority that 
the right to fix the rates should be vested in the authority itself 
and not in the participating nations; otherwise, a chaotic situ­
ation might develop, akin to competitive currency depreciation.1 

THE IRRELEVANCE OF GOLD 

The problem of whether gold should be used in the inter­
national monetary system is political rather than economic. I f 
gold is not demonetized, any international exchange equaliza­
tion fund would probably find it convenient to hold a certain 
proportion of its assets in gold. It may be that current financial 
superstitions about gold are so strong that purely as a psycho­
logical matter it would be advisable for the authority to hold 
a substantial amount of gold. Apart from these superstitions, 
however, there is much to be said for the demonetization o f 
gold. It is, after all, a moderately useful metal commercially, 
and the world's gold stock would probably be more useful in 
the form of tooth-fillings, rings, and plate than in the form of 
buried bars. If the demonetization of gold brought down its 
price to, say, $10 an ounce, important industrial uses might also 
open up. Such a demonetization programme would probably 
have to be accompanied by a programme of assistance to the 
gold-producing areas, but even at that it might be worth the 
price. The question, however, is not one of great importance, 
provided that the hmitation of the quantity of gold does not 
become an important fimiting factor in the expansion of the 
quantity of money. 
THE ENCOURAGEMENT OF FOREIGN INVESTMENT 

The problem of governmental or international encouragement 
of foreign investment is also beset with so many political thorns 
that it is difficult to specify a purely economic policy. There is 
much to be said, as we have seen, for the encouragement of 
foreign investment. There is a certain theoretical danger that a 
full employment policy of encouraging home consumption, say 
in the United States, would have the effect of discouraging that 
investment abroad which is so desirable from-a world point of 
view. In view of the political situation and the state of opinion, 
however, this is extremely unlikely; the danger is entirely the 
other way, that an internal consumption policy will not be 

1 With qualifications, the Bretton Woods Monetary Funds conforms to the 
general principles set forth in this Section. 
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pursued courageously enough, and that foreign investment 
will therefore be necessary to fill the breach if full employment 
is to be maintained. The International Bank, of the Bretton 
Woods agreement, will perform several useful functions in this 
field. It will act as a clearing-house for information on invest­
ment opportunities by maintaining field representatives in various 
parts of the world. It will act as an underwriting agent for 
international securities. The main responsibility however, rests 
with the international political order, whatever it may be, and 
with national governments. If national governments are not 
prepared to subsidize consumption, it may be easier to persuade 
them to subsidize foreign investment. I f such a subsidy increased 
employment, it might be well worth its cost. 

THE PROBLEM OF ACCESS TO RAW MATERIALS 

Two other problems may be mentioned which are usually 
regarded as essentially problems of international relations: one 
is that of access to raw materials; the other is that of international 
migration. The raw materials problem was thought worthy of 
mention in the Atlantic Charter. It has been raised mainly by 
the so-called "have-not" nations, and is conceived mainly in 
terms of freedom of all nations to purchase the raw materials 
of the world, no matter where they are located. Stated merely in 
these terms, however, the problem hardly exists. There have 
been very few examples in which a single nation has had a mono­
poly of any material—the Canadian monopoly of nickel probably 
comes closest. There are even fewer examples of monopolistic dis­
crimination on a truly international scale, and no examples of 
which I am aware where such discrimination has been successful 
or carried on for any length of time. Monopolies are more difficult 
to maintain than many imagine in these days of chemical sub­
stitutes, and the whole trend of modern technology is to lessen 
our dependence on localized sources of supply. The development 
of synthetic camphor, synthetic textiles, and now synthetic rubber 
and perhaps even synthetic petrol are illustrations of the trend. 
Indeed, the real raw materials problem is the reverse of what is 
frequently imagined: it is the poverty and instability of the raw 
material producing areas, and the difficulty of disposing of their 
products that presents the greatest problem. Particularly is this 
true in time of deflation, when the stocks of raw materials pile up, 
the prices drop precipitously, and the incomes of the producers 
fall catastrophically. Indeed, no groups in the world have a greater 
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interest in preventing deflation than the raw materials producers, 
whether it be the farmers of the corn belt, the coffee growers of 
Brazil, the rubber growers of the Indies, or the tin miners of Malaya. 

INTERNATIONAL MIGRATION 

The problem of international migration is much more real 
and very thorny. In a unified world, without hindrances to the 
movement of peoples, we should expect migration to take place 
from places that are over-populated and poor to places that are 
under-populated and rich. This would have the effect of making 
the poor sections relatively richer and the rich sections relatively 
poorer. It might be expected in our fragmented world of inde­
pendent countries that rich countries would set up barriers to 
oppose this process, and so perpetuate the inequalities. This in 
fact happens, as shown by the immigration restrictions of the 
United States. It might be thought, therefore, that one of the 
requirements of a true world order would be the removal of all 
barriers to migration in order to allow the world's population 
to move where it can earn the best living. Unfortunately, even 
from the economic point of view, the problem is not so simple. 
Even apart from political, racial, and cultural considerations, 
such as the desire for a homogeneous nation, there are economic 
considerations which make it doubtful whether large-scale 
migration is much of a solution to the world's problem. As we 
have seen on page 98, where poverty is the result of a real 
pressure of population on the means of subsistence, emigration 
is no remedy. The over-populated area is a perpetual spring of 
emigrants, for the more emigrants leave, the more food is left, 
the fewer children die and the more children grow up to replace 
the emigrants who have left. Unless emigration can take place 
fast enough, or unless it can be accompanied by a rapid rate 
of economic progress in the poorer country, it will add to, rather 
than subtract from, the world's problems. The migration prob­
lem, therefore, is more likely to be political than economic. It 
would be highly desirable to set up an international migration 
authority to deal with the displaced, the dispersed, the home­
less, the stateless, and the unwanted minorities. But it should 
not be supposed that migration can contribute a great deal to 
the world's economic future, unless it can be accomplished on a 
scale and at a rate hitherto undreamed of. 
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Right-Wing Illusions 

It is the common experience of teachers that the main diffi­
culty with students is not what they don't know but what they 
do know that isn't so. Particularly is this the case with economics; 
the student invariably comes to the subject with a mind full 
of mysterious ideas that he accepts on faith and hearsay, most 
of which are entirely erroneous. And as truth is frequently 
seen most clearly against the background of revealed error, it 
may be worth while spending some time in exposing current 
fallacies which are preventing us from developing a rational 
economic system. For purposes of rough classification, I have 
divided these illusions into "Right Wing'' and "Left Wing." 
The distinction, however, is not as clear as some would like it 
made. Indeed, the more one studies the interplay of current 
opinion, the more it becomes apparent that two dimensions are 
hopelessly inadequate to express its multitudinous shades. 
Perhaps we should identify opinion as " u p " or "down," "back" 
and "front" as well as "right" and "left." However, the con­
ventional distinction will serve to divide the chapters. 

Among the illusions that may tentatively be classified as 
"Right Wing" may be mentioned: (1) the illusion of national 
sovereignty; (2) the illusion of sound finance; (3) the illusion 
of laissez-faire; (4) the illusion of deserving poverty. These 
illusions have been attacked so strongly in recent years that 
they are not perhaps such a menace as the corresponding (and 
intellectually more respectable) illusions of the Left Wing. In 
spite of the fact that with the exception of the first-mentioned 
illusion, few can be found to defend them competently, they 
nevertheless have great importance, for they represent the half-
expressed opinions of many people of influence and authority— 
bankers, industrialists, editors, politicians, and the like. 

THE ILLUSION OF NATIONAL SOVEREIGNTY 

The illusion of national sovereignty is the illusion that in 
the modern world nations can be independent and irresponsible. 
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It is the irresponsibility of nations that leads to war, and it is 
their attempt to be independent that leads to international 
chaos. It has become a platitude to say that the world is inter­
dependent, but like most platitudes, the trouble is not that it 
is untrue but that people do not really believe it. It should be 
obvious to the most casual observer that the policy of an official 
in Washington may profoundly affect the fortunes of a rubber 
planter in Malaya or an Eskimo in Alaska, and that a dictator 
in Germany may profoundly affect the lives and fortunes of 
numbers of people in Nebraska. That other ancient and neglected 
platitude—that we are all members one of another—has never 
been more true than in the modern world. We cannot, as 
Americans, remain indifferent to the policy of Germany, nor 
as Malayans remain indifferent to the policies of the Federal 
Reserve Board in Washington. Nevertheless, our writers and 
politicians, particularly those of a more isolationist tinge, con­
tinue to write and talk as if a sharp distinction could be made 
between "domestic" and "foreign" affairs, and as if each nation 
has a wide sphere of "domestic" policy in which foreigners had 
no business to interfere. In some limited spheres this may still 
be true; no doubt each country could safely be left to determine 
its divorce laws, though even here competitive depreciation of 
the moral standard might ensue, as in the United States. But 
with the growth of world trade and communications, the area 
of political action that can safely be labelled "domestic" has 
shrunk to trivial proportions. 

THE ILLUSION OP "SOUND FINANCE" 

The illusion of "sound finance" is perhaps the most dangerous 
of all the illusions of the Right Wing, for it is not only influential 
in high places but it also forms part of the thinking of the 
ordinary man. It arises because of a failure to understand the 
fundamental difference between private and public finance. 
The failure is understandable, particularly in view of the fact 
that professional economists themselves have only recently 
come to appreciate the distinction. Nevertheless, one of the 
principal tasks of education in citizenship should be to increase 
human understanding in this regard. The untrained mind works 
principally by analogy, and though this method is useful in 
many cases it is dangerous, and nowhere more dangerous than 
in thinking about economic and monetary matters. The ordinary 
man is aware of income and expenditure as two wholly unrelated 
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streams. It is not easy to make him see that from the point of 
view of society as a whole income and expenditure are exactly 
the same thing, for every transfer of money is income at one 
end and expenditure at the other. The ordinary man is likewise 
aware of assets and liabilities as two very different things in 
his personal experience; assets he quite properly regards as 
pleasant, and liabilities as in themselves unpleasant. It is again 
not afways easy to make him realize that from the point of 
view of society as a whole, most assets and liabilities are exactly 
the same thing, for what is an asset to one person or institution 
is at the same time a liability to another, or to itself. Every 
debt, every financial instrument, represents an asset to the 
creditor and a liability to the debtor. 

THE "SOLID-MONEY" ILLUSION 

To the conservatives, "sound money" is not a reasoned belief, 
but a fetish. It consists in two ideas—or perhaps they should 
be called idols: the idea that money must be "backed" by gold 
in some way, and the idea that the budget must be balanced 
(except, of course, in time of war when a serious attempt to 
balance the budget is really necessary!). The ideas that most 
people have about the gold standard are extremely vague; if 
they are asked what is meant by "backed" their notions will be 
even more hazy. They have an idea that unless every note is 
related, by marriage at least, to a little pile of gold sitting in 
the treasury, then disaster will inevitably follow. They do not 
distinguish carefully enough between gold (measured in ounces) 
and money (measured in dollars). In this confusion they are 
aided and abetted by the economists and the lawyers, who 
persistently try to define a dollar as a certain weight of gold (or 
silver), which is like saying that a dollar may be defined as two 
pounds of cheese, since the price of cheese is 50 cents a pound. 
They do not realize that the gold standard simply means a law, 
passed by the national legislature, which fixes a price at which 
the treasury or the central bank must buy and sell gold. They 
think that in some mysterious way the gold standard ensures 
"stability": stability of what they never bother to inquire! The 
gold standard does, of course, insure the stability of the price 
of gold. It does, when operated by two countries, insure the 
stability of their foreign exchange rates. But it practically ensures 
the instability of everything that really matters—income, prices, 
and employment! Under the "stability" and "soundness" of the 
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gold standard we enjoyed the halving of our national money 
income (from 1929 to 1933), the maintenance of 10-12 million 
unemployed, the virtual collapse of our banking system, and 
even great fluctuations in our foreign exchange rates after 1931. 
Amid all this welter of fluctuation one thing remained nobly 
stable until President Roosevelt forcibly boosted it in 1933: the 
price of gold. For this trivial and insignificant item of stability 
we are apparently content to wreck our whole economic system! 

THE FETISH OF THE BALANCED BUDGET 

The other fetish of the "sound" school is the balanced budget. 
Drawing an entirely false analogy from personal and business 
fife, the conservatives argue that just as a private individual 
must balance his budget, so must a government. Oddly enough, 
this rule is relaxed in time of war—it is apparently quite proper 
to finance the destruction of life and property with a budget 
deficit, but not proper to finance slum clearance, good nutrition, 
and prosperity! The budget-balancing fetish arises from a mis­
understanding of the true purpose of taxation, which is to 
prevent inflation on the one hand and deflation on the other. 
The common idea that the primary purpose of taxation is to 
enable the government to pay its bills is one of the most tenacious 
fallacies that shackle the human mind. Yet it is quite clear in 
time of war that the purpose of taxation is to prevent inflation. 
The government is making enormous expenditures for war 
purposes. In so doing, it is diverting a large proportion of pro­
ductive resources away from civilian industries into war industries. 
The supply of civilian goods is, therefore, diminishing at the 
same time that the volume of civilian incomes is increasing. 
Because of the fall in the output of civilian goods, there must 
be a fall in civilian consumption. This can be achieved in two 
ways—either by allowing prices to rise until civilians cannot 
afford to buy more than is available because of high prices, or 
by taxation until civilians cannot afford to buy more than is 
available because of reduced incomes. The restriction of con­
sumption is what we really mean by "paying for the war." It 
is apparent that taxation and inflation are substitute methods 
for achieving this end. It should be equally clear that in times 
of depression "negative taxation" and unemployment are alter­
nate ways of achieving another end—the reduction of saving 
or investment. As capital goods accumulate, the time comes 
when the rate of accumulation must fall off. That is to say, the 
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excess of production over consumption must fall. This can be 
done either by raising consumption or by lowering production. 
The first—and only sensible alternative—can be achieved, I 
believe, only through the government's tax and expenditure 
system. If we do not achieve it, the second alternative will be 
realized through unemployment. 

CONFUSION BETWEEN BUDGET DEFICITS AND WASTEFUL 
EXPENDITURE 

Another confusion of thought—for which, it must be con­
fessed, the economists are partly responsible—is the confusion 
between a budget deficit and wasteful governmental expenditure. 
There is no excuse for stupid or wasteful governmental expendi­
ture—that is, for a diversion of real economic resources to un­
necessary ends. There is no point in building pyramids—or even 
dams—merely to provide employment, if full employment on 
useful goods can be assured in other ways. But whether govern­
mental expenditure is wasteful or not has nothing whatever 
to do with the size of the budget deficit. Expenditure must be 
judged on its own merits; the budget deficit (or surplus) should 
be planned without much reference to expenditure as such, 
except in regard to movements in particular industries. Thus, 
the government might well seek to mitigate the twenty-year 
cycle in the building trades by a programme of governmental 
building: government expenditure being large when private 
expenditures were small, and vice versa. But as far as the general 
income policy is concerned, there is no necessity for finking 
budget deficits with large, hasty, and wasteful expenditures, 
nor for linking budget surpluses with large, hasty, and wasteful 
"economy campaigns." 

THE FEAR OF INCREASING NATIONAL DEBT: THE "TEN-YEAR 
BUDGET" 

The advocates of balanced budgets have one fear which 
seems at first sight to have some justification. This is the fear 
of an ever-increasing national debt. It is argued that in our 
highly developed capitalism it will be impossible to increase 
consumption to the point where unemployment disappears with­
out a continual budget deficit, and therefore a continually 
increasing national debt. Some writers have attempted to allay 
these fears by proposing that we should balance the budget 
over the period of the business cycle—that is, over a decade or 
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so—but not every year. According to this proposal, the budget 
deficit that is necessary to maintain incomes during a depression 
would be counterbalanced by the budget surplus necessary to 
restrict incomes during a boom, and over the whole period of 
the cycle there would be no net increase in debt. The government 
would simply pay off in boom years the debt which it had accu­
mulated in depression. The proposal sounds attractive—indeed, 
a little too attractive to be quite true. The conservatives, with 
some reason, argue that in fact the surpluses of boom years 
would not be likely to cover the deficits of depression years. It 
is much easier to incur a deficit than to achieve a surplus, and 
hence if the object of financial policy is to balance the budget; 
this object is much more likely to be achieved by annual balanc­
ings than by ten-year programmes. In this, the conservatives 
are probably right, and in fact there is no real reason why the 
budget should be balanced every ten years any more than every 
year. We must make up our minds whether the object of tax 
receipts is to balance the budget, or whether it is to stabilize 
incomes. If we decide the former, then there is everything to 
be said for annual balancing. If the latter, then there is nothing 
particularly to be said for ten-year balancings, or twenty, or a 
hundred-year balancings. The deficit or surplus will be determined 
solely with reference to the movements of national income; in 
periods when deflationary forces are strong, the tendency will 
be for deficits and a growth of the national debt; when infla­
tionary forces are uppermost, the tendency will be towards 
surpluses and the decline of the national debt. But there is no 
reason for these movements to cancel each other over any given 
period of years. 

CAN THE NATIONAL DEBT RISE WITHOUT LIMIT % 

But, it is said, if the main forces operating in our time in 
the long run are deflationary, will this not mean that a budget 
deficit is perpetually necessary to preserve full employment, and 
will not there be therefore a continually mounting national 
debt \ Even though those who fainted with horror at the thought 
of the national debt rising above $45,000,000,000 in Order to 
create dams, roads, and employment now face with equanimity 
the prospect of a debt of $300,000,000,000 incurred to create 
destruction and victory, the question is an important one. Is 
there not something to be feared in the rise of the national 
debt? Is there a limit beyond which the debt cannot go with-
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out danger? Mr. Lerner thinks not. 1 He points out, quite 
rightly, that the interest on the national debt is income to its 
recipients, and can therefore be taxed away. Even a national 
debt of §10,000,000,000,000 does not frighten him! However, 
there are some considerations which lead us to suppose that an 
indefinite increase in the national debt is not desirable. It is 
true that if we look at the debt simply in terms of the interest 
that has to be paid on it, it appears merely as a redistribution 
of income which is taken from the taxpayers and given to the 
debt holders. I f the debt holders belong to the rich and middle-
class groups (as they do), and if the poor pay taxes, the debt 
may result in an undesirable redistribution of income. However, 
as we have seen, a tax system that is adjusted to the debt pay­
ment can take care of this, and there is no necessity (though 
there is a likelihood) for the national debt to result in a trans­
ference of income from the poor to the rich. Nevertheless, the 
national debt is not negligible from the point of view of the 
capital structure of society. Ordinary commercial debt does not 
in the first instance change the total net worth of the people, 
though of course in so far as it permits investment to take place 
it indirectly results in the increase of net worths. The growth of 
ordinary commercial debt results in an equal increase in assets 
and in liabilities in the balance sheets of the people. 

PECULIARITIES OF GOVERNMENT DEBT 

Government debt, however, has this peculiarity: that it 
apparently results only in an increase of assets, and hence appar­
ently results in an increase in the total net worth of the people. 
The national debt is an asset to the people wrho hold it; it is, 
of course, a liability to the government, but oddly enough the 
government has no balance sheet! I say "apparently," advisedly, 
for if our accounting system were accurate enough, an increase 
in government debt, as of any debt, would immediately be 
reflected in a decline in the value of private capital. The value 
of private capital depends on the expected income from it, and 
as an increase in the national debt presumably means a future 
increase in taxation, the expected income from private capital 
should decline and the value of private capital should likewise 
decline. I f the government kept a balance sheet, the liability 
of the national debt should be balanced by an "asset" repre-

1 Lerner, A. P., "Functional Finance and The Federal Debt," Social Research, 
February, 1943, p. 38. 
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senting ultimate tax claims. This "asset" of the government 
would be, of course, a liability of the taxpayers. It is only because 
we fail to be logical in our accounting practices, especially as 
applied to persons on the one hand and Leviathans on the other, 
that we have the illusion that the national debt increased the 
net worth of the public. Nevertheless, the illusion is an important 
one, as long as people believe it and as long, therefore, as people 
are willing to hold the debt as part of their assets. 

THE DANGER OF INCREASING DEBT 

There is, however, a grave danger in an increasing volume 
of debt, whether it be public or private. When debt increases 
beyond a certain proportion of "real assets" (that is, stocks of 
commodities and equipment, or "real" capital) the public may 
become unwilling to hold so large a proportion of their resources 
in the form of debt-assets, such as bonds, and hence try to shift 
their assets from the debt-form to the "real" form. When this 
happens there is, of course, a fall in the price of bonds (a rise in 
the rate of interest). The results of this fall may be disastrous 
for those organizations which hold a large proportion of their 
assets in this form. Particularly is it liable to be disastrous to 
banks. The banking crisis that accompanies every depression is 
a result mainly of a fall in the value of the bonds and other 
contractual debts which form a large part of a bank's portfolio. 
There is, therefore, a real danger in an increase of debt, which 
the extreme Keynesians neglect. This danger appbes to all debt, 
whether governmental, private, or corporation. Nevertheless it 
applies with peculiar force to government debt, and particu­
larly to government debt that is not incurred for the construc­
tion of capital goods or for other investment purposes. Private 
debt for productive purposes tends to raise the total value of 
assets as well as the total volume of debt; hence, the expansion 
of private debt does not lead to so large a ratio of debt to total 
assets as might be supposed. Government debt on the other 
hand, for consumptive purposes, not only increases the total of 
debt but may even decrease the total of real assets. Hence, with 
the increase in government debt, the ratio of debt to real assets 
increases all the faster. 

THE DANGER TO BANKS FROM INCREASING DEBT 

We have already seen that there is a peculiar danger in the 
present situation, where so large a proportion of the national debt 
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is held by banks. Many banks now have something like 60-70 per 
cent of their assets in the form of government securities. A rela­
tively slight fall in the price of these securities would bankrupt 
some of the most respected banks in the country. Unfortunately, 
the prospects of a fall in the price of government securities is not 
at all unlikely. Rates of interest in recent years have been pheno­
menally low. The destruction caused by the war will open up new 
avenues of investment, and hence it is not unlikely that the post­
war period will see a rise in the interest rates. The Federal Reserve 
Banks will be relatively powerless to stop any inflationary move­
ment after the war, for they will not dare to raise interest rates 
for fear of causing the price of government bonds to fall and so 
cause a first-class banking crash. Neither will they be able to sell 
securities to control an inflation, for if they do, again the price of 
government bonds will fall and the solvency of the whole banking 
system will be endangered. 

WHY A FULL EMPLOYMENT POLICY NEED NOT RESULT IN A 
PERPETUALLY RISING DEBT 

Are the conservatives right, then, in supposing that a large 
increase in the national debt would be ruinous ? Are they right 
also in supposing that any attempt to create permanent pros­
perity would in fact result in a dangerous increase in the national 
debt ? There are good reasons, fortunately, for believing that they 
are wrong—I say "fortunately" advisedly, for if they are right in 
this contention, we may as well resign ourselves to increasing 
unemployment, chaos, and war. In the first place, it must be 
pointed out that the war situation was exceptional. We had a 
budget deficit far in excess of what was necessary to maintain full 
employment, because of our unwillingness to pay for the war 
honestly. Consequently, we are having inflation, despite all price 
controls, and we shall be fortunate, indeed, if we escape the 
consequences. The potentially dangerous situation of the banks is 
likewise a result of our fundamentally dishonest war finance—by 
borrowing from the banks the government can indulge the people 
by giving them the illusion that they are not paying for the war. 
The adjustable tax plan would be as much of a safeguard against 
inflation as it would be against deflation; if it were in operation 
now, we would see an enormous increase in taxes; the "inflationary 
gap" between consumers' incomes and the value of available 
consumers' goods would be closed, and we would not have to 
resort to the costly and wasteful experiments with price control 
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except in the case of a very limited number of unusually scarce 
articles. 

THE CONTROL OF THE NATIONAL DEBT 

In the second place, it has been shown in Chapter 9 that the 
adjustable tax plan does not necessarily involve a perpetual 
increase in the national debt, even in a persistently deflationary 
situation. It was shown in Chapter 9 that a budget deficit may 
be financed not only by borrowing either from the public or from 
the banks, but by the issue of currency. Consequently, the growth 
of the national debt—the growth in interest-bearing securities 
held by the public—can be controlled in the interest of financial 
stability. There is much to be said for a policy that will stabilize 
the price of fixed-interest securities, and the national debt can be 
adjusted to this end. When the price of bonds is rising unduly, 
budget deficits can be met by issuing bonds; the new supply of 
bonds will force down the price. When the price of bonds is 
falling unduly, budget deficits can be met by issuing currency; 
the new supply of money will then force up the price of bonds. In 
times of threatened inflation, also, the budget surplus can be 
treated in a like manner. If the price of bonds is rising unduly, the 
rise can be checked by using the budget surplus to retire cur­
rency notes; the scarcity of money will then force down the price 
of bonds. If the price of bonds is falling unduly, the budget surplus 
can be used to retire government bonds. The scarcity of bonds 
will then force up the price of bonds again. Whether budget 
deficits should be financed by government bonds or by govern­
ment currency therefore depends mainly on the state of the bond 
market. The fear of continually increasing national debt is thus 
seen to be unnecessary. It might become a reality if a full employ­
ment policy were poorly managed, but it is no fundamental 
obstacle to the success of the plan. 

THE FEAR OF INFLATION 

Of course, any proposal to finance prosperity by the issue of 
currency is always met by the cry of "inflation." Even in the 
depths of the depression the cry was raised. It is odd how con­
servatives are much more worried about inflation than they are 
about deflation. Possibly this is because conservatives tend to 
be bondholders, who are, of course, more likely to be injured by 
inflation than by deflation. It is unfortunate that our experiences 
with "managed money" have generally been in times of war or 
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post-war reconstruction when the whole system has been in chaos, 
government expenditures have been abnormally large, and in­
flation has easily got out of control. If, however, we can persuade 
people that inflation is impossible as long as there is serious 
unemployment, for under those circumstances a rise in money 
demands leads to a rise in output and employment, not to a rise 
in prices; and if we can show also that in peace-time, when 
government expenditures are small, inflation is the easiest thing 
in the world to control through the tax system, then we may be 
able to lose our irrational fear of "managed money" and our 
equally irrational love of "safe," "solid," and "sound" money, 
which makes us safe only for poverty and revolution, solid misery 
and sound and fury. 

Nowhere does our cardinal logical fallacy—that of mistaking 
means for ends—stand out so clearly as in monetary discussions. 
It is a useful substitute for thought to regard "sound finance," 
"gold standards," and "balanced budgets"—and also on the 
other side "social control,'' "planning,'' ''co-operatives,'' and 
"collective bargaining" - as ends in themselves, eternal "prin­
ciples" for which ail else must be sacrificed. The purpose of the 
financial system should be to insure stable prosperity. If it fails to 
do this, no matter how "sound," the system is not doing its job. 

T H E I L L U S I O N O F " L A I S S E Z - F A I B E " 

Another illusion of conservatives is the "laissez-faire" or 
"rugged individuafism" illusion. This, like all illusions, is dan­
gerous because of the elements of truth in it, and as we shall see 
in the next chapter, the corresponding illusion on the Left-Wing 
side is much more dangerous. There are probably not many 
people left today in active fife who still believe that the "law of 
supply and demand" is'the answer to all economic problems, and 
who hold the "Bo-Peep" philosophy of government—leave them 
alone and they'll come home. Nevertheless, this old half-truth is 
still trotted out by special interests in opposition to the minimum 
amount o f governmental control that the economic system re­
quires, and so paves the way for the much more dangerous and 
false illusion of the Left—that Government Can Solve All Prob­
lems. It is true, of course, that individual initiative is the main­
spring of economic progress. The world is divided into the few who 
create and the many who copy, and there is no substitute for the 
creative powers of the artist, whether he operates with paint, 
with machinery, with businesses, or with people. The protection 
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of the creative individual should he one of the main concerns of 
society, and as we have seen there must be a certain amount of 
security of property before this end can be achieved and before 
economic progress can go forward. It is true also that freedom 
and security are in part substitutes, and a society that is obsessed 
with security is likely to lose not only freedom but security as 
well. Security itself may be desirable; but the lust for security is 
one of the most despicable of all human vices, just as courage and 
daring are among the most splendid of human virtues. 

GOVERNMENT HAS ECONOMIC RESPONSIBILITIES 

Nevertheless, it is a gross logical fallacy to deduce from these 
truths that all governmental intervention is essentially bad and 
that the rights of property must be absolute. Government has 
important responsibilities toward the economic order. It is the 
principal task of applied economics to find out exactly what 
those responsibilities are; to find out what tasks cannot be per­
formed properly by private individuals and what therefore must 
be performed by governments as the instrument of society. 
Economists have always recognized this fact; from Adam Smith 
down no economist has ever preached a pure laissez-faire doctrine, 
though there have been wide differences of opinion as to where 
the province of the state ended and the province of private indi­
viduals began. It has always been recognized, even by the most 
conservative of economists, that one of the principal functions of 
government has been the regulation of the monetary system. The 
difference of opinion between the conservative view and the 
view of this book is simply in regard to the aims of such regula­
tion. The conservative view holds that the main objective of the 
regulation of the monetary system should be to maintain a fixed 
price for gold. My view is that the main objective is to maintain 
approximately stable money incomes and to prevent general 
unemployment and depression. 

1ROPERTY RIGHTS ARE NOT ABSOLUTE 

It is an equally gross fallacy to deduce from the principle that 
some security of property is necessary, the conclusion that all 
interference with property rights is unwarranted. Property is itself 
the creation of society; there is no "natural right" to property, 
or to anything else. "Rights" are in the literal sense of the word 
"artificial"—that is, they are artifacts, things created by man 
for specific purposes, and particularly for the regulation of his 
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social relationships. Again, the problem of social philosophy is 
to discover the principles that should govern the limitation of 
property rights—the proper definition of property. The prime 
function of law is first to define and then to protect property. 
The development of the legal framework of our social and eco­
nomic life is very largely a matter of the refinement of the defini­
tion of property to include new cases and new moral beliefs. Thus, 
at one time human beings were regarded as the legitimate pro­
perty of another (slaves). We do not now generally regard this 
form of property as legitimate—-that is, we have defined the 
property right that we have in our bodies as "inalienable." 
Similarly, the property in a " j o b " is something that we are at 
present in the process of defining, and to do this certain "rights" 
both of employers and of the employed have to be limited. To 
argue that the state has no right to limit these rights is to play 
into the hands of the radicals who would abolish all private 
property apart from personal belongings. 

THE ILLUSION OF DESERVINO POVERTY 

The last "illusion of the Right" I have called the "illusion of 
deserving poverty." It is the belief that if the people are poor, it 
is because they deserve to be so, and that therefore neither the 
state nor private individuals have any particular duties towards 
the ehmination of poverty. Again the illusion contains a dangerous 
half-truth. It is true that in large measure the poverty of the 
poor is a result of their personal character. In every generation 
there are the shiftless, the drunkards, the spendthrifts, the idle, 
the stupid, and the unreasonably prolific. These are mostly to be 
found among the poor. The fact that they are also to be found 
among the rich proves nothing; where they are so found, they are 
usually in the process of losing their riches. One of the tasks of the 
legal and social framework is to insure that virtue is rewarded and 
that vice is not. It need hardly be said that the legal framework 
falls short of this ideal; but it is an unhappy society in which on 
the whole, crime does pay, or even in which unscrupulousness 
pays. Security of property does not mean that capitalists must 
not be permitted to lose their money nor workmen their jobs or 
the value of their skills. It might almost be said that the capital­
ist's job is to lose money and to do it gracefully, for the usual 
justification for profit is that it is the reward of risk bearing. If 
the capitalist bears no risk he deserves no profit, and if he cannot 
lose money then he bears no risks. Hence, there should be in a 
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well-regulated society a certain two-way traffic of the virtuous 
towards the top and the wicked towards the bottom. In our 
society this is far from being the case, and, indeed, this seems to be 
an ancient evil, for even the psalmist complained that the wicked 
flourished as the green bay tree. We cannot even on this account, 
therefore, justify the continued existence of poverty. Particularly 
in the case of poverty brought about by the misbehaviour of 
the monetary system is it sheer hypocrisy to suppose that the 
unemployed, for instance, are in this pass because they are "lazy" 
or for other moral defects. 

There is, however, an even more fundamental reason for 
believing that society and the individuals which compose it have 
a responsibility for the abolition of poverty. It is that however 
rugged we may be, none of us are complete individuals. We are 
tied by an umbilical cord to the society that produced us. We are 
members one of another, and of a common body; it is as absurd 
to suppose that we can safely let one section of this body fester in 
poverty as it is to suppose that a man can neglect a festering foot 
because it is so far away from his head. These considerations, 
however, impinge on moral considerations and will be taken up 
more fully later. 

THE ILLUSION OF NECESSARY POVERTY 

Closely connected with the illusion of deserving poverty is the 
illusion of necessary poverty. In all previous civilizations this was 
no illusion, but a grim fact. All previous cultures have been built 
on an economic surplus so small that without extreme inequality 
in the distribution of income they could not have existed. All 
ancient civilizations were small islands of culture rising out of a 
black sea of poverty and slavery. Not until the great technical 
discoveries of the past two centuries was it possible even to 
conceive of a civilization that did not depend for its very life on 
extreme inequality. Now, however, the harnessing of power to 
production has made technically possible, for the first time in 
history, a society in which poverty can be abolished. Yet our 
habits of thought have not kept pace with technical progress, and 
the rich everywhere fear the rise in the standard of life of the poor 
because they are still thinking in pre-technical terms and believe 
subconsciously that if the poor become richer the rich must be­
come poorer. We still have a lingering feudal idea of what is the 
"proper" standard of^life for the poor, and while in America at 
least nobody now thinks it improper for a working man to have 
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some kind of a car, we still find it difficult to believe that the 
normal standard of consumption for the ordinary working man 
should be on the level of a family receiving from three to five 
thousand dollars a year. Yet this standard of consumption must 
be maintained in America if we are to have full employment. In a 
sense, therefore, one of the principal obstacles to the abolition of 
poverty is the belief still present in so many minds that most 
people not only have to be poor but ought to be poor. 
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Left-Wing Illusions (Marxist) 

DANGERS OF "LEFTISM" 

We have now reached a peculiar stage in our development as 
a civilization where "left-wing" views have become relatively 
respectable, and such errors as they contain may therefore be all 
the more dangerous. Particularly is this true in intellectual circles; 
the doctrines of the self-consciously enlightened must breathe a 
radical flavour, and from the pulpit, the intellectual press, the 
classroom, and the stage the most fashionable pronouncements 
are those of a pinkish hue. Standpat conservatism is politically 
extinct. The most conservative political parties have to talk 
radical doctrines if they want to be successful. There is much in 
this ferment that is good; in a society where no questions are 
asked no answers are found. On the other hand, there is a danger 
that we may be satisfied with plausible but insufficient answers. 
There is danger also that we attach too much importance to change 
in itself, and are not sufficiently critical about the direction of 
change. There is no virtue in "progressiveness" if our progress is 
in the wrong direction, and the radical heresy "whatever is is 
wrong" is just as unfruitful as the conservative heresy—"what­
ever is is right." It is important, therefore, to sift the varieties 
of left-wing opinion to see what are the constructive and the 
destructive elements therein. 

VARIETIES OF "LEFTISM" 

There are two principal varieties of Left-Wingers, the Marxist 
and the Christian-Humanist. There are, of course, a large number 
of shades of opinion, and the distinction between these two 
schools is by no means clear. They both have deep roots in Chris­
tian idealism, although the Marxist might be loath to recognize 
them. They are distinguished, however, both by underlying 
philosophy and by practical programmes. The Marxist tends to 
be mechanistic in general outlook and revolutionary in theory, if 
not always in practice. The Christian-Humanist is more prag­
matic, more religious, and more evolutionary. Marxism is repre-

o 
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sented by the Communist Party, by the Soviet Union in a watered-
down and opportunistic but successful form, and by the Trotsky-
ists in its purest but least effective form. Christian-Humanism is 
represented by the "Social Gospel" of the Christian Church, by the 
more idealistic and political aspects of the trade union movement, 
by Social-Democratic parties, including the British Labour Party 
and the Socialist Party of the United States, and by the idealistic 
phases of the Co-operative movement. 

FALLACIES OF MARXISM: MECHANISM 

There are two principal pitfalls in the Marxist way of thinking. 
The first is the error of mechanism—that of interpreting the 
complex processes of history Jn terms of mechanical causation, on 
the analogy of a machine. The second may be called "aggregative" 
thinking-—that is, thinking in terms of large groups or classes, and 
assuming that these groups are homogeneous and behave as a unit 
when in fact they are extremely heterogeneous. Both these errors 
are to be found in the writings of Marx himself, but they are even 
more characteristic of the thinking of his followers. In its extreme 
form mechanism becomes materialism—the theory that matter is 
the only reality and that mind or spirit are in some way illusions, 
or may be explained away entirely in terms of events in the world 
of matter. It would, perhaps, be unfair to accuse Marx of philo­
sophical materialism—his thought owes too much to Hegel for 
that—but some of the appeal of Marxism has come from its 
broadly materialistic viewpoint. Marxism makes its strongest 
appeal to minds that are bewildered by the shadowy complexities 
of the spiritual world and see in the glittering simplicities of the 
machine a tangible pattern of reality that they can easily grasp. 
The apparent simplicity, however, is gained only by closing the 
mind to a large portion of the world of experience, and most of 
the theoretical and practical mistakes of Marxism can ultimately 
be traced to this source. 

AGGREGATIVE THINKING 

In another direction also Marxism over-simplifies the relation­
ships of social life, in its assumption regarding the class structure 
of society. It is to Marx's credit that he attempted a task of 
synthesis which previous economists had neglected; he tried to 
build up a picture of economic life and relationships as a whole, 
not merely as a collection of individual phenomena but as an 
organic unity. But he attempted this synthesis with a wholly 
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inadequate analytical apparatus. Instead of conceiving economic 
life as a complex system of relationships of a multitude of indi­
vidual economic organisms, he tried to describe it in terms of vast 
heterogeneous aggregates such as the "working class." 

In fact, there is no such thing as the "working class"; there is 
merely a heterogeneous mass of bricklayers, steel workers, steno­
graphers, doctors, bureaucrats, and the like, with hardly a single 
interest in common. I f we divide mankind into groups that have 
important common elements and common interests, and that to 
some extent act like individual units, we shall find nations, 
families, churches, trade unions, farm organizations, service clubs, 
and the like featuring on our list, but we shall not find the "work­
ing class." From the point of view of economic conflict also, the 
working class is too heterogeneous an aggregation to be a useful 
category. The real lines of economic conflict lie not so much be­
tween workers and employers as between city folk and country 
folk, railwaymen and truckers, producers and consumers, skilled 
and unskilled. Scarcely any act of government or of any other 
organization is conceivable which will benefit the working class as 
a whole at the expense of the employing class as a whole. The 
real pressure-group conflicts lie between agriculturists and the 
rest of us, builders and the rest of us, and so on; it is the 
occupational groups rather than the class groups that are the 
warring elements in economic fife. This is seen clearly within 
the labour movement itself, where it is relatively easy for unions 
to get along with the employers—often at the expense of the 
public—but where there is continuous warfare between rival 
unions. In international fife also the "solidarity of the working 
class" is a hollow fiction. Men feel themselves to be "Americans" 
or "Germans" much more than "Workers." Marx, probably 
because of his materialist bent, grossly under-estimated the 
strength of nationalism, and his interpretation of history is one­
sided to the point where it is almost valueless for purposes of 
prediction. 

MARX'S VALUE THEORY 

The weaknesses of the Marxian system are also exhibited in his 
value theory. He took over from Ricardo a theory of value that 
in Ricardo's hands had been a delicate instrument for analysing 
the causes of variations in relative prices and turned it into a 
sledge-hammer to beat out a theory of exploitation. The essence 
of Marx's theory can be expressed in a single syllogism: Labour 
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made all commodities,- Labour does not own most of the com­
modities that it has made nor receive the total product of social 
activity. Therefore Labour has been deprived of its rightful share 
by force or fraud. If the major premise is correct, the syllogism 
stands. If, indeed, all commodities come into existence through 
acts of labour, then somewhere along the line labour must be 
cheated, for it is clear that in a capitalist society labour does not 
receive nor own the whole product. This is the celebrated theory 
of surplus value—surplus value being merely the difference 
between the total product of society and that portion of it which 
goes to labour. 

DOES LABOUR CREATE THE PRODUCT? 

The validity of the theory depends entirely on the accuracy of 
the major premise. In a mechanical sense, it is true that all com­
modities can be traced back to innumerable acts of labour. Thus, 
if we ask ourselves how this page came into being, the answer 
must be that it appears before us as a result of a very large number 
of acts of labour; the labour of the men who delivered the book, 
who sold it, who advertised it, who printed and stitched and 
bound it, the labour of the author who wrote it, the editor who 
edited it, the men who made the paper and the ink, the men who 
made the- tools and implements used in all these processes, the 
men who made the tools that made the tools, and who made the 
tools that made the tools that made the tools, and so ad infinitum. 
But when we have listed all the acts of labour that made the 
book, we still have not really explained how it came into being, 
or we have not described how these multitudinous acts of labour 
came to be organized into so miraculous a sequence. These physi­
cal acts—the cutting of the logs, the rolling of the paper, the 
setting of the type, and so on, are far from being the whole story. 
Of themselves, mere physical acts of cutting, rolling, typesetting 
and the like would never produce a book, any more than a monkey 
pounding on a typewriter would write the manuscript. There 
must be organization of these physical acts into a process of pro­
duction that consciously looks forward to the satisfaction of a 
demand before much in the way of a physical product can emerge. 

It would seem, therefore, that Marx is mistaken in supposing 
that labour, or even labour and nature, is solely responsible for 
the social product. Labour by itself is an amorphous, unorganized 
mass that produces nothing. The mechanical operations of hand 
or brain produce nothing unless they are employed—that is, 
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organized into a process of production. The total product is 
produced as a result of a social process in which beliefs, customs, 
desires, morale, spirit, expectations, disappointment, and the 
whole complex of social institutions and organization play a part. 
Marx himself recognized this fact in a crude way in stating that 
value is created by "socially necessary" labour. He did not fall 
into the error of supposing that the mere expenditure of labour 
inevitably produced value, no matter on what the labour was 
spent. But putting in the phrase "socially necessary" merely 
serves to recognize the problem, and makes no advance towards 
its solution. 

WHAT INSTITUTIONS PERMIT THE GREATEST PROGRESS? 

Thus, Marx's theory of value, which he regarded as the very 
foundation of "scientific socialism," has, in fact, merely served to 
obscure the real questions that he was raising. Arguments about 
whether labour does or does not create the total product lead 
us nowhere. The important question is what type of social institu­
tions are likely to lead to the greatest product—or perhaps we 
should say—to the greatest growth of product. We must be 
careful here not to identify the "product" with the physical 
product; it is the "psychological product" with which we are 
concerned, and it would be perfectly possible for a larger physical 
product to represent a smaller psychological product if it were 
produced under bad conditions or if people regarded the institu­
tions under which it was produced as bad in themselves. 

It is clearly impossible to give any "scientific" answer to the 
question posed above, for so much depends on judgment. In the 
first place, it is not easy to say what system of social institutions 
contributes most to the growth of the physical product. Thus, 
there is no doubt that the institution of private property has, in 
the past, contributed enormously to the growth of the product 
and it is a fairly safe historical generalization to say that periods 
of relative security of private property have been periods of 
great capital accumulation and technical improvement, even if 
the fruits of this improvement have frequently been dissipated by 
the growth of population. This is not to say, however, that other 
institutions and ways of organizing society might not prove even 
more satisfactory. Over against the growth of the product under 
capitalism, the communist might point to the great growth of the 
product in Soviet Russia. Nevertheless, the burden of proof is on 
the revolutionary. The choice is not a simple one between a system 
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of pure exploitation on the one hand and the ideal society on the 
other, but between a very large number of forms of economic and 
social organization, all of them productive in a greater or lesser 
degree. Even from the point of view of the "working class'* the 
choice is not at all clear. If the communist form of society were 
exactly as productive as the capitalist form, the workers would 
presumably be better off under communism. But if communism 
tends to be less productive than capitalism, the abolition of 
private property in the means of production, and the consequent 
abolition of the income of owners of this property might not 
mean any benefit to the workers; the decline in the total product 
might more than compensate for the additional proportion of the 
total product that goes to labour. 

SOCIALISM AS AN IDEAL IN ITSELF 

Even if it could be proved that one form of organization pro­
duced a larger rate of growth of the physical product than another, 
the question would still not be settled, The socialist might say 
that he would rather be poor under socialism than rich under 
capitalism, or that he would not object to being poor as long as 
nobody else was rich, or as long as the profit system was abolished, 
or the co-operative commonwealth established. ''Better is a dinner 
of herbs where love is, than a stalled ox and hatred therewith." 
Even though some of the motivation for socialist and communist 
opinions comes from envy, from a sense of frustration and personal 
failure, this is not the whole story. There is something in the ideal 
of a society organized for a single common purpose, in which 
private interest is wholly subordinated to the public good, which 
makes a powerful appeal, and in many cases the emotional drive 
behind socialism springs from the identification of the socialist 
form of organization with this ideal society. Whether this identi­
fication is correct is, of course, another matter, but the strength of 
socialism springs in no small measure from the fact that it exists. 

THE EMPLOYER-FUNCTION 

Even though the economist as such cannot be a final arbiter 
in the socialist controversy, there are, nevertheless, important 
contributions that he can make. His main duty is to point out the 
real questions in dispute, which are frequently obscured in the 
heat of the argument. It should be pointed out, for instance, 
that the dispute does not centre around the abolition of the wage 
system, nor the abolition of the employer-employee relationship. 
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The dispute ranges around who should be the employer-capitalist, 
the ultimate bearer of responsibility for the process of produc­
tion. In any society, whether communist or capitalist, it is the 
administrator of capital who bears the immediate responsibility 
for the employment of labour—that is, the administrator of the 
money or goods that pay wages and of the equipment and raw 
materials with which the labourer works. The act of giving or of 
taking employment is an act of exchange. The worker gives up a 
certain amount of his time and energy to the employer, and the 
employer gives up a certain amount of money or goods to the 
worker (the wage). In the usual wage contract the employer is 
really exchanging a sum of money (the wage) for a certain amount 
of physical commodity (the product of the man's labour). Sup­
pose, for instance, that I hire a man to pick beans for $30 a week. 
At the beginning of the week I have $30, and no beans. At the 
end of the week, after I have paid my employee, I do not have 
the $30, but I do have the beans, which presumably will be 
worth at least $30, or it will not have been worth my while to 
employ the man. If my enterprise has been profitable, the beans 
will be worth more than $30—say $35. 1 Now, it is clear that 
nobody can be an employer unless he has command over property. 
Unless I had command over (a) $30 and (6) the beans in the 
field, it would be impossible for me to hire anyone to pick beans. 
There must be, therefore, in any society individuals who are 
responsible for the administration of the society's capital, and 
these individuals must also, by the very nature of production, be 
responsible for the employment of the society's labour. 

1 This fact also has puzzled many people; how can $30 worth of labour be 
exchanged for $3o worth of product unless there is some kind of fraud or ex­
ploitation? Marx based his theory of exploitation on this apparent paradox. 
Here again, however, we find his materialistic bent leading him astray. He 
regarded exchange as an equation—that is, he supposed that in an exchange 
"equal values" were exchanged. Thus, if a pound of copper were exchanged for 
ten pounds of iron he would express this transaction as an equation, I lb. copper 
= 10 lbs. of iron. If, then, an exchange is an equation of equal values, how 
can it com© about that $30 of labour = $35 of beans? By exploitation, saya 
Marx. The fallacy in the above argument lies in Marx's materialistic theory of 
exchange. Only if we view an act of exchange in a purely mechanistic sense can 
we regard it as an equation. The moment we take account of the psychological 
elements involved, it becomes clear that exchange is not a single equation but 
is actually two inequalities. If A gives B one pound of copper in exchange for 
ten pounds of iron, it must be because A thinks that ten pounds of iron is worth 
more than one pound of copper, while B thinks that one pound of copper is 
worth more than ten pounds of iron. Thus, for A, 10 lbs. iron > 1 lb. copper; for 
B, 10 lbs. iron < 1 lb. copper. Unless both these inequalities hold, the exchange 
will not take place. 
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THE CASE FOR PRIVATE PROPERTY 

The real question at issue in the socialist controversy con­
cerns the nature of the institutions under which this employer-
task of capital-administration is performed. Under capitalism, it 
is performed through the institution of private property. Under 
Socialism, it is performed by officers of the state. The case for 
private property rests mainly on the assumption that the material 
and mental equipment of society will be best administered when 
it is privately owned. The institution of private property dumps 
the responsibility for the administration of capital squarely into 
the lap of its owner. He has no alibis; no chance of shifting the 
responsibility to some other official. If he mismanages his capital, 
he loses it. It is quite clear what he is responsible for and what he 
is not; hence, there is no need for the piling up of authorities, 
checks and balances, and red tape. It is clear that on this count 
the score of private property is high. We are all familiar with the 
difficulties of administering common property. A man will take 
care of his "own," whether bis "own" be his body, his house, or 
his factory. On the other hand, everybody's property is nobody's 
business, unless individuals develop a higher sense of group 
responsibility than they now possess. It may be true that the 
institution of private property is required because of human 
weakness and selfishness. It is, however, within limits, a (method 
of minimizing the effects of that selfishness. Furthermore, it does 
not prevent the expression of social-mindedness or unselfishness. 
There is nothing to prevent an individual with private property 
administering it for what he considers to be social ends, and there 
are innumerable examples of such use. 

WEAKNESSES OF PRIVATE PROPERTY 

The case for private property is, however, subject to certain 
important limitations. It rests on the assumption that the interest 
of society and of the individual owner coincide, in that both wish 
to conserve and to increase capital, and to employ it in the most 
productive fashion. This identity of interest however is subject to 
certain conditions. That use which is privately most productive 
is not necessarily the use which is socially most productive. Par­
ticularly is this likely to be the case where the private gain is 
made through fraud or through monopolistic extortion. If the 
only method of increasing private gain is by increasing the effi­
ciency of the use of resources, then private and social profit are 
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likely to coincide. If, however, private gain can he increased hy 
the restriction of the use of resources, as is likely to be the case 
under monopoly, private property cannot be trusted to produce 
social gain. Yet another development of modern capitalism 
weakens the case for private property—the growth of great cor­
porations has broken the link between the owner and the con­
troller of property. The case for private property is strongest 
where capital is directly administered by its owner, as in the 
family-sized farm. The wider the breach between ownership and 
control, the more ownership becomes absentee, the more tenuous 
seem to become the social functions of pure ownership and the 
less justification there seems to be for any income derived from it. 
In the great corporation, we find most of the objectionable features 
of socialized enterprise—the bureaucracy, the routine operation, 
the buck-passing, the indefiniteness of authority and responsi­
bility—without even a theoretical responsibility to the whole 
society. 

• THE RUSSIAN EXPERIMENT 

It is a gross error, however, to suppose that because capi­
talism exhibits certain important defects, the communist system 
would be any better. The more important problems of human 
relationships are not solved by the replacement of private cor­
porations by state corporations. The communist, of course, can 
point to the success of the Soviet Union as evidence of the 

" workability of communism, and indeed at this period it would be 
impossible to deny that a communist state can not only be stable 
but also powerful. Nevertheless, the experience of Russia gives 
little comfort to the more dogmatic communists. Russian policy 
has exhibited a marked cyclical movement towards and away 
from the institution of private property. The period of "War 
Communism" led to so great a decline in production that a 
limited restoration of property rights was granted under the 
"New Economic Policy," and resulted immediately in an amazing 
revival of production. A swing back to collectivism followed in 
the great programme to collectivize agriculture; this resulted in 
a great slaughter of livestock and a famine, which forced a modi­
fication of the programme in the direction of greater security of 
both personal and group property. It would seem that the 
attempt to destroy private property in each case has resulted 
in a decline in production .that has forced a partial restoration. 
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IMITATIVE CHARACTER OF SOVIET COMMUNISM 

Twenty-five years is all too short a period to compare the 
two systems from the point of view of economic progress. The 
technical achievements of Soviet Russia have been remarkable, 
though it is perhaps significant that the less publicized but even 
greater achievements of capitalism are not regarded as "remark­
able." Nevertheless, it is worth observation that the technical 
achievements of Soviet Russia are essentially imitative. The dams, 
the factories, the tractors, are all imitations of techniques first 
developed under capitalism. It may be, of course, that com­
munism can develop techniques for allowing economically crea­
tive and enterprising spirits to command property which they do 
not personally own, just as under capitalism financial institutions 
permit such individuals to command much more than they own. 
It may be also that communism will move even farther in the 
direction of the security of property, taught by bitter experience, 
just as capitalism is moving in the direction of the limitation of 
the rights of property. Nevertheless, it can be fairly said that the 
dogmas of communism, more even than the dogmas of con­
servatism, are a hindrance to the realistic discussion of the 
problem of economic and political organization. 

POLITICAL OBJECTIONS TO COMMUNISM 

Perhaps the most fundamental criticism of communism is the 
political one—that it leads to the severe restriction of political 
liberty, and substitutes imprisonment or death for insolvency and 
bankruptcy. That man is most truly free who has many masters; 
he is least free who has only one master. Under communism, the 
state becomes virtually the sole employer, and hence is in a 
position to wield a power over citizens far beyond what can be 
exercised by the most ruthless capitalist. This power may, of 
course, be exercised benevolently and humanely—or it may not. 
In any case it is politically undesirable. The object of a political 
organization should be the maximum amount of individual 
liberty. But what is liberty but the wide diffusion of power? Let 
every man be a king in his own household, provided that his 
kingship makes no other man subject. The supreme virtue of a 
regulated capitalism is that it permits a wider distribution of 
power than any alternative system. This is true not only of eco­
nomic power, but also of political j?ower, for it is probably true 
that representative democracy can only survive where the eco-
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nomic functions of the state are confined to a relatively small 
section of the economy. 

THE COMMUNIST STATE AS " B I G BUSINESS" 

It is an odd paradox that perhaps the most important criticism 
that can be made of communism is that it is too capitalistic. The 
communist or socialist state is the final outcome of the develop­
ment of "big business." It is, indeed, a corporation which covers 
the whole of the economic activity instead of a single sector. Both 
the attitudes and the problems of "big business" are reflected in 
communism, even in Soviet Communism. We find, for example, 
the "business vices" elevated into precepts of national conduct. 
The materialism which is supposed to be characteristic of business, 
the obsession with economic activity to the exclusion of all other 
phases of life, and especially the worship of size as such (megalo­
mania)—all these are characteristic vices o f Soviet Communism. 
We find also the organizational difficulties of big business cropping 
up. Thus, it has been frequently remarked that with the develop­
ment of large-scale enterprise there has been a separation of 
ownership and control. That is to say, the ordinary shareholders 
of a large corporation, or even the members of a large consumers' 
co-operative, have Utile effective voice in the management of the 
business. The actual direction becomes increasingly concentrated 
into the hands of a small group of executives who are the real 
admhiistrators of the property of the corporation, and who may 
take little account in their decisions of the shareholders' interests 
in spite of the fact that they ostensibly are elected by the share­
holders and are supposed to represent them. This problem is 
repeated on a much larger scale in the communist state. Osten­
sibly, the property of the communist state is owned collectively 
by its citizens, much as a corporation is owned by its share­
holders or a college by its trustees. In fact, however, the separa­
tion of ownership and control is practically complete. The 
management of the economic system is in the hands of a clique of 
bureaucrats, which, like the management of a corporation, is apt 
to be self-perpetuating. The executive functions of government 
in such a case are bound to dominate all others, and anything like 
an effective parliamentary democracy is out of the question. 
From the organizational point of view also, the administrative 
problem becomes greater the larger the organization that has to 
be administered. Under capitalism it is clear that efficiency of 
operation does not increase indefinitely as the size of the firm 
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grows. This is particularly true in agriculture, where the large 
firm has always proved less efficient than the small or medium-
sized firm, but even in industry it is true after a certain point. 
There is every reason to suppose that this tendency continues as 
the size of the economic unit grows, and that the problem of 
efficient management of a "firm" which included even the eco­
nomy of a single country would be almost insoluble. 

THE SYNTHESIS OF CAPITALISM AND COMMUNISM 

In spite of the weaknesses in the Marxian analysis, it has had 
an enormous and not wholly undeserved influence. The Marxian 
analysis represented the first attempt to deal with the problems 
of the whole economic system—with output as a whole. Classical 
economics, for all that it set out to be an "inquiry into the nature 
and causes of the wealth of nations" actually turned out to be 
mainly an analysis of how individual prices came into being. It is 
only within the last generation that the main line of economic 
thought has succeeded in producing a reasonably accurate account 
of the forces that determine output as a whole, and only very 
recently, therefore, that economists have been able to prescribe 
for the most serious disease of capitalism—its periodic failure to 
provide full employment. If capitalism can be modified so as to 
provide full employment, then most of the Marxian criticism falls 
to the ground. If capitalism can be modified in the direction of 
greater equality of incomes, then the rest of the Marxian criticism 
likewise falls. Similarly, if communism can be modified in the 
direction of greater independence of individual units, greater 
security of property, and greater personal liberty, many of the 
objections to communism would fall to the ground. But oddly 
enough, the modified communism would look very much like the 
modified capitalism! It is hardly an exaggeration to say that 
the future of the world depends on our ability to work out a syn­
thesis between the two systems. Communism is undoubtedly here 
to stay; capitalism likewise is here to stay. I f we are to regard 
them as absolute dogmas, absolutely contradictory, of necessity 
enemies, then we are undoubtedly in for a period of world war­
fare on a scale which would make World War II seem rela­
tively insignificant. If, however, we can regard both American-
European capitalism and Russian Communism as steps towards 
a new synthesis, to be approached perhaps from different direc­
tions but with a common end in view, the solution of the economic 
problem may be in sight even in our generation. 
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THE DOMINANCE 0E CHRISTIAN-HUMANIST IDEALISM 

During the war, the conflict between communism and Western 
capitalism was somewhat in abeyance, due to the accident of mili­
tary alliances. Indeed, in the interests of the war effort the' 'humour­
less, tight-lipped young men" whose eyes strain from following the 
party line were all out for class-collaboration, absolutely no 
class war or strikes, full co-operation in management-labour 
councils, co-operation with conservative political parties, and so 
on. In the United States and in Britain these antics, and their 
evident connection with the winds that blow from Moscow, have 
completely discredited the Communists politically—a fact which 
may have been recognized in the dissolution of the American 
Communist Party. In these countries, then, the most powerful 
heft-Wing influence is that of Christian-Humanist Idealism. 
Though not organized into formal political parties, with the 
possible exception of the new "Commonwealth" Party in Great 
Britain, it exercises an influence on all parties and on all "liberal" 
thought. It stems mainly from the Christian doctrines of the 
brotherhood of man, the unity of the human family, and the 
Christian ideal of the life of love and service. Its historical origins 
are to be found perhaps in the "Christian Socialists" of the nine­
teenth century, and the "Social Gospel" that grew up out of 
liberal protestantism. It is not particularly a product of orthodox 
Christianity, whether Catholic or Protestant, which tends to be 
conservative in economic and social matters, concentrating its 
attention on the relation of the soul to God and of God to the 
world. 1 It is, however, highly characteristic of the humanist 
quasi-religion which is dominant in intellectual and formally 
educated circles; it is, indeed, more humanist than Christian, in 
spite of its Christian origins. It lays more emphasis on happiness 
than on goodness, on welfare than on salvation, on human brother­
hood than on divine fatherhood. In its most developed forms it is 

1 Note, however, the development of Catholic Action groups and Catholic 
interest in the labour movement, following the "social" Encyclicals. 
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completely humanist, and strips itself of all theological clothing. 
Even in its least ostensibly religious form, however, as in the 
wTitings of Stuart Chase in America or Professor Carr in Britain, 
it preserves a certain note of Hebrew prophecy; a call to economic 
repentance and a promise of dire things to come if we do not 
repent, plus the vision of the Kingdom of Comfortable Righteous­
ness. 

FALLACIES OF THE "SOCIAL GOSPEL" 

This social gospel has made a profound contribution not only 
to our economic ideals but to our economic practices. Social 
security legislation, progressive taxation, labour legislation, are 
all expressions in legislation of the Christian-Humanist philosophy. 
Nevertheless, its exponents are apt to fall into certain intellectual 
fallacies which deprive their moral criticism of much of its force. 

IDENTIFICATION OF THE PROFIT SYSTEM WITH THE PROFIT MOTIVE 

Perhaps the most common error of the Social Gospel is to 
identify the profit system with the profit motive. The social 
gospel has been guilty also of some misunderstanding and mis­
representation of the nature of the profit motive. The general 
criticism of the profit motive in a narrow sense has on the whole 
been justified. No economist, of course, has even suggested that 
mankind is motivated solely by monetary motives. Even Adam 
Smith, who is much maligned and misunderstood by the social 
gospellers, emphasized the importance of non-monetary motives 
in economic life. Indeed, without bringing in non-monetary 
motives, he could not have explained differences in remuneration 
in different occupations. The "economic man" is not an invention 
of the economists, but of those who have failed to understand 
the economists. Adam Smith also was careful to point out that 
the celebrated principle of economic harmony—that each acting 
according to his own self-interest served to promote the common 
good—was only true under certain circumstances which were not 
fulfilled in practice. Under conditions of monopoly, or ignorance, 
or immobility of resources, for instance, self-interest does not 
promote the common good. Moreover, Adam Smith recognized 
that there might be social objectives which were more than the 
sum of individual objectives when, for instance, he said "defence 
is of more importance than opulence." Neither have the econo­
mists, and least of all Adam Smith, held an extreme laissez-
faire position. Indeed, almost half of Adam Smith's great work 
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(Book 5) consists of a discussion of the proper forms of state 
intervention, and it comes much nearer the mark to say that 
Adam Smith's main purpose in writing his book was to discover 
the correct forms of state intervention. Far from supposing that 
there was any "natural" tendency for private interest and social 
welfare to coincide, he regarded the main task of government, 
and of human organization generally, as that of creating an 
"artificial" framework of laws, customs, and institutions in 
which private and social interests would most closely coincide. 

THE CRITIQUE OF SELFISHNESS 

Now, as a matter of moral principles, the attack on the profit 
motive is excellent. It is a fundamental principle o f ethics that 
the object which we desire to benefit by our actions should be as 
broad and inclusive as possible. The completely selfish individual, 
the man who refers every item of his conduct solely to his own 
welfare, is regarded as. immoral if not criminal. It is better to act 
in the interests of one's family than of one's narrow self; it is 
better to act in the interest of one's community or country than 
solely in the interest of one's family; and we hope the day is not 
far distant when it will be thought better to act in the interest of 
the world community than in the narrow interest of one's coun­
try. This moral principle is embedded deep in social realities; the 
immorality of selfishness lies in its untruthfulness. We are not, 
and cannot be, isolated individuals; our hearts beat with the 
world's heart; our blood is the world's blood, and we cannot cut 
ourselves off from the larger body of which we are a member 
without suffering spiritual death. 

"PROFIT MOTIVE" NOT PECULIAR TO CAPITALISTS 

It is mere confusion of thought, however, to identify the 
profit motive with the capitalist pure and simple or with the 
desire for "profits" in the narrow technical sense of the term. 
The desire for profits is simply a special case of the general desire 
for economic advantage to which we are all subject. Every time 
a union presses for a rise in wages, every time a worker moves to 
a better job, the "profit motive" comes into play. Indeed, a case 
can be made out that the workers are more dominated by the 
"profit motive" than the capitalist— if only because money 
means more to the poor than the rich. 



224 THE ECONOMICS OF PEACE 

THE SELFISHNESS OF SAINTS 

The criticism of the profit motive applies as much to the wage 
or salary earner as to the capitalist. It is clearly desirable that 
men should ask themselves when any decision has to be made, 
not only "how does this change affect me," but "how does this 
change affect everybody." It is desirable also even from the 
point of view of self-interest that non-monetary advantages and 
disadvantages of each decision should be weighed as carefully as 
the monetary advantages. It is astonishing how many people 
think that the "economic man" would always choose a larger 
monetary reward to a smaller. It may be completely economic, 
and completely selfish, to choose a smaller monetary reward to a 
larger, if along with the smaller monetary reward there go cer­
tain advantages not measurable in money, such as prestige, or 
reputation, or pleasant surroundings, or even the sense of doing 
an important service to the community. Indeed, there is some­
thing sublimely selfish about the saint who spurns all monetary 
rewards—in order to do exactly what he most wants to do. If we 
were to search for the most completely "economic" behaviour, 
we might well find it in St. Francis or in John Woolman, who, 
whatever the world thought, did what most completely satisfied 
their souls. At the other end of the scale, there^ is a peculiarly 
maniacal selflessness about the miser, or the "captain of industry" 
who wears out his fife and health not in the enjoyment but in the 
mere accumulation of wealth. 

THE PROFIT MOTIVE IN ALL SYSTEMS 

The profit motive should not be confused with the profit system. 
By the profit system, of course, we mean the institution of private 
property in capital goods and the free private enterprise that goes 
along with it. There is no reason why the "profit motive" should be 
necessarily connected with the profit system. In a profit system 
there is nothing to prevent anyone acting on altruistic lines; 
there is no law that says a businessman must maximize his profits. 
If a business man chose to operate with outputs, prices, and wages 
that yielded him a smaller profit than the maximum, but which 
he felt were socially more desirable, there is nothing in the profit 
system that would prevent him from doing this. Nothing in the 
profit system would prevent the most ardent liberal from refusing 
an increase in wages, or from accepting an unpleasant and poorly 
paid job. At the other extreme, there is nothing in a communist 
system that would do away with the profit motive, or the "advan-
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tage motive." Men might still wish to get better jobs, to find 
more profitable uses for their bodies, to obtain positions of power 
and influence, to become commissars and dictators, not for the 
good of society but for their own satisfaction. It is utterly naive 
to suppose that the replacement of private by public enterprise 
would result in the sudden conversion of everyone to selflessness. 
Indeed, the record of politics even in the most enlightened coun­
tries is not such as to convince us that political power makes men 
angels, or even that it is intrinsically better than the power of 
private property. 

CONFUSION ABOUT "PRODUCTION FOR U S E " : CRITIQUE OF 
RESTRICTIONISM 

Ah, but the liberals will say, should we not have production 
for use instead of production for profit? This superficially con­
vincing phrase covers a wealth of confusion. The opposition of 
production for use and production for profit completely covers up 
the real problem, which is how to make "profit" the test and 
measure of "use." There are occasions and circumstances, of 
course, in which "production for profit" is not "production for 
use." It is possible for a monopolist or a monopolistic organiza­
tion to increase profit by restricting output, and the liberals 
point with triumph to the restrictionist policies of the last few 
years as a horrible example of the evils of the profit system. 
These restrictionist policies are, however, a result of monopoly 
or of deflation; and economists have always recognized that 
monopoly must be regulated in the public interest, for under 
conditions of monopoly, private and social interests do not neces­
sarily coincide, and they are coming to recognize also that defla­
tion is a preventable evil. It may also be pointed out that the 
profit system has resulted in widespread unemployment, and the 
alternative of "production for use" to "production for profit" 
never seems so clear as during a time of depression when the 
paradox of "poverty in plenty" seems only to be soluble by the 
insane procedure of destroying the plenty. Indeed, the main 
trouble with the profit system is not so much that people do 
make profits as that they do not! When profits disappear due to 
deflation, then the system cannot perform the function of pro­
viding full employment. I have given reasons in an earlier chap­
ter, however, for supposing that a relatively simple modification 
of the fiscal and financial system would result in the maintenance 
of approximately full employment, or at least in the prevention 

F 
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of general depressions. If this can be done, the social forces be­
hind restrictionist policies are weakened to the point where they 
become relatively harmless and easily controlled. Restrictionist 
policies almost always spring up as an attempted answer to 
deflation. When prices are falling, two courses seem to be open 
to us—to make goods scarcer, or to make money more plentiful. 
Both these alternatives will have the effect of raising prices, and 
if financial "prudence" or conservatism forbids us doing the 
latter, we are all too likely to turn to the former. If, however, a 
sensible monetary and fiscal policy can prevent deflation, the 
only rational ground for restrictionist policies will be completely 
cut away. 

" N E E D " VERSUS "DEMAND" 

The trouble with the advocates of "production for use" is that 
they usually fail to realize adequately the nature of the produc­
tive process. It is easy to fall into the old fallacy of mechanism 
and to think of production as a more or less mechanical process. 
In fact, production is more of a psychological process; all com­
modities, even those we usually consider to be consumers' goods, 
are really means to the end of satisfying wants. Consequently, the 
problem "what use"—to what end or ends shall the productive 
process be directed—is much more difficult, and much more 
important than the socializers think. The productive process is 
not a machine for filling needs: it is a sensitive process for filling 
individual demands. It is frequently regarded as a vice of capi­
talism that effective demand rather than need is the criterion of 
what is to be produced. It is true that ignorance, deception, and 
the unequal distribution of incomes operate to distort the struc­
ture of effective demands away from that which seems to be 
socially desirable. Nevertheless, the principle of "consumer 
sovereignty"—that consumers shall have the right to choose 
what they shall buy within broad limits—is a vital contribution 
of capitalism which must be kept in sight. Basically, demand is a 
superior motive power than need. A system based on satisfying 
needs is essentially mechanistic. It is only the mechanical part of 
the human personality that has "needs"; the personal, individual 
part has demands. Distribution according to need is all right for 
robots and slaves, but unless the social mechanism permits 
the expression of demands, and the adjustment of the pro­
ductive process to satisfy demands, it has no place for free 
individuals. 
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LIBERAL EMOTIONS TOWARDS LABOUR 

The confusion in regard to the nature of the price-profit system 
can be seen very clearly in the liberal attitude towards two 
important institutions—labour unions and co-operatives. The 
reaction to these names, on the part of both conservatives and 
liberals, is apt to be emotional rather than intellectual, and a 
stiff dose of the semantic formula (labour union A is not labour 
union B, co-operative A is not co-operative B) would have a 
clarifying effect on the thought of many. The liberal is apt to 
react to the word "labour" in an emotive-defensive manner, com­
pounded about equally of a maternal affection for the underdog 
and a Galahad-reaction toward the exploited. The emotion, as 
emotion, is commendable, and is much to be preferred to the 
conservative emotion of fear and suspicion. Nevertheless, it is 
likely to lead to some serious confusions of thought. It leads in 
the first place to a frame of mind that is not sufficiently dis­
criminating in regard to the abuses that exist within the labour 
movement. Labour unions range all the way from undisguised 
rackets to enterprises of industrial statesmanship of a high order, 
and labour leaders range from criminals to philosopher-statesmen. 
Liberals are often more interested in apologetics for the labour 
movement rather than in strengthening it and purifying it. 

THE COMPLEXITY OF ECONOMIC CONFLICT 

In the second place, the liberal emotions encourage a common 
misconception—that there are only two conflicting parties to 
industrial strife, the worker on the one hand and the employer 
on the other. It is true that there are certain divergent interests 
between the worker and the employer, in so far as there is a t 
measure of "economic surplus" which may go to one or the other 
depending on their respective bargaining power. The divergence 
of interest, however, is apt to be over-estimated, and the com­
munity of interest of employer and worker, as common "enemies" 
of the consumer (that is, of the rest of society), is all too frequently 
overlooked. The wage gains of organized labour are frequently 
made not at the expense of employers as a class, but at the 
expense of unorganized labour on the one hand and the purchasers 
of the industry's product on the other. There are instances—as 
occasionally in the building trades—where apparently harmonious 
relationships between employers and unions conceal a united 
conspiracy against the public. There are cases in which employers 
have benefited substantially from the unionization of their 
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industry, because it has enabled them to create a monopoly for 
themselves. Collective bargaining in such a case may degenerate 
into a "division of spoils" gained from the monopolistic exploita­
tion of the public. 

VIRTUES OP UNIONISM 

This is not to say, of course, that labour unions are of necessity 
an evil and should be abolished. They are an essential part of the 
framework of industrial government and are capable of playing a 
vital part in rescuing human relations in industry from the curse 
of arbitrary power. There are many examples of union-manage­
ment co-operation in the orderly development of technical 
change, once the unions are accepted and have passed the "fight­
ing stage." Their economic gains do not always come from the 
use of monopoly power; they may come from the stimulation 
which a high money-wage level gives to technical progress, or 
they may come from the unearned economic surplus of other 
factors of production. More than all these, unions have an im­
portant psychological significance for the individual worker, 
giving him both a sense of independence and a sense of belonging 
to a great organization and a great movement. Paternalism and 
the company union are inadequate substitutes for the sense of 
dignity and responsibility that are the product of unionism at its 
best. Then transcending its imperfect manifestation in the unions 
stands the labour movement—a Church Invisible with its own 
martyrs and saints, its Joe Hills and Mother Joneses, that is 
capable of capturing the imagination of men and calling forth 
from them amazing devotion and loyalty. 

INDUSTRIAL DEMOCRACY VERSUS THE LABOUR CARTEL 

A real dilemma of policy faces us in regard to unions. From the 
point of view of "industrial relations" in the narrow sense of 
employer-wrorker relations they may be entirely admirable. In 
the adjustment of grievances, the checking of arbitrary power, 
and in the encouragement of technical efficiency, unions may 
accomplish much. As the embodiment of the labour movement, 
they represent a mighty instrument of human progress. On the 
other hand, from the point of view of society as a whole, a union 
may be a "labour cartel," and have the dangerous qualities of all 
cartels—that it may degenerate into a monopoly. Just as a cartel 
is an organization of firms for the purpose of the joint sale of 
their product, so a union is an organization of workers for the 
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pint sale of their "products"—the thing which they have to sell 
being labour. 

THE DILEMMA OF THE CLOSED SHOP 

This dilemma is revealed most clearly in the discussion that 
centres around the "closed shop." From the point of view of 
employer-worker relations, there is much to be said for the closed 
shop. It gives the union leaders a sense of security; it prevents 
"chisellers" among the workers from participating in the benefits 
of unionism without bearing their share of the costs; its attain­
ment frequently marks the end of the "fighting union" and the 
beginning of constructive union-management relations. Without 
"union security," especially if there is employer opposition, union 
leaders are bound to be of the belligerent type. Genuine collective 
bargaining—the delicate day-to-day adjustments of the domestic 
relationship of employers and employed—is almost impossible, as 
concessions, even to reason, will be taken as a sign of weakness. 
On the other hand, the closed shop is the source of most of the 
abuses of unionism; it is the father of the racket and the breeder 
of monopoly and discrimination. A union with a closed-shop 
contract and tightly regulated conditions of membership is in a 
strong position; it can restrict its membership and gain high 
wages in consequence. But these high wages are obtained largely 
at the expense of the consumer and of the non-union worker who 
is kept out of the union by the membership policy.1 

LABOUR, IS A COMMODITY 

There is every reason, therefore, why unions should be brought 
under a kind of regulation similar to that of the cartel and the 
trust. The pious declaration of the Clayton Act of 1914 and of the 
International Labour Organization in 1944 that "labour is not a 
commodity" is not only economic nonsense, but political nonsense 
as well. Commodities are things which are bought and sold, and 
have prices. Labour is bought and sold, and has a price, which 
is its wage. No logician could avoid completing the syllogism. 

1 There are, of course, many varieties and degrees of the closed shop, some 
of which are less open to abuse than others. The pure closed shop where the 
union does the hiring is perhaps the most potentially dangerous, though there 
are examples (in the Maritime and Longshoreman's unions) where union hiring 
has replaced a much more arbitrary and vicious system. The "Union S h o p " — 
where the employer does the hiring but the employees must join the union 
after a certain interval—is theoretically less open to abuse, but is by no means 
proof against unscrupulous leaders. The "maintenance-of-membership" com­
promise of the U.S. War Labour Board is an attempt to combine union security 
with individual freedom. 
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Labour is, of course, a highly peculiar commodity, very perish­
able, difficult to measure, and bought and sold under a great 
variety of conditions. It is also more than a commodity, in that 
by an employment contract a man accepts a position of sub­
ordination in an organized social group; he acquires a "boss" 
and workmates. But the peculiarities of labour do not absolve it 
from the general laws which rule the purchase and sale of com­
modities and the determination of price. Particularly the pecu­
liarities of labour should not exempt the regulation of its sale 
when conducted under conditions of monopoly. 

CONSUMERS' CO-OPERATIVES 
The consumers' co-operative is another institution that perhaps 

suffers more from the enthusiasm of its friends than from the 
attacks of its enemies. Essentially, it is another form of business 
organization, differing, say, from the corporation no more than 
the corporation differs from the partnership. It differs from the 
corporation mainly in its financial structure and its constitution 
of government. Corporations are usually financed partly by fixed-
interest securities and partly by shares of stock. The stockholders 
are regarded as the real owners of the corporation, and they elect 
the board of directors, voting in proportion to the amount of 
stock that they own. When a division of profits is made, each 
stockholder receives an amount proportionate to the amount o f 
stock he owns. A co-operative, on the other hand, is financed in 
the first place wholly by the issue of fixed-interest securities, which 
are usually called "shares" but which actually are "bonds," as 
they bear a fixed rate of interest (if any) and do not in themselves 
entitle the owner to a share in the profits. Profits are divided 
among the members (stockholders) not in proportion to the 
amount of stock that they own, but in proportion to the amount 
of purchases made from the business (in the case of a consumers' 
co-operative) or in proportion to the amount of sales made to the 
business, in the case of a producers1 co-operative. Members elect 
the board of directors or the management on the principle of one 
vote to one member, so that each stockholder only has one vote 
no matter how much stock he owns. The co-operative thus repre­
sents "personal democracy" in business as the corporation repre­
sents "dollar democracy." 

CO-OPERATION IN EUROPE AND IN U.S.A. 
The consumers' co-operative has been very successful in the 

European democracies, such as Britain and Sweden, and has been 
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less successful in the United States. The main reason for its 
success in Europe is probably to be found in the class structure 
of European society. The co-operative movement tapped a great 
unused reservoir of managerial ability in the working class, which 
it was able to get very cheaply because the class structure pre­
vented an able workman from rising to managerial positions in 
private or corporate firms. The movement also came along at a 
propitious time, when the economies of chain store retailing were 
just opening out, and it was able to take advantage of these 
developments. In the United States, on the other hand, the more 
fluid class structure makes it difficult for the co-ops to find and 
to hold good managers, while the low prices and efficient retailing 
of the chain stores make it difficult for the co-ops to make profits 
—and without profits, of course, they cannot grow. 

CO-OPERATIVES ARE PROFIT-MAKERS 

Hardly anything illustrates the confusion about profits better 
than the common illusion that co-operatives are "non-profit" 
concerns. Indeed, this illusion is to some extent responsible for 
their relative lack of success in this country, because a co-opera­
tive cannot succeed unless its members are interested in it as a 
business and not just as a means of saving money by cutting 
prices. The success of the European co-operatives has been due 
to the fact that they have made enormous profits (partly by 
exploiting their management, and in some cases, their workers, 
but mainly by introducing improved methods of retailing). These 
profits have been big enough not only to pay large dividends 
(rebates) to the members, often as much as 15 per cent of pur­
chases, but also to build up huge surpluses. Co-operatives differ 
from other businesses in the way in which they distribute divi­
dends, but they exactly resemble all other businesses in that they 
must make profits (that is, increase their net worth) if they are 
to succeed. The fact that they are owned by their customers does 
not make them any less a "capitalist" institution. They can only 
survive in a regime of private property and private profit. They 
are not particularly revolutionary; they do not represent a new 
way of life or a new order of civilization, as some of their advo­
cates seem to claim. 

THE VALUES OF THE CO-OPERATIVE MOVEMENT 

Nevertheless, when the smoke of evangelical fervour has 
cleared, the consumers' co-operative can be seen as a very valu-
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able form of business organization, with an important role to 
play in the world of the future. It is frequently capable of tapping 
sources of unused managerial ability; even in the United States it 
has done so, particularly among the middle classes. It can often 
be an educative force of great power, in acquainting its members, 
with the real problems of business. There are cases where a 
co-operative in a derelict community has been the means of 
re-awakening the people to a more business-like and constructive 
frame of mind. It can also be a powerful "communitizing" force 
—bringing together on common ground as consumers people of 
very different social, economic, religious, and political back­
grounds. Most of all, perhaps, it is a weapon against monopoly. 
Indeed, it may be said that the consumers' co-operative is the 
only form of private business enterprise which can safely be 
trusted with a monopoly. The reason is that if a consumers' co­
operative charges monopoly prices and obtains monopoly profits, 
these profits tend to come back to the consumer in the form of 
rebates. Apart from the profits which are added to surplus, then, 
it is impossible for the members of a consumers' co-operative to 
be charged net prices which are greater than would give normal 
profits. In retailing commodities where there are great technical 
advantages in monopoly, therefore, there is much to be hoped 
from the development of consumers' co-operatives. In milk dis­
tribution, for instance, a monopoly has great advantages over 
the present system of "ten milkmen to every doorstep." Never-
the less, a private corporation could not be trusted with such a 
monopoly, as it would inevitably be tempted to charge monopoly 
prices and make monopoly profits. A co-operative, however, 
would be under less temptation to charge monopoly prices—and 
if it did, the profits would come rolling back to the consumer. 
Finally, in Europe at least, the co-operative movement has 
provided both opportunity and incentive for savings on the 
part of the wrorking class, and has enabled a large section of 
the working class not only to save individually, but to become 
collectively property owners on a large scale. From the point 
of view of justice in distribution and also the stability of 
society, this is wholly admirable. It has happened, paradoxi­
cally enough, in large part through the operations of com­
pound interest—the high profits of the co-operatives having 
been ploughed back into the business and not all distributed as 
dividends. 
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DANGERS OF PRODUCERS' CO-OPERATIVES 

If a consumers' co-operative can be successful, there is, there­
fore, a great deal to be said in its favour from a social point of 
view. This is not necessarily the case with producers' co-opera­
tives, and particularly with agricultural marketing co-operatives. 
There is no social magic in the name "co-operative"—it is just as 
easy to co-operate for bad ends as for good. Particularly when the 
end is monopoly, "co-operation" can become a social evil that 
should be legislated out of existence. Fortunately, most agricul­
tural marketing co-operatives do not cover a wide enough part 
of the market to be monopolists. There are some examples, 
however, where under the co-operative form of organization, 
monopolies have been formed, or at least attempted, for the 
main purpose not so much of efficient marketing as for monopo­
listic control of the market. Certain milk co-operatives have 
attempted such monopolies—not usually with much success. The 
California lemon growers provide a striking example of monopo­
listic marketing. Their co-operative during the depression of the 
'thirties succeeded in keeping the price of lemons at about double 
the price of oranges. Before the advent of the co-operative, the 
prices were about parallel. Orange growers, because of the wider 
geographical dispersion of the industry, have not succeeded in 
emulating the lemon growers' monopoly. Here is something that 
should clearly come under the anti-monopoly laws; yet because it 
is garbed in the co-operative form of organization it escapes 
censure. 

CO-OPERATION V. THE "PLANNERS" 

The co-operative movement has one great virtue; it is essen­
tially individualistic and practical. It is in reality an enemy of 
state socialism, and its advocates sometimes even go so far as to 
deny to the state any significant economic functions. It is "liberal" 
in the best Manchester sense and looks to private group initiative 
rather than to state paternalism. Rochdale, after all, is only a few 
miles from Manchester. This is healthy, even if it sometimes leads 
to a too narrow view of the duties of the state and too easy 
an optimism regarding the ability of co-operatives to solve all 
economic problems. 

At the other extreme of the liberal wing lies the "planner," 
the advocate of the "planned economy." He waxes eloquent about 
the "unplanned" nature of capitalism and extols the virtues of 
centralized planning as the cure of all economic ills. He may 



234 THE ECONOMICS OF PEACE 

even have a subconscious picture of himself seated behind a 
large desk covered with blueprints and charts, while outside a 
well-ordered and well-oiled machine runs smoothly and brightly 
to his pre-arranged order. The very picture reveals the ultimate 
fallacy of mechanism again. The human world is not a machine; 
it is, in fact, very little like a machine. It is an aggregation of 
individuals with wills and purposes of their own, and it is absurd 
to criticize capitalism for its soulless mechanism in making people 
into cogs, and then to go on to propose an even larger, and more 
coggy, mechanism. The difficulty with planning is that it is very 
nice for the planner, but not so nice for the planned. The perfect 
and completely planned economy is an army; this is the com­
munist state in miniature. The private soldier owns nothing, not 
even his soul. His needs are taken care of. He is fed, clothed, 
housed, transported, taught, saved, healed, and buried at the 
expense of the state. His prime virtue is obedience. He must lose 
his own individuality into the master plan. He must go where he 
is sent and do what he is told. He has no economic problems 
whatever. He has complete economic security. And yet most 
people, left to themselves, would prefer the life of a free civilian 
even if the soldier never had to do anything more arduous than 
march in a parade. Planning is easy, on the assumption that 
people are willing to sacrifice their liberty. It is difficult, on the 
assumption that liberty is our most prized possession. 

PLANNING AS A NECESSARY EVIL 

This is not to say, of course, that no social planning is necessary. 
A completely unplanned society—that is, a society without any 
kind of centralized responsibility for economic life—would soon 
end in chaos. But it is a far cry from the type of regulation pro­
posed in this volume, whose main object would be to preserve 
liberty of individual action, to the planning that would seek to 
impose the planner's will and the planner's objective on all 
individuals of the system. The analogy of the rule of the road 
has been used: if people are to travel in safety and liberty, there 
must be roads and there must be rules. This is the proper function 
of centralized authority—to provide roads and to enforce rules 
that will enable individuals to travel where they wish without 
interfering with the ability of others to travel. Some responsi­
bility must be taken by government in this connection; other­
wise, if there were no safe roads and no traffic laws, people would 
bump into each other, the liberty of one would infringe on the 
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liberties of another, and all our liberty would be diminished. On 
the other hand, it is not the responsibility of government to tell 
us all exactly where to go and what to do, for that too would 
destroy our liberty. The excessive zeal of the planners may 
easily lead to a destruction of liberty, either directly, or by 
producing a reaction that will deny to government even the right 
to do the proper amount of regulation. 

THE FALLACY OF "SOCIAL OBJECTIVES" AND THE DECAY OF 
FREEDOM 

Part of the general fallacy of mechanism which underlies so 
much thinking that passes as "liberal" is the "fallacy of social 
objectives." If we think of society as a machine it must, of course, 
have a purpose. Society (spelled with a capital S) becomes a 
kind of deity, with dark purposes of its own quite apart from the 
purposes of the individuals present in it. The extreme form of 
this view is perhaps found in fascism, where the national state 
is exalted as a god with purposes of its own existing over and 
above the purposes of its individual citizens. But fascism is 
merely the extreme form of a disease whose symptoms we can, 
alas, observe everywhere. Nationalism, racism, the growth of 
hierarchy and bureaucratic control, dictatorship, militarism, 
aggression: the vices of Nazi Germany can be found in a greater 
or less degree either in the government or in the social organiza­
tions, the parties, associations, businesses, unions, clubs, colleges, 
and churches even of the United States. Everywhere we see a 
flight from freedom, and the so-called "liberal" groups are in no 
way exempt. One cannot study the internal politics of great 
corporations, of the National Association of Manufacturers, of 
the Congress of Industrial Organization, or of the churches with­
out noticing the movement towards authoritarianism. Our con­
ventions, whether of manufacturers, unions, parties, or churches 
become increasingly like the Nazi Reichstag—bodies whose repre­
sentatives gather not to formulate the broad policies of the 
executive, but to receive instruction in the policies which execu­
tives have previously determined, instructions which they are 
then supposed to carry home and retail to then- subordinates! 
Our congresses and parliaments all over the world seem to be 
degenerating into instruments rather than controllers of executive 
power. 

The underlying causes of the decay of freedom are everywhere 
the same: the atrophy of our ideals and the failure of free enter-
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prise to provide full employment. Unless an individual believes 
that what he wants to do is important for some larger end than 
his own personal pleasure, he will not struggle for the freedom to 
do what he wants. It is the lack of a great ideal that makes men 
willing to be slaves—for why should one bother to be free to do 
nothing much in particular? It is the lack of security, brought 
about largely by unemployment and deflation, that makes men 
barter their freedom for the apparent security of a regimented 
society, whether communist, fascist, or "liberal." Previous 
chapters have indicated the lines along which the problem of full 
employment may be solved. It remains to add a concluding word 
on political and moral ideals, without which freedom becomes not 
a privilege but a burden. 



14 
An Appendix on Politics and Morals 

ECONOMICS AND POLITICS 

The main purpose of this book has been to outline the prin­
ciples of economic reconstruction. It is impossible to leave the 
subject, however, without some reference to the broader fields 
of politics and morals. Economic problems have no sharp edges; 
they shade off imperceptibly into politics, sociology, and ethics. 
Indeed, it is hardly an exaggeration to say that the ultimate 
answer to every economic problem lies in some other field. Eco­
nomics is the skeleton of social science; the backbone and frame­
work without which it degenerates into an amorphous jellyfish 
of casual observation and speculation. But skeletons need flesh 
and blood; and the flesh and blood of economic problems can 
only be found in the broader fields. Particularly, the economic 
problems of the post-war world cannot be solved in a vacuum. 
It is useless to frame elegant schemes for world reconstruction 
if there is no political or psychological possibility of carrying 
them out. Economics of itself is too rational a science to be 
realistic, for reality in the human sphere is very far from rational. 
It is not enough, therefore, to give an intellectual solution for the 
world's economic problems; we must indicate how, from the 
existing state of war and confusion, men may pass to a better 
world by steps which are possible under the present framework 
of beliefs, ideas, and organizations. It is not the intention of this 
concluding appendix to give any final answer to the social prob­
lem; more experienced and more skilled minds than mine are 
required for that task. I write mainly as an economist, and hence 
perhaps with a bias against politics, for politics mainly appears 
as an obstacle in the way of the achievement of the economist's 
ideals. The economist is by very nature a world citizen, for the 
economic system is world-wide in its scope. It is difficult for him, 
therefore, to narrow his interests to the national scale, or to have 
much sympathy with the objectives of political power. It may 
be, however, that because of these very facts the economist is 
equipped to render a criticism of the political system and of the 
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prevailing system of moral ideas that the specialist in these fields 
is less able to perform. Accordingly, the problem of this chapter 
is to survey, with an economist's eye, some of the political and 
moral obstacles to the achievement of the ideals of economic 
reconstruction. 

WAR AS THE MAIN OBSTACLE TO RECONSTRUCTION 

The most obvious obstacle to economic reconstruction is of 
course the institution of war itself. It is no exaggeration to say 
that unless war is brought under control, there can be no possi­
bility of establishing stable prosperity or of abolishing poverty. 
The memories of the last and the expectations of another war 
poison the reconstruction after each peace. The expectation of 
war also is a serious handicap in the way of long-run reconstruc­
tion, for it leads to a permanent over-expansion, from the point 
of view of peace-time needs, of industries that supply the raw 
materials of war—for example, the steel industry. During war, 
the armament industry, and the industries that feed the arma-. 
ment industry, are enormously expanded. When peace comes 
these industries are too large for peace-time demands, and the. 
depression which results in them is not only serious in itself but 
constantly threatens to become general. As long as over-capacity 
in these industries remains, therefore, governments will always 
be tempted to increase armaments as a cure for unemployment. 
On the other hand, governments are afraid to force a reduction 
in the capacity of these industries for fear of being caught short 
in the next war. It is a tempting, though not altogether accurate 
analogy, to regard the business cycle as a "peak load" pheno­
menon, with war at the peak. Just as an electric fight company 
must have enough capacity to take care of the "peak load," let 
us say at six o'clock at night, and therefore must have a certain 
amount of unused capacity at other hours of the day, so a 
national economy must have enough capacity in the "war indus­
tries" to meet the peak load of war, and hence is bound to have 
its system running at less than full capacity in time of peace. 

WAR AS A POLITICAL PROBLEM 

In spite of the fact that economic forces are of great impor­
tance in interpreting the phenomenon of war, I have called it 
a "political" problem advisedly. It is true, of course, that certain 
economic interests are involved in wars. But to suppose that 
economic conflicts, or even economic difficulties, are the primary 
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cause of war is to shoot very wide of the mark. It is a popular 
illusion, especially in peace-time, that wars are engineered by 
big capitalists seeking markets or fields for foreign investments. 
There have been wars of this nature—for example, the wars of 
the East India Company. But on the whole, war exists not be­
cause of the existence of conflicts but because of the existence of 
independent nations. It is no exaggeration to say that war is the 
price we pay for independence, or at least for irresponsible inde­
pendence. The machinations of armament manufacturers, the 
greed of capitalists seeking markets, are all unavailing in bring­
ing about war between New York and Pennsylvania, or between 
England and Scotland. This is not because there are no conflicts 
between the people of New York and Pennsylvania, or of England 
and Scotland. It is because New York and Pennsylvania on the 
one hand, and England, and Scotland, on the other, are not 
independent nations but are parts of a larger political unit. As 
long as England and Scotland were separate nations there was 
constant war between them. The union of crowns in 1603 and 
the union of parliaments in 1707 completely abolished "inter­
national" war between them, though civil wars flared up from 
time to time until the union became one of sentiment and will 
as well as of political organization. 

WAR AS THE PRICE OP INDEPENDENCE 

Mere political union by itself, however, is not sufficient to 
prevent wars. The long struggle between England and Ireland is 
a good case in point; so is the American Civil War. If one section 
of a political unit contains enough people who want independence 
and wfant it sufficiently to be prepared to fight for it, then the 
country will be rent by civil war. Civil wars, however, are much 
rarer than international wars, and if anything, have become still 
rarer with the development of modern armaments. A rebellious 
district or region has to begin a war almost from scratch, unless 
the army itself happens to be fairly equally divided in the struggle. 
Independent nations, on the other hand, constantly direct their 
thoughts and energies towards war. It is only a slight exag­
geration to describe an independent nation as a body of people 
organized for the principal purpose of carrying on war. Defence 
has always been regarded as the primary responsibility of an 
independent national government and in the interests of defence 
all other considerations will be sacrificed. Indeed, the distinction 
between independent governments and other authorities (such as 
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local or colonial governments) rests precisely on this ground. The 
government of the United States is independent, and the United 
States is a sovereign state, precisely because the federal govern­
ment has the primary responsibility for the armed defence of the 
United States. The government of Iowa or of New York State is 
not truly "sovereign," is not independent, because it is not respon­
sible for the defence of the territories which it governs. Simi­
larly, Great Britain is a completely sovereign state, for no one 
but herself has any responsibility for her defence. The British 
Dominions might be described as semi-sovereign states, as they 
accept a large part of the responsibiliy for their defence; India 
and the other crown colonies are not sovereign, as Great Britain 
assumes sole ultimate responsibility for their defence. There are 
even some countries and empires, such as Portugal, Belgium, and 
Holland, which though nominally independent actually depend 
for their defence and existence on the armed forces of another 
power—in their case, Great Britain. It might even be argued 
today that Britain and the British Empire are de facto, though not 
de jure dependencies of the United States, in that they probably 
cannot ultimately be defended without the aid of the United States. 

WAR IS NOT THE ONLY FORM OF CONFLICT 

It is important to realize that war is only one form of conflict— 
is in fact, the form that conflict takes when it runs across the 
boundaries of independent nations. The abolition of war would 
not mean the abolition of conflict. Indeed, if we had to abolish 
conflicts before we could abolish war we might as well give up 
the task immediately. It is not even desirable to abolish con­
flicts; conflict conducted in a decent and responsible manner is 
essential to any form of progress, whether in knowledge, in ideas, 
or in material things. Competition, as we have seen, is the child 
of progress; no new idea can come into the world without knock­
ing out an outworn notion, no new methods can come into use 
without destroying the old. The case against war is not that it 
is a conflict, but that it is an indecent and irresponsible form of 
conflict which does not seem to result in progress, but rather in 
an orgiastic waste in lives and resources. Success in war comes not 
to the virtuous or the right but to the strong, and unfortunately 
virtue and strength are by no means always complementary goods. 

THE EXTENSION OF PEACEFUL CONFLICT 

The abolition of war, then, means not the abolition of con­
flicts, but the diversion o f conflicts into more fruitful channels. 
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In domestic politics we have in great part accomplished this end. 
We no longer attempt to settle our private quarrels by duelling 
or feuding, except in remote and lawless regions. The law courts, 
the ballot box, the election campaign, the pamphlet, the maga­
zine article—-these are the most fruitful arenas of battle. The 
great task of the present is to extend the areas of peaceful con­
flict and to diminish the area where peaceful conflict breaks 
down. This can only be done by the widespread development of 
a sense of responsibility, not only among governments but among 
private citizens, and not only for a hmited group, but for all 
people. It is when the sense of mutual responsibility breaks down 
that war ensues. As long as the word "we" means the two parties 
to a problem, a solution is possible and war will not follow. As 
soon, however, as "we" comes to mean one party to a quarrel, 
and the other party is altogether excluded from the circle of 
responsibility, then the political structure is split and war of 
some kind will inevitably follow. We have wars primarily because 
Americans do not think of the Japanese or the Germans as part 
of "ua," nor do the Japanese or Germans think of Americans as 
part of "us." 

WAR IS NOT A NECESSARY RESULT OP CONFLICT 

The truth of this proposition can be seen very clearly if we 
contrast the conflict between whites and Negroes in the States 
with the conflict between Americans and Japanese. In terms of 
the real issues involved there can be no doubt that the Negro-
white conflict is by far the most acute. It reaches down into the 
everyday life of every Negro, and of most white people. A Negro 
can hardly pass a day of his life without being insulted, partic­
ularly in the South. He is forced to ride at the back of buses, on 
dirty Jim Crow cars on trains; he must call at the back door, 
must kowtow and say "sir," must suffer name-calling and insult. 
In economic life, he is discriminated against at every turn. Unions 
keep hira out of good jobs; if he is upgraded, riots and strikes 
ensue. The dirtiest and most unpleasant jobs fall to his lot. He is 
the first to be laid off in depression, the last to be taken on in 
boom. On the other hand, millions of white people fear and hate 
the Negro, partly in an attempt to justify their treatment of him, 
partly out of fear of his economic competition. He has been used 
as a strike-breaker. He threatens the comfortable monopolies of 
many trades. He is a standing reproach to their manners, their 
customs, their prejudices, their religion, their policies. He is the 

Q 
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thorn in the flesh, the prick under the saddle, the nail in the boot, 
the uriassimilated and unassimilable intruder in the body poUtic. 
Here is a conflict of an intensity and magnitude that makes one 
wonder what the war with Japan was all about. Few Americans 
come into contact with Japanese, or Japanese with Americans. 
Not one out of a hundred Americans or Japanese could give a 
coherent account of what conflict was behind the war. All that 
they were conscious of was the war itself. To the vast mass of 
American people, the attack on Pearl Harbour was a complete bolt 
from the blue, utterly unexpected, without antecedents, without 
explanation except that the "Japs" were "dirty rats." To the 
mass of Japanese also there was probably no more than a dim 
sense of fighting for national existence against an immensely rich 
and powerful enemy, bent on throttling the economic life and 
imperial ambitions of a competitor. It is significant that a large 
amount of writing was deemed necessary after the war began 
in order to find out what it was all about. We have the war 
first, and then find why it is being fought afterwards. 

THE AMERICAN" RACE CONFLICT DOES NOT RESULT IN WAR BECAUSE 
BOTH PARTIES ARE "AMERICANS" 

Yet the Negro-white conflict, intense and bitter as it is, real as 
it is, personal as it is, running as it does deep into the daily life 
of almost every American, results only in occasional and sporadic 
violence, and does not result in anything approaching organized 
warfare. The riots, the lynchings, the discrimination, the insults, 
serious as they are, are insignificant beside the wholesale destruc­
tion of cities, the slaughter of millions of the innocent, the carnage 
of battle that constitute the incidents of war. On the other hand, 
there were few individual quarrels between citizens of the Axis 
powers on the one hand, and of the United Nations on the other. 
There were no conflicts of economic interest between, say, Ameri­
cans and Germans any greater than the economic conflict between 
Americans and Britishers, or even between New Yorkers and 
Georgians. Yet in the apparent pursuit of a conflict that almost 
eludes definition, the warring nations laid waste each other's cities, 
and tried to starve and-slay each other into submission. 

The reason for this paradox is clear. In spite of the acute con­
flict between the races in America-, the situation is still regarded 
as a "problem" rather than as a "fight." In inter-racial discussions 
one still hears the expression "what can we do about i t " from both 
white and Negro lips. The Negro is still an American; America is 
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his country. He recognizes the progress that has been made, and 
he is not wholly despairing—yet—of further progress towards his 
complete integration into American life. On the other side, the 
white man frequently feels a certain responsibility for the Negro. 
This may take the form of according him equal rights and cour­
tesies, or it may take the form of a patronizing paternalism, 
based on the theory of the "child race." However unsatisfactory 
the form of this sense of responsibility, it exists even in the most 
racially prejudiced communities. Even the lyncher cannot deny 
that in some sense his victim is an "American." Neither the 
Negro nor the white communities are independent of each other. 
They are neither of them organized for war on each other. They 
do not have separate governments, or separate armies. Conse­
quently, in spite of the intensity of conflict between them, war, 
in the proper sense of the word, is impossible. It may be merely 
the complete geographical inter-penetration of the two groups 
that brings about this happy result. It may be the common 
cultural background, for the distinctions between Negro and 
white culture are trivial. But whatever the cause, it is the sense 
of community, weak as it is, the sense that "we are all Americans" 
in spite of differences, that prevents the conflict breaking out 
into war. 

LACK OF "COMMUNITY, " NOT CONFLICTS, CAUSE WAR 

In the case of international war, oil the other hand, it is not 
the intensity of the conflict that matters, but the fact that no 
sense of community or joint responsibility unites the contending 
parties. The economic causes of World War I I were trivial and 
in any case were not within the dimensions of the cost of the 
war. It is not a "race war": yellow Chinese and white Americans 
fight on one side, yellow Japanese and white Germans fight on 
the other. I t is, no doubt, in part a war of ideologies, though 
there too we find some strange bedfellows, with the capitalistic 
democracies and communists Russia on one side, and fascist Ger­
many and semi-feudal Japan on the other. There is little, alas, 
in the German treatment of the Jewish people that finds no 
parallel in the American treatment of the Indian and the Negro, 
and little in Japanese imperialism that finds no parallel in the 
history of the Western powers. For purposes of war it is, of course, 
necessary to emphasize the differences between the opposing 
parties. While these differences are great indeed, the impartial 
student finds it difficult to avoid being impressed by the con-

Q* 
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tinuity of human affairs. Revolutions are never as revolutionary, 
nor opposites as opposite as they seem. The complex crystal of 
social life sometimes turns over and exposes a new facet to public 
view, but it is the same old crystal; its real changes are slow and 
continuous, and only its visible appearance changes in revolution. 
A surprising number of the New Deal inventions were anticipated 
by Mr. Hoover; and even more surprising continuity appears in 
matters of detailed policy between the Weimar Republic and the 
Third Reich. 

NATIONS FIGHT PRIMARILY FOR THEIR INDEPENDENCE 

The truth seems to be that each nation fights wars not 
primarily for ideas or ideologies, but for its own independence. 

The cat was let out of the bag admirably by the Jackson iSun1 

which observed that the answer to the question "what are we 
fighting for" was simple: "We are fighting each for the integrity 
of his own nation—Americans for the United States, English for 
England, Free French for France, Russians for Russia, and 
Chinese for China. All the rest is frosting on the cake." The editor 
might have gone on to add "Germans for Germany, Italians for 
Italy, Japanese for Japan." 

THE DILEMMA OF NATIONALISM 

Here we seem to be faced with an almost intolerable dilemma. 
We recognize on the one hand the abominable nature of war, 
yet on the other hand we must recognize that war springs from 
the desire for national independence—a desire which is almost 
universally recognized to be good. The day may come when it 
will be thought unbelievable folly to kill one another for such 
abstractions as "Germany" or "England" or "America," but that 
day is far distant. The love of country and the desire for national 
independence are perhaps the two strongest motivations in the 
world today. That they are ultimately stronger than the narrow 
"economic" motives is proved by the fact that not only nations, 
but most individuals, are prepared to sacrifice wealth, health, 
happiness, and life itself for the attainment, or the attempted 
attainment, of these national ends. Nor do we feel that there is 
anything ignoble in this. The love of country is so much better 
than the love of self that we are apt to praise it as the prince of 
virtues. We admire the hot-blooded and bitter resistance of the 
Norwegians, economically foolish though it may be, more than 

1 Quoted in the Nashville Banner, Monday, April 5, 1943. 
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the cool-headed and rather successful acquiescence of the Danes. 
Nevertheless, it is this very love of country and of independence 
which is bringing our world down in ruins and which frustrates 
every attempt to build a better world order. 

CAN WE SEPARATE THE LOVE OF COUNTRY FROM THE DESIRE FOR 
INDEPENDENCE ? 

There is only one way out of this impasse. It is the separation 
of the love of country from the desire for independence. It is the 
love of country that is admirable; it is the desire for indepen­
dence that leads to destruction. Few people want to have a 
wholly homogeneous world. There is a positive good in variety, 
and we could go even further than we have done in developing 
local pride, local colour, local differences. A multitude of inter­
dependent churches, various enough to suit the innumerable 
varieties of religious experience and yet interdependent enough 
to permit of united fellowship and common action, is an ideal in 
the religious sphere more acceptable than that of a centralized 
uniformity imposed by arbitrary, and therefore necessarily cruel, 
authority. So also in the political life we yet have to solve the 
problem of order in diversity: how to permit many varieties of 
political organization within a framework of interdependence 
and order. 

THE FEDERAL SOLUTION 

The obvious constitutional framework for the establishment 
of order in diversity is the federal system, and many voices are 
raised today advocating federation of one sort or another, whether 
on a world scale or on the basis of regional or ideological groups. 
There can be little doubt that ultimately world federation in 
some form must come; our very technological progress demands 
it. It has frequently been pointed out that the effective size of a 
nation depends on its means of transport. In an age of foot travel 
no political unit much larger than the tribe can persist for long. 
Most European nations are designed for roads and horse traffic. 
The railways permitted the development of the United States. 
Brazil is a creature of the Amazon, and the British Empire of 
the seven seas. Now the air age has burst upon us to undo much 
of the geography we learned in school—an age in which no place 
on earth is more than sixty hours from home and in which the 
Arctic Ocean seems destined to become., one of the principal 
highways of commerce. World federation has been made ulti-
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mately inevitable by the conquest of the air. Nevertheless, it 
may be a long time coming. Our bodies may travel by air, but our 
minds are still largely conditioned to a horse-and-buggy era. We 
cannot expect that the nations which have fought so bitterly for 
survival in World War II , and which, perhaps, will fight in sub­
sequent wars, will voluntarily lay down their independent fives 
in the interests of peace and progress. Neither the United Nations 
nor their enemies have been fighting World War II for the aboli­
tion of their independence, and it would be foolish optimism to 
expect a federated world to come out of a war for national survival. 

COULD A WORLD FEDERATION CREATE WORLD LOYALTY? 

To be realistic, therefore, we must accept the continued exist­
ence of independent nations for a long time to come. A nation 
is essentially a psychological rather than a physical fact; it is 
a belief in the minds of people. If people stopped believing in 
the existence of the United States it would cease to exist. Simi­
larly, a world federation must be founded on a belief, on a way 
of thinking and acting on the part of the people. That belief 
does not exist at the moment, and without it no world federa­
tion can survive. It is possible, of course, that if a world political 
organization could once be established, the belief and sentiment 
necessary to support it would grow up under its shadow. It is 
easier to educate people to be loyal to something that exists than 
to something which is only potential. The advocates of "federa­
tion now" point to the analogy of the United States and show 
how under the Constitution sectional loyalties have gradually 
been subordinated to national loyalty, so that even if in 1787 
the nation was established on a shaky psychological foundation, 
the very existence of the nation created and attracted the loyal­
ties that were necessary to sustain it. So, it is argued, if a federa­
tion of nations could be formed now, the faith and loyalty neces­
sary to its existence would grow up under its shadow. 

DIFFICULTIES OF WORLD FEDERATION 

This contention is, of course, a matter of judgment, and for 
the sake of the future it is to be hoped that the advocates of 
"Federation Now" are right. Nevertheless, in view of the wide 
diversities among existing nations, the tensions and hatreds 
caused by the war, and the present strength and probable future 
growth of nationalistic sentiment, one may be pardoned for 
doubting the optimisim of the federationists' viewpoint. The thir-
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teen colonies had a common language, a common tradition, and 
a common enemy; even these advantages did not prevent the 
Union from being torn by civil war. The nations of the world 
today—even the so-called "United Nations"—have no common 
language, and little in the way of common culture. Their only 
bond of union was a common enemy—the weakest and most ephe­
meral of all bonds-—which the very success of their common 
warfare will tend to destroy. It may be doubted, therefore, espe­
cially in view of the nationalistic reaction which war always 
seems to produce, whether any federation could at present sur­
vive long enough to make people love it. 

FUNCTIONAL INTERNATIONAL CO-OPERATION 

This is not to say, of course, that we must despair entirely 
of international action or of world order. At present, however, 
it would seem as if the most hopeful avenue of international 
co-operation is along functional lines. Many such functional organi­
zations have been operating for many years: the International 
Postal Union, the International Ice Patrol, the International 
Institute of Agriculture in Rome, the Bank of International 
Settlements, and the many departments of the League of 
Nations and the International Labour Office. Already an inter­
national monetary organization is on the agenda of the United 
Nations. The United Nations Relief and Rehabilitation Admin­
istration could well become a permant addition to the world's 
political resources. Many other functional international bodies 
are needed—for example, an international body to deal with 
legal problems, such as citizenship and property laws, an inter­
national body for the unification of national statistics, a body 
for the study of population problems, a body to deal with educa­
tional problems, a body to deal with communications—especially 
air transport and radio, both of which are essentially world­
wide in their scope. Many others might be added to the list. 

DANGERS OP A WORLD STATE 

None of these developments in themselves, however, will 
prevent war, for none of them involve any real relinquishment 
of ultimate national sovereignty. War will always exist as long 
as national governments exist which are independent and irre­
sponsible. One method of eliminating war, of course, would be 
the development of a world-state. This method, however, is 
utterly impracticable at the present time, and also has grave 
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dangers of its own. A world-state, particularly if it is based on 
military force, might easily degenerate into a world tyranny. 
Indeed, it might almost be said that a world-state has been 
tried, and failed: the Roman Empire included almost the whole 
communicable world, and fell apart mainly because of a failure 
to inspire internal solidarity. A world in which there are refugees 
is bad enough, but a world in which there is no place of refuge 
would be worse. A uniform and authoritarian world-state might 
easily become a horrible and inescapable tyranny, destructive 
of liberty, of variety, of creativity, and of progress. 

WORLD INTEGRATION THROUGH RESPONSIBLE NATIONALISM 

There is, however, another avenue of progress towards world 
integration which offers more hope of success, and which up to 
the present has been little recognized. This is the development 
of policies of world responsibility on the part of national govern­
ments. We have seen that the crux of our international disorder 
is the lack of any responsible world government. We have war 
mainly because the government o f each country regards itself, 
in the international field, as responsible only for the welfare of 
its own citizens, and does not even in theory accept any responsi­
bility for the welfare of foreigners. The government of the United 
States, in making judgments of policy, considers only the welfare 
of the people living within the boundaries of the United States. 
It is sufficient justification for any policy to show that on balance 
the people o f the United States are benefited by it. It is not 
considered any argument against a particular policy to point out 
that mankind as a whole is the loser by it. Take, for example, 
the debate that centres around tariff policy. Both the opponents 
and the advocates of a particular tariff—say on shoes—are united 
in their standard of judgment. They both agree that the tariff 
should stand or fall according to its effect on Americans. The 
advocates will point to the benefits accruing to the American shoe 
industry, the opponents will point to the losses to consumers or 
to exporters. The difference is merely about the effects of the i 
tariff, not about the criterion according to which it should be 
judged. Anyone who suggested that the tariff was bad because 
it injured Czechoslovaks and other "foreigners" more than it 
benefited Americans would simply be laughed out of court. Yet 
this "American only" criterion is precisely what is meant by 
irresponsible government in the international field. 
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REASONS FOR HOPE IN THIS DIRECTION: NATIONS ARE THE REAL 

REPOSITORIES OF POWER 

It may be thought too optimistic to hope for the growth of 
international responsibility in the conduct of national govern­
ments. The record of national governments in this respect is so 
uniformly bad that the attempt to reform them may be thought 
quixotic in the extreme. Nevertheless, there are reasons to sup­
pose that the efforts of men of good will would be more fruitfully 
exercised in this field than in many others. In the first place, 
national governments exist; they are the repositories of real 
political power at the moment and are likely to be for many 
years to come. Any international organization, however elegant 
its formal constitution, will ultimately be the instrument of the 
"powers," singly or in groups. Hence, an attack on the principles 
of conduct of national governments goes right to the root of our 
political disorder. Concentration on world organization merely as 
organization is likely to be futile. 

WORLD GOVERNMENT MUST WATT ON THE GROWTH OF WORLD 
LOYALTY 

Secondly, national feeling is too strong at the moment to 
permit the establishment of a truly responsible world govern­
ment. There must be a further growth in the sentiment of world 
citizenship among large masses of people before a world govern­
ment could survive long enough to be a reality. Unless this senti­
ment exists in sufficient degree, mere organization is bound to go 
down on the rocks of national sentiment and self-interest. As a 
preliminary stage in the development of world order, therefore, 
it is necessary to increase the sense of world responsibility among 
individual citizens and individual nations. 

THERE ARE PRECEDENTS FOR RESPONSIBLE NATIONALISM 

In the third place, a policy of international responsibility is 
not altogether unprecedented, though on a limited scale. The 
"good neighbour" policy of the United States is a tacit admission 
that the government of the United States cannot be indifferent 
to the welfare of citizens of Central and South America. The 
British Commonwealth of Nations is based ultimately on a 
certain tradition of decent conduct towards each other on the 
part of the governments of Great Britain and the Dominions. It 
might almost be defined as a group of independent nations bound 
together by a sense of common responsibility. When the British 
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Government wishes to do anything—for example, restrict im­
ports which might affect adversely the interests of the Domin­
ions, the Dominion governments are consulted, and special 
arrangements are made with them. On the other hand, to take a 
single example, where the interests of Denmark are affected, the 
British government has no hesitation in attempting to ruin the 
Danish pig industry in the interests of a pressure-group of British 
farmers, without consultation or even a by-your-leave. It is 
evident that there is no reason whatever, given the will to do it, 
why Denmark should not be treated exactly like New Zealand. 
Nevertheless, the sphere of responsible action extends only to 
the countries of the Commonwealth; to countries outside this 
sphere no considerations of responsibility limit the self-centred-
ness of national policy. 

THE PROGRAMME IS CAPABLE OF UNILATERAL APPLICATION 

A fourth consideration is that a programme of world responsi­
bility is capable of immediate and continuous development and 
need not wait upon the snail-like processes of international 
agreement and organization. It is capable of unilateral applica­
tion; any nation can immediately begin to apply it without 
waiting for others. Perhaps the principal reason why the forces 
of nationalistic reaction were so strong, and the forces o f inter­
national co-operation so weak in the inter-war period was that 
nationalism—for example, that of the Nazis—was capable of 
immediate, one-sided expression, whereas the international order 
—as in the Disarmament Conference—-waited hopelessly upon 
unanimous agreement. What nobody will do unless everybody 
does is never done, and there is a real sense in which all action 
is unilateral. There is more hope for any policy that can be imple­
mented immediately by existing organizations than for policies 
that require wide agreement and new organizations. 

INSTITUTIONAL IMPLEMENTATION OF RESPONSIBLE NATIONALISM 

It would be quite possible to introduce a responsible foreign 
policy gradually, and almost imperceptibly, without any change 
in existing institutions. Nevertheless, there are certain institu­
tional changes that might be valuable in crystallizing the change 
and making it more apparent. A formal "declaration of inter­
dependence" on the part especially of a large and powerful 
nation like the United States would have an enormous effect. 
It would set a formal standard for the internal criticism of irre-
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sponsible policies and would act as a constant challenge to those 
nations which maintained irresponsible policies. At a later stage 
of formalization, when the policy itself was generally accepted 
by the people, a nation might establish a "Third House"—a 
branch of the legislature consisting of representatives of foreign 
governments with power to legislate on matters affecting 
foreigners. Such would be the final implementation of a world-
responsible national policy. 

DEMOCRACY IS VALUABLE MAINLY AS A MEANS TO RESPONSIBLE 
GOVERNMENT 

It is no exaggeration to say that responsible government is 
the key to the whole political problem, in internal as well as in 
external affairs. We have seen how the development of a respon­
sible foreign policy is the way to the creation of a world order. 
It is equally true that in domestic politics the achievement of 
responsible government is the basic problem and is still far from 
full attainment. Democracy, significant as it is for human wel­
fare, is not an end in itself. It is important mainly as a means 
to responsible government. It is not the peculiar mode of choosing 
legislators that makes democracy significant; it is the fact that 
once chosen the legislators are responsible, in theory at least, to 
the people who have chosen them. The significant distinction is 
not between democracy, in the sense of representative institu­
tions, and other political constitutions, rather is it between 
responsible government and absolute government—that is, be­
tween government which regards itself as a trustee of the welfare 
of all people and government which is personal, arbitrary, and 
discriminating. Parliamentary democracy is a mechanism for 
achieving the end of responsible government. An elected legis­
lator, subject to recall or to the necessity of re-election, is more 
likely to be responsible than a dictator or a hereditary monarch. 

REPRESENTATIVE INSTITUTIONS ARE NOT ENDS IN THEMSELVES 

Unfortunately, there is a strong tendency nowadays to regard 
representative institutions—and even particular representative 
institutions—as ends in themselves. Such a view leads to great 
confusion of thought, and is indeed a menace to the very survival 
of democracy, for it prevents that self-criticism and adaptation 
which is necessary to the survival of any institution. The greatest 
danger to democracy comes from within, when it fails to fulfill 
the end for which it is devised—that is, when it fails to provide 
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a truly responsible government. Unfortunately, in late years, and 
in many countries, democracy has been fading to do its job, and 
its weakness, especially on the European continent, may largely 
be ascribed to this fact. Representative institutions by themselves 
are no guarantee of responsible government. There must be in 
addition a tradition of social cohesion and a high standard of 
responsible behaviour, not only on the part of the representatives 
but also on the part of the electors. Without this subtle psycho­
logical cement, democracy degenerates into log-rolling, and the 
representative assembly becomes a squalling cat-fight of pressure-
groups and heterogeneous interests. We have seen that the root 
of war is the fact that national governments regard themselves 
as responsible only for their own citizens. But many elected 
representatives fall short even of this ideal. They do not regard 
themselves as responsible for the welfare of their nation as a 
whole, but only responsible for their electoral district or for 
their economic or political bosses. We do not even come up to 
the relatively noble, if destructive, ideal of "our country first"; 
all too often it is only "our village first." 

THE RISE OP EXECUTIVE POWER CAUSED BY LACK OP RESPONSIBLE 
GOVERNMENT 

The failure of legislative assemblies to be generally respon­
sible as well as locally representative is at the root of the almost 
universal decay of representative institutions and the rise of 
executive power. We see this most clearly, of course, in the 
fascist countries, where the legislature is completely suppressed 
and the whole functions of government are centred in the execu­
tive dictator. But even in the democratic countries this move­
ment has been going on in a smaller degree. In the United States 
the powers of the President and of the bureaucracy have been 
growing until at times it seems as if Congress is either a tool in 
the hands of the President or a monkey wrench to throw in the 
machinery of government. In Britain, Parliament, except in times 
of great crisis, has become increasingly a claque to approve the 
doings of the Cabinet and the Prime Minister. Can we not see in 
this world-wide movement a reaction against the irresponsibility 
of elected legislatures as well as a consequence of the increasing 
responsibilities of government? Where the legislature represents 
only the clash of sectional and group interests, people naturally 
turn to the executive as the only element in government repre­
senting the common interest. Even the rise of Hitler may be 
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interpreted in part as a tragic reaction against the partisan 
loyalties of the Weimar republic. It was no accident that one of 
the slogans of the Nazi party was Gemeinnutz vor Eigennutz. 
Narrow and wicked as the Nazi concept of "common good" is, it 
represents in a perverted form a genuine longing for responsible 
and integrated government that was not satisfied by the demo­
cratic forms. Unless European democracy can satisfy this need 
for responsible government, no amount of military might can 
establish it. 

FAULTS OF GEOGRAPHICAL REPRESENTATION 

We need to be on our guard against identifying, fetish-like, 
the true goal of responsible, classless government—by the people, 
for the people—with particular forms of representation. It can 
be argued with some force that the principle of representation 
by geographical areas, on which most democratic legislatures are 
elected, does not in fact produce as great a degree of responsible 
government as could be desired. Legislators elected from local 
areas tend to represent the interests of these areas rather than 
the common good. The scandalous silver policy of the United 
States is a case in point, a policy that cannot even pretend to 
be in the common good, and that exists only because the accident 
of representation gives the Western states so disproportionate a 
power in the Senate. On the other hand, were all legislators to 
be elected at large, the personal tie between the voter and his 
representative would be broken. Possibly the answer lies in a 
composite method of representation, with some representatives 
elected on a regional or local basis, and others elected at large; 

RESPONSIBILITY AS A MORAL PROBLEM 

In the last resort, the problem of responsible government is 
more than a political problem: it is a moral problem, affecting 
the thought and conduct of every individual—even the reader of 
this page. It is true that environments and institutions modify 
the character of individuals, yet change in institutions only 
comes about as a result of changes in the individuals whose 
character the institutions reflect. It is as true today as in Plato's 
day that the nature of the state is determined by the nature of 
the individuals that compose it. Responsible government, whether 
on a world scale or even on a national or local scale, can never 
develop unless there are responsible citizens. Every man is in 
some sense an agent of the great government of human relations. 
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The officials and offices that constitute what we usually call 
" the" government constitute only a small part of government; 
the government of the home, of the school, of the business, the 
trade union, the church, the club, form a much greater part of 
human activity. Unless there is responsible government here, 
there can never be responsible government in the capital. And 
up to a point, the more responsible behaviour there is in ordinary 
human relations, the less need is there for centralized authority. 
Public authority, however well-intentioned, can never displace 
the need for responsible private authority. We are all public 
servants, whether employed by government or not. The father 
and mother have a responsibility not only to themselves but to 
the whole community in the upbringing of their children. The 
director of a corporation is just as much responsible for the 
public welfare as the head of a government bureau. A teacher in 
a private school is just as much responsible for education as a 
teacher in a public school. Unfortunately we do not always recog­
nize these responsibilities and usually have no method for making 
them effective. We are nearly all responsible for much more than 
we are responsible to. One of the main tasks of social organization 
is to unite these two senses of the word "responsibility." It is the 
prime task of the moral life to see that when our actions affect 
others we act in their interest as well as in our own. It is the 
prime task of political life to add the sanctions of law to the 
moral sanction, and to ensure, as far as possible, that those whose 
actions affect the welfare of others are in some way answerable to 
those whose lives they influence. But political sanctions are only 
of hmited application and nothing can prevent a society falling 
apart where the members are not imbued with a sense of respon­
sibility one for another. Particularly is this true where society is 
organized into groups. A society of selfish individuals might be 
able to get along, for the power of one individual to injure others 
is small, and Adam Smith's great "hidden hand" comes into play 
to turn private interest into public good. But a society organized 
into selfish groups desperately needs the cement of responsible 
behaviour. This is partly because groups can injure each other, 
and injure society, more than individuals can. Partly, also, it is 
because men as representatives of a group are much less moral 
than as selfish individuals. Men will he, cheat, steal, and kill for 
their country, their class, their trade union, their business—even 
for their church—with a single-mindedness of evil intent that 
they would never achieve as individuals. In our day more than 
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ever, then, when the individualistic society of a generation or 
two ago is being replaced by a highly collectivized society, organ­
ized^ into labour unions, employers' associations, corporations, 
and the like, is it necessary to develop on the part of individuals 
and on the part of these member-groups a sense of responsibility 
for the welfare of all. Labour leaders must not feel themselves 
solely responsible to the men that they lead, for their actions 
affect millions of consumers, unorganized workers, and employers. 
Directors and executives must not feel themselves responsible 
solely to their shareholders, for their actions affect workers, con­
sumers, and other business men. Bankers must not feel themselves 
solely responsible to their stockholers and depositors; teachers 
not solely responsible to their pupils or employers; writers not 
merely responsible to themselves. In the internal strife of society 
as well as its external warfare only the principle of universal 
responsibility can ensure peace. 



I N D E X 

A 

Accumulation: 
difficult in poor societies, 17 
involves frugality, 91 
limits of, 7, 124, 166 

Adam Smith, 254 
Adjustable Tax Plan, 155-60 
Age distribution, 2 
Aggregative thinking, 210 
Agricultural countries, weakness of. 24 
Agriculture: 

in World War I. 43-4 
in World War II, 58-61 
maintenance in, 20 
price fluctuations, effect on, 43 

Alberta, 145 
Alice in Wonderland, 134 
American Friends Service Committee, 

61 
American Relief Administration, 61 
Army, as planned economy, 234 
Assets, effect of national debt on, 200 
Austria-Hungary, 26, 45, 177 

B 

Backward areas, 96—7 
Balance of payments, 37 
Bank Act of 1844. 144 
Bank deposits, tax on, 146 
Bank rate, 141 
Banks: 

borrowing from, 160 
central, 140-5 
endangered by national debt, 161,201 

Basic mimimum, 117 
Bathtub Theorem, 123, 128 
Big business, Communist state as, 219 
Bimetallism, 147 
Black Death, 17 
Blockade, effects of, 59 
Bombing, effects of, 57-8 
Boom, 1919-1920, 47 
Booms, stopped by central banks, 

142 
Bottlenecks, 20 
Boulding, K. E., 15, 39 
Brazil, coffee valorization, 29 
Bretton Woods, 180, 182, 191 
Britain, see Groat Britain 
British Dominions: 

as semi-sovereign states, 240 
responsible nationalism in, 249 

Brookings Institution, 137 

* 
Brussels Conference, 49 
Budget: 

balanced, fallacy of, 195-9 
deficits, 129, 154-64, 203 
ten-year, 198 

Business Cycle: {see also Depressions) 
financial causes, 27 
"peak-load" theory, 238 

Business expenditure, 129 
Butter, used as axle grease, 29 

C 
Capital: 

inalienable and transferable 104 
nature of, 13-17 

Capitalism: 
property rights under, 82 
synthesis with Communism, 220 

Capitalist distribution, 111 
Capitalist, function of, 207, 215 
Carr. Professor, 222 
Central bank policy, 140-5 
Cereals, stock of, 69 
Chain store taxation, 82, 93 
Chase, Stuart, 222 
China -. 

agriculture, 96 
large family unit, 86 
population problem, 97 

Christian-Humanism, 210, 221-36 
"City famine," 22 
Class structure, 91 
Clayton Act, 229 
Closed shop, 229 
Collective farm, 83-4 
Collective ownership, 84-86 
Communism, Soviet {see also Russia), 

217-20 
Communism: 

a 3 "big business," 219 
property rights under, 83 
retains profit motive, 224 
synthesis with capitalism, 220 

Communist Distribution, 112 
Communist Party. American, 221 
Community, lack of. 243 
Competition, as condition of progress, 

92, 94 
Confidence, business, 163 
Conflict: 

economic, 211, 227 
peaceful, 240 

Consumer sovereignty, 226 



INDEX 257 
Consumption: 

nature of, 15 
restriction of, 31, 33, 119 
workers, 208 

Co-operative movement, 90, 230-3 
Counter-speculation, 100 
Chechoslovakia, deflation in, 42, 50 

D 
Dal ton, 90 
Dawee Plan, 52 
Declaration of Interdependence, 250 
Deficits, Budget {see Budget Deficits) 
Deflation: 

causes unemployment, 131-3 
effect on international trade, 176 
effect on reconstruction, 42 
futility of, 166 
leads to protection, 184 

Dehydration, 62 
Democracy, responsibility in, 251 
Denmark, 250 
Depreciating Stamp Money, 145-6 
Depression: {see also Business cycle) 

in Great Britain, 55 
non-monetary causes, 164-5 
political effects of, 122 
post-war (1920-22), 48 

Devaluation, 56 
Ditemma, war or unemployment, 125 
Discrimination, 115 
Distribution: 

as cause of famine, 22 
criteria of justice in, 110-20 
effects of adjustable tax plan on, 159 
inequality of, 104, 106 
inseparable from production, 102 

Douglas, Major, 123, 147 

E 

Economic rent, 107 
Economic surplus, 107, 108 
Employer-function, 214 
Employment: {see also Unemploy­

ment) 
an act of exchange, 34. 133 
and National Debt, 202 

Employment policy: 
full. 154-73 
international effects of, 186-9 

Equality: {see Inequality) 
in rich societies, 109 
versus productivity, 110 

Europe in 1918, 43 
Excess reserves, 143 
Exchange: 

between city and country, 22, 46 
not an equation, 215 

Exchange control. 183 
Exchange depreciation, 39, 40 

Exchange equalization funds, 182-3 
Exchange rates {see Foreign exchange) 
Exchangeable surplus, 61 
Executive power, growth of, 252 
Expectations : 

affect results of inflation, 35-6 
effect on prices, 137 
in foreign exchange, JO 

Expenditure: 
is income, 127 
wasteful, 198 

Exploitation, 115 
Exports and reparations, 52 

F 

Fair Employment Practices Commit­
tee, 118 

Famine: 
in Europe (1919), 45 
prospects for, 58 

Federation, world, 245-8 
Feeduigstuffs .-

effect on livestock products, 20 
u*se in relief programme, 65 

Fertility and the standard of life, 98 
Fertilizers : 

in World War I, 44 
in relief programme, 63 
balance among, 60 

Finance: 
of international trade, 174-5 
of reconstruction, 27—42 

Financial conferences, 49 
Fisher, A. G. B-, 95 
Fisher, Irving, 143 
Fishing, delights of, 79 
Food as a weapon, 69 
Forced abstention, 67 
Forced production, 67 
Foreign exchanges (see also Exchange 

Rates) 
period of (1918-24), 49 
under Multiple Commodity Reserve 

Standard, 151 
Foreign policy, opposed to domestic, 

186 
Foster and Catchings, 123 
Fowler, Bertram, 64 
France: 

heterogeneous nature of, 177 
inflation in, 33 
reconstruction of (19J9), 36, 38 

Freedom, decay of, 235 
Frugality, 91 

G 
"Geneva Wor ld , " 186 
General strike in Britain. 56 
Genoa conference, 49 
George, Henry, 107 



258 THE ECONOMICS OF PEACE 

Germany: 
age distribution in, 12 
distribution of food, 22 
effect of inflation, 33 
exchange depreciation in, 40 
gifts to, 38 
reconstruction of, (i8 
reparations question, 41, 51—3 

Gesell, Silvio, 123 
Gibraltar, 59 
Gifts, in reconstruction, 38 
Gold, demonetization of, 191 
Gold points, 151 
Gold Standard: 

British return to, 55 
death of, 181 
instability under, 196-7 
long-run mechanism of, 150 

Government: 
economic responsibilities of, 205 
minimum functions of, 234-5 

Graham, B., 149 
Great Britain: (see also British Do­

minions) 
power of cabinet, 252 
return to Gold, 181 
unemployment and strikes in, 55-6 

Groups, immorality of, 254 
Groves, Harold M., 170 

H 
Haber Process, 44 
"Hangover Theory," 164 
Hegel, 210 
Hierarchy of need, 19 
Hitler, 252 
Hoover Moratorium, 53 
Horse, domestication of, 81 
Housing, 172 
Hundred Per Cent Reserve, 143 
Hyperinflation, 35 

I 

Imports: 
effect of inflation, 39 
finance of, 37 
necessary for reconstruction, 19 
in reparations problem, 52 

Income : 
all from property, 103 
caused by expenditure, 128 

Independence, war as price of, 239 
India, 91 
Industrial democracy, 228 
Inequality (see also Equality), 104-6 
Inflation: (see also Deflation) 

fear of, 203 
finance by, 39, 67 
period of (1918-25), 47, 50 
preferred to deflation, 50 

Inflation—cont inued 
price flexibility in, 137 
reconstruction by, 32-6 

Innovation, 87-8 
International bodies, functional, 247 
International Monetary Authority, 

190-2 
International trade, 174-93 
Investment: 

encouragement of, 167 
foreign, 175-6, 180, 191 
inter-regional, 178 
produces income, 130 
public, 172 

Italy, inflation in, 33 

J 
Jackson Sttn, 244 
Japan, 70, 87, 242 
Johnson Act, 66 

K 

Keynes, Lord, 123, 173, 180 

L 
Labour, demand for, 35 
Labour movement, 227-30 
Labour theory of value, 212-17 
Laisscz-Faire, 204-6 
Land as a capital good, 108 
Latifimdia, 85 
Leftism, 209 
Lemon growers, 233 
Lend-Lease, 66 
Lerner, A. P., 190, 200 
Liquidity Ratio, preferred, 120 
Livestock: 

decline in, 60 
maintenance of, 20 

Loans, international, 37, 38 
Loans, to Germany (1924-29), 54 
Luxuries, 23 

M 

Maldistribution, overemphasis on, 101 
Malthus, 97 
Marshall, Alfred, 148 
Marx, Karl, 108, 211-17 
Materialism, 210 
Means, limitation of, 77 
Means and ends, 76 
Mechanism, 210 
Member banks, control of, 141 
Migration, 100, 193 
Milk supply, 21, 46 
Money, depreciating stamp, 145-7 



INDEX 259 
Monopoly: 

agricultural cooperatives as, 233 
causes restrict ionism. 225-6 
Co-operatives used against, 232 
difficulties of maintaining. 192 
results in exploitation, 115 
in unions, 118 

Multiple Commodity Reserve Stand­
ard, 149-53 

Multiplier effect, 131 

N -

National debt, 160, 163, 199-204 
Nationalism, 244, 247-51 
Need versus demand. 226 
Needs and abilities, 114 
Negative taxation, 157 
Negro problem, 117, 241-3 
New economics, the, 122 
New economic policy, 83, 217 
Nonconformists, promote progress, 90 
Nutrition, in relief programme, 63 

0 
Open market policy, 141 
Opinion, shades of, 194 
Over-consumption, 16K 
Ownership, separated from control, 29, 

219 

P 

Paper money, issue of, 162 
Parity prices, 93 
"Peace effort," 119 
Peak load,238 
Phosphates, 60, 64 
Planning, 234 
Point prices, 113 
Politics versus economics, 237 
Poor Law, 117 
Population, 97-100 
Poverty: 

caused by unproductiveness, 102 
deserving, 206 
necessary, 207 

Preferred commodity ratio, 126 
Price policy in Europe, 46 
Price system, instability of, 133 
Prices: (see also inflation, deflation) 

efFects of regulation, 28-9 
flexibility of, 136-40 
rationing function of, 29 

Priestley, 90 
Production: 

chain of, 17 
nature of, 15 
related to distribution, 102 
for use or for profit, 225-7 

Profit, motive or system, 222-4 
Progress, economic, 75-100 

measurement of, 78 
nature of, 75-7 
occupational groups inimical to, 

94-5 
original and imitative, 87 
reconstruction as, 72 
revolution and, 89 

Progress and property, 213 
Progressiveness, evils of, 88 
Property: 

case for and against, 216 
definition, 82 
rights not absolute, 205 
security of, 80 
source of all income, 103 

Protection, results from deflation, 184 
Public works, 172 

Q 
Quakers, 90 

R 

Rationing: 
difficulties of, 112 
function of price, 29 

Raw materials, access to, 203 
Reconstruction: 

after World War I I , 57-73 
as capital formation, 14, 70 
effect of deflation, 42 
as economic progress, 72 
finance of, 30-3, 67 
outside help in, 18 
reparations and, 41 
subsistence industries, 25 
transport, 25 

Recovery (1918-28), 44-56 
Relief, 58, Cl-9 
Reparations, 41, 51-5 
Representative institutions, 251 
Reserve ratio, 141-3 
Responsibility: 

as cure for war, 241 
as moral problem, 253-5 

Restrictionism, 225-6 
Revolutions: 

caused by depressions, 122 
results in progress, 89 

Ricardo, 97, 107 
Roman Empire, 24, 108 
Ruhr, occupation of. 52 
Rumania, 59, 91 
Russia: 

expansion eastward, 99 
communism in, 83, 217 
revolution in, 22, 69, 88 



260 THE ECONOMICS OF PEACE 

S 

Saving, involuntary, 32 
Selfishness. 22:1-4 
Short run and long run, 185 
Shortages, 137-8 
Silver policy, 253 
Skills. &t property. 84 
Small countries, difficulties of, 187 
Social credit, 147 
Social dividend, 119 
Social Gospel, 221 
Social objectives, fallacy of, 235 
Socialism, as ideal in itself, 214 
Solid money illusion, 196 
Sound finance, illusion of- 195-204 
South Africa, 181 
Sovereignty, 194, 240 
Stability, internal versus external, 183-

4, 188 
Standard, gold, see Gold standard 
Standard, Multiple Commodity Re­

serve, 149-53 
Stationary state, 172 
Subsidies to enterprise, 171 
Subsistence poods, 23-5, 79 
Subsistence ratio, 79 
Surplus value, 212 
Symmetallism, 147 

T 
Tariff: 

criterion of, 248 
"scientific," 93 

Tax : 
on bank deposits, 146 
chain store, 82 
expenditures, 170 
franchise, 171 
income, 171-3 
negative, 157 
property, 168 

Tax plan, adjustable, 155 
Tax system, as "governor," 155-6 
Taxation: 

limits property rights, 82 
negative, 157 
purpose of, 158 
substitute for inflation, 196 

Technical revolution, 99 
Tenancy, 84 
"Third House," 251 
Tight-rope act, financial policy as, 50 

Trade, international trade a sample of, 
177 

Transport in reconstruction, 25 
Turkish Revolution, 88 

U 

Unemployment: (see also Depressions) 
caused by accumulation. 127 
caused by deflation, 131 
effect of foreign investment on, 179 
in Great Britain, 55 
remedies for, 136-53 

Unionism, virtues of, 228 
United Nations, 247 
United Nations Relief and Reconstruc­

tion Administration, 69 
United States: 

difficulties of co-operatives in, 231 
"Gold Brick," 182 
war debts, 51 
world stability, 187, 189 

V 

Value theory, Marxian. 211-17 
Vicious circle, 17 
Vienna, famine in, 46 

W 

Wage adjustments, 138 
War : 

as consumption, 125 
continued (1918-23), 47 
cost of, 11, 13 
followed by inflation, 32 
as luxury industry, 24 
obstacle to reconstruction, 238 

War Communism, 217 
War debts, 61 
Welles, Sumner, 101 
Wernette, J. Phillip, 164 
Wheat, stocks of. 69 
Wishing wands, 15 
Working class, 211 
World-City, 178 
World State, dangers of, 247 

Y 

Young Plan, 53 


