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vi PREFACE 

of actual wage-rates as one of the given conditions, 
and therefore ascribe to price fluctuations the 
whole of the damage. Others assume that if 
wage-rates were altered as quickly and as much as 
in these circumstances they should be, the harm 
done by a fluctuating price level, in causing or 
enlarging fluctuations in the equilibrium rate of 
wages, would be relatively small. 

It is the aim of the· present eSsay to see what is 
the truth in this respect. An attempt will there
fore be made to find out not only how far wage
rates, with economic advantage to the community, 
could be made to conform to changes in the 
monetary demand for labour~d therefore how 
much of the unemployment resulting from those 
changes would be removed-but also, as an 
essential part of the analysis, by what means this 
adaptation of wage-rates could be brought about. 
Thus while it is hoped to shed some light on an 
aspect of monetary policy, the main task will be 
to study the separate problem oi ho')V, and to 
what extent, the level of wage-rates could be kept 
a<ljusted to a variable price level that is taken as 
given. ' 

This work was made possible by my being 
elected in 1929 to a Fellowship of the Laura 
Spelman Rockefeller Memorial for two years, 
and in 1930 to the Wrenbury Scholarship in the 
University of Cambridge. For the assistance 
thus given to me I wish to express my gratitude. 
I was encouraged to work on this problem by 
Mr. J. R. Bellerby, wbo was then a Fellow of 
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Caius College, Cambridge; and to his advise and 
generous encouragement lowe much. As my 
analysis took shape I from time to time received 
invaluable criticism and guidance from Mr. D. H. 
Robertson. I also benefited from stimulating 
suggestions made by Mr. J. M. Keynes, especially 
from suggestions which he put before the Cam
bridge Political Economy Club; and I am much 
indebted to the written works of Professor Pigou. 
Professor F. W. Ogilvie helped me greatly, at a 
later stage, by reading both the manuscript and 
the proofs and by suggesting many improvements. 
On points of detail connected with Australian 
monetary policy I have received help from" Pro
fessor D. B. Copland, of the University of Mel
bourne, from Mr. A. C. Davidson, General 
Manager of the Bank of New South Wales, and 
from othe.r Australian friends. To all these I 
would here express my sincere thanks. For the 
Indel!:, and also for valuable help in stating the 
argument, I am indebted to my wife. 

Uni'lJlrsiIJ 0/ Edinburgh. 
'JaII1II11] 1934-

K. S. I. 
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Z WAGXS POLICY AND THE PIllCE LEVlIL 

economic welfare, including in economic welfare 
the benefits of stable employment. Policies c0-

ordinated in this way will be said to be in harmony; 
otherwise they will be said to be in disharmony. 
It is the object of this book to discuss the manner 
and extent to which disharmony could be avoided, 
with net advantage to the community, by means 
of regulating wage-rates. 

It is generally agreed_ that, owing to serious 
maladjustment between wage-rates and the level 
of prices. {'Ost-war wa~rates have been above 
the equilibrium level. Evidence of this maladjust
ment hall been sought in the continuously large 
volume of unemployment. But the mere exist
ence of unemployment, even on a large scale, is 
not ill itself conclusive frO(>f.1 For the exc~s 
Of. the supply of labou!; III some industries over 
the; demand fo!; it at the ruling wage-rates might 
be matched by an equivalent scarcity in other 
indus~ries. the disappearance of unemployment 
being prevented by urunobility of labour.S But 
in fact the unemployment has been widespread; 
and it mal' therefore be taken that, between the 
conditions of the demand for and supply of labour 
-.nd the general level of wa~e<-rates, maladjust
ment has existed.s The equilibrium wage-rates 
have been below those which have ruled. 

1 See Pigou, " Wagel Policy au<i Uaemployment " (E_" 
:tormud, S,,(,'embOf '927). 

• This, in Professor Clay's view, is in fact the main cause. 
See "Unemployment and Wage-Ram" (E,_i, J......J. 
Much 192&; JePrinted in 'I'" Pmlnro f/lnJOIIriM Il,Luimu, 
PI'- ~Q3 fl#f·)" • Cf. Pigou, ibiJ. 

r 
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There is a wide difference of opinion, however, 
regarding what is the most practical way in which 
this maladjustment could be corrected. On the 
one hand, it is sometimes argued that since unem
ployment exists because wage-rates are too high, 
it would be removed by their being forced down, 
and that therefore they should be forced down. 
On the other hand, there are those who believe 
that such a policy would lead to international 
competition in wage-cutting, and hence that it 
would be largely self-defeating. But notwith
standing this difference of opinion about infer
ences, the conclusion regarding the fact of dis
parity between post-war ruling and equilibrium 
wage-rates is important. For if it can be rightly 
assumed that a disparity of this size causes more 
net loss of economic welfare (including the benefits 
of stable employment) than would have to be 
undergone in order to prevent it, it follows that, 
in an economic system that allows it to happen, 
there must be either an inconsistency in aim or a 
defect in organisation, of which the disparity 
itself and the resulting unemployment are 
manifestations. 

Maladjustment between general wage-rates and 
the conditions of demand for and supply of labour 
can come about through a change either in the 
level of wage-rates or in the conditions of demand 
or supply. Given the supplies and efficiency of 
the factors of production, and given the liking of 
the people for income and their dislike for work, 
it can occur only as a result of a change in either 
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wage-rates or the value of the product-in either, 
that is to say, wage-rates or the general level of 
prices.1 But it may be caused not only by changes 
in the profitableness of employing a given quantity 
of labour, but also by changes in the quantity of 
labour available; it can be originated otherwise 
than by a change in the relationship between wage
rates and the price level. Nevertheless, that 
relationship might be modified in a way that 
would enable the maladjustment to be avoided. 
It can therefore occur only if wage-rates and the 
price level are so related as to permit it. Whether 
they will do so or not will depend on the nature 
of the monetary and the wages policies. Hence 
it is in the relationship between these policies 
that the inconsistency in aim or the defect in 
organisation mentioned above must be sought. 

The effects of a given change in the relationship 
between wage-rates and the price level in causing 
unemployment will not, even if the total supplies 
of the various factors of production are unaffected, 
necessarily be constant so long as the new relation
ship lasts. Even in these circumstances the 
equilibrium level of wage-rates will vary ac
cording to the length of time, following the 
initial disturbance, allowed for industrial readjust
ment, and therefore the size of the disparity 
between the given level of wage-rates and the 
equilibrium level will tend to alter. This 
tendency is almost bound to be hidden, however, 

1 The porticular price level that i. relevant will b. discusoed 
belew. See III. ii. a and IlL iii. I. 
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by the effects of other changes; neither the 
supplies of the factors of production nor the hew 
adjustment between the level of prices and wage
rates being likely to stay the same for long. The 
extent of the change in the percentage of unem
ployment that will follow, and so appear to result 
from, an alteration of a given size in the relation
ship between wage-rates and the price level will 
therefore depend partly on the strength of existing 
tendencies to change in employment set up by 
previous alterations in that relationship. 

It has been said above that harmony exists 
between a country's monetary and wages policies 
when they are so c<K>rdinated that, notwithstand
ing changes in the relevant conditions, the relation
ship between the price level and wage-rates is 
always that which is economically. best for the 
community. This implies that the two policies 
must be quite consistent with each other. But if 
they are sectional and controlled by different 
interests, they are almost sure to be inconsistent 
with each other to some extent. There is there
fore little possibility that they will be quite 
harmonious,and thus jointly promote the maximum 
economic interest of the community, unless both are 
formulated and controlled by the same authority. 

Disharmony manifests itself in disequilibria 
between wage-rates and the demand price per 
unit for the available supply of labour, and hence 
in fluctuations in employment. Such disequi
libria may be set up by a movement--or by the 
lack of it if conditions require a movement-
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either in the price level or in wage-rates. Dis
harmony may therefore be either .. monetary 
disharmony" or" wages disharmony." And both 
sorts may be of different degrees. For the extent 
of the resulting disparity between the ruling and 
equilibrium wage levels may be lessened, if the 
disparity is due to monetary policy, by an 
economically appropriate alteration in the level 
of wage-rates, and if it is Que to wages policy, by 
an economically appropriate alteration in the price 
level. Such adjustment of the level of wages or 
of the level of prices will be spoken of as its 
.. unilateral adjustment." If it is to be the best 
readjustment from the point of view of the com
munity, it cannot be large enough to do away with 
the disparity altogether, but it can do away with 
it to some extent. 

We are here concerned with the relationship 
between the demand for and supply of labour in 
general and wage-rates in general; that is, we are 
concerned with a relationship between averages. 
For though labour is demanded not in general 
but for speci/i~ purposes, and though there is no 
such thing in fact as a single wage-rate for the 
whole of industry, yet there are, in given condi
tions, both a weighted average demand for labour 
and a weighted average rate of wages; and it is 
the maladjustment or disequilibrium between 
these that is disharmony. 

It has already been implied that breaches of 
the equality between the wage-rate and the 
equilibrium wage are not a sure mark of dis-
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harmony. It' has in effect been argued by some 
writers that even when the monetary and wages 
policies are harmonious, such breaches would 
occur as a result of movements in wage-rates, and 
by other writers that they would occur as a result 
of movements in the price level. Thus, in the 
first place, it has been argued by Mr. Rowe 1 

that workmen as a whole would benefit by keeping 
wage-rates above the equilibrium level; since the 
loss that such action would cause them in the form 
of unemployment would be less than the gain 
that would accrue to them, in the form of a rise 
in the equilibrium wage-rate itself, from - the 
resulting improvement in the efficiency of entre
preneurs. It follows that if this stimulus to 
efficiency were such that the workmen would 
benefit though themselves shouldering the burden 
of the unemployment, so too, other things being 
equal, would the community as a whole; and 
hence the relationship between wage-rates and the 
price level would be harmonious. In like manner 
It has been argued by Mr. Dobb 1\ that the keeping 
of general wage-rates above the equilibrium level . 
would itself cause that level to rise, owing to the 
effects it would have in lowering (or in hindering 
a rise in) the standard of living of the investing 
classes, and so in lowering (or in hindering a rise 
in) the supply prices of saving. Apart from the 
temporary unemployment that it would cause, 

1 W 41" i. P"clkl mol n..." pp. 218-29. 
I "A Sceptical View of the Theory of Wages," Et-...ic 

J.....,.,,}, December '929· 

• 
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this. policy would in effect involve a transfer of 
income from the capitalist classes to the working 
classes. Notwithstanding the opinion of Pro
fessor Robbins, we may therefore conclude that, 
given the present distribution of the national 
income, a successful use of the policy would 
increase economic welfare. 1 In these circum
stances, the rise in wage-rates in relation to the 
price level would be a sign not of disharmony but 
of harmony. The monetary authorities would 
not be serving the interests of the community 
well if they tried to offset the rise in wages by 
raising the level of prices. 

How far these high-wage policies would succeed 
in fact it is impossible in advance to say. But in 
an international system the scope for their use 
by a country acting alone is probably very small. S 

Nevertheless, to the extent that they are practic
able they are quite consistent with harmony
with that relationship between wage-rates and the 
price level which is best from the point of view of 
maximising economic welfare. 

This fact does not seriously complicate the task 
of verifying the existence of disharmony statisti
cally. This is so even though both the suggested 
policies would result in disparities between the 

1 Professor Robbins would regard this deduction as " entirdy 
iUegitimate,'J since it (' begs the great metaphysical question of 
the scientific comparabiliry uf different individual experiences " 
('fhl N./wl aM SignijitllfJU af E_it Srinlcr, p. 121). 

I See Keynes. "The Problem of High Wagea" (Politi,,,, 
Srinlcl Qua'In'Iy, 1St Number, 1930). See aloo Beveridge, 
U"""pioymmt (znd edition). p. 363. 
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ruling and equilibrium wage levels and hence in 
some unemployment. If, as a result of their being 
applied, wage-rates were always (notwithstanding 
cyclical changes in the conditions of profit
making) kept at about the same height above the 
equilibrium level, the unemployment that they 
would cause would be more or less constant. Or 
if they were applied only when other incentives to 
efficiency were lacking, and when profits were 
expanding, the unemployment that they would 
cause would be greatest when that caused by dis
harmony was least. It would be greatest during 
periods of industrial expansion, of booms in trade, 
when the efficiency of entrepreneurs tends to be 
below normal and when incomes are expanding; 
and it would be least during times of depression, 
when efficiency is already being stimulated and 
incomes are tending to contract. The effects of 
disharmony on unemployment are the direct 
opposite of this. It causes unemployment to be 
least during times of boom and greatest during 
times of depression; for booms are accompanied 
by rising prices and depressions by falling prices. 
The result is that during times of boom the 
equilibrium level of wages tends to be above the 
actual level, and during times of depression to be 
below it. There is no danger, therefore, that, so 
far as these two factors are concerned, the effects 
of harmony in causing unemployment will be 
attributed to disharmony. In any event, as we 
shall see later, l serious disparities between the 

1 IV. i. 2. 
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actual and equilibrium wage levels have not, in 
the past, been caused by movements in the rate 
of wages. . ' 

In the second place, strong arguments have 
been put forward why, in certain circumstances, 
there should be changes in the price Ievel.1 If 
these arguments are accepted as conclusive, it 
follows that changes will occur in the relationship 
between the price level- and wage-rates unless 
wage-rates are altered at once in the same propor
tion as the price level. It will be argued later 
that such changes in wage-rates would not be 
large enough to restore the actual level to equality 
with the equilibrium level. And it will also be 
argUed that the changes that ,would be large 
enough for that purpose would be in the interests 
neither of labour nor of the -community as a 
whole. 

Breaches of the equality between the ruling and 
equilibrium wage-rates that occur in conditions 
of harmony must be regarded as the price which 
the community willingly pays in order to gain 
some desired .end. But breaches caused by dis
harmony do not arise in this way: they do not 
confer upon the community more benefit than 
they inflict loss; and if there existed a reasoned 
relationship between wage-rates and the price 
level they would not occur. The main desire 
at present, however, is not to distinguish those 
breaches which arise ,out of disharmony from 

1 See. for example, Roberuou, Banking P.lity ... /hi Pm. 
LtfJd, passim. 
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those which do not; it is to emphasise that in so 
far as disharmony exists at all, inequality between
ruling and equilibrium wage-rates is the result; 
and that when the equilibrium rate is the lower, 
the result is unemployment. How to pre
vent that unemployment is a problem of great 
importance. -

In recent years much has been done towards 
finding a solution of this problem by writers who 
have approached it from the side of monetary 
policy, and who have examined the possibilities of 
controlling the price level in such a way as to 
make the equilibrium rate of wages conform- to 
the actual rate. In the present work, therefore, . 
this aspect of the. matter will be left out, and 'the 
problem will be discussed .from the point of view 
of wages policy.~ Moreover, a study of the 
matter from this point of view seems desirable 
for another reason. A good deal of the criticism 
directed' against the group of writers mentioned 
is based on the view that they would prefer to 
adjust the IlJllilfbrill'" rate of wages solely because 
they think that the actual rate is more stubborn. 
In this criticism it is. sometimes implied, and 
sometimes explicitly stated, that on grounds other 
than those of expediency, or even oli these grounds 
also, it is the adjustment of the actual rate that is 

1 This aspect haa not, of courte, been omitted by writers on 
the trade cycle; but in their worb it has natunlly occupied a 
lubordinate place. See, for enmple, the discussion 01 it in 
Pigou, lruivstrilll Flv<trultilJllS, Part I, Chap. XIX, and Part II, 
elup_ IX. 
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to be preferred.1 This view implies that if the 
actual and equilibrium rates have been thrown 
out of adjustment, a movement of the actual rate 
in the <J!rection of the equilibrium rate would be 
sure, in all circumstances, to bring the two rates 
nearer to equality; B and it also implies that the 
movement in wages; if at all considerable, would 
have a very marked effect of this kind, and so 
would largely restore =ployment to normal.' 
Clearly, this contention ought to be examined. 
By adopting as standpoint the relation of wage
,rates to the price level, at least a part of the 
analysis that would be necessary in coming to a 
conclusion upon it will be undertaken in this 
essay. 

But th~ main object of the essay is not to com
pare the relative merits of the policies of controlling 
the price level and of controlling wage-rates. It 
is to inquire whether-taking monetary policy 
as given-it would be possible, with economic 
advantage to the community, to keep the actual 

1 A typical exponent of this view is Mr. Frederic Benham 
(see his British MD1IItary Po/icy, pllSnmJ. Having in hi! view 
«shown that Great Britain has needed to reduce wages: ever 
since 1925 to solve her internal problem of unemployment," Mr. 
Benham suggests that "The most bopeful changes of 1932, 
more hopeful even than the Lausanne settlement of reparations, 
have been tbe considerable wage reductions in Germany, America 
and elsewhere. Great Britain will not employ her idle men and 
idle plant unless she follows suit" (ihi4.., pp. 92-93). 

• Mr. Benham argues that the idea that it wouid not " has 
proved disastrous in practice and it i. false. In tbe last resett 
total demand is total supply ..•• If more is produced there ii, 
therefore, & larger final demand" (ibid., p. 9+). 
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level of wages . at approximate equality with a 
fluctuating equilibrium level. To put the matter 
otherwise, the aim will be to examine the problem 
of adjusting wage-rates unilaterally. 

In discussing how effective an alteration in 
wage-rates would be in restoring equilibrium, the 
first and most difficult task will be to find out 
what are, 'precisely, the factors on which the 
effects would depend. This will be done by 
postulating conditions of disequilibrium and by 
tracing the effects on employment that would 
result from a movement in the level of wage
rates. Two different hypotheses are possible. 
It might be supposed either that the wage level 
is moved upwards, towards an equilibrium level 
which is above it, or that it is moved downwards, 
towards an equilibrium level which is· below it. 
The factors that would be concerned are the same, 
and from a theoretical point of view the two 
hypotheses are equally legitimate. At the present 
time, however, interest is naturally focussed on 
conditions in which the actual rate of wages is 
above the equilibrium rate, and in Which the 
relevant movement in wages is a lowering. This, 
therefore, is the hypothesis that will be adopted. 
It will be assumed that at the existing wage-rates 
not all workpeople can find work, and it will be 
asked what factors determine how the volume of 
employment would be affected if wage-rates were 
lowered. 

This inquiry will be undertaken in Parts I and 
II. Part I will be concerned with the factors 
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that determine how far a given lowering of wage
rates would be effective in bringing the actual 
rate down to the equilibrium rate, on the assump
tion that reactions are confined to the particular 
industry concerned; in other words, It will be 
concerned with what will be called Particular 
Equilibrium-with the factors that govern the 
position of the equilibrium rate in the given 
circumstances of disequilibrium. Part II will be 
concerned with the factors that determine how 
far, as a result of the fall in wages, this position 
might itself be shifted, and will therefore be 
ooncerned with General Equilibrium. These 
two groups of factors taken together determine 
how far the given lowering of wages would restore 
equilibrium. 

In Part III, these factors will be considered in 
relation to-different monetary policies-in relation, 
that is to say, to various degrees of fluctuation, 
caused or allowed by changes in the price level, 
in the equilibrium rate of wages. This simply 
means that an attempt will be made to gauge the 
strength of ~ese fl!ctors in various degrees of 
disequilibrium. An attempt will then be made 
to apply the conclusions on this matter to the 
problem of bringing monetary and wages policies 
Into harmony. Finally, in Part IV, certain parts 
of the argument of Part III will be verified 
statistically. 



PART I 

PARTICULAR EQUILIBRIUM 



CHAPTER I 

THE MAR.GINAL PRODUCTIVITY THEORY 

1. The variolls· repercllssiollJ callsed OJ /owerinK 
wage-rates 

THE scope of this Part and of the next was 
briefly indicated at the end of the preceding 
chapter. It is to be supposed that, for some 
reason such as a fall in the price level, there has 
occurred a breach of the equality between the 
equilibrium rate of wages and the actual rate, and 
that in the resulting conditions of disequilibrium 
the actual rate is the higher. And it is to be 
asked what factors determine how far a reduction 
in wage-rates would diminish the volume of 
unemployment existing in those circumstances. 
It will make for a dearer understanding of the 
procedure to be followed if this brief statement is 
now filled out. 

A lowering of wage-rates means a lowering of 
costs, and a lowering of costs means that a lower 
price can be charged for the product. At a lower 
price, other things being equal, more of the 
product can as a rule be sold. It therefore 
appears self-evident that a lowering of wage-rates, 
which involves a lowering of costs, would stimulate 
output and employment, and hence that it would 

C 17 • 
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lessen unemployment. But it is wrong to assume 
that if wage-rates were lowered other conditions 
'Would stay unchanged. For a considerable lower
ing of wage-rates in one industry-especially if 
it is an important industry-is likely to set up an 
appreciable reaction on employment in other 
industries; and it is likely that, as a result, there 
will be some reciprocal reaction on employment 
in the first industry. . Thus when any given 
industry lowers its wage-rates, general employ
ment will be affected in three ways: first, that 

.industry's own employment will be affected 
directly, in the manner indicated; secondly, there 
will be reactions on employment elsewhere; and 
thirdly, as a result, there will be a further reaction 
on employment within the industry itself. 

But in a general lowering of wage-rates this will 
not be all. This threefold reaction on employ
ment will be exercised by the lowering of the 
wage-rates not only of one industry but of every 
industry. The size of each of these three kinds 
of reactions taused by lowering any particular 
wage-rate will be other than it would have been 
had other wage-rates remained unchanged. Hence 
in order to estimate the change in the volume of 
employment that will be brought about by lower
ing any given wage-rate, account must be taken 
not only of the two indirect reactions (the second 
and third kinds distinguished above) as well as 
of the direct reaction, but also of the modifications 
that will be caused in all three of these by lowering 
other wage-rates at the same time. 
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The factors that determine the solution of the 
problem can therefore be at:ranged and studied in 
the following groups: first, the factors that 
determine how much the lowering of wage-rates 
by anyone industry will increase employment ir 
that industry, on the assumption that there are no 
perceptible reactions on employment elsewhere, 
and hence that there are no reactions on the 
demand schedule for the product (and thus for 
the labour) of the industry concerned; secondly, 
the factors that determine the nature and size of 
these two indirect reactions (other wage-rates 
being supposed unchanged); and thirdly, the 
factors that determine how much all of these 
reactions will be modified by the concurrent 
lowering of all other wage-rates.- As already 
mentioned, the second and third of these groups 
of factors will be discussed in the next Part, and 
the present Part will deal only with the first group. 
Throughout this Part we shall assume conditions 
of competition. 

In examining this first group of' factors there 
will be two objects: first, to find out what the 
relevant factors are; and second, to find out, on 
the assumption that there are no significant 
reactions on other industries, whether the equili
brium rate of wages in the given conditions is 
determinate. These objects are important for 
two reasons. The first is that we wish to know 
how far a given wage reduction would go in 
restoring equilibrium. The second is that we 
wish to know whether it is theoretically possible-

J 
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apart from whether it would be socially desirable 
-to keep the actual wage-rate equal to the equili
brium rate.1 In order that the analysis may serve 
both purposes, the question will be put in this 
form-What factors in the given conditions 
govern the equilibrium level of wage-rates in any 
particular industry ? 

A factor that throws the equilibrium rates of 
wages, either in individual industries or in indus
try as a whole, out of adjustment with the actual 
rates, will set up a whole series of reactions on the 
demand for labour; for the extent to which it will 
cause the demand to alter will be different accord
ing to the length of time, following the disturbance 
of equilibrium, allowed for reactions to take place. 
These reactions may be divided into three main 
groups: B firstly, those that would occur in the 

1 This second question mutt be examined before a com
pletely satisfactory solution can be found of the problem haw to 
regulate wage-rates in the best way. Moreover, those who 
believe that it is possible, by altering wage-rates, to restore 
employment to J}.ormal, without at the tame time sowing the 
seeda of future disequilibrium, .ssume, either explicitly or 
implicitly~ that.the new equilibrium nte of wages is determinate~ 
And it is one of our Wns to examine this contention. 

S AB Marshall says, H The element of time is a chief cause of 
thOle difficulties in economic investigations which make it 
necessary fur man with his limited powers to go step by step ; 
breaking up • complex question, atudyiog one bit at • time, and 
at lut combining his partial solutions into a more or I ... complete 
solution of the whole riddle. In breaking it up, he segregates 
those disturbing causes, whose wanderings happen to be incon
venient, fur the time in • peund called C,,1n'is P 1WiInu. The 
Itudy of some group. of tendencies is isolated by the assumption .tit., things btiwl tgll4l: the emtence of other tendencies is not 



THE MARGINAL PRODUCTIVITY THEORY 2. I 

.. short period," secondly, those that would occur 
in the .. long period," and thirdly, those that 
would occur in the" very long period." 

By the short period will be meant that period, 
following the breach of equilibrium, during which 
the number of firms in the industry or industries 
in which the breach initially occurs, and the 
amount and forms of the factors of production 
other than labour and working capital in each of 
these firms, remain practically unchanged. Short
period equilibrium will be reached when, given 
these conditions, all tendencies for labour to move 
from one firm or industry to another, and for 
wage-rates to move up or down, have worked 
themselves out. When this has happened there 
will no longer be any workmen unemployed, and 
no workman will have any inducement to change 
his job. The 1011g period takes into account all 
reactions that the cause of disequilibrium sets up. 
except those on the supplies of the factors of pro
duction coming into being. It is therefore the 
period, following the disturbance, during which the 
total supplies of the factors in existence remain un
altered, but during which all factors (not merely 
labour) are free to move from firm to firm and 
from industry to industry, and wage-rates are free 
to move accordingly. Long-period equilibrium 
will be reached when all such movements have 
stopped. The '/Jery /Ol1g period takes into account, 
in addition, reactions on the supplies of the factors 
denied, but their disturbing effect is neglected for a time n 

(Prinripks of E(O ..... <1. p. 366). • 

• 
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of production forthcoming; it takes account of 
the functional relationships between the prices 
paid to the factors and the supplies of them coming 
into being. Very-long-period equilibrium will 
exist when such reactions have come to an end. 
Thus the first period takes account of movements 
of labour from firm to firm and from industry to 
industry while the appliances of production remain 
the same; the second -takes account of move
ments of all the factors, and so concerns the 
distribution of the existing factors between the 

,various firms and industries; and the third takes 
account of reactions on the supplies of the factors 
themselves.1 

II. Assumptions of the marginal productivity 
theory 

Now although any given cause of disequilibrium 
will keep on affecting the height of the equili
brium wage-rates until it has quite worked itself 
out, and although, therefore, that height at any 
given time will be governed partly by the long
period effects of previous causes of disequilibrium; 
yet, since new causes of disequilibrium are coming 
into play almost continuously, the adjustment of 
wage-rates to the price level so as to avoid unem
ployment is mainly a short-period problem; it is 
the problem of adjusting wage-rates to the height 
that would maintain equilibrium in the short 
period. This view, it seems, is not always held; 

1 Cf. Manhall, Printiphs of Ee.,....;u. pp. 378-79. 
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for it is sometimes thought that a full answer to 
the problem is given by the marginal productivity 
theory. In order to show that this idea is wrong, 
certain aspects of that theory must be briefly 
examined. This examination will form the sub
ject of the rest of the present chapter. 

( According to the marginal productivity theory, 
the payment of each unit of a factor of production 
tends to equal the value of the marginal product 
of that factor; and the payment to the whole of 
each factor tends to equal the value of its marginal 
product, multiplied by the total number of units 
of the factor employed. As regards wage-rates, 
the theory asserts that they tend to equal the value 
of the marginal product of labour, or (if conditions 
are in stable equilibrium) that they equal that 
value absolutely.l If, given conditions of equili-

1 This propositiDD can be illustrated diagrammatically. Thus 
we caD imagine the applicatioD of different amounts of labour to 
a constant amount of all the other factors taken together. 

N 
KI-__ -t-.:: .. N~' 

Along 0" measure increments of the 
amount of labour applied to a COD. 

stant factor, land-capital~rganisa_ 
tion. Along Oy represent product. 
Then the thiclr. lin. NM represents 
the addition mad. tD the product by 
the employment of OM unitsof labour 
instead of OM-I units; similarly, 

o 
N'M' represents the addition made 

.... 114' :II: by employing OM' units instead of 
FIG~ 1 • OM' -1, and so on; it being assumed 

that the forms of the find factDrsar. in 
every cas. fully adapted tD the number of units of labour actually 
employed. The curve ANN' cDnsequendy .. proseots the 
diminishing marginal returns resulting from employing varying 
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brium, the value of the marginal product of labour 
for any reason falls, wage-rates, according to the 
theory, will tend to fall to equality with the new 
value of the equilibrium marginal product-that 
is, the marginal product oflabour when the given 
available supply is fully employed. The force 
relied upon to bring about this result is the effort 
to get work exerted by those thrown out of 
employment by the breach of equilibrium; the 

.. competition of these unemployed workmen bid
ding down wage-rates till all are reabsorbed into 
employment. 
. In order to see how far this theory is true of 
actual conditions, it is necessary to see in what 
hypothetical conditions equality between a factor's 
rate of pay and the value of its marginal product 
would necessarily be precise. The theory does 
not assert that this equality is precise in reality; 
it merely asserts that it tends to be precise. 
This signifies that the statement of equality is 
true to the extent that actual conditions conform 
to these hypothetical conditions. It also signifies 
that, with th~ passing of time from the occurrence 
of a change in either the rate of payor the value of 

amounts of labour in conjunction with a constant amount of 
Iand-<:apital-<>rganisation. When OM' units of labour are 
employed, the mlrginal product is N'M' and, since on the 
... umpriona made all units of labour are interchangeable, total 
wages are represented by the rectangle KN'M'O. The figure 
AKN' represents the remuneration, shown residually, of the 
constant factor, land-<:apital-<>rganisation. (CL Clark, 'Tin 
Distributi •• of JIItalth, p. 201.) 
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the marginal product of a factor, the actual con
ditions that are relevant come to conform to the 
hypothetical conditions more and more closely. 
But only if they conform to those conditions 
absolutely-only if the basic assumptions of the 
marginal productivity theory are perfectly true 
in reality-will the equilibrium rate of wages in 
actual conditions be the value of the marginal 
product of labour. Otherwise the value of the 
marginal product will only tend to become the 
equilibrium rate, and in the meantime that rate 
will be determined by other considerations. In 
later chapters an analysis will be made of what 
these other conditions are; and the remainder of 
the present chapter will be confined to a study of 
the assumptions of the marginal productivity 
theory-to a statement of the conditions in which 
the equilibrium wage-rate is the value of the 
marginal product of labour. 

These assumptions are five in number, and are 
as follows :-

(i) In the first place, competition between 
employers for workmen and between workmen 
for employment is supposed to be perfect. In so 
far as there are any monopoly elements, the state
ment that wage-rates equal the value. of the 
marginal product of labour only tends to be true; 
it tends to be true because with the passage of time 
restrictions on competition are apt to disappear. 
The theory presupposes that it is possible for any 
one workman to replace any other without 
friction; it presupposes also that both employers 

) 
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and workmen know what the conditions are else
where, and that they can at once act upon their 
knowledge. 

(ii) In the second place, the marginal product 
of labour is either the increase in output that 
would be caused by adding one more unit of 
labour to the total, or it is the decrease that would 
be caused by taking one unit away. But the 
whole of this net change can be attributed to the 
marginal unit of labour only if the total supply of 
the other factors remains the same. This is so 

. whether it is desired to reckon only the marginal 
product of the total amount of labour available, 
or that of each of the possible smaller amounts 
as welJ.1 Thus the second assumption of the 
marginal productivity theory (as applied to labour) 
is that when the amount oflabour is varied, the sup
plies of the co-operant factors remain unchanged.a 

(iii) In the third place, it is assumed that, while 
the co-operant factors are fixed in amount, the 
forms they take can be altered, and that they 
always take those forms which enable them to 
work best with the particular amount of labour 
employed.s The amount by which the output 
would be increased by having one more unit of 

1 In theory, there are u many different-oized total amounts of 
labour possible .. there are units of labour available; and thus 
we can imagine a whole marginal prnductiviry curve, .. in 
Fig. I. • 

• This assumption ref ... to the snpplies in industry IS a whole, 
not necessarily to the supplies in • particular industry. See the 
reference to this under the third lISumption (footnote 3). 

• Cf. Clark, Distribr.ti.m of fIT ,ollb, p. n6 and pp. I S~ 
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labour, or the amount by which it would be 
decreased by having one unit less, can then be 
rightly looked upon as the product of that unit. 
Further, all the units of labour are supposed to 
be alike and interchangeable. Hence when any 
given amount of labour is being employed, all 
units of it have the same productivity and get 
the same wage. Fig. I does not show that the 
marginal unit (at any point) is less productive 
than intra-marginal units are; it shows that every 
unit is less productive than it would be if there 
were fewer units.1 

If it were not for this condition, the marginal 
product of labour could not be found out in the 
above way-by what is known as the method of 
.. imputation." It could not be said that the 
whole of the difference in output was due to the 
marginal change in the amount of labour, since 
that wouJd not be the only change. The change 
in labour wouJd mean that the fixed co-operant 
factors would be worked worse or better than 
before. Thus if a unit of labour were taken 
away, the bits of the other factors used by it wouJd 
be left idle or nearly idle; and if a unit were taken 

Even if in the individual industries the H technical coeflicients" 
of production are !lxed, this third condition will be satisfied so 
long as, firstly, the factors of production are used in unlike pro
portions in the different industries, and secondly, they are free 
to move from indlDt'Y to indust'Y. Ct. Hicks, "Marginal 
Productivity and the Principle of Variation" (E_ic4, Feb. 
'93')' 

1 Cf. Carver, JOMMl of .I-maft ECIIMmic .Issodatjo., '90". 
p. '47· 
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on, bits of the other factors formerly idle or nearly 
idle would be put to work. Hence part of the 
difference in output would be the prGduct not of 
the marginal unit of labour but of these bits of 
the "Other factors. Only if, when the amount of 
labour is altered by a unit, these co-operant 
factors undergo a metamorphosis which fully 
adapts them for working with the amount of 
labour then employed, will the change in output 
be a true measure of the marginal product. 

It is sometimes tried to prove that the theory 
.is therefore unsound. Thus Mr. J. A. Hobson 
says that, even in a state of .. complete fluidity " 
of the factors of prGduction and no shortage of 
any factor, " every marginal unit would be com
posed of all the factors in such wise that the 
hypothetical elimination of anyone of these would 
sterilise to an unascertainable extent the others.'" 
However true this statement may be of actual 
conditions, it overlooks the assumptions on which 
the theory is grounded and therefore misses the 
mark. It may be answered that a theory grounded 
on such assumptions is not likely to be of much 
help in solving practical problems. But that is 
quite another thing, and it will be dealt with later. a 

1 See J.",.,.,u oj .4-'«", EmfQm1& .4-nptWn, Sept. 19"4> 

P·4S5· ' 
• Anyhow, it is not Mr. Hobson'. poiot. His grievaJlt'e 

against the marginal productivity theory fit"" to arise out of 
misunderstonding ; for he ....... to think thot there is on 
economical.ly hoot way of blending the facwn of production 10 
u to obtain a given ontput. But the blend thot is best economic
ally, given that the factors can change their fOrlllT, depends on 
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(iv) In the fourth place, in finding out the 
marginal product of labou'r by altering the 
amount employed, it is assumed that the part 
added or taken away is a very little bit of the 
whole. Otherwise there would be the same 
trouble as before. Part of the difference in out
put would really be the product not of the unit of 
labour but of the other factors; since if the unit 
were a fairly large part of the whole, a unit 
taken on would mean that the other factors would 
be worked much harder, and a unit put off would 
mean that they would not be worked nearly so 
hard. We might even think of the whole of the 
labour as being put out of work. The alteration 
that this would cause in the product would be the 
difference between the whole output and no out
put. But it would be wrong to look' upon the 
whole output as therefore being the product of 
labour. All that has to be done to prove this is 
to imagine the withdrawal, not of all the labour, 

their comparative costs. And in trying to explain the forces 
governing distribution, these must not be taken as given.. 

Mention may here be made of • similar criticism by Dr. ValL 
He argues that in fact there are « only • few expedient method! 
of co-ordination of tbe different agen .. of production" (Prin
tipks of W 4K", p. 80). Hence all the factors could not be paid 
according to their marginal product>, as reckoned hy the method 
of imputation, aince the total amount produced would not be 
geeat enough. This, also, is in effect • criticism of tbe usefuln ... 
of the theory, not of the logic. For if time is allowed for the 
factors to ub on new foImS, tbe ways in which they could he 
combined, even in the separa.te industries, would be innumerable. 
But even if this coUld be .hown to be wrong, tbe theory would 
not necessarily thereby b. proved invalid. (C!. Hicb, ibid. 
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but of, say, all the capital. That, too, would 
cause the output to be reduced to nothing (or to 
almost nothing). But plainly the whole output 
cannot at one and the same time be the product 
of labour and of nothing else and also the product 
of capital and of nothing else; and just as plainly, 
it cannot all be given as payment both to the 
labour and to the capital. This difficulty arises 
because labour is supposed to be made up in such 
large bundles-or even that it is made up in such 
a huge single bundle-that the withdrawal of a 
bundle would leave· the other factors partly or 
wholly barren. Only if the bundle, or marginal 
unit, of labour is a negligible part of the total will 
this difficulty not arise. 

(v) As we have seen, the amount of the co
operant factors must be constant. At the same 
time, each hypothetical change in the quantity of 
labour must be accompanied by such a re-adapta
tion of these other factors that they may yield the 
largest output possible for them with the quantity 
of labour employed; it being only their amount 
that is constaJlt. But there can be no hope of 
keeping this amount constant unless it is measur
able. And it will be measurable only if unlike 
parts of unlike factors can be reduced to some kind 
of uniformity-only if there is some unifying 
principle underlying the many differences. Thus, 
In the fifth place, it must be assumed that the 
diverse co-operant factors can be expressed in 
terms of some one thing.l 

1 Cf. Wich_d, Co-ortiinatirm of thll.a<os of Di,tNbt.ti .... p. 32. 
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The different factors are alike in having value 
in terms of money. They may therefore be 
stated as an amount of value; and a constant 
amount of them will be a constant amount of 
their value. This is a way out of the difficulty. 
But it is a way out only in certain conditions. For 
in following this plan care has to be taken
since the marginal product of labour is an amount 
of output-to see that the given total value, which 
is the productive power in terms of money, shall 
always stand for the same productive power in 
terms of goods. It will do this if the two follow
ing conditions are satisfied, and these two con
ditions are therefore subordinate assumptions of 
Assumption (v). 

(a) Firstly, the community's demand schedule 
for real income, stated in terms of the efforts and 
sacrifices needed for getting real income, must be 
given; throughout the whole series of marginal 
changes in the amount of labour it must stay the 
same. Otherwise the derived value of a given 
amount of productive power (even the derived 
value of the same embodiments of it) would alter. 
Thus, after the change, the given sum of money 
would buy a different amount of productive power 
from what it would have bought before; and 
hence the amount of the co-operant factors would 
not be constant. 

(0) Secondly, before reckoning up the constant 
sum, care must be taken to exclude all value that 
is in any way dependent on monopoly. In 
practice, however, there is always an element of 
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monopoly; for once waiting and risk-bearing 
have been embodied in definite forms, they 
cannot, when circumstances change, be at once 
disembodied; nor, when circumstances warrant 
it, can other waiting and risk-bearing be at once 
turned into these forms.1 Hence in the mean
time, the value of particular embodiments of 
waiting and risk-bearing may be unequal to that 
of the amount of free _waiting and risk-bearing 
needed for making others like them. 

These two conditions will not be satisfied, 
unless either there are no frictions whatever, or 
time is allowed for them to be overcome before 
new causes of disequilibrium come into play. 
From this it follows that by keeping a constant 
vallle of productive power we should be keeping 
a constant amount of productive power only if the 
value was that which would rule in a stationary 
state. In this stationary state the supplies in 
being of all the factors of production are fixed, 
but the units of each factor compete, not only 
among themselves, but also against the other 
factors, and these conditions result in equilibrium; 
they are therefore the conditions of our long 
period.2 

The assumptions on which the marginal pro
ductivity theory is based may now be briefly 
restated. They are: firstly, that there is free 
competition; secondly, that the supplies of the 
factors of production other than labour are fixed ; 

1 0. Marshall, Principus of E_itJ. p. 376. 
• See above, p. 21. 
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thirdly, that the forms taken by these factors can 
be readily altered (m other words, that for 
industry as a whole there are no fixed .. technical 
co-efficients "); fourthly, that the marginal unit 
oflabour is indefinitdy small; and fifthly, that the 
co-operant factors can be measured as if they were 
homogeneous. Hence the theory cannot be 
expected to hold true in the short period, because 
the very meaning of this term-viz. the I?eriod, 
following the upsetting of normal equilibnum in 
any industry, during which the number of firms 
in that industry, and the amount and the forms of 
the factors other than labour held in each of these 
firms, remain fixed-is a denial of all five of its 
assumptions. Those assumptions give rise to the 
conception of a stationary state, in regard to which 
the theory is strictly true. This notion gives the 
position of the marginal product at a point of 
time; it takes no account of movements that 
would occur in that position if changes in the 
supplies of the different factors were allowed to 
take place.l There is, therefore, no fixed point 
of the marginal product of a factor in the .. very 
long period "; there is a line of its trend through 
time. It is always true that wages tend to equal 
the value of the marginal product of labour; for 
the conditions that exist when equilibrium is 
upset are, with the passing of time, slowly trans
formed, until at last they approximate to those 
assumed in the theory. But long before that 

1 Of course, IUCh changes would cauae movements in the 
whole of the uwginaI productivity cune. 

D 
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stage has been reached, new causes of disequili
brium are certain to have shown themselves. 
Thus, as Clark pointed out,1 wages are always 
trying to catch up to the value of the marginal 
product-whether this is becoming greater or 
smaller-without necessarily ever succeeding. 

III. Wrong inferences from the marginal productivity 
theory 

Marginal productivity is thus a static con
ception ; the marginal productivity theory is 
strictly true only in the .. long period." Yet if it 
is to be of use in solving practical problems, it 
must be made able to work in dynamic conditions. 
The problem· of adjusting wage-rates to the price 
level is mainly a short-period problem; and, as 
we have seen, the assumptions of the theory do. 
not fit the conditions of the short period at all 
well. We must go on, therefore, to study the 
forces that determine the equilibrium level of 
wage-rates in the short period, a study that it is 
hoped will shed light on the problem of how to 
adjust wage-rates to the price level. But before 
doing this it may be well, in bringing the present 
chapter to an end, to point out that this study will 
show that three inferences often drawn from the 
marginal productivity theory are false. These 
inferences are as follow. 

(i) The first is that wage-rates are always equal 
to the value of the marginal product of labour, in 

1 ~ of W,IIl"', PP.4"5-6. 
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the sense that they are always precisely equal to 
the value of the marginal product of the labour 
actually at work. For if the value of this marginal 
product is for any reason below the ruling wage
rate, workmen will be put out of work. The more 
men thus put out of work, the larger, other things 
being equal, will be the marginal product of those 
left. And the inference is that just so many will 
be put off that the marginal product of the rest 
will be eCJ.ual to the ruling wage-rate. But this 
inference IS wrong. Only if conditions became 
quite identical with those of the stationary state 
(wage-rates still not yielding) would unemploy
ment grow to precisely that size; and equality 
between wage-rates and the value of the marginal 
product would be restored only gradually, as the 
conditions merged into those of the stationary 
state. Till that position was reached, unemploy
ment would go on changing. We shall thus 
reach the conclusion that a given cause of 
disparity between wage-rates and the value of the 
equilibrium marginal product of labour-that is, 
the marginal product if all available workmen 
were employed-would affect unemployment to 
a different extent according to the length of time 
allowed for reactions; for as the reactions take 
place the height of the equilibrium wage level 
slowly moves upwards or downwards. It follows 
that if wage-rates were always to be kept at exactly 
the equilibrium level, the appearance of a cause 
of disequilibrium only once would make it 
necessary to change wage-rates not only once but 

, 
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many times, as with the passing of time conditions 
slowly changed. 

(ii) The second wrong inference is that, dis
equilibrium having occurred, the right way to get 
rid of the resulting unemploymen.t is to lower 
wage-rates till they equal the new value of the 
equilibrium marginal product of labour; since 
the cause of the unemployment is that wage-rates 
are too high. But it is equally arguable, fJ prim, 
that the trouble is that the value of the marginal 
product is too low, and that this should be raised. 
The right inference is that equilibrium should be 
restored in the least costly way, whether by 
lowering wage-rates or by raising the value of the 
marginal product of labour. It is one of the aims 
of this essay to find out which in general is the 
least costly way. 

(tii) The third inference is that if, nevertheless, 
it is decided to restore equilibrium by lowering 
wage-rates, it will be necessary to lower them to 
precise equality with the value of the equilibrium 
marginal product of labour. This inference is 
wrong, because the equilibrium level of wage
rates is "DI, in the short period, the value of the 
marginal product. The reasons why these infer
ences are wrong will be made clearer as the 
following analysis proceeds. 



CHAPTER II 

EQUILIBRIUM IN THE SHORi' PERIOD 

THE way is now clear for our proposed ex
amination of the forces that determine how much 
a particular industry, other things being equal, 
would need to lower its wage-rates-in order. by 
so doing to reach short-period equilibrium
when a fall of a given size in the demand for 
the commodity that it produces has caused a 
fall in its demand for labour, and hence in the 
equilibrium level of its wages. The fall in the 
demand for the commodity may be due either 
to general monetary factors that affect the prices 
of all commodities, or to special factors that 
affect the price of only the particular commodity ; 
for from the present point of view the way in 
which the fall in the demand is caused does not 
matter. 

1. The conception of <I .. short-period margin<ll 
product of labour .. 

In the conditions existing just before the fall in 
the demand occurs, there will be a state of at 
least temporary equilibrium, in the sense that at 
the existing wage-rates, other things being equal, 

'7 • 
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employers would make a net loss by either put
ting men off or taking men on. There will also, 
in relation to those conditions, be a rate of wages 
that would yield long-period equilibrium; and 
in order to make the argument short, it will be 
assumed that it is this state of long-period equi
librium that actually, at the time, eXIsts; it will 
be assumed that the rate of wages is equal to the 
long-period value of the equilibrium marginal 
product of labour. 

When, owing to a fall in the price of the given 
commodity, a disparity arises between the wage
rate and the value of the equilibrium marginal 
product of the labour producing that com
modity, the marginal product, though physically 
the same, will be worthless to the entrepreneurs. 
Since, ex hypothesi, it only just paid to employ 
it before the breach of equilibrium, it will not 
pay to employ it afterwards; net profit, other 
things being equal, will be increased by cur
tailing employment. Now it may be presumed 
that entrepreneurs prefer a large income to a 
small income, and that therefore, other things 
being equal, they aim at maximising profits. 
Hence employment will, in the circumstances, 
be curtailed. In the same way, the fall in the 

'price of the commodity will cause the marginal 
products of the other factors also to be worth 
less; and if the marginal units of these factors 
could be dismissed without adverse effects on 
profits in the future, they would be dismissed 
too. But here the entrepreneurs are at a dis-
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advantage; for if they do dismiss part of these 
other factors, they will be lessening their future 
productive capacity. In the short period, the 
only way in which they can alter their profits by 
changing the size of their output is by working 
their given equipment at a different rate; the 
only way is by altering the volume of their 
employment. In the given conditions of dis
equilibrium postulated, this tendency to altera
tion in the volume of employment will be a 
tendency to curtailment. We may provisionally 
suppose that before the competition of the un
employed to get work causes the wage-rate to 
begin to fall, this tendency to curtailment of 
employment has reached its limit. This implies 
that so much labour has been dismissed that, in 
the given conditions, including the level bf wages, 
entrepreneurs are maximising their profits or are 
minimising their losses.1 

1 It .hould be noticed that on the marginal unit of labour kept 
at work there may, in fact, be a present loss.. For the limit to 
the curtailment may depcnd less on what is the most profitable 
output in the present than on the size of the labour force that i. 
needed to keep the equipment in a state of efficiency; and in 
that cue the present loss may be .uff.red in order to prevent a 
larger potential loss in the future. This is to some extent true 
of shipping at the preaent time. On certain voyages shipowners 
consistendy incur a prime loss; their receipts do not cover the 
money outlay which these voyages involve. They put up with 
this state of affain because the alternative-which ia to lay the 
ship up-would involve an even gre.ter loss. And there is no 
reason why they should not go on doing this inddinitely; for 
the loss can he made good out of the interest on their govern
ment securities. In this state of affairs a lowering of wages 
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In considering how far in these circumstances 
a given reduction in wage-rates will cause em-' 
ployment to increase, it must be observed that in 
the short period some of the entrepreneur's 
money expenses of prod.uction are fixed in 
amount; these expenses are independent of the 
size of the current output, and have to be paid 
solely in order to maintain the firm as a. going 
concern at its existing productive capacity
that is, with its ~isting outfit of appliances and 
its existing knowledge of processes. There are 
two reasons for the existence of such .. fixed 
'money expenses." The first and most im
portant is that in the short period the forms of 
some of the factors of production are fixed; 
while still liquid, as it were, these factors have 
flowed along certain channels and have there 
frozen. The second. reason is that the govern
ment finds it easier and more convenient to 
levy rates on a firm's whole undertaking than 
on each unit of output. No doubt it would 
be possible to arrange some of these overhead 
expenses-for example, rates-in such a way 
that they would vary with output and so be 
changed into prime costs. But the point that 
matters at present is that there are, in fact, some 
money expenses that in the short period are 
fixed, and have to be paid regardless of the size 

wouId probobly not a1fect the volume of employment It all; 
,ince while it is certain that the shipowner. prime loes on the 
marginal unit of labour would be diminished, it it not certain 
thAt it would be changed into I prime profit. 
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of the output. The chief of them are rent, 
. rates, salaries, insurance, interest on loans and 
debentures, and depreciation on capital. Some 
of these, of which depreciation of plant may be 
taken as an exampl~, arepartIy prime costs, 
varying with the size of the current output; but 
we are at present concerned with only that part 
of them which is independent of the current 
output. Even in the short period, entrepreneurs 
are sometimes able to get their overhead expenses 
reduced.1 But eg hypothesi they cannot do so 
by altering the amount of output that they pro
duce with their given equipment; in so far. as 
they wish to lower their costs by this means, 
while keeping their equipment intact, they will 
look only to prime costs. 

Let us suppose for the moment that the only 
prime cost IS wages. Then, allowing for the 
risk of .. spoiling the market" a and for the need 
to keep their concerns in working order, entre
preneurs will take on labour up to the point at 
which, with their given equipments, they are 
maximising their prime 3 (and therefore total) 
profits. This means that they will take on 
labour up to the point at which the taking on' 
of one unit more would cause the output of the 
commodity to increase-or the putting of a unit 
oft' would cause it to decrease-by that amount 

I An enmple ia afforded by the de-rating proviaions of the 
Local Government Act of 19'9. 

• Cf. Manhall, Priluipks of E.......ml, pp. 374-75. 
• That ia, proceeds of sale Ies. ptim. coats, 
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which, when the price had been fully readjusted, 
would be equal in value to the lowered wage
rate. Thus in trying to find out what factors 
determine the equilibrium levd of the particular 
industry's wage-rates in the short period, we 
shall have to find out what factors determine the 
value, not of the marginal product of labour, but 
of the difference in output that would be caused 
by a marginal change in the quantity of labour 
used to work the given equipment. This fact gives 
warrant for the conception of what may be called 
~he .. short-period marginal product" of labour.l 

1 It should be observed that in the opini<>n of Mr. 1. R. Hicks, 
" it is very doubtful if this conception can he given any precioe 
meaning which is capable of useful application" ('lIM 'llnury oj 
Wages, pp. Z<>-Zl). In giving his groUDds for this view, Mr. 
Hicks says: «The ambigoity of this conception comes out 
clearly when we realise that the diiference to total production 
made by the addition of a single man with form and quantity of 
co-operating capital sup~ed unchanged will be much 1 ... than 
the true marginal product (form nppnsed variable); while the 
subtraction of a single man when the forms of capital have been 
adjusted to the previous supply of labout will give a difference 
in total production much greater than the marginal product" 
(ibiJ., p. 00, foo~note :0). But this is a misundentanding; for, 
a. we shall see later (in Chap. IV of this Part), ",I"" the I'l"ipmnu 
is gi"nJ, the addition of the nth unit of labour to the quantity at 
work would cause output to increase by the same amount as the 
subtraction of the nth unit would then cause it to deer ... e. 
Further, Mr. Hicks', criticism of the conception is beside the 
point. For to PUt the matter as he does is to suppose that in 
both cases-both in taking on and in putting oll' labour-we 
.tart from a position of long-period equilibrium, in which the 
whole of the given quantity of capital (if not the whole of the 
available labour !) is at work. And that is to assume away the 
very problem-that of unemployment-in which the conception 
pronu ... t .. he of most use. 

{ 
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This conception of a short-period marginal 
product must be clearly distinguished from that 
of a true, or long-period, marginal product; it 
is not the marginal product of the marginal 
productivity theory. In that theory care is 
taken to see that no part of the product of the 
constant factors is imputed to the marginal unit 
of labour; the theory is so formulated that it 
relates only to conditions in which all parts of 
the constant factors will be worked whether the 
marginal unit of labour is employed or not. 
But in finding the marginal product in the short 
period this cannot be done. For in the short 
period the removal of a unit of labour would 
cause a part of the given equipment hitherto at 
work to become idle, and the addition of a unit 
would cause a part of it hitherto idle to be set 
to work. Thus the removal of a unit of labour 
would cause the given equipment to become less 
productive than it would have been otherwise, 
and the addition of a unit would cause it to be
come more productive. Nevertheless, we may pro
visionally regard the whole of the change in out
put resulting in the short period from a marginal 
change in the quantity of labour as the product 
of the marginal unit; that is, we may regard it 
as the .. short-period marginal product" of 
labour. For though it may be partly the pro-. 
duct of the given appliances, in the sense that 
it may be partly the result of their being worked 
at a different rate; yet (if the only prime cost is 
wages) it is wholly the product of the marginal 
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unit of labour in the sense that if that unit were 
not employed none of it would be produced at 
all; and from the point of view of whether the 
unit will be employed, it is this sense that is 
important. 

II. The .. marginal composite product" and the 
.. margina/net product of labour " 

But since, in fact, wages are not the only 
prime cost, our conception of .the "short period 
marginal product" of labour must be elaborated. 
,In this connection account must be taken of two 
other prime factors-that is, of two other factors 
whose amounts are variable in the short period. 
The first is that of working capital, and is made 
up of the costs of the raw materials 1 and of the 
funds with which to pay for them and the labour; 
other things being equal, this cost varies with 
the elasticity of the supply of short loans. The 
second is the short-period cost of enterprise; this 
consists of the costs of organisation and of the 
bearing of risk. It is a prime cost because, 
though in the short period the presence of 
the entrepreneur in a particular industry is 
certain, the amounts of work and risk that he 
actually undertakes are variable; other things 
being equal, they vary with the size of the cur
rent output. Because the forms of the constant 
factors are fixed, there is little scope in the short 

1 We may for convenience include in raw materials .uch things 
a' light, power and fuel, and .0 regard working capital and enter
ptite .. the only prime factora other than labour. 
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period for varying the amounts of these other 
prime factors co-operating with, and hence taken 
into employment at the same time as, a marginal 
unit of labour; in most industries technical 
conditions are such that an increase in the quan
tity of labour involves some increase in the other 
prime factors also. Thus the net addition to· 
the output caused by taking on a unit of labour 
(the equipment being given) must be attributed 
not solely to the .unit of labour, but to that and 
to the amounts of the two other prime factors 
taken on with it; since it is the composite pro
duct of all three of these prime factors. This 
net addition to output will therefore be called 
the .. marginal composite producl." By regarding 
each pcssible amount of labour marginally, we 
can get the .. marginal composite product" 
expressed in the form of a schedule or a curve. 
Hence in order to find the" short-period marginal 
product" of labour, it is necessary to subtract 
from the" marginal compcsite product," at each 
point, the part of it that is to be ascribed to the 
allied increases in the other prime factors, work
ing capital and enterprise; the .. short-period 
marginal product" of labour (which for short
ness will henceforth be called the .. marginal net 
product") is the amount then left over. 

In trying to find out how much of the .. mar
ginal composite product," at each point, actually 
is to be ascribed to the allied increases in working 
capital and enterprise, we cannot use the method 
of imputation. This is so because the sizes of 
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those increases are to some extent settled by 
technical conditions. But they are not in that 
way settled rigidly; the principle of substitution 
also plays a part. For in increasing his output 
in the short period (with his given appliances) 
the entrepreneur has some choice of method; 
he has some choice regarding the proportions in 
which he will increase the various prime factors. 
However, in so far as.the sizes of the allied 
increases in working capital and enterprise are 
not governed by technical considerations (that is, 
in so far as the entrepreneur has such a choice 
in fact) they are governed by considerations of 
rdative cost. Hence given" the short-period 
supply curves of working capital and enterprise
at any given. levd of wages the supply ('rices of 
labour are constant-and given the technIcal con
ditions, the sizes of those increases, though not 
necessarily the same at all points, are deter
minate; in the given conditions they are variable 
functions of the amount of labour. 

Now we have seen that the marginal com
posite produc;t can be calculated by the method 
of imputation; and we have also seen that the 
rdevant amounts of the co-operant prime factors 
are stated in the above functions, and that their 
supply prices are stated in the supply curves. 
Therefore the .. marginal net product' of labour, 
at each point, is to be found by taking from the 
marginal composite product, at the same point, 
a quantity whose value at the price per unit 
that would rule for the amount Of output then 
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being produced, would be equal to these extra 
amounts of working capital and enterprise multi
plied by their supply prices; the marginal net 
product, at each point, IS the part of the marginal 
composite product that is then left over. The 
value of marginal net product (as thus determined) 
of the whole amount of labour available is what 
wage-rates in short-period equilibrium will equal ;1 
this, with certain exceptions, B will be the short
period equilibrium wage so long as it is higher 

1 As we have seen above (p. zS, footnote z), it is sometimes 
argued against the marginal productivity theory of distribution 
that it would be impoasible to pay aU the factors of production 
according to th.ir marginal products, as more would bave to be 
distributed than bad been produced. It is generally agreed that _goins, the formal correctn ... of the .t,tic conception of the 
theoty this criticism is< pow.rl.... (For math.matical proof, see 
WlCbteed, Essay ... th, Co-tWtli1UltUm of th. Laws of Dislributies, 
and Hicks, 'The 'Theory of W Ilg", App.ndix.) While admitting 
this, Dr. Valk argues that "as soon as we reckon with the 
m.tence of more or less durable capital goods and of only a few 
eapedi.nt methocIJ of co-ordination of the different agents of 
prodllCtion, the objection that the withdrawal of a unit of one 
factor would do some damage to the productivity of the other 
factors regains its power ••• " (Printip/<s sf Will", p. So). At 
first sight, therefore, it might appear that "lainot our conception 
of a short-period marginal product the above criticism io valid. 
But this i. not so. For the fact that according to this theory 
labour io not, in the short p.riod, paid at a rate equal to the value 
of in" true" marginal product is not a disproof of the theoty, 
since the same is true in the shott period of the other facton. 
Thus the factors whose amounts in the short period are fixed are 
paid rates determined according to the conditions of the previnus 
equilibrium; and the rates of pay of the three prime facton are 
d.termined in the way described in the ten. 

• These exceptions will be discussed in the next chapter. 
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than the wage that workmen look upon as the 
equal, account being taken of the advantages and 
disadvantages of work and idleness, of what 
they could get, if unemployed, in the form of 
unemployment insurance and other benefits. 

The force that, in the conditions of disequi
librium assumed, will drive competitive wage
rates down to this short-period equilibrium level 
is the effort to get work exerted by the un
employed. As wage-rates are thus driven down
wards, there will be established at each new 
rate-if it lasts long enough for the reactions to 
take place-a state of temporary eqUilibrium, in 
which entrepreneurs are employing such a quan
tity of labour that their· profits are the largest 
possible in the conditions then existing j and 
they will be doing that only if, at each new 
wage-rate, they increase employment up to the 
point at which the net addition to the output 
that would be caused by taking on a further unit 
of labour is equal in value-when the price of 
the commodity has heen lowered enough to 
equate the demand and supply-to the lowered 
wage-rate. This means that at each new hypo
thetical wage-rate the volume of employment will 
eventually swell to the level at which the marginal 
net product of the amount of labour then being 
employed, multiplied by the demand price per 
unit for the quantity of output then being pro
duced, is equal to the wage-rate. U nti! all the 
unemployed have again found jobs (or till a rate 
is reached below which they will not offer to 
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work) this downward pressure on wage-rates will 
continue; it will therefore continue till wage
rates have fallen to equality with the value (at 
the readjusted price for the commodity) of the 
marginal net product of the supply of labour 
available-that is, till they equal the equilibrium 
value of the equilibrium marginal net product of 
labour. 

Thus in expanding employment because of a 
fall in wage-rates, entrepreneurs will take account 
of reactions, due to the expansion in output, on 
the price of the commodity; the fall in price 
will cause the increase in employment to be less 
than it would be otherwise. Such changes in 
price, however, will be taken into account only 
as a secondary reaction. For under conditions 
of competition the individual entrepreneur, in 
deciding how much to increase his output, is 
not concerned with the reactions that he will 
thus set up on the price of the commodity in 
the future; since his output is supposed to be 
so small compared with the total supply that a 
change in it alone would not affect the price 
perceptibly. But he always is concerned with 
reactions on the price that have already, at the 
time, resulted from changes in his own and 
other entrepreneurs' output in the past; and in 
the conditions assumed, not only one but every 
entrepreneur will be induced by'the fall in wage
rates to take on more labour. It follows that 
the reactions on the price will, in fact, be per
ceptible, and that their size will therefore be a 

E , 
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factor in determining how much the volume of 
employment will increase. 

We now see that the amount by which an 
industry would increase its own employment in 
the short period by lowering its wage-rates in a 
given measure depends, other things being equal, 
on two general factors: firstly, on how much, as 
the quantity of labour employed is increased, 
the marginal net product of that changing quan
tity grows or shrinks; and secondly, on how 
rapidly the demand price. for the commodity falls 
as the supply is enlarged. That is, it depends, 
'other things being equal, on the inclination of 
the marginal net productivity curve of labour in 
that industry, and on the elasticity of the demand 
for the commodity; for these are the factors that 
govern the elasticity of the industry'S demand for 
labour. 

III. The quantity of labour to be reabsorbed by 'he 
depressed industry 

But when we wish to find out, not how much 
employment- in the particular industry will in
crease liecause of a wage reduction of a given 
size, but how far wage-rates will have to fall in 
order to reach the short-period equilibrium level, 
this is not the whole of the matter. For account 
must then be taken not only of the elasticity of 
the demand for labour in that industry, but also 
of the supply of labour to be reabsorbed into 
employment there. And the size of this supply 
will depend on two things: first, on what quan-
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tity of labour in the industry has been thrown 
out of work by the original breach of equilibrium, 
and second, on how much of this displaced labour 
must be again taken on, in short-period equi
librium, by this particular industry itself. 

The first of these two things-that is,- the 
quantity of labour thrown out of work by the 
fall in the demand for the commodity-itself 
depends on two other things. Firstly, it depends 
on how large the fall in the demand for the 
commodity is; for, other things being equal, 
this determines how large a fall there will be in 
the demand price of labour per unit for the 
various amounts of labour that might be em
ployed. But secondly, given the size of this 
fall, the amount by which the volume of employ
ment will shrink will depend on how elastic is 
the demand; 1 it will therefore depend on the 

1 Along Ox measure amounts of labour, and along 0, measure 
price. Let the demand curve for labour in its old and new 

o C L 

positions be represented respectively 
by DD' and dd', and let the hQri. 
zontal straight line WW' represent 
wage-rates. Then the volume of 
employment will fall from OL to 
01, and the volume of unemploy. 
ment will be LL Given the size of 
Tt (i.,. the vertical fall in the de
mand curve), LI will be greater 

2: the ilatter is the demand curve. It 
FIG. ~. should be observed, however, that 

the demand curve is liable to fall still 
further if conditions of disequilibrium are allowed to last for a 
long time. This is especially so if the depression is general. 
See below, L iv. I. 

• 
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slope of the marginal net productivity curve of 
labour and on the elasticity of the demand for 
the commodity; since, as we have seen, these 
are the factors that determine how elastic the 
demand for labour in the industry concerned will 
be. Thus when the demand for the commodity 
falls, labour will be put off up to the point at 
which entrepreneurs would not increase their pro
fits by putting off a unit- more. In the state of 
temporary equilibrium that we have supposed 
will be reached before the fall in wage-rates 
begins, the value of the marginal net product 
of the labour still employed will therefore be 
equal to the unchanged wage-rates; in this state 
each unit of labour will" be paid a wage equal to 
the value of that amount of the commodity by 
which the removal of a unit of labour would 
cause the total output to be reduced.1 

" We may now turn to the second part of the 

1 But it may be objected that part of the reduction in output 
that is thUJ attributed to the marginal unit of labour, through 
its withdrawal, i. really the product of the fixed factors, whic4 
the withdrawal of that unit of labour puts pardy out of actine, 
and that since the entrepreneur is already paying the fixed 
factors for their ohare of the work, he will, for this part of the 
output, be paying twice over. While" however, it is true that 
the product concerned i. not the long-period marginal product 
of the quantity of labour still employed, this fact it irrelevant. 
The entrepreneur's choice is between keeping a man at work 
and dismissing him. Which course he will adopt depends, other 
things being equal, on which ;. the more profitable; and in 
deciding this he will naturally take into account the value of the 
whole amouot by which he would reduce hi> output by removing 
the workman. 
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question and ask what are the factors that deter~ 
mine how much of the labour thrown out of 
employment by the fall in the demand for the 
commodity must be re~ployed, in short~period 
equilibrium, in the depressed industry itself. All 
of it will have again to be employed there unless 
some of the workmen both can and will shift to 
jobs in other industries. In the first place, 
whether they calf shift or not will depend on 
whether or not there are obstacles to their 
mobility. The short period therefore falls into 
two parts; during the first part workmen cannot, 
because of obstacles, shift to other industries, 
and during the second, because the obstacles 
have then been cleared away, they can shift.l 
Any factors that lessen the mobility of labour 
between industries thereby lengthen the first 
part of the short period, and so cause the number 
of unemployed that the depressed industry itself 
has to employ again to be greater than it would 
be otherwise; and in this way, by making the 
equilibrium wag~rate lower than it otherwise 
would be, they make it harder for the depressed 
industry to reach a condition of short~period 
equilibrium.l Thus the first of the things that 
determine how much of the dismissed labour 
will have to be r~mployed in the depressed 

1 If the obstacl .. to the mobility of labour are vety stubborn, 
the first part of the short period may be equal to the whole • 

• It should be observed that the mobility of labour bas been 
greatly hampered in the POSt-W1If period by certain new fofCe& 
bearing on wap policy. See below, IV. i. I. 
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industry is the extent to which labour is mobile. 
But in the second place, when labour can shift
that is, when we are concerned with the second 
part of the short period-the number of the 
unemployed that will shift to other industries 
will depend on how many of them can get jobs 
there at wages a little above what they could get 
in the depressed industry; and this will depend 
on how elastic the demand for labour is in the 
depressed industry com~ed with how elastic it 
is m the rest of industry. 

IV. Conclusions 
The various factors that determine how much 

the wage-rates in the depressed industry will 
have to fall to reach the short-period equilibrium 
level can now be brought together. The first 
is the volume of unemployment; and that, as 
we have seen, is governed by the size of the fall 
in the demand for the commodity and by the 
elasticity of the demand for the labour producing 
it. The second is the extent to which the men 
thrown out of work by the fall in the demand 
can shift to other industries; and that depends 
on how strong the hindrances are to the mobility 
of labour. During the first part of the short 
period, while these hindrances cannot be over
come, the amount by which the wage-rates must 
fall to reach the equilibrium level in the con
ditions then existing depends wholly, given the 
volume of unemployment, on the third factor, 
the elasticity of the demand for labour in the 
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depressed industry; and this, in turn, is governed 
by the elasticity of the demand for the com
modity, and by the rate of fall in the marginal 
net product of labour in that industry as the 
quantity of labour employed there is increased.1 

Finally, in the second part of the short period, 
when the hindrances to the mobility of labour 
have been cleared away, the required fall in wage
rates in the depressed industry, given the quan
tity of labour originally thrown out of work, 
depends on the elasticity of the demand for 
labour not only in the depressed industry, but 
also in the rest of industry. 

In later chapters these factors will be analysed; 
for when discussing how much a lowering of all 
wage-rates would alter the volume of employ
ment in a general depression, it will be necessary 
to know, firstly, how the marginal net productivity 
curve of labour in a representative industry is 
inclined, secondly, how elastic the demand is for 
the products of the more severely depressed in
dustries, and thirdly, whether or not there are any 
new factors making it harder for labour to shift from 
these industries to other industries. The first of 
these questions will be examined in Chapter IV 
of the present Part, while the other two will be 
left till we come to discuss the effects on employ
ment that would result from lowering wage-rates 
in general. 

1 For evidence that the marginal net productivity curve will 
be inclined negatively, see below, I. iv. 3 and 4. 



CHAPTER III 

INDETERMINATENESS OF SHORT-PERIOD 

EQUILIBRIUM WAGE-RATES 

IT is usually supposed that under conditions 
of competition there is only one level of wage
rates that, in any given circumstances, would result 
in equilibrium, and that this equilibrium wage 
level is determinate. In discussing the marginal 
productivity theory, we have seen that as regards 
wage-rates in the long period this is true. And 
from the statement that competition in a depressed 
industry will keep on forcing wage-rates down 
till they are level with the value of the equilibrium 
marginal net product of labour, the impression 
may have been gathered that it is also true of 
wage-rates in the short period. But for two 
reasons it must not be taken for granted that this 
is so. In the first place, even if the equilibrium 
wage-rates must always be precisely equal to the 
value of the marginal net product of the available 
amount of labour, it does not follow that they will 
therefore be determinate; for it may be that the 
marginal net product is itselfindeterminate. And 
in the second place, it does not follow that because 
wage-rates cannot be in equilibrium if they are 

56 
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above the value of the equilibrium marginal net 
r.roduct of labour, they cannot be in equilibrium 
If they are below it. Thus before analysing the 
factors that determine how much the wage-rates 
in the depressed industry will have to be lowered 
in order to restore equilibrium, we must examine 
this question whether or not there is only one 
particular level of wage-rates that would result in 
short-period equilibrium-that is, whether the 
level of wages is determinate or not. For this 
purpose it will be necessary to find out two things: 
first, whether the marginal net product of labour 
is, or is not, determinate in all circumstances; and 
secondly, whether or not wage-rates, if they are 
to be in short-period equilibrium, must necessarily 
be equal to the value of this marginal net product. 
These questions will be examined in the present 
chapter. 

I. Indeterminateness of the marginal net product of 
laDour 

The marginal net product of labour will be 
definite only if the amount that has to be taken 
away from the marginal composite product, as the 
supply prices of the amounts of working capital 
and enterprise added at the same time as the 
marginal unit of labour, is definite also. If the 
costs of these other prime factors are arbitrary, 
the marginal net product of labour will be 
arbitrary too. In that event, short-period equi
librium wage-rates may lie anywhere between the 
value of the marginal composite product and 
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nothing; or, rather, they may lie anywhere 
between the value of the marginal composite 
product as the upper limit, and the amount bC;low 
which workmen will refuse to work (approxi
mately the amount of the unemployment insurance 
benefit) as the lower limit. Thus if in the 
depressed industry the marginal net product of 
labour and the short-period equilibrium wage
rates are to be determinate, we must know for 
sure, not only the size or the marginal composite 
product, and how much working capital and enter
prise are added along with the marginal unit of 

'labour, but also what the short-period supply 
prices of all the elements of working capital and 
enterprise will be to this particular industry. 

So far as enterprise is concerned the matter is 
simple. As we have seen above, enterprise--the 
service of entrepreneurs--is made up of risk
bearing and of the work of organisation. Its 
short-period supply prices, for the various possible 
amoun t,s, can be calculated from the marginal 
utility of income and marginal disutility of work 
and of risk-bearing to the entrepreneurs. For 
when we know the marginal disutility of enter
prise we know how much utility would.be needed 
to call forth a further unit of enterprise; and when 
we know the marginal utility of income, this 
supply price in terms of utility can be turned into 
a supply price in terms of income. By dealing 
with the various possible amounts of enterpnse 
in this wal-that is, by finding out, in regard to 
each pOSSIble amount of enterprise, how much 
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additional utility would be. needed to call forth 
another unit, and by calculating from our know
ledge of the diminishing marginal utility of income 
how much income would be required to yield 
that utility-we can draw up a complete schedule 
of the short-period supply prices of enterprise. 
As conceptions, the marginal utility of income and 
the marginal disutility of enterprise are precise; 
and therefore, since the number of entrepreneurs 
in the particular industry are in the short period 
given, the short-period supply prices of enterprise 
in that industry are determinate. 

The question whether it is possible or not. to 
estimate similar schedules of the prices at which 
working capital would be supplied to the particular 
industry in the short period must be examined 
in two parts; for the assumption that wage-rates 
are fixed under conditions of competition may be 
taken to refer either to the wage-rates of the 
depressed industry or to those of industry as a 
whole. Let us consider first the case in which it 
refers only to the wages of the particular depressed 
industry. In this case, wage-rates in the trades 
from which this industry gets the various parts 
of its working capital may be fixed under condi
tions of duopoly, and so be indeterminate.l If 
any of them are, in fact, fixed in this way, the 
prices that the industry has to pay for its working 
capital, and hence the amount that has to be sub
tracted from the marginal composite product in 

1 Cf. Pigou, EtfJ1UmJi<s oj w,Ij_, znd edition, Pt. III. 
Chap. IV., and Edgeworth, Mallnmatical Psychics, pp. 3+-48. 



60 WAGES POLICY AND THE PRICE LEVEL 

order to find the marginal net product of its 
labour, will be indeterminate also; and there will 
therefore, in the short period, be an indeterminate 
marginal net product and an indeterminate 
equilibrium level of wage-rates. But though 
the short-period equilibrium level of competitive 
wages in the depressed industry will in these 
circumstances be indeterminate, there is little 
doubt that if the trad~ unions in the comple
mentary industries are strong it will be lower than 
it would be if all wage-rates were competitive. 

The history of the post-war period shows that 
'this matter may be very important. It is generally 
agreed that during this period the trades unions 
in the sheltered industries, by keeping their 
wage-rates high, have made 1t harder for the 
depressed unsheltered industries to reach short
period equilibrium. This policy of keeping 
sheltered wage-rates high has brought about that 
result in three ways. In the first place, by keeping 
up the cost of living it has made it harder for a 
given lowering of wage-rates iii. the unsheltered 
industries to be brought about. Secondly, by 
raising the prices of raw materials, and thus by 
making the marginal net product 'of labour in 
these industries smaller than it would have been 
otherwise, it has caused the demand for labour, 
and hence also the equilibrium wage-rates, to be 
relatively lower. And thirdly, by causing fewer 
jobs to be available in the sheltered industries, it 
has made it harder for the unemJ?loyed to shift 
away from the unsheltered industrIes, and so has 
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caused the number seeking work there to be 
larger; in this way the first part of the short 
period has been gready lengthened,l and in a 
second way, therefore; the equilibrium wage
rates have been made lower than they would 
have been otherwise. 

The second part of our question relates to the 
case in which wage-rates are fixed under con
ditions of competition, not only in the given in
dustry itself, but in all other industries as well. 
In this case it can be taken that, since wage
rates are all determined under conditions of 
competition, the prices that the depressed industry 
has to pay for the different parts of its working 
capital are the competitive prices. It has to be 
asked whether or not this fact makes them 
determinate. 

Working capital' consists of raw materials, 
including such things as light and power, and of 
short loans. The supply prices of the short loans 
depend on those of waiting, and may be accepted 
as determinate. The raw materials are the pro-

1 No doubt this result iI due partly to other facton, such as 
those which have caused most of the newer industries to be 
situated far from the highly-localised unsheltered industries. 
See Committee on Industry and Trade, F urthtr Factors in 1114"'
IriJ snJ C"",,,,"ciJ Eificinory, Chap. V, Section I, and pp. 
15-16 and %5-27; also Beveridge, U"""pi<ry"",,' (2nd edition), 
pp. 358-59. It is also partly due to the fact that by adopting 
&bort-time working, employers have been able to keep their 
at.1Is together lugely at the apense of the unemployment 
insurance fund. (0. Clay, <J:h, PDSI-War U_ploymntl 
Prohkm, p. liS.) 
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ducts of the complementary industries. Their 
marginal supply price, which is the price that 
would have to be paid in order to induce the 
complementary industries to increase their output 
by a unit, will be equal to the net increase in costs, 
including those of enterprise, that the production 
of the additional unit of output in the com
plementary industries would involve; and these 
extra costs are those of ,certain specific amounts 
of the three prime factors, labour, enterprise, and 
working capital. It follows from this that the 
marginal composite product in the depressed 
'industry is the composite ~roduct of the marginal 
unit of labour and of certam determinate amounts 
of enterprise and working capital in that industry 
-those amounts taken into employment together 
with the marginal unit of labour-and also of 
certain determinate amounts' of enterprise, work
ing ca~ital, and labour, in the complementary 
industnes.1 As we have seen already, the supply 
prices of all these except the labour are definite, 
and can therefore be subtracted from the marginal 
composite p,roduct without leaving the result 
uncertain. The amount left over after this 
subtraction has been made is the product of the 
marginal unit of labour in the depressed industry 
and of a determinate quantity of labour in the 

1 Actually, the comp1ementary industries would also have their 
complementaries, and so on; so that reactions which for COli
venience in discussion are supposed to relate only to the depressed 
industry and to its complementary industries, would not in fact 
be so narrowly confined. 
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complementary industries. Hence, whether the 
marginal net product in the depressed industry is 
determinate or not depends simply on whether or 
not it is possible to ascribe to the labour in the 
complementary industries a definite part of this 
determinate remainder; 1 it depends on whether 
economic forces are such as to fix quite definitely 
how much of this mixed product of the two kinds 
of labour is to be taken by the complementary 
labour, or whether they are such as to leave the 
division undecided. 

The answer to this question is different accord
ing as labour can, or cannot, in the short period 
shift from one industry to another; that is, it is 
different according as we are dealing with the 
second part of the short period or with the first. 
In the second part of the short period, when labour 
is mobile, the amount of the marginal composite 
product taken by the complementary labour is 
definite, and hence the marginal net product of 
labour in the depressed industry is definite also. 
But in the first part of the short period, while the 
obstacles to the mobility of labour are still too 
strong, these quantities are indeterminate. In 
the one case the supply prices of the labour in the 
complementary industries are ascertainable, and 
in the other case they are not. 

1 This remainder is determinate because the marginal com
posite product. the amounts of working capital and enterprise 
added along with the marginal unit of labour, and the supply 
prices of these amounts of working capital and enterprise, are all 
determinate. See .bove, pp. 44-46. 
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The reasoning on-which these conclusions are 
based is as follows. Because wage-rates are fixed 
under conditions of competition, the whole of the 
labour seeking work will in equilibrium be em
ployed; and any wage-rate that would enable all 
to get work again will be the short-period supply 
price of labour. Further, in both parts of the 
short period labour will be distributed between 
the given depressed iqdustry and its comple
mentary industries 1 in the way that, in the given 
conditions, is the most efficient technically; it will 
be distributed in such wise that, given the 

'industrial equipment, the complementary in
dustries will be producing the right quantity of 
raw materials for the finishing industry. This 
must be so in the first part of the short period
when all are again employed-if it was so before 
the original breach of equilibrium. In any event, 
this appropriate distribution of labour will be 
established in the second part of the short period; I 
for until it is, wage-rates per unit of ~fficiency 

1 Since the products of the complementary industries are 
merely the raw materials of the depressed industry, the latter it 
in this sen .. a fuiishing industry, and it will be referred to as suciI. 

• The short-period equilibrium amount of lahour in the 
finiJhing industry and its complementary industries will be fu:ed 
only when.lahour has been so rediltributed between tJl industries 
that wage-rates are equal everywhere. A factor determining 
how much labour will be drawn away from the industries with 
which we are coneerned it the e1asticiry of the short-period 
demand for labour (above the former equilibrium amounts) in 
other industries. But while this affect! the siZl of the marginal 
,net product of labour in the particular industry in the second 
part of the short period, it does not affect its determinateness. 
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will be higher in some industries than in others, 
and workmen will therefore tend to shift from the 
low-wage to the high-wage industries. More
over, since this shifting of labour will go on till 
it has made all efficiency wage-rates equal, l it 
follows that the part of the marginal composite 
product left over as the product of the two kinds 
of labour-that is, of the marginal unit in the 
finishing industry and of the complementary 
labour taken on in conjunction with it-will in 
equilibrium, in the second part of the short 
period, be divided between them in proportion to 
their relative amounts; and since in theory it is 
possible to find out how large these amounts are, 
the marginal net product of labour is determinate. 
In relation to the second part of the short period 
this conception is therefore free from ambiguity. 

But in relation to the first part of the short 
period it is indefinite; for in that period the 
amount of the marginal composite product to be 
taken by the labour in the complementary 
industries is unascertainable. The postulated 
fall in the demand for the finished commodity 
lowers the demand in the finishing industry for 
all the prime factors; and it therefore lowers the 
demand for labour both in the finishin~ industry 
itself and also in the complementary mdustries. 
The resulting competition for employment forces 

1 More accurately, it will go 011 till it hu equalised 1I0t the 
wage-rate. but the « _ advantages .. that would he gained from 
employment in the various industries. Ct. Marahal1, P";"cipus 
of E.....,.iu, p. 13· 

F 
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down wage-rates. The more these fall in the 
complementary industries, the smaller becomes 
the amount that has to be subtracted from the 
marginal compOsite product, and hence the larger 
becomes the marginal net product of labour, in 
the finishing industry; the more wage-rates fall 
either in the finishing industry or in the com
plementary industry, the less, other things being 
equal, need they fall in _the other. They will go 
on falling in both until a position of short-period 
equilibrium is reached; and such a position will 
be reached when the aggregate wages paid to the 
marginal unit of labour in the finishing industry 
and to the co-operant labour in the comple
mentary industries, are equal in value to the part 
of the marginal composite product left over to be 
divided between them. When that position is 
reached, there will be no tendency in the first 
part of the short period for wage-rates in either 
industry to fall further, or to rise above the level 
they are at when equilibrium is first reached. 
Thus the way in which the aggregate fall in wages 
is divided between the two sorts oflabour depends 
on how faSt wage-rates fall in the one industry 
compared with how fast they fall in the other. 
The fall in the demand for labour is likely to appear 
in the finishing industry first; and hence if wage
rates in this industry fall quickly, they will prob
ably fall the further.1 But if in this industry they 

1 The truth 01 this is ""emplilied by the Wger pezantage &II, 
duriDg the post-..... period, in the wage-"'''' 01 the anshelte!ed 
industriea than in those 01 the ohdtered industries. The return 
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are stubborn, they will probably fall quite as far 
in the complementary industries. At any rate it 
is clear that in the first part of the short period, 
though the average wage-rate in the Jinishing 
and complementary industries is determinate, the 
wage-rate in each of these industries individually 
is indeterminate; the amount that has. to be sub
tracted from the marginal composite product in 
the finishing industry, in order to find the marginal 
net product of labour there, may be indeterminate 
over a fairly wide range. 

Our conclusions on the question whether the 
marginal net product of labour is determinate or 
not will now be brought together. In the first 
place, when the assumption that wage-rates are 
competitive refers only to the wage-rates of the 
partIcular depressed industry, those of the com
plementary industries may be settled' under 
conditions of bilateral monopoly, and so be 
indeterminate; and in that event the marginal 

to the gold .tmdard in '9'5 c.used exchange r.t .. to rise. Thlo 
rise brought about an automatic and proportionate fall in the 
lterling pri ... that we could get for our exportI. Thus the fall 
that took place in the monetary demand for goodo ,truck the 
umheltered industri .. fint and hardest; and this has been true 
of the later fall aloo. The above argument would therefore lead 
us to expect that, in the tint part of the short period following 
th .. e even.., w.ge-r .... would fall further in the unsheltered 
than in the theltered industries. And OJ we aball see later (in IV. 
i. I), they in fact did. Moreover, .. we have seen already, the 
policy of preventing wage-r .... from falling in the sheltered 
industries has caused the first part of the .hort """iod to be 
greatly lengthened. 
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net product of labour in the depressed industry 
will likewise be indeterminate. In the second 
place, when the assumption refers to the wage
rates of all industries, the marginal net product 
will be determinate in the second part of the short 
period but indeterminate in the first part. For 
while in the second part of the short period the 
supply prices of the complementary labour (and 
hence the amount to be deducted from the known 
remainder of the marginal composite product) is 
calculable, in the first part, since labour cannot 
then shift from industry to industry, it is 
incalculable. 

II. I/ltfjllanty between the marginal /let prodllel of 
IdQllr and efjllilibrillm wagt-raltS 

In finding out whether it is or is not always 
possible to determine the short-period equilibrium 
wage-rates, the second step is to ask whether 
wage-rates, if they are to yield short-period 
equilibrium, are bound to be equal to the value 
of the marginal net product of labour. It has 
already been shown that because of the competi
tion of workmen for employment they cannot 
exceed it; and thus it only remains to ask whether 
or lIot the competition of employers for workmen 
is sure not to let them stay below it. 

Let us therefore suppose that, in falling from 
their disequilibrium level, wage-rates in the given 
industry have overshot the mark, and have fallen 
below the highest point at which all the workmen 
would be again employed; that is, let us suppose 

< 
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that they are now lying below the value of the 
marginal net product of the equilibrium amount 
of labour. It can be taken that in these circum
stances each entrepreneur is employing /he same 
amount of labour as he was employing before the 
breach of equilibrium. There will then be no 
force at work pushing the wage-rate upwards 
unless someone would gain, at the existing rate, 
by employing at least one unit of labour more 
than this equilibrium amount; and this means 
that the wage-rate will stay the same unless there 
is at least one firm which, by taking on an extra 
unit of labour, would make a net addition to its 
output more than large enough to pay the extra 
wage. Hence in short-period equilibrium the 
competitive wage-rate may lie below the value 
of the marginal net product of the industry's 
equilibrium amount of labour, so long as there is 
no firm in which it is below the net product of an 
additional, sub-marginal, unit. From any posi
tion between these two rates that it chances to 
occupy there is nothing to make the wage-rate 
shift; it will stick wherever, within this range, it 
happens first to alight; 1 and the range is therefore 
a range of indeterminateness. 

If the various factors of production always took 
on the forms that best suited them for working 
with the quantity of labour actually employed, 
the difference between the net product of the 

1 The rates paid to the individual workmen may alight at 
different levels, but even if they do, competition will .oon force 
them all to the average level. 
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marginal unit of labour and that of the sub
marginal unit would be minute; with the result 
that the above-mentioned range of indeterminate
ness wo~d be negligible. But it does not follow 
that this range is negligible during the short 
period. For to readapt the factors of production 
takes time; and throughout the short period, as 
we know, the forms they assume continue to be 
those which were fitted for the amount of labour 
employed before there -occurred the breach of 
equilibrium. Hence in industries that use 
elaborate machinery, it is probable that the net 

I product of the sub-marginal unit of labour is in 
most firms considerably below that of the marginal 
unit, and is perceptibly below it in all firms.l 
But in the second part of the short period this 
range of indeterminateness of wage-rates is the 
same in all industries as it is in the industry in 
which it is least; and therefore, since in some 
industries the amount of labour to be used with 
the fixed capital is very flexible, it is probably 
quite negligible. But in the first part of the 
short period it may in some industries be 
considerable< 

But this range of indeterminateness, however 
large, can be of significance only if wage-rates 
can, in fact, come within it. If they cannot get 
past the highest point, and are therefore unable to 
get inside the range, the fact of their being able, 
if they could get inside it, to rest at the point 

1 Ci. Robertson, Mimdls .f EfIitlnu. b<fon 1M C ..... i_ .. 
Fifum« ..... 1 .. ","7 ('93'>, Vol I. p. 3"1-
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that they happened to reach, will be without 
significance; in such circumstances they are 
bound, in equilibrium, to be equal to the value 
of the marginal net product oflabour. And they 
are sure to stop at the highest point if, in coming 
down from their disequilibrium level, they take 
very short steps; it is only if they take long steps 
that they can get well inside it. But long steps 
do not appear to be inconsistent with competition; 
and it may therefore be accepted that, at least in 
the first -part of the short period, competitive 
wage-rates have a small range of indeterminate
ness, quite apart from the indeterminateness, 
within the individual industries, of the marginal 
net product of labour itself. 

The conclusions on this question are therefore 
that, in short-period equilibrium, wage-rates 
must lie within a fairly narrow range of indeter
minateness; they must lie between the value of 
the marginal net product of labour and that of 
the largest sub-marginal net product. The sub
marginal product concerned in the second part 
of the short period is the largest in industry 
generally, in which case the range of indetermin
ateness is negligible. But in the first part of the 
short period it is the largest sub-marginal net 
product within each of the individual industries ; 
and in this case the range in some industries may 
be significant. Usually, however, the competitive 
rate will be very close to the upper limit of the 
range; for it cannot sink far below that level 
unless it sinks in jerks, which it is not likely to do 
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as it nears a position of equilibrium. In the first 
part of the short period, however, the position 
of the range of indeterminateness in any given 
industry is itself indeterminate; since we cannot 
calculate how large, in that period, the marginal 
net product of labour will be. On the other 
hand, the position of the range in the second part 
of the short period is determinate; and so too is 
its average level for industry as a whole in the 
first part of the short period. 

Out of these conclusions there arises the 
important truth that, when the demand for 
labour changes, wage-rates will be readjusted in 
the most satisfactory way, only if the collective 
wage agreements made in the separate industries 
are brought into relation with each other. The 
importance of such co-ordination will be shown 
more fully later, as further arguments in favour 
of it are developed. But there is reason enough 
for it in the mere fact that while, during the first 
part of the short period, it is impossible to deter
mine the marginal net product of labour (a wage 
t~at would restore equilibrium) in any individual 
industry, it ij; possible to determine the average 
marginal net product of labour in industry as a 
whole. 



CHAPTER IV 

THE SLOPE OF THE MARGINAL NET PRODUCTIVITY 

CURVE OF LABOUR 

AT the end of Chapter II it was pointed out 
that an examination would later have to be made 
of the various factors, there set out, which deter
mine how much a given lowering of wage-rates 
in a depressed industry would, other things being 
equal, alter the volume of the industry's employ
ment. The first of these factors is the slope of 
the marginal net productivity curve of labour, 
and it will be discussed in the present chapter. 
Our aim will be to find out what this slope is 
likely to be in a representative industry.1 We 
wish to know not only whether the curve is 
inclined positively or negatively, but also whether 
or not it is steeper at one end than it is at the 
other; that is, we must find out the slope of 
the whole curve. In trying to do this, it will 
be necessary first to consider how much the size 
of each of the things on which the marginal net 
product depends is likely to grow or shrink, as 

1 The schedule of the margiml net product of labour fot the 
whole induotty is obuined by adding together those of the 
individual firms. 

73 
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the quantity of labour employed in the industry 
is altered, and then to make a guess what the net 
result of all these changes will be on the size of 
the marginal net product. 

I. Dependence of the marginal net prodllet of laDollr 
on the price level and on pSJehologkfll f flclors 

When the quantities of the various factors of 
production that co-operate with labour are given, 
the long-period marginal product of a given 
amount of labour cannot alter; it depends solely 
on how much less output there would be, after 
,the co-operant factors had been suitably re
shaped, if one unit of labour were put out of 
work. In the same way in the short period, 
when a given quantity of labour is being em
ployed to work the fixed amount of equipment, 
the composite product of the marginal unit of 
labour and of the given amounts of working 
capital and enterprise taken into or put out of 
employment at the same time as it, is settled 
once and for all. But this cannot be said of the 
marginal net product of labour; even though 
the equipmept is fixed, the marginal net product 
of a given amount of labour can, in the short 
period, alter. For its size depends not only on 
the size of the marginal composite product, but· 
also on how much has to be subtracted from this 
to cover the supply prices of the given amounts 
of the co-operant prime factors. And although, 
so long as the equipment is given, the marginal 
composite product must stay the same, the supply 
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prices of the working capital and enterprise, 
expressed in terms of an amount of the given 
product, can change.1 Anything that raises the 
product supply prices of either the working capital 
or the enterprise will automatically lower the 
marginal net product of labour; and anything 
that lowers those supply prices will cause the 
marginal net product to nse. Such alterations) 
will be brought about by changes in the price; 
level and by changes in the tone of mind of, 
entrepreneurs and investors. For, in the first 
place, movements in the money rate of discount 
do not keep pace with movements in the price 
level;· so that as the price level falls, the pro
ducl rate of discount tends for a time to rise, and 
vice 'lJerS4. In the second place, changes in the 
conditions of demand react on the attitude of 
mind of the entrepreneurs. When conditions 
grow better, entrepreneurs as a whole eventually 
come to think that they are better than they are, 
and when conditions grow worse, they eventually 
come to think that they are worse than they 
are; a and with these changes in their outlook 
go changes in their willingness to undertake a 
given risk. As they grow in optimism and hence 
in daring, the supply price of their enterprise 
falls; and as they grow in pessimism and hence 

1 Supply prices reckoned in terma of an amount of the product 
t1ut the facton of production concerned are employed in mUing 
will b. called the .. ~ supply prices." 

• Cf. Pigou, InJ",tritzl FI.,tv4IiMu, pp. 257-58. 
• Cf. Pigou, thiel., L vi. 
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r in timidity, it rises. Thus the marginal net 
product of labour will vary with the tone of mind 
of entrepreneurs and with the price level; grow
ing in size as entrepreneurs become more optim
istic and as the price level rises, and shrinking 
in size as they become more pessimistic and as 
the price level falls. And hence with the 
heightening of a boom the equilibrium level of 
wage-rates will rise, and with the deepening of 
a depression it will fall, hecause of the resulting 
changes both in the marginal net product itself 

• and in the value of each unit of that product. 
Because of all this, we must begtn our dis

cussion of the marginal net productivity curve 
by stating what the particular conditions are to 
which it refers. It will be most convenient to 
consider the curve that relates to the conditions 
existing before the breach of long-period equi
librium; since in those conditions the price level 
and the mental outlook of entrepreneurs and 
investors were normal. It is easy to see that at 
the point of equilibrium this particular curve 
must coincide with that of the long-period 
marginal pro~uct. For since conditions are in 
long-period equilibrium, they must also be in 
short-period equilibrium; it must be impossible 
for the representative entrepreneur to gain by 
taking on or dismissing a unit of labour, both 
in conditions that enable the other factors to be 
suitably remoulded, and also in those that do not. 
This point of coincidence will be our starting
point; and the slope of the marginal net pro-

• 
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ductivity curve will be deduced by taking the 
various things on which the size of the marginal 
net product depends, and by asking how much 
the size of each of these things would be altered 
if, in the given conditions, the amount of labour 
employed were unit by unit gradually reduced.1 

II. Methods of reducillg output ;11 the short period 
Before we can tell what effect a reduction in 

the quantity of labour would have on the marginal 
net product of the remainder, we must know 
how the reduction would be planned. At the 
outset, therefore, a brief statement must be made 
of the short-period methods of reducing output 
that are used in practice.2 There are two general 
methods, each having a number of variants. 
Firstly, there is the method of working the full 
staff short time, and secondly, there is the method 
of dismillsing part of the staff and working full 
time with the remainder. The aim of each is to 
reduce the effective quantity of labour emyloyed, 
and so to reduce the size of the wages bi! ; and 
the choice between them rests, at bottom, on 
considerations of technique. 

Output can be reduced by the short-time 
1 The •• me conclusions would be reached if,i natead of anp

posing labour to be gradually reduced, we IUpposed it to be 
gradually increased again after it had already been reduced; 
the same factors would determine the result, though they would 
be seen working in the opposite direction. 

• For a fuller disClU$ion of these metboda, .ee Pigou. Emw",;u 
qf If' ,lja". :and edition, Ill. xi. 
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method by means of three principal devices-by 
working either fewer hours per day, or fewer 
days per week, or by running fewer of the 
machines. The first is usually adopted in indus
tries in which a saving can be made on the most 
expensive working hours, so long as loss is not 
thereby caused in other ways. This is the recog
nised method of meeting a temporary depression 
in the spinning section of the cotton industry; 1 

for in that industry a sh<?rtening of the working 
day enables a saving to be made on lighting, and 
it does not cost much to start the machinery 
running. By cutting out the most costly work
ing hours, this particular way of reducing the 
quantity of labour employed has the effect of 
somewhat lessening the amount of working 
capital required per unit of labour. But in indus
tries in which there is a heavy cost in getting up 
power, as, for example, there is in coal-mining, 
this method would cause the quantity of working 
capital per <iuiit of labour to increase. More
over, in the coal-mining industry it would have 
the special drawhack that it would cause a rise 
in the average rate of efficiency wages. For 
while the whole of the working day would have 
been shortened, the part of it spent underground 
in getting to and from the place of work would 
be unchanged, and thus of the aggregate time 
in respect of which wages are paid to the day
workers (and in Great Britain these form about 60 

1 Cf. Committee on Indwtty and Trade, SfWf?IY of 'I6Ztih 
i..ustTUs, p. 3+-

• 
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per cent. of the total 1) a smaller proportion than 
before would be spent in actual work. In this 
industry, therefore, and in some of the others in 
which the initial cost of getting the machinery 
going is high, it is usual to adopt the second device 
-that of working fewer shifts per week. Lastly, 
the device of working fewer of the given number 
of machines is sometimes used-especially in in
dustries that pay piece-rates-if it either enables a 
considerable saving to be made on the cost of 
running the machinery, or cuts out part of the 
waste that would otherwise occur in raw materials. 
Thus here again there is some reduction in the 
average amount of working capital required per 
unit of labour. It is the typical method used in 
the weaving section of the cotton industry.2 

An important reason why many firms prefer 
the short-time method to the method of dismissal 
is that they wish to keep their staff's together. 
By doing this in bad times they safeguard them
selves against a shortage of labour when demand 
improves. Moreover, in many firms the work 
is of such a kind that the workmen who have , 
already become specialised to it are more valuable 
to the particular employers than other workmen 
would De; and where this is so, the wish to keep 
the staff' together is often decisive.8 

1 0. Committee on Industry and Trade, Surwy of ltulfufritJ' 
ReI.ztUnu, p. 1I0. 

I Cf. Committee on Industry and Trade, Surwy of 'r."tik 
laJamits, p. 32-

a It is important in this connection to notice that the un
employment insurance scheme hat enabled employers to keep 
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But in some industries there is a natural pre
ference for the method of dismissal, and this 
preference is likely to be stronger if wage-rates 
are mainly time-rates-as they are in, for example, 
the iron and steel· industry I-than if they are 
mainly piece-rates. Such a preference is likely 
to exist in industries in which the given plant 
and machinery can be kept going with less than 
the normal quantity of labour; for when this 
can be done, the machines formerly worked by 
the dismissed labour, though worked to less 
advantage than before, will be worked to some 
advantage. Again, this is the method normally 
used when it is decided to put some of the fixed 
plant temporarily out of use. Thus it is the 
normal method in the shipbuilding industry
which suffers from wide fluctuations in the volume 
of its output 2-and also in the shipping industry, 
in which, during times of depression, ships are 
laid Up.3 Similarly, during times of industrial 
depression, many large concerns stop work at 
some of their plants and concentrate the available 

their -staffs together with less cost to themselves than would have 
been involved otherwise. For by working short time they can 
$pread the available work over more workmen and throw the 
cost of those not actually at work at any time on the unemploy
ment insurance fund. (Cf. Clay, '[be Post-War Unnnpkyment 
Probkm, p. lIS.) 

1 Cf. Committee on Industry and Trade, Surory of Industrial 
Relations1 p. I I Z. 

• Cf. Cnmmittee on Industry and Trade, Surory of Metal 
Inaustr;el, pp. 370 and 372. 

• Cf. Committee on Industry and Trade, ibid., p. 385. 
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work on the rest; and some firms even stop 
work altogether.1 Although, in these circum
stances, the workmen still employed make no 
use whatever of the machinery put into idleness, 
the average help per unit of labour given by the 
machines is likely to be greater after a part of 
the equipment and labour have been put out 
of work than it was before; for the plants shut 
down and the machines left idle are usually the 
least efficient and the most worn. 

We are now in a position to discuss the separate 
factors that govern the slope of the marginal net 
productivity curve of labour in a representative 
mdustry. As we have seen already, these factors 
fall into two groups-those which govern the 
size of the marginal composite product (at each 
point) and those which determine how much (at 
the same point) has to be subtracted from this 
to furnish the supply prices of the working 
capital and enterprise added along with the 
marginal unit of labour. These two groups of 
factors will be discussed in the two following 
sections. 

III. The CltY'V8 oj Ihe marginal t:l)mposite product 
As the quantity of labour employed is gradually 

reduced, the size of the marginal composite pro
duct must become either greater or less, or it 
must remain unchanged. What will happen to 

• This method of a temporary shut-down is used in the coal
mining industty. Cf. Report of the Royal CoIDInisslon on the 
Coal Industty (1905), (Cmd. 2600), p. 60. 

c 
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it, in fact, depends on how much use the various 
amounts of labour other than the equilibriUIII 
amount can make of the given equipment. In 
this connection there are three things to con
sider: firstly. how much use the workmen still 
employed can make of the machines formerly" 
operated by those who have been put out of 
work; secondly. how much hindrance is caused 
to the workmen still employed by those spare 
machines that cannot be utilised; and thirdly, 
how much a reduction in the amount of labour 
disorganises the management. 

When a reduction takes place in the quantity 
'of labour, there will be more machines available 
for each unit of labour employed than there were 
before. But unless output would be greater if 
these extra machines were worked than it now is 
when they are not worked, they will be left 
unused.1 For a reduction in the quantity of 
labour could nearly always be so arranged that 
each workman still employed would operate pre
cisely the same machines as before; those formerly 
operated by the labour no longer employed 
being left in idleness. This is in effect what 
happens when fewer hours are worked per day 
and when fewer days are worked per week. In 

1 This ttatement must be alightly qualilied. It mar occuion
ally happen that, with a given quantity of labour, & firm would 
get • amaIler output in the present by working all the mac:lUna 
tlwt it would get by working only • few; but nevertheless it 
may be decided that, in the in_ of fun= production, they 
abould all be kept going; sin<:e there are some plants (I.g. amps) 
that rapidly deteriorate when DOt used. 

• 
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these circumstances, the reduction in the number 
of machines actually operated would be in pro
portion to the reduction in the quantity of labour. 
In that event, if all machines of each kind were 
equally good, and if we were concerned only 
with efficiency-units of labour,l the size of the 
marginal composite product, so far as the present 
argument goes, would be the same throughout; 
for the putting out of work of an extra unit of 
labour would cause the same reduction in output 
if many units had been put out already, as it 
would cause if only a few units had been put out 
already; and hence the curve of the marginal 
composite product would be a horizontal straight 
line., . 

But in fact the machines are not all equally 
good; the worst are usually put out of action 
first, and when demand is recovering they are 
put into action last. Besides, in practice, em
ployers are concerned not with efficiency-units 
of labour but with given workmen; and they 
therefore have a strong tendency to dismiss first, 
and to take on again last, those workmen who 
are least efficient. 2 For these two reasons, the 

1 We may define an ellicieney-unit of labour as that amount of 
labour the subtraction of which in abort-period equilibrium 
would cauac the output to fall by a unit. Some wor!:men may 
embody more of th .... ellicieney-unitl than others. But if all 
Ire paid at the .ame ellicieney wage-rate, they will be paid in 
proportion to the number of ellicieney-units that they embody, 
and other thinl!' being equal, there will be no advantage in 
dUm;ssing the lea efficient. 

• Cf. Pigou, E,,,,,,,,,,ia of W 'If'''', 2nd edition, pp. 492-<.13 • 

• 
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greater the amount of labour that has been dis
missed already, the more will output be reduced 
by the dismissal of a further unit.1 Moreover, 
this tendency for the marginal composite product 
to rise as the amount of labour employed is 
gradually reduced, is brought about in another 
way also. For though the smaller amount of 
labour will not be able to make as much use of 
the spare machines as it could if they were more 
suited to its requirements, it will be able to make 
some use of them. ThUs in so far as the curve 
of the marginal composite product depends on 
the use that the workmen still employed can 

'make of the machines formerly operated by the 
labour that has been dismissed, it will be roughly 
a straight line with a perceptible though not 
large negative slope. a 

But this is not the whole of the matter. For, 
in the second place, these spare machines are 
there whether they are used or not; and it 
may be that some of those which are not used, 
by being in the way of the workmen still em
ployed, are not a help but a hindrance. Clearly, 
however, this cannot be so where output is 
reduced by either working short time or shutting 

1 To ezprea thil fact if we were thinling of an increase in 
employment, following a depression, we should .. y that the 
gte&ter the amount of labour that has been t..... on again 
already, the leas will output be incre.sed by taking 011 • further 
unit. 

• The fact that, as labour ;. reduced, the number of spare 
machines per employed workman becomes progressively greater, 
may possibly make the curve sJjghtly coneave • 

• 
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down some of the plants; hindrance to the 
labour still employed can only occur when some 
of the machines in a factory are put out of use 
while the rest are kept going, and hindrance of 
this sort throughout the whole of industry is 
probably not serious. Besides, these machines 
that are a hindrance when not used would also 
be a hindrance to the workmen using other 
machines even if the factory were running at 
normal capacity. Thus when we are consider
ing not the height but the slope of the curve of 
the marginal composite product, the only cases 
in which account must be taken of the hindrance 
caused by the unused machines are those in 
which it is greater or less than it would be if 
these machines were being operated; and there 
is probably little difference either way. Hence 
this point does not affect our conclusion. 

Lastly, it may be urged that since the manage
ment is accustomed to the equilibrium amount 
of labour, it will become disorganised if it em
ploys less than that amount. It is evident that 
here again the argument can apply only if the 
reduction in the quantity of labour involves a 
change in the arrangements for working the 
individual plants. As re~rds such a reduction 
it probably has some weIght. But there is no 
reason for regarding it as important enough to 
influence noticeably the curve of the marginal 
composite product ina representative industry. We 
may therefore conclude that this curve is roughly a 
straight line and that it is inclined negatively. 



IV. SUDJrac/ions from the marginal tomposife 
product 

Even when we know the size of the marginal 
composite product, we have still to find out 
what amount of it is due to the working capital 
and enterprise that is put out of work together 
with the marginal unit oflabour. Thus in order 
to find out how the curve of the marginal net 
product of labour will slope, we must find out 
what changes take pl~ as the quantity of 
labour is gradually reduced, not only in the size 
of the marginal composite product, but also in 
the amount of that product due to this working 
'capital and enterprise. In examining this second 
part of the question there are two things to dis
cover: first, what changes take place, as the 
quantity of labour is reduced, in the amounts of 
working capital and enterprise dismissed with the 
marginal unit of labour; and secondly, the supply 
schedules of working capital and enterprise. 

In discussing the first of these things, all that 
need be done is to recall the conclusions regarding 
working capital that arose when we were examin
ing the different ways of reducing output. These 
conclusions were to the effect that some of the 
ways in which output is reduced are such that, 
in the early phases of the reduction, working 
capital is reduced by a larger proportion than is 
labour. At any rate this is so when output is 
reduced by working short time or by working 
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fewer of the machines in each factory. The 
result is that the amount of working capital put 
out of employment with the marginal unit of 
labour will be greater, if only a few units have 
been put out already, than if many have been. 
As regards the .amount of enterprise subtracted 
with the marginal unit of labour, there appears 
to be no reason for expecting it to alter. Thus 
taking enterprise and working capital together, 
the actual quantity put out of work. with the 
marginal unit of labour will become somewhat 
smaller as the total amount of employed labour 
shrinks.1 

But before we can tell whether or not this is 
true also of the amount of the marginal com
posite product required to pay for these quan
tities of enterprise and working capital, we must 
know what happens to the supply prices of 
enterprise and working capital per unit as the 
quantity employed is reduced. As we have seen 
above,1 the supply price of enterprise depends 
on the marginal disutility of enterprise and on 
the marginal utility of income. When we know 
the marginal disutility of the quantity of enter
prise at present supplied, we know how much 

1 If we were thinking of a ~overy from depression, and 
hence of an ina",,, in employment, we ahould. e:zp .... the ...". 
fact the other way round, by,.ying that the quantities of enter
prise and working capital taken into employment with the 
marginal unit of labour will become somewhat larger as the 
amount of employed labour grows. 

• pp. 58-59· 
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additional utility would be needed to call forth 
a further unit; and when we know the marginal 
utility of income, we can calculate how much 
income-and therefore how much of the given 
product-would be required to yield that utility. 
The marginal supply price of every possible 
amount of enterprise can be deduced in the 
same way; and a complete schedule of these 
supply prices can thus be drawn up. Now 
keeping in mind that enterprise includes risk
bearing, it is reasonable to think that, as the 
amount of enterprise incfeas~ the marginal dis
utility of enterprise will become greater-pro
gressively greater. If this view is correct, it 
follows that the addition to utility required to 
call forth a further unit of enterprise will become 
larger as the total quantity supplied increases, 
and that it will become larger by increasing 
amounts; the supply price of enterprise, expressed 
in terms of utility, will become progressively 
greater as the amount supplied increases. Fur
ther, it is generally agreed that as income in
creases, its marginal utility, other things being 
equal, diminishes. Hence when the supply price 
of enterprise is expressed as an amount of income, 
its tendency to rise progressively as the quantity 
supplied increases (or to fall regressively as 
the quantity supplied decreases) will be more 
marked than when it is expressed in terms of 
utility. 

Let us now turn to working capital. . On the 
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assumptions of Particular Equilibrium theory, a 
change in the amount of short loans demanded 
by a particular industry would not alter their 
supply price. . Thus the supply curve of working 
capital to a particular industry will be other than 
a horizontal straight line only if the supply price 
of the raw materials produced to meet the needs 
of this industry does 1I0t remain the same when 
the quantity supplied is altered. In fact it is 
almost certain to change; for it can be taken 
as a general rule that if"the quantity of a com
modity demanded increases, the supply price in 
the short period will rise, 1 and that if the quan
tity demanded decreases, the supply price in the 
short period will fall. The reasons for this are 
those we have been examining in the present 
chapter; for the factors that determine the 
marginal net product of labour also determine 
the short-period supply price of the product. 

It can now be seen that the two factors govern
ing the amount to be subtracted from the marginal 
composite product on account of enterprise and 
working capital both lead to the same result. 
It has been shown, first, that as the amount of 
labour employed is diminished, the quantity of 

1 Thus Marshall .peob of .. the almoot univenallaw that the 
term Normal being takell to refer to • thort period of time ... 
i_II". in the atMtmt tIematule4 ,.im the 1f4NIUJl supply price. 
ThiJ law io almo.t wriver.al even as regards industries which in 
long periods follow the tendency to increuing retum." (Pti .... 
riphs of £_i", p. 37<>·) 
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working capital concerned tends to become less, 
and secondly, that the supply prices both of 
working capital and of enterprise tend to fall
those of enterprise tend to fall regressively-as 
the amounts supplied are reduced. It therefore 
follows that the amount to be -subtracted from 
the marginal composite product becomes smaller 
as the quantity of labour shrinks, both ~ecause 
the actual quantities of working capital and enter
prise dismissed with the marginal unit of labour 
become smaller, and also because the supply 
prices of these quantities, 'per unit, become 
smaller; and since the fall in the supply price 
of enterprise is regressive, the amount to be sub
tracted from the marginal composite product 
falls regressively. 

We can now come to a conclusion regarding 
the curve of the marginal net product of labour. 
While, as the quantity of labour employed is 
reduced, the marginal composite product becomes 
larger, the amount to be subtracted from it on 
account of working capital and enterprise becomes 
-regressively smaller. Hence as the amount of 
labour employed declines, the marginal net pro
duct of labour tends, for both of these reasons, 
to grow larger; but since the amount to be 
subtracted from the marginal composite product 
falls regressively, the marginal net product rises 
regressively. It follows that the curve of the 
marginal net product of labour is inclined nega
tively, and that it tends to be convex; the 



NET PRODUCTIVITY CURVE OF LABOUR \11 

negative inclination is greatest near the point of 
equilibrium.1 

1 Along Ox measure units of labour, and along Or amounts 
of the product. Then the curve of the marginal net product of 
labour in a rep ...... tative indurny, when conditiona aYe DOl"l!lal, 

o 

" P' 
.~' 

may be represented by PP'. The 
oimiIar curve (p,p, ') relating to con
ditiona of optimism would 'be 
somewhat higber and flatter, since 
in those conditiona the IUppliea of 
enterprise and working capital 
would be more elastic; and the 
curve (P.P. ') relating to conditions 
of depressiDl1 would be IOmewhat 

L lI: lower and steeper, ,moe in theae 
FIo. 3. condition. the supplies of enterprise 

and working capital would be I ... 
elastic (see above, I. iv. I). If OL io the equilibrium amotm1: 
of labour, WL will be the equilibrium product-wage. Beyond 
W the curve gets much steeper; for since the maohinory 'is 
adjusted to OL units of labour, there will b. no more idle 
machines, onoe OL unit. oyo again employed, to bting into 
employment with the muginal unit of labour. 



CHAPTER V 

INFERENCES CONCERNING WAGE REGULATION 

THE foregoing study of the factors that govern 
the height of equilibrium wage-rates in a single 
industry was designed as- merely the first step in 
examining whether or not it would be possible to 
restore equilibrium, when there exists a general 
depression, by lowering the level of wage-rates. 
Nevertheless, out of that study there arise three 
inferences that should be taken into account in all 
schemes for bringing wage-rates under control. 
These inferences relate to the difficulties that 
would be met with in trying to keep wage-rates 
always at the equilibrium level, and they will 
therefore be of use to us at a later stage in the 
argument. 

The first inference is that when, for any reason, 
conditions have arisen that make the existing 
wage-rate too high for all workmen to keep their 
jobs, equilibrium would 1101 be restored by lower
ing the wage-rate at once till it is equal to the new 
value of the .. true .. marginal product of labour; 
that is, it would not be restored by bringing 
product wage-rates back to their old height. For 

92 
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in order to reach the equilibrium level in the 
short period, wage-rates must be brought down to 
equality with the value of the marginal net product 
of labour. Now when conditions are normal, 
the marginal product and the marginal net 
product of the equilibrium amount of labour are 
equal. But we are here concerned with conditions 
of slump; and other things being equal, the 
marginal net product relating to such conditions 
is smaller than that relating to normal conditions. 
It therefore follows that in order to reach the 
equilibrium position in the short period, wage
rates must in a depression fall to a level that is 
klDW the new value of the .. true" marginal 
product oflabour. 

In the first part of the short period (while 
labour cannot shift from industry to industry) 
the marginal net product of labour in each of the 
individual industries is indeterminate; but the 
average of all these separate marginal net products 
is determinate. These facts give rise to the second 
inference, which is that in readjusting wage-rates 
after a change has taken place in the demand for 
labour, the wage agreements reached in the 
separate industries need, in some way, to be co
ordinated.I 

The last inference is that given such a change 
in the demand for labour, the readjustment of 
wage-rates that would be required in order to 
maintain equilibrium, even supposing that no 

I See above, pp. 71-'12. 
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new cause of disequilibrium should arise, would 
be not a single readjustment but a continuous 
process of readjustment; and this process would 
have to go on, while the conditions of one period 
gradually merged into those of the next, until a 
state had been reached of very-long-period 
equilibrium. There would not be a fixed equili
brium level of wages even in the short period; 
for the marginal net product oflabour (and hence 
the equilibrium rate of wages) rises or falls with 
growing optimism or pessimism of entrepreneurs. 
And as we have just seen; the equilibrium rate is 
different in the short period from what it is in the 
long period. Moreover, it.is different in the 
long period from what it is in the very long period. 
For a change, in the rate of pay obtained by a 
factor of production will cause a change in the 
amount of that factor in being; and the very 
long period takes such reactions into account. 
In very-long-period equilibrium all these reactions 
will have ended; there will be no tendency, so 
far as the given cause of disturbance is con
cerned, for the supplies of the factors of production 
to alter. The equilibrium rate of pay of each 
factor will be equal to the value of the marginal 
product of the amount of it then supplied. But 
these rates of pay will be different from what they 
were in the long period; since the changes that 
in the meantime will have occurred in the total 
amounts of the factors of production will have 
altered their marginal products. Furthermore, 
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these various reactions are going on all the time; 
the equilibrium level of wages is never still. 
From this it follows that to keep wage-rates 
always at precisely the equilibrium level would in 
practice not be possible. 



B 

PART II 

GENERAL EQUILIBRIUM 



CHAPTER I 

ASSUMPTIONS 

So far we have supposed that 'whrn a given 
industry that is suffenng from depression lowers 
its wage-rates there will be no reactions on em
ployment in other industries. In connection 
with a depression confined to a single industry, 
the other industries being in equilibrium, this 
assumption may pass. But from now on we shall 
be concerned with general depression; and in 
these circumstances a lowering of wage-rates in 
one industry can and will set up reactions on the 
volume of employment in others, and as a result,· 
it will set up a further reaction on emploYIn$!nt 
within the gIven industry itself. The next step, 
therefore, will be to study the nature of these 
reactions.l 

Let us therefore suppose that a fall has taken 
place throughout industry as a whole in the 
monetary demand for labour,. with the result that 

1 These reactiono form the aecond group of facto.. dit
tinguished on P. '9-

I In making thit assumption it is not meant to pronounce on 
the question whether ruch falls in the demand for labour are 
primary, or whether they are only oecondary, phenomena of 
trade deprcaaiona. 
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the equilibrium level of wage-ra.tes has fallen 
below the actua1level. We wish to find out in 
what ways, and to what extent, a lowering of 
wage-rates by one industry would in these,circum
stances react on the volume of employmc;nt of all 
the others. In the conditions of depression that 
would emst, wage-rates would tend to fall in other 
industries also. But for purposes of study, the 
effects of a wage reduction In one industry on 
employmC1}t in Others must be kept separate from 

\ \ the effects of a reduction in those industries' own 
, wage-rates; and thus during the present part of 

the analris that tendetl.CY will be left out of 
account • 

. In making this study of the reactions that a 
lowering of w~es in one industry would cause 
on emplopnent In the rest of industry, and of the 
modifications in these reactions that would be 
caused by the concurrent lowering of the wages 
of other Industries, it will be convenient to begin 
with certain assumptions. In Chapter IV these 
assumptions will be dropped, and the argument 
will be brought into clOser touch with actual 
conditions. The assumptions are as follow l-

(i) That the industrial system with which we 
are concerned is .. closed." 

(ii) That ~rates and other contract rates. 
instead of being stated in terms of money, are 
stated in terms of the product of the particular 
industry in which the la.bour or other factors of 
production receiving them is employed. Thus 

1 It wiI1 be token into &CCO\1I1t in Chapter 1lI of thiI Part. 
, 
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we suppose that the wage-rates of bootmakers are 
expressed in terms of boots, that those of watch
makers are expressed in terms of watches, that 
those 0& bakers are expressed in terms of loaves, 
and so' on. Since these product wage-rates 
determine the cost ofIabour, per unit of efficiency, 
it is they: which are important froin the point of 
view of' entrepreneurs and of the volume of 
employment. Workmen, however, are interested 
in the real wage-rate; in exchange for their boots, 
their watches, their loaves, they wish to get an 
equivalent value of goods in general. But it is 
immaterial whether they do this through the 
medium of the entrepreneurs or whether they do 
it directly. In either event, the wage-rates that 
in one industry are lowered and that in the others 
remain unchanged are the respective product 
wage-rates. This assumption will enable us to 
set aside for the moment the complications that 
might arise out of monetary policy. 

(iiI) That the industry .whose wage-rates are 
lowered by a given percentage consists of all the 
processes in making and marketing a given con
sumable commodity (say cotton goods), and that 
no part of this industry is in any way supple
mentary to any other industry. The lowering of 
its wage-rates will therefore not directly affect 
costs of production in other industries. 

(iv) That when wage-rates are lowered in the 
one industry there are more than enough unem
ployed workmen in the others to meet any result
ing increase, at the existing wage-rate, in the 
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demand for labour; for otherwise the change in 
employment, if an increase, would be limited by 
and thus depend upon the amount of unemployed 
labour available. , 

The adoption of these assumptions, and the 
use of the method that is based upon them, may 
give to the diJussion an air of unreality. Never
theless, if we are to get a clear understanding 
of the reactions that a lowering of wage-rates 
would set up, we must get beneath the monetary 
system and examine the nature of the fundamental 
factors on which those reactions would depend. 
It will then be possible tp see how these factors 
and their effects would be altered by difFerent 
monetary policies. As before, the discussion 
will relate to conditions of .rompetition. 



CHAPTER II 

THE EFFECTS ON THE VOLUME OF EMPLOYMENT IN 
OTHER INDUSTRIES 

A LOWERING of wage-rates in the cotton 
industry will alter the volume of employment in 
other industries by altering their demand for 
labour; and it will do this by altering their costs 
of production or the demand for their goods. 
The effects that it will have in these ways on the 
volume of employment in other industrieS may be 
divided into two kinds, which will be called the 
primary and secondary effects. Primary effem 
are those changes in employment in the rest of 
industry that the fall in cotton supply prices, which 
will be brought about by ldwering cotton wage
rates, will cause directly; they are the changes in 
employment which the lowering of cotton supply 
prices would cause if the rest of industry were a 
homogeneous unit producing a single commoditf. 
Secondary effects are the changes that the lowering 
of cotton supply prices will cause indirectly, 
through the resulting redistribution of expendi
ture. Arising in cODjunction with, and at the 
same time as, the primary effects, they occur 
because the rest of industry is not homogeneous, 
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but is compOSed of many industries ~ pro
ducing a different commodity. The size of each 
of these two kinds of effects will depend partly 
on the size of the other. 

I. Primary effects 
The volume of employment in the non-cotton 

industries will not change immediately the fall in 
wage-rates has taken place. At first the entre
preneurs in the cotton industry will gain all that 
the workmen have given up; the income of the 
industry, though differently distributed, will be 
unchanged in amount. If the entrepreneurs 
spend this transferred product on the same goods 
as the workmen did, employment in other 
industries, while these conditions last, will be 
:wholly unalFected. If they spend it differently, 
some industries will slighily expand and others 
will slightly contract. So long, however, as the 
entrepreneurs hoard -(that is, refrain for a given 
length of time from consuming or exchanging) the 
same proportion of the transferred product as the 
workmen would have hoarded, the volume ·of 
employment will remain about the same. But 
under conditions of competition this state of 
affairs will not last long. -For on the amount of 
enterprise at present supplied entrepreneurs will 
be making an extra profit; and each, wishing to 
gain still further. will therefore increase his 
output; and he will go on increasing it up to the 
point at which the profit obtained on the marginal 
unit of enterp~ equals the supply price. This 

• 
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increase in the output will cause the price of cotton 
to fall; and it is only when it has already done so 
that the primary effects on the volume of employ
ment in the non-cotton industries can arise. 

The fall in cotton supply prices will have 
primary effects on the volume of employment in 
the non-cotton industries only if it alters either 
the rate of product wages or the size of the 
marginal net product oflabour in those industries; 1 

and it will alter the size of the marginal net 
product only if it causes the part of the unchanged 
marginal composite product needed to com
pensate either the working capital or the enter
prise (which is added with the marginal unit of 
labour) to be greater or less than it was before. 
Thus primary effects can arise in three different 
ways. For the fall in the price of cotton in terms 
of other goods may cause a change to take place, 
in the rest of industry, in the share of the marginal 
composite product claimed by either the labour, 
the working capital, or the enterprise. 

The first two of these three possibilities can be 
grouped together as one possibility-the possi
bility that because of the fall in the supply prices 
of cotton, entrepreneurs in the rest of industry 
will have to pay away more or less of their product 
than before in getting their labour and their 
working capital. This is likely to happen if the 

1 It will help to ~ the distinction between primary and 
secondary effects clear if aU the non-cotton industries are at 
present spoken of as "the rest of industry," as though they 
formed. single unit. 
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supply prices of the labour and the working 
capttal are ~ in terms of something other 
than the particular product which, in each case, 
these factors are engaged in making; 1 hence it is 
likely to happen if, for.example, they are ex{'ressed 
in terms of consumption goods in general, includ
ing cotton. For the fall in the supply prices of 
cotton in terms of other goods is likely to alter the 
ratio of interchange between this othe.t: something 
and the product of each of the non-cotton 
industries; and it is therefore likely to alter the 
product rate of wages and the product rate of 
,JIlterest, and hence also the volume of employ
ment. In practice, as we shall see later,S primary 
effects arising in these two ways are probably 
important. But they have been ruled out of the 
9iscussion at present by the assumption that rates 
of wages and interest are fixed in terms of the 
particular product of the relevant industry. 

On thiS assumption, primary effects on the 
Volume of employment in the DOn-cotton industries 
Can arise onlj in the third way; that is, they can 
arise only if the faIl in the supply prices of cotton 
causes a rise or fall in the amount of the marginal 
composite product that is required as profit. But 
as we shall see presently, unless the rest ofindustry 

1 Th. fall in ~ IUl'l'lr prices of cotton CIDIlOt taCt on the 
coot of labour .ad. working capital in the rest of ind\DtI7 by 
~ the amOWl" of labour aDd. woWDg capital employed 
in making cotton goodI; for since the Cl>tton ii!dustry is only 
one ind\DtI7 lIJIlODg maDY. IlI<h zeac:tioas would be negIigihIe: 

• IL iv ... aDd. IV. i. 1. 
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spends precisely the same amount of its wares as 
before in buyinlS cotton-,unless, that is to say, 
the elasticity of Its demand for cotton in terms of 
its own goods is equal to unity-such a change 
in the product supply prices of enterprise will, 
take place. , 

In discussing the size of the primary effects 
that mar be set up in this third way, there are 
three things to be taken into account. The first 
is the size of what will be called the iltititd reaetWt. 
This is the alteration that the fall in the supply 
prices of cotton causes in the amount of their own 
goods (and hence, other things being equal, in 
the amount of their enterprise and labour) that 
tbe entrepreneurs and workmen in the rest of 
industry spend on cotton. Since to change the 
volume of employment takes time, this altcl"lltion 
must be brought about at first by means of an 
equivalent transfer of product wages and profits 
from the purchase of other goods to the purchase 
of cotton, or vice versa. But after a time it may 
be kept up by means of a change in the size of 
the output. Hence the second thing to consider 
is the extent to which the altcl"lltion continues to 
be the mere result of a transfer of enterprise
demand and eftort-demand from (or to) non
cotton goods, and the extent to which it ~ves rise 
to a net change in the output. The third thing' 
is the extent to which this net change in the 
volume of output, and hence in the Volume of 
e~;~ent of efficiency-units oflabour, involves 
a ge in the number of workmen; and that 
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will depend on how much the change reacts on 
the inten$ity of work.1 . 

(a) The" initial reaction" 

The change that the fall in cotton supply prices 
will cause in the amount of non-cotton goods 
spent on cotton depends on three factors. The 
first is the elasticity of the demand of the rest of 
industry for cotton. It is this factor alone that 
determines whether the amount of other goods 
spent on cotton will remain unchanged. increase, 
or decrease; for according as the elasticity is 
greater than, equal to, or less than unity, the 
amount of other gooCls spent on cotton will 
increase, remain unchanged, or decrease. More
over, other things being equal, the more the 
elasticity exceeds unity, the more will the amount 
of other goods spent on cotton increase, or the 
more it falls short of unity, the more will the 
amount spent decrease. The second factor is the 
amount by which wage-rates 2re lowered, and 
hence the amount by which the supply prices of 
cotton fall.- The greater this fall is, the greater, 

1 Ulltil this third point is discussed, it will.be assumed in 
opeUing of the volwne of em~ that tbe Ilumbet of 
e8iciem:y-wdts of labour perfonned by any worhnall remains the 
....... That is, the addition of • worbIaD, :pIuo the aIIiecl 
inaeaaea in WQl'king capital and enterpri>e, woUld involve tbe 
WIle in~ in total ontput .. it would have done if the fall in 
cotton wage-rate. had Ilot occurred. ' 

• This fall in cotton supply prices ("m tenDs of other goods) 
would be represented geomettically by • lowering of the whule 
mppir cone. III cakulating the new position of this supp1r 
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other things being equal, will the initial reaction 
be. The third factor is the elasticity of the short
period supply of cotton. The greater this is, the 
larger, given the other two factors, will be the 
initial reaction. It should be noticed that this 
change in the amount of other goods spent on 
cotton will not have reached its full extent until 
the reactionS that it sets up on employment in the 
rest of industry have worked themselves out. For 
until that has happened the aggregate income of 
the rest of industry will be changing in size, and 
as it does so, the ~ount of it spent on cotton 
goods is likely to change accordingly. In order 
that this point may be taken into account, the 
elasticity of the demand of the rest of industry for 
cotton must not be calculated till the fall in the 
supply prices of cotton have had their full effects 
on the amount demanded. Thus in connection 
with the initial reaction it is possible to lay down 
two propositions: firstly, whether the other 
industries will increase, decrease, or leave un
altered, the amount of their wares spent in buying 
cotton, will depend solely on whether the elasticity 
of their demand for cotton exceeds, falls short of, 
or is equal to unity; and secondly, given that this 
elasticity is greater than unity, the resulting 

cutYe of cotton in terms of other goods, account must be taken 
not only of the fall in the cost of producing cotton, but also of 
the alt .... tion, as the volume of output (and of employment) of 
the cotton industry changes. in the quantity of other goods 
desired by the cotton industry. 
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increase in their expenditure on cotton will be 
greater, the more elastic· that. demand is, and the 
more elastic is the short-period supply of cotton ; 
or given that the elasticity is less than unity, the 
resulting decrease in their expenditure on cotton 
will be greater, the less e1astic the demand is, 
and the more elastic is the short-period. supply of 
cotton.1 

(b) Rellctioits 011 the 'IJOitnM oj I11Itplll 

But this initial reaction on the quantity of goods 
spent in demanding cotton will involve primary 

1 AloDg Os __ 'lUAnt%ties of --. goods and along 0, 
quantities of JlOlKOtfDn goods. Let the curve OC represent 
the terms at which ""t_-moWs are prepired to tude cotton 
for non-cotton goods. and let the curve ON represent the 

terms at which the rnalers of no"-
'Y cotton goods are ptepared to trade 

their goods for cotton. Then OD 
B non-cottongoods will be~d 
S' _.. " for OM of cotton. Suppoeo that, 

awing to the &II in wage-mes, 
the cotton-makcn' curve ohiftt to 
OC'. Whether the quanlity of 
non-cottoD goods """ traded (i.l. 

o M M' lit OD') will be greater than before 
Flo. 4. or leu than bofore. depes>da OIl 

whether the demand for CDtteD, 
011 the part of the mabn of _-cotton gcoda. is greater than 

. nofty or leu than UDity-that is, on whether the part of ON . 
lying beyoad- P is inclined pooitivel, or ""ptivel,. The 
increase or dcc:reae will be greater, the less nearl, horizontal 
is Pl"N and (given th<; length of 1'1) the more .....-1, horizontal 
ia F1"C'. 
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effects on the volume of employment in the rest 
of industry only to the extent that it does not 
depend on an equal alteration in the opposite 
direction in the demand for other goods. It 
will, in fact, be wholly offset, and there will there
fore be no Jlrimary effects at all, unless the fall in 
cotton supply {'rices affects the willingness of the 
entrepreneurs In the rest of industry to provide 
their service; and it will only do this. if it causes 
the utility yielded by the marginal unit of enter
prise there to alter. If this does alter, entre
preneurs will thereby be given an inducement to 
change the volume of their employment. 

The lowering of cotton supply prices means 
that for the marginal unit of enterpnse in the rest 
of industry there is a rise in the quantity of goods 
offered. But that does not necessarily involve 
a rise in· the quantity of utility offered. . It 
may involve a rise, a fall, or no change what
ever; for th~h the marginal unit of enterprise 
devoted to obtatning cotton by the entrepreneurs 
in the rest of industry will add more to the total 
cotton they receive than it did before, it may add 
less utility, since the increments of cotton resulting 
from intra-marginal units will be greater also. 
We know the answer when we know the elasticity 
of the entrepreneurs' demand for cotton; that, in 
fact, is meie1y one way in which the answer is 
stated. The gross utility obtained in the rest of 
indllStrf OD the ~nal unit of enterprise used 
in gettmg cotton (while the total amount of 
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enterprise so used remains the same) will be 
greater than before if this elasticity is greater 
than unity, and less than before if it is less than 
unity; and since the· disutility caused by supply
ing the marginal unit of enterprise will be the 
same as before, the net utility will be greater in 
the first case and less in the second.1 

It is now easy to see within what limits the 
primary effects on the volume of output (and hence 
employment) in the rest of industry must lie. To 
begin with, that part of the initial reaction which 
is due to a change in the proportions of their given 
product wages that the workmen spend on the 
different goods will not give rise to any primary 

1 These facts can be brought into clear Light with the aid of • 
diagram. Along Ox mea>W'C DDits of enterprise, along Or 
utility, and along Ox disutility. Then UU'is the curve of the 

'I 
marginal utility of enterprise, and u'\ DO' is that of the marginal disutility • 

o 

, 

.... \. • (The slope of UU' depends on how 
, .• ;:,.-( • ..: rapidly the marginal utility of income 

1'";' . U' and the marginal prime profit of •• : "'r~ j enterprise decline as the amounts of 
income and enterprise are increued; 
it is therefore aJculated in relation 
to given conditions of wages, inteIeSt, 

D---, 
~ 

t' II' and technique..) In equilibrium, the 
marginal utility and the marginal 
disutility of enterprise will be equal. 

That is, PM will equal "1M, and the amount of enterprise will 
be OM. If the marginal utility curve is raised to D, D,', the 
amount of enterprise will increase to Om', where p'm' = 
t'm'; and if the marginal utility curve is lowered to Usua', the 
amount of enterprise will fall to Om", where p#lal'= ('m" .. 
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effects at all, since the change in the amount 
spent on cotton will be balanced by an equal 
change in the opposite direction in the amount 
spent on other goods; it will be merely a transfer 
of effort-demand from one thing to another.1 

We may therefore confine out attention t<athe 
change in the enterprise-demand. 

Let us examine first the conditions that would_ 
have to be satisfied if this initial reaction on the 
enterprise-demand for cotton is to continue to be 
a mere transfer of demand-that is, if the volume 
of employment in the rest of industry is to stay 
unchanged. There are two possibilities to con
sider: because of the fall in cotton supply-prices, 
entrepreneurs in the rest of industry may either 
spend more enterprise on cotton than they did 
before, or they may spend less. If, in the first 
place, the dasticity of their enterprise-demand for 
cotton is greater than unity-that is, if they 
increase their expenditure of enterprise on cotton
this initial reaction will set up no change at all in 
the volume of employment only if they decrease 
their expenditure on other goods by the same 
amount. But if they do that, the total amount, 

• Itshould be noticed,however,that this ttansferwill influence 
the final ratios of interchange between __ and other goods, 
and that while it cannot give rise to prinwy elfects, it DOt only 
will react on the distribution of employment between the cottoll 
industry and the rat of industry in the 6nt instance, but also 
m:ay set up seamd.ry effects on the volume of employment in 
the rest of industry that will partly caned the primary effects 
arUing in other ways. (See below, II. ii. 2.) 

I 
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and thus the marginal disutility, of their enter
prise will be unchanged; hence they will do 
It only if also the marginal utility of enterprise 
is unchanged; and in these circumstances 
the marginal utility of enterprise will be un
changed only if the utility derived from the 
marginal unit of non-cotton goods is the same, 
notwithstanding the reduction in the quantity of 
these goods consumed. If, in the second place, 
the elasticity of their - enterprise-demand for 
cotton is less than unity-that IS, if they decrease 
their expenditure of enterprise on cotton-the 
initial reaction will set up no change at all in the 
volume of employment only if they increase their 
expenditure on other goods by the same amount. 
In that event the marginal disutility of enterprise 
(the total amount of enterprise being the same 
as before) will be unchanged; and they therefore 
will do It only if also the marginal utility of 
enterprise is unchanged-that is, only if the utility 
which they derive from the marginal unit of non
cotton goods is the same as before, notwithstand
ing the increase in the quantity of these goods 
consumed. Thus entrepreneurs in the rest of 
industry will 1IQI alter their expenditure on non
cotton goods by the same amount as they alter 
that on cotton-and the initial reaction will cause 
a change in the volume of employment~unless 
the marginal utility to them of non-cotton goods 
(in effect, since the marginal utilities of expendi
ture on the different goods will be equal, the 
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marginal utility of real income) remains the same 
however much is consumed; 1 and this is very 
unlikely. It therefore follows that the initial 
reaction on the rest of industry will not be wholly 
transfer expenditure, and that there will be primary 
effects of the same kind on the volume of employ
ment. In other words, if the elasticity of the 
demand for cotton of the entrepreneurs in the 
non-cotton industries is greater than unity, 
employment in these industries will somewhat 
expand, and if that elasticity is less than unity it 
will somewhat contract. For the part of the 
given marginal composite product, at each point, 
needed to call forth the enterprise will in the first 
case be less, and in the second case greater, 
than it would have been apart from the fall in 
cotton supply prices; the marginal net product 
oflabour in those industries in the first case 
will be raised, and in the second case will be 
lowered. 

Let us consider next the conditions that would 
have to be satisfied if the initial reaction on the 
enterprise-demand for cotton is not to consist at 
all of transfer expenditure but is to give rise to an 
equal change in the volume of employment. If, 
firstly, that reaction is positive (that is, if the 
entreJ;>reneurs spend more of their goods than 

1 In te"", of the diagram (Fig. 5) this meam that the Iall in 
the supply prices of cotton would have failed to make UU' 
shift; the marginal utility of entetprise ~uld ,till be PM, and 
the marginal diautility would ,till b. TM. 
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before on cotton), it will cause an equivalent 
increase in output only if entrepreneurs in the 
rest of industry spend on non-cotton goods the 
same amount of their enterprise as before; and 
since, if they do that, the marginal utility of their 
expenditure on those goods (and hence-the 
marginal utilities of eXl?enditure on all goods 
being equal-on goods m general) will. be the 
same, they will do it, iI). fact, only if the short
period supply of enterprise can be increased, by 

. the amount required to produce an extra output 
equal to the initial reaction, without causing 
a change in the disutility of enterprise. If, 
secondly, the initial reaction is negative (that is, if 
the entrepreneurs spend fewer of their goods 
than before on cotton), it will cause an equivalent 
decrease in output only if the entrepreneurs in 
the rest of industry spend no more enterprise in 
buying non-cotton goods than they did before. 
And since the marginal utility to them of non
cotton goods (and hence of goods in general) will 
in that event be unchanged, they will spend the 
same amount as before, in fact, only if the marginal 
disutility of enterprise remains the same, not
withstanding that the total quantity of enterprise 
will have fallen by the amount represented in the 
negative initial reaction. Thus output will alter 
to the full extent of the initial reaction only if, to 
the right of the former equilibrium point in the 
first case, and to the left of it in the second, the 
curve of the marginal disutility of enterprise is a 
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horizontal straight line; 1 and it is unlikely to 
be so in practice.2 We may therefore conclude 
that while the initial reaction will be partly the 
result of a change in output, it will also be partly 
the result of a redistribution of expenditure; the 
curve of the marginal net product of labour in the 
rest of industry will be somewhat raised or 
lowered (as the case may be), but not enough to 
cause output, in the form of primary effects, to 
alter by the full amount of the initial reaction; 
and thus the primary effects on employment will 
be of the same kind as the initial reaction, but not 
so large. 

Hitherto we have been discussing the limits 
within which the primary effects on the volume 
of output and employment in other industries 
must lie; and we have seen that they must come. 

2" 

1 When the curve of the marginal utility of enterprise rises to 
U1ut', or falls to U,U,I. the condi
tion that must be satisfied if output 
is to change to the full ettent of 
the initial reaction, is that the 
amount of enterprise should increase 
or decrease (as the case may be) 
enough to make the utility of the 
marginal unit (that is, p'm' or 
p"mll

, as the case may be) once 
more equal to PM. But since in 
equilibrium the marginal utility of 
entetprise must equal the marginal 

l) 
1/' 

Flo. 6. disutility, this condition will be 
satisfied. only if t'm' or tUm", as the 

case may be, is equal to TM; that is, ouly if DO' is horizontal. 
• See above, pp. 87-U. 
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within the limits of the initial reaction.1 Within 
these limits their size depends on the factors that 
we have been examining; it depends on how fast, 
as the amount of enterprise is increased, the 
marginal utility of enterprise diminishes and the 
marginal disutility increases. The more quickly 
the marginal utility of enterprise falls and the 
marginal disutility rises, the less, other things 
being equal, will the volume of employment 
change; Z and the marginal utility of enterprise 
will fall the more quickly, the faster the marginal 
utility of income and the marginal prime profit 
of enterprise diminish, as the amounts of income 
and enterprise grow larger. This statement can 
be made simpler if, instead of speaking of the 
rate of fall in the marginal utility of income and 
of the rate of rise in the marginal disutility of 
. enterprise, we bring these two factors together 
and speak of the elasticity of the enterprise
demand for income. We can then say that given 
the fall in cotton supply prices, the primary 
effects on the volume of employment in the rest 
of industry-whether they involve an increase or 
a decrease-will, other things being equal, be 

1 In Fig. 6 the amount of enterprise, while becoming either 
Wger or amalIer than OM, will not become as large as Om', or 
as _all as Om"; it must lie within the limits of OM and Om' 
in the fint case, and of OM and Om" in the second case. 

• As the cunea are drawn in Fig. 6, the amount of enterprise 
will change from OM to Os (where rs = olr:) or, as the case may he, 
to 0.' (where r'~ = 1'1<'), and employment will alter c0rre

spondingly. Other things being equal, the Iteeper the curves, 
the lDlailer will the change be. 
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less, the more nearly the enterprise-demand 
for cotton is equal to unity, and the less elastic 
are the demand for and the supply of real income 
in terms of enterprise. 

(c) Reactions on 1M in/emily of work 
These reactions on the volume of output may 

be regarded as equivalent to reactions on the 
volume of employment of 'efficiency-units of 
labour. Even when the primary effects in this 
sense· are known, we have therefore still to find out 
what change will be involved in the.number of 
workmen. For it cannot be taken that the 
number of units of labour done by the average 
workman will remain the same; that is, it cannot 
be taken that after the fall in the price of cotton 
has taken place, the addition of a workman, to 
any given number at work, would increase output 
by the same amount as it would have done before. 

The extent to which the given change in the 
volume of employment of efficiency-units of labl;lUr 
will involve a change in the number of workmen 
rests on the decisions both of the entrepreneurs 
and of the workmen. For it partly depends on 
whether it would be more profitable for the 
entrepreneurs to vary their output by altering the 
number of'men or by altering the amount of work 
done by each; 1 and it also partly depends on how 
the average employed workman will respond to 
the change caused by the full in the price of cotton 
in the marginal utility of his labour. This 

1 S .. above, I. iv. %. 
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response of the workmen will depend on how 
elastic their effort-demand is for real income; and 
this elasticity, in turn, will depend on how fast 
the marginal utility of income falls, and the 
marginal disutility of effort rises, as more income 
is obtained and more effort is applied. The 
greater this elasticity, the more, other things being 
equal, will the change in the effective amount of 
labour be met by the existing staff's altering the 
total "umber of units of work it does, and the less, 
therefore, will be the change in the number of 
workmen. 

II. Secondary effects 
So far we have assumed that all industries other 

than the cotton industry are homogeneous-that 
they produce only one kind of commodity. On 
this assumption the only reactions that the fall 
in the supply prices of cotton would cause on the 
volume of employment in these other industries 
would be those which we have already examined. 
But actually there are many industries besides the 
cotton industry, each of which produces a different 
commodity. Because of this fact, those changes 
in the non-cotton industries which we have been 
discussing may possibly themselves give rise to a 
further reaction; they may conceivably reproduce 
themselves in secondary effects on the volume of 
employment. . 

The way in which this may happen, and the 
factors that limit the extent to which it will happen, 
can be seen most easily if we now picture the non-
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cotton industries as consisting not of one industry 
only but of two (say, bootmaking and watch
making), and if also, to begin with, we suppose 
that in one of these industries (bootmaking) the 
changes hitherto examined do take place, while 
in the other (watchmaking) they rlo not. Let us 
start by recalling what changes in the boot industry 
the fall in the supply prices of cotton will cause. 
This fall means that in order to buy a given 
quantity of cotton, bootmakers (entrepreneurs 
and workmen alike) will have to give fewer boots. 
According as the elasticity of their demand for 
cotton is greater or less than unity, they will 
therefore spend more or fewer boots than before in 
buying cotton. At first they will have a precisely 
equivalent number fewer or more, as the case may 
be, for other purposes. The resulting disparity 
between the marginal utility and the marginal 
disutility of enterprise and of work will cause them 
to alter the volume of their output: in the first 
case this will increase, and in the second case it 
will decrease. The accompanying changes in 
the volume of employment are what we have 
called the primary effects. But while these 
changes in output will partly cancel the alteration 
in the number of boots left over for other uses 
after the purchase of cotton, they will not cancel 
it altogether; since, as we have seen, the changes 
in output must always be smaller than the changes 
in the amount spent on cotton. Hence even 
when the primary effects have taken place, the 
bootmakers, according as the elasticity of their 
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demand for cotton is greater or less than unity, 
will still, after buying their cotton, have fewer or 
more boots than before left over for other uses. 

Now if all the boots that they spend on cotton 
were worn by the cotton-makers themselves, and 
if all those which they do not spend on cotton they 
themselves wore, this change would not alter the 
demand fur watches; 1 and the only reaction on 
the volume of employment in the non-cotton 
industries would be the primary effects. But 
since $ere are other consumption goods besides 
cotton and boots, the change in the number of 
boots spent on cotton will involve a change not 
only in the number that bootmakers themselves 
wear, but also in the number that they spend on 
watches. Thus if they increase the number of 
boots that they spend on cotton, they will spend 
fewer on watches, and if they reduce the number 
that they spend on cotton, they will spend more 
on watches. I t follows that if the elasticity of 
the demand of the bootmakers for cotton is greater 
than unity, their demand for watches will fall; 
and if it is less than unity, their demand for 
watches will rise. Hence in these circumstances 
the fall in the supply prices, of cotton (or, as we 
may say alternatively, the rise in the cotton 
industry's demand for boots) will not only cause 
a change in the volume of employment in the boot 
industry, but will reproduce itself in a shift in the 
demand of this industry for watches, and thus 

1 This is, of COline, precisely the state of affairs thst would 
exist if the non-cotton indwtrieo teaIly were homogeneoUl. 
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will give rise to secondary effects on the volume 
. of employment in watchmaking. And since 
watchmakers will then have more or fewer 
watches than before to spend on other goods, their 
demand for those goods will rise or fall, and there 
may, therefore, be a further reaction on the em
ployment of other non-cotton industries; and 
so on. 

The factors that determine whether employ
ment in watchmaking in the conditions assumed 
will increase or decrease, and that determine how 
large the change will be, are obviously those 
which have been examined in discussing the 
primary effects on the volume of employment in 
bootmaking. Let us suppose, first, that the 
elasticity of the bootmakers' demand for cotton 
is greater than unity, and that their demand for 
watches therefore falls. Then, if the elasticity 
of the demand of watchmakers for boots is greater 
than unity, fewer watches will be spent on boots 
than before, and more will be left over for other 
purposes; the utility of the marginal unit of 
enterprise will therefore, for reasons given earlier, 1 

fall below the disutility, and output and employ
ment will decline. But if the elasticity of the 
watchmakers' demand for boots is less than unity, 
the number of watches spent on boots will 
increase, and the number left over for other uses 
will decline; so that the marginal utility of enter
prise will be higher than the disutility, and out
put and employment will therefore expand. 

1 See above, pp. 113-15. 
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Hence, when the primary effects involve an 
increase in employment, the secondary effects 
may involve either an increase or a decrease. 
If, in the second place, the elasticity of the boot
makers' demand for cotton is less than unity, so 
that their tlemand for watches therefore rises and 
their employment falls, the reactions on employ
ment in watchmaking ~I be the reverse of those 
just stated. Thus it follows that whether the 

, primary effects cause the volume of employment 
in the non-cotton industries to contract or whether 
they cause it to expand, the secondary effects may 
cause it to alter in the same direction or in the 
opposite direction; they will cause it to alter in 
the same direction in some industries and in the 
opposite direction in others. And we should 
therefore not expect the lIet secondary effects on 
the volume of employment in all the non-cotton 
industries taken together to be very large in either 
direction. 

Nevertheless, if we continued to suppose that 
the primary effects occur in only a few of the non
cotton industries, we should expect the secondary 
effects in each of the others to be considerable, and 
we should be likdy to exaggerate the size of even 
their net effects. When, as happens in practice, 
each of the non-cotton industries (and not merely 
the one) is individually reacting to the fall in 
cotton supply prices, each (and not merely the 
one) will be offering more or fewer of its own 
goods for exchange, at the former ratios of 
interchange, against other non-cotton goods. 
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Thus it well may happen that after the change in 
the expenditure on cotton and the primary effects 
on output have taken place, the quantity of its 
goods that each industry will wish at the old 
ratios of interchange to spend on other non-'Cotton 
goods, may buy precisely those quantities of them 
that, at the same ratios of interchange, these other 
industries will be wanting to sell to it; and in this 
event there will be no secondary effects whatever.1 

This state of affairs will exist if three conditions 
are satisfied. The first is that the elasticity of the 
demand for cotton should be the same in the 

1 Along Ox measure numbers of boots and along Oy numbers 
of watch... Then tbe curve OB represents tbe terms at which 
bootmakers are wiJling to trade aggregate numbers of boots for 
aggregate numbers of watches, and tbe curve OW represents tb. 
tCl'1llJ at which watchmakers are wiJling to trade aggregate 
•• 8 numbers of watchea for aggregate 
• :,t numbers of boots. In equilibrium 
N 1-----b.I;;-- OM boots will be given in exchange 

for ON watches, and tbe ratio of 
interchange of boots and watches
!bat is, tbe price of boots per unit 

in terms of watches-will be g~. 

o 
Let ua suppose tbat tbe changes 

.. induced by tbe fall in tbe I!Upply M' M 
F .... 7- prices of cotton shift tbe boot

makers' curve to OB' and tbe 
watchmakers' curve to OW'. If tbe point of intersection of 
these two curves (P') lies on tbe straight line joining P (tbe 
former point of intersecrion) and 0, bootmakera will wish to 
trade, at tbe former ratio of interchange, preci!ely tbe WIle 
number of boot. as tbe watchmakers will wish to buy; OM' 
boots will be exchanged for ON' watches, and tbere will be no 
seoondary elfects at all all tbe volume of employment. 
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different non-cotton industries, so that they will 
all change the amount that they spend on cotton 
by the same proportion. The second condition 
is that the elasticities of supply of all goods other 
than cotton should be the same, so that, as a result 
of the primary effects, all the non-cotton industries 
will change the size of their output by the same 
proportion. And the third condition is that the 
total expenditure of each industry on non-cotton 
goods should be distrib!lted between the various 
goods in the same proportions as before; and
the other two conditions being satisfied-each 
industry will do this only if the elasticities of its 
demand for the different goods are the same. 

Neither of the first two conditions is likely to 
be unsatislied to any serious extent. Cotton is 
a consumption good; and even if it were consumed 
solely by the rich or solely by the poor, the 
demand for it in the different industries would 
probably not be markedly different, since all 
mdustries have their rich and their poor. Again, 
the elasticity of supply in the short period is likely 
to be roughly, though of course not precisely, the 
same in one industry as it is in another. On the 
other hand, the elasticities of demand for the 
various goods will clearly be different, and the 
third condition will therefore not be fully satisfied. 
Hence it would be wrong to expect the amounts 
of its goods that each industry will wish to trade, 
at the former ratios of interchange, to be precisely 
equal to the amounts that the other industries will 
wish to buy. There will therefore be a change in 
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the ratios of interchange, and secondary effects 
will be set up on employment. But while these 
reactions will result in a relative increase in 
employment in the industries in which the ratio 
of interchange has become more favourable, they 
will result in a relative decrease in those in which 
it has become less favourable; for in the first 
group the marginal utility of enterprise and of 
work will have risen, and in the second group it 
will have fallen.1 Thus it seems reasonable to 
conclude that the secondary effects will not be 

1 If the demand curve for .... ches in terms of boo .. shifts 
from OB '0 OB', and that for boo .. in _ of watth .. shifts 
from OW to OW', bootmakers will wish to sell, at the old ratio of 

"J t1 B interchange g~, OE boots 

f-----.... =~_W (since OB' cu .. OP at G), but 
--W' .... thmakers will wish to buy 

on boo .. (in exchange for OF 
watches). The ratio of inter
chaoge will move in favour of 
bootmaken, and OM' boo .. 
will be given for ON' watches, 

. ON' 
at a ratIO of OM" Thus 

OEM D M 1II bootmakers will .pend on 
FUL I. watches El\1' more boots than 

they bad intended, and will 
have Ie.. left over for o.her purposes; and watchmakers will 
,pend on boots FN' Iesa watch .. than they bad intended, and 
will bave more left over for other purposes. Hence the 
marginal utility of enterprise will rise in bootmaking and will 
fall in watchmaking; and employment in bootmaking will in
crease, and in watchmaking will decrease, compared with what 
it would bave been otherwise. 
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large, and that when we are concerned with the 
total "olume of employment we can safely neglect 
them; the only changes that need be taken into 
account are the primary effects. 

III. Condusio1fS 
By comparing the size of the change that the 

lowering of wage-rates in the cotton industry 
would cause in the volume of employment in the 
rest of industry, with the size of the change that 
it would cause in that of the cotton industry itself, 
we can reach certain conclusions regarding how 
much the volume of employment would be altered 
in the aggregate. Now except in the very 
unlikely event that the fall in the supply prices of 
cotton will not affect the consumption of cotton at 
all, the volume of employment in the cotton 
industry is sure to expand; in the rest of industry 
it will expand or contract according as the quantity 
of other goods traded against cotton is greater 
than before or less than before-that is, according 
as the elasticity of the demand of the rest of 
industry for cotton is greater or less than unity. 
Hence, in order to find the aggregate change in 
the volume of employment in all industries taken 
together, the change in the non-cotton industries 
must in the first case be added to that in the cotton 
industry, and in the second case be taken away 
from it. 

Let us consider first the case in which the 
change in the quantity of non-cotton goods spent 
on cotton (or, in other words, the initial reaction 
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in the non-cotton industries) is an increase. In 
this case there will be· an increase both in the 
quantity of non-cotton goods spent on cotton 
and also in the quantity of cotton spent on non
cotton; and the increase in both will be greater, 
the more elastic the demand for cotton is.1 But 
the proportionate increase in the quantity of other 
goods spent on cotton will be as great as that in 
the quantity of cotton spent on other goods only 
if, at the former ratio of interchange, the demand 
of the rest of industry for cotton is infinitely 
elastic. a In practice, however, it is sure to be 

1 In what fonows, it is assumed, alternatively, either that the 
cotton industty produces solely for the rest of industry', or that 
the eI.sticiry' of its demand for cotton is the lame as that of the 
reat of industty for cottOn. . 

• Along 0 .. measure cotton goods, and along Oy their price 
per unit in terms of non-cotton goods. Let DD' represent the 
demand of the rest of industry' for cotton (in terms of non

ootton goods), and let SS' represent 

D S
' the IUpply prices of ootton (in terms of 

non-cotton goods). Then OMPB non
p,/$' cotton goods will exchange against 

B I--"";'<"--,"':--D' OM cotton. Let SS', as • result of 
S ,/! the lowering of wage-rat .. in the ootton 
8 ~..! induatty, fall to ss'. Then the quancity 
1--+'--::1:' ,.-_ of cotton eJ:changed against: non~cotton 
o M M' = good. will increase !rem OM to OM', 

F" •• 9- and the quantiry' of non-cotton goods 
exchanged against cotton will increase 

!rem OMPB to OM'P'D. The increase in the quantiry' of IlOn
cotton goods exchanged will be in proportion to that in the 
quantity of ootton exchanged only if P'M' equals PM-that 
iI, only if PP', the part of DD' that Ii .. between SS' and .... is 
horizontal. The nearer it is to being so, the more nearly equal 
will the proportionate inerea, .. be. 

It 
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less elastic ~ that; and therefore the propor
tionate increase in the quantity of non-cotton 
goods exchanged for cotton is bound to be some
what less than that in the quantity of cotton 
exchanged for non-cotton goods. Moreover, 
since the elasticity of supply in the short period 
will be roughly the same in the non-cotton 
industries as it is in the cotton industry, and 
since, therefore, it would require roughly the 
same proportionate increase in employment in 
the non-cotton industries" as it would in the cotton 
industry to yield a given proportionate increase 
in the quantity of product traded; it follows that 
even if employment in the non-cotton industries 
increased enough to produce all of the additional 
goods spent on cotton, it would increase less than 
employment will in the cotton industry. But 
we have already seen that as a rule the increase in 
employment in the non-cotton industries will not 
nearly be large enough to produce all of the 
additional goods spent on cotton; 1 and it will 
therefore, even if the demand for cotton is very 
elastic, be much less than-perhaps less than half 
as great as-the increase in employment in the 
cotton industry. 

Secondly, if the elasticity of the demand for 
cotton is leSs than unity, and the quantity of other 
goods spent on cotton therefore diminishes. the 
volume of employment while expanding in the 
cotton industry will contract in the rest of indus-

. try; and the expansion in the cotton industry will 
1 See above, pp. n 5-17. 
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be less, and the contraction in the rest of industry 
will be greater, the less elastic the demand is. 
The net decrease in employment in industry as a 
whole will be at its maximum if the demand of 
the rest of industry for cotton is rigid. For then 
not only will the decrease in the rest of industry 
be at its maximum, but the increase in the cotton 
industry will be at its mi.nimum-it will be nil. 
Nevertheless, since the net reduction in the 
volume of employment in the non-cotton indus
tries will be smaller than the volume that corre
sponds to the decrease in the quantity of their 
goods spent on cotton, the net reduction in 
industry as a whole, even in this extreme case, 
will be less than it would be if the amount of 
labour employed in making non-cotton goods for 
the purpose of buying cotton, were reduced in 
proportion to the fall in cotton supply prices 
(which, since wages are not the only prime cost, 
will itself be less than the proportionate fall in 
wage-rates); and in less extreme cases it will be 
less than that. The condition that the fall in 
wage-rates should leave the aggregate volume of 
employment unaffected is not that the elasticity 
of the demand for cotton should be equal to unity, 
but that it should be equal to something a little 
less than unity; for if it is equal to unity, the 
volume of employment, while in the non-cotton 
industries remaining unchanged, will in the 
cotton industry slightly increase. 



CHAPTER III 

REACTIONS CAUSED BY THE CONCURRENT kOWEAING 

OF OTHER WAGE-RATES 

HITHERTO we. have been discussing the reac
tions on the volume of employment that would 
be caused by lowering wage-rates in a single 
industry; but from now on we shall be concerned 
with a general lowering of wage-rates. At the 
beginning of Part I it was suggested that when 
wage-rates are lowered in all industries at the same 
time, the alteration in the volume of employment 
caused by lowering wage-rates in a single industry 
will be different from what it would have been if 
other wage-rates had remained unchanged. Our 
next step must therefore be to see how such a 
difference could be brought about, since the 
factors that govern its size will also influence the 
size of the net alteration in the volume of employ
ment that would be caused by the general lowering 
of wage-rates. 

I. Two preliminary difficulties 
We must begin by clearing away two difficul

ties. The first is the practical difficulty-when 
wage-rates are fixed by collective bargaining-of 
getting a general lowering of wage-rates accepted. 

13Z 
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Depressions usually fall most heavily on the 
instrumental industries.l But since the demand 
for instrumental goods in times of depression is 
especially inelastic, 2 the pressure to lower wage
rates tends to be greatest in precisely those indus
tries in which the demand for labour is least 
elastic, and hence in which wage reductions can 
do least to increase employment. Demands for 
a reduction in the wage-rates of other industries, 
since the pressure is not so great there, are often 
successfully resisted. But in the present chapter 
this difficulty of securing a general reduction in 
wage-rates will be ignored; it will be assumed 
that machinery exists for altering wage-rates as a 
whole, and that a reduction takes place in all 
wage-rates concurrently. 

The other difficulty is that the effects of lower
ing the wage-rates of any single industry will 
partly depend on how long is required for the 
reactions to take place, compared with the length 
of time required for the corresponding reactions 
caused by lowering other wage-rates. But since 
there is no reason for expecting that the wage 
reductions that involve increases in aggregate 
employment will be quicker or slower in produc
ing their effects than those will be that involve 
decreases, this fact will have no significant 
influence on the net alteration that the lowering 
of wage-rates will cause in the total volume of 
employment; and it will therefore be neglected. 

1 See below, II. iv. 3. 
• Cf. Robertson, B .... ki8g Policy .tul the Pri" J.n"l, p. 17. 
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While the lowering of all wage-rates con
currently may on balance cause the volume of 
employment to increase, that of some of the 
individual rates may cause it to decrease; or 
vice 'Versa. This may be true as regards the lower
ing of wage-rates in the cotton industry. But in 
order to simplify the wording we shall suppose 
that it does not apply. This simply means that, 
in discussing how the alteration in the volume of 
employment caused by lowering wage-rates in 
the one industry alone -(that is, in the cotton 
industry) will be modified if other wage-rates are 
lowered at the same time, we shall be referring to 
an industry that in this respect is typical, not 
exceptional. 

II. Reactions on Ine cnange ;n employmelll ;11 lise 
C0110n indllslry 

Let us consider first how the concurrent 
lowering of other wage-rates may modify the 
alteration in the volume of employment in the 
cotton industry itself. It may do so in two main 
ways: by making, first the demand for cotton, 
and second the rate of fall in the marginal net 
product of labour in cotton-making (as more 
labour is taken on) different from what they 
would have been otherwise. In discussing the 
first of these two reactions it must be recalled that 
if wage-rates were lowered in the cotton industry 
alone, the increase in the quantity of cotton that 
would be bought by the rest of industry (and hence 
the increase in the volume of employment in 
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cotton-making) would be largely due to the result
ing cheapening of cotton in terms of other goods. 
But when there is a concurrent and equivalent 
lowering of other wages, this relative cheapening 
of cotton will not occur. The fall in the general 
level of wages may cause the ratios of interchange 
between the various goods to alter somewhat, 
because the elasticities of the demand for and 
supply of some goods may be different from those 
of others; but it is certain that cotton will not be 
cheapened in terms of other goods as much as'it 
would have been if other wage-rates had remained 
unchanged. Thus the lowering of wages in the 
cotton industry will cause employment in cotton
making to increase less than.it would have done 
otherwise. On the other hand, since the profits 
and wages that would have been spent on cotton 
will be spent on other goods instead, employment 
in the non-cotton industries will be greater to an 
approximately equivalent extent. Hence this 
factor, though it will lessen the increase in the 
volume of employment in the cotton industry, 
will not substantially alter the volume of total 
employment. 

The other way in which the general lowering of 
wage-rates will modify the increase in employ
ment that would otherwise have taken place in 
the cotton industry itself, is by altering the rate 
of fall in the marginal net product of labour in 
cotton-making as more labour, because of the fall 
in cotton-makers' wages, is taken on. In the 
first place, at the same time as the volume of 
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employment in cotton-making is reacting to the 
lowering of wage-rates in the cotton industry, it 
will also be reacting to that of wage-rates in other 
industries. Hence according as the general wage 
reduction causes the volume of employment to 
increase or to decrease. the average volume of 
employment in cotton-making, when the reactions 
caused by lowering wage-rates in the cotton 
industry take place, will be greater or smaller 
than it would have been otherwise. Now it has 
been argued above that as the quantity of labour 
employed in an industry in the short period 
increases, the marginal net product of labour 
diminishes at an increasing rate.1 From this it 
follows that according as the general wage 
reduction causes the total volume of employment 
to increase 01" to decrease, the marginal net 
product of labour in cotton-making, as the lower
Ing of their wages brings more cotton-makers 
into work, will be made to fall faster or more 
slowly than it would have fallen otherwise.- The 

1 See pp. 81-<)1. 
, • Suppooe that as • result of 

L '''' ,,_ ft the eoneuuent lowering of other 
L. ~ T' mlge-rates, the curve of the 
F ... W marginal net product of labour 
H : " •. T w' in the cotton industry is raised, 

•. , by the vertical distance LL' 
i j ''e' throughout, from LC to L'C'. 
: : If the wage-rates of cotton-

L. 
__ ~~i,.:.j.,-l--_ mUers had remained unchanged 

. H N'H' N at FO (FW being the former 
:II mogea curve), this would have 

.-.... '0, inere •• ed emplopnent in tho 
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increase in employment in cotton-making will 
therefore in the first case be less, and in the 
second case greater, than it would have been if 
other wage-rates had remained unchanged; and 
this means that the net change (whether increase 
or decrease) that the lowering of cotton-makers' 
wages will cause in employment in industry as a 
whole will have been made smaller. 

In the second place, at the same time as the fall 
in wage-rates of cotton-makers is causing the 
volume of employment in cotton-making gradu
ally to swell, the demand for short loans in the 
rest of the industry will be growing more quickly 
if the general wage reduction causes aggregate 
employment to increase, and less quickly if the 
general reduction causes aggregate employment 
to decrease, than it would have done otherwise. 
Hence, as more cotton-makers are gradually taken 
into employment, the cost of short loans to the 
cotton industry will grow more rapidly in the first 
case, and less rapidly in the second, than it other-

cotton industty from OM to ON' -i.e. by MN'. But the 
lowering of wage-rates in the cotton industry alone (by FH) 
would have increased it from OM to OM' ........ by MM'. The 
COJlCUITeIlt lowering of all wage-rates actually increases it from 
OM to ON, or by MN. Hence if the lowering of cotton
make,,' wages is to have the same effect as it would if other 
wages had remained unchanged, MM' must be equal to N'N; 
that is, the straight line (not .hown in the diagram) joining D 
and T must be parallel to the corresponding straight line 
joining P and P'. But the steeper LC becomes, the I ... does 
the given vertical rise in it cause it to shift to the right. and 
hence the condition is not satisfied. 
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wise would have done; and as a result, the 
marginal net product of labour in cotton-making 
in the first case will fall more quickly, and in the 
second case will fall less quickly, than it would 
have done apart from the lowering of wage-rates 
in the non-cotton industries. Thus for this reason 
also the net alteration in the total volume of em
ployment (whether increase or decrease) caused 
by lowering wage-rates in the cotton industry will 
be smaller if other wage-rates are lowered con
currently than it will be if they remain unchanged. 
Whether the difference will be important or 
unimportant depends on whether the supply of 
short loans is very inelastic or very elastic. 

III. Reactions on the c44nge in employment in other 
indllslries 

Consider next how the concurrent lowering of 
other wage-rates may modify the alteration that 
the lowering of wage-rates in the cotton industry 
would otherwise cause in the volume of employ
ment in the non-cotton industries. In examining 
this second group of modifications we must first 
recall how it is that the lowering of wage-rates in 
the cotton industry does cause the volume of 
employment in other industries to alter. It does 
so by lowering the supply prices of cotton in terms 
of other goods. For according as the elasticity 
of their demand for cotton is greater or less than 
unity, entrepreneurs in the non-cotton industries 
will spend more or fewer of their goods (and thus 
of their enterprise) than before in buying cotton, 
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and will therefore have fewer or more left over for 
buying goods in general. Hence the fan in the 
supply prices of cotton has the effect of causing 
the marginal utility of their enterprise in the first 
case to rise, and in the second case to fall. The 
extent of this rise or fall will depend, firstly, on 
how elastic the demand for cotton is-and there
fore on how much less or more of their product 
they will have for spending on non-cotton goods; 
and secondly, it will depend on how elastic is their 
enterprise-demand for real income. In other 
words, according as the elasticity of the demand 
for cotton is greater or less than unity, the fall in 
cotton supply prices will cause that amount of 
product in the non-cotton industries which is 
required to call forth the marginal unit of enter
prise, to fall or to rise, and thus the marginal net 
product of labour in these industries to rise or to 
fall. 

Now if the elasticity of the enterprise-demand 
for cotton is greater than unity-that is, if the 
lowering of wage-rates in the cotton industry 
causes the volume of employment in industry in 
general to expand-then output and profits in the 
non-cotton industries, when the effects oflowering 
wage-rates in the cotton industry take place, will 
on the average be greater than they would have 
been otherwise, owing to the lowering of wage
rates in the non-cotton industries themselves. 
For we have assumed that the lowering of wage
rates in the cotton industry alters aggregate 
employment in the same direction as the general 
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lowering of wages does. Hence the rise in the 
marginal utility of enterprise, which will occur 
when entrepreneurs in the non-cotton industries 
withdraw part of their product from expenditure 
on non-cotton goods to expenditure on cotton, is 
likely to be less than it would have been other
wise; since the quantity of non-cotton goods that 
they will be consuming will have been made 
greater by the lowering of other wages. If, on 
the other hand, the elasticity of the enterprise
demand for cotton is less than unity, the fall in 
the marginal utility of enterprise, which will occur 
when entrepreneurs in the non-cotton industries 
withdraw expenditure from cotton to other goods, 
is likely to be less than it would have been other
wise; since the quantity of non-cotton goods that 
they will be consuming before they make this 
transfer of expenditure will have been made less 
by the fall in profits resulting from the general 
lowering of wages. 

From these arguments it follows that the change 
in the volume of employment in the non-cotton 
industries that will be caused by lowering wag~ 
rates in the cotton industry, is in both cases likely 
to be less than it would be if other wage-rates 
were not altered also. Nevertheless, there does 
not appear to be any reason for expecting that 
these modifications will be important. 

Our conclusions on the whole subject of the 
modifications that the lowering of all wage-rates 
concurrently will cause in the change in the 
volume of employment that would otherwise 
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result from lowering those of the cotton industry, 
are therefore as follow: first, that all the causes of 
modification, in so far as they occur at all, will 
operate in the same direction-all will tend to 
make the change in the volume of employment 
smaller than it would be otherwise; and second, 
that these various modifications, with the possible 
exception of that depending on the elasticity of 
the supply of short loans, are not likely to be very 
important. 



CHAPTER IV 

EFFECTS OF llEMOVING THB ASSUMPTIONS 

THB extent to which a general lowering of 
wage-rates would alter the volume of employ
ment has now been shown to depend on four 
general factors: first, on how steeply the curve 
of the marginal net product of labour in each 
industry is inclined negativcly; 1 second, on how 
clastic is the demand-in terms of other goods
for each of the individual commodities; third, 
on how elastic are the enterprise-demand and 
effort-demand for real income; 8 and fourth, on 
how elastic is the supply of short loans. But the 
discussion has hitherto been based on certain 
assumed conditions; 3 and these must be brought 
into conformity with the conditions of the actual 
world. In doing this we shall be discussing 
some of the forces that determine what the nature 

1 ~e ~tors. on which the slope 01 the curve depends were 
evmmed m I. IV. 

• It is important to distinguish between the second and tbi1d 
01 these factors, since, as we have seen aheady and as will be 
emphasised presently, the wage reduction, thuugh general, is not 
likely to cause the priceo 01 all goods to be lowered in the same 
proportions. 

• See above, pp. 100-02. 
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and size of these general factors are likely to be 
in practice. 

I. An" open system" 
When wage-rates are lowered by one country 

in a group of countries, the position is analogous 
to that in which they are lowered by one industry 
in a country, or by one firm in an industry. If, 
in each case, conditions elsewhere remained 
unchanged, each-the country, the industry, the 
firm-would find the volume of its employment 
increased. For the lowering of its wage-rates 
would enable it to charge lower prices for its 
goods, and so to capture part of the trade of 
the others. Since' the products of the different 
industrial countries compete with each other to 
a marked extent as direct substitutes, it might 
therefore be thought that a small fall in the 
prices charged for English exports would cause 
a large increase in our sales abroad,l and hence 
in employment at home-initially in the export 
industries, and later as a result in other industries 
as well; and so long as the prices charged by 
our competitors remained unchanged, this would 
be so. But because industrial depressions usually 
fall with considerable severity not on one country 
only, but on all, it would be idle to pretend that 
prices elsewhere would remain unchanged; a 
lowering of wage-rates, and therefore export 

1 That is, the elasticity of the demand for our exports, if 
calculated on the usumption thet conditions elsewhere remained 
unchanged, would b. very g.eat. 
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prices, in this country, would almost certainly give 
rise to an equivalent lowering of those of our 
chief competitors.1 

At first sight one might expect that if other 
countries just kept pace with us in cutting wage
rates, and hence export prices, and so succeeded 
in baulking our endeavours to seize pm of their 
share of the export trade, the position would be 
on all fours with that which would exist if the 
system were actually closed. But in post-war 
conditions it is almost certain that the result 
would be more unfavourable than ~that. The 
reason is that most European countries have 
recurring monetary obligations to meet abroad. 
Now, a world depression is associated with falling 
world prices. Hence to meet a given monetary 
debt abroad, the excess of commodity exports of 
the debtor countries over their commodity im
ports must, with the depression, expand; exports 
must increase or imports must decrease. Each 
of the debtor countries therefore in various ways 
tries to restrict imports; and by doing so it 
makes the need for the others to do likewise 
more and more urgent. Creditor countries are 
not prepared to take advantage of the oppor
tunity afforded by this state of affairs to get the 
same (or a larger) volume ofimports for a smaller 
volume of exports. For while they would gain 
by getting their imports cheaper, they would lose 

1 Thi. view is supported by what happened after the .926 
wage reductions in the coal-mining indu.try. Cf. Bellerby, 
Clhdmi,,;ng: "Europe .... R __ Jy, pp. 3'-36. 
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by having their depression made worse-at first 
in their export industries, and later in their other 
industries also. In these circumstances, the 
elasticity of the demand for exports, during a 
time of world depression, is probably very slight.1 

If this view is correct, a lowering of our wage
rates, in so far as it fell on the export trades, 
would have very adverse effects on the volume 
of employment. It would do little to increase 
employment in these industries themselves, and 
it would indirectly do much to decrease it in 
other industries. Initially, it would involve a 
transfer of income from workmen to entre
preneurs; but this increase in profits would very 
soon, under conditions of competition, be handed 
on to consumers. These to a great extent are 
foreigners who, ex hypothesi, increase their pur
chases of English goods hardly at all. Thus the 
lowering of wage-rates in the export industries 
would mean not merely a redistribution of pur
chasing power but also a destruction of it; far 
from removing unemployment it would tend to 
aggravate it. 

It is easy to see that this adverse reaction on 
the volume of employment would be consider
able. If the fall in export prices did not induce 
foreigners to buy any more of our exports at all, 

1 That i. to say. the elasticity of the demand is prob.bly very 
slight if, in calcuhting what it is, time is allowed for the lowering 
of our supply prices to re.ct on the supply prices of competitors, 
and hence for the full effects on the quantity of our goods 
dem.nded to show themselves. 

L 



1+6 WAGES POLICY AND THB PRICB LEVEL 

the amount of labour engaged in producing for 
export would be the same; and the total income 
of that part of the export industries that pro
duces for actual export (and not for home con
sumption) would be reduced by approximately 
the amount of the reduction in its wages bilI. 
The amount that this part of the export indus
tries spends on the products of other industries 
(in effect, since exports are turned into imports, 
the amount of imports that it spends on 'other 
goods) would fall by almost an equivalent amount 
-a little less than the full amount because it 
would also reduce its consumption of imports. 
The proportionate fall in the quantity of these 
other products given in exchange would not be 
quite so large, since there would probably be t 

resulting slight readjustment in the ratios of inter
change against them; but there is not much 
doubt that it would be nearly as large; and out
put and employment in these industries would 
fall correspondingly.l 

1 We can form • rough idea nf the order nf magnitude of the 
ehange in the volume nf employment that would he involved, by 
reaaoning in thia manner. If the wage-rates of workmen pro
ducing goods that are to be eaported were lowered by (.ay) 10 
per cent., there would be a fall 01 about 10 per cent. in their 
aggregatew.ges. Now since wages (and salaries) formsometbing 
llke half the national. income (<Ii .. Bowley and Stamp, 'EIH 
N tditmid 1_ in I924, pp. ¢-so), the aggregate income 
earned in connection with goods exported would fall by roughly 
S per cent. Therefore the amount .pent on the products of the 
other industries--and the quantity of these ocher products given 
in euhange, and hence also the qlWltity nf them produced
would fall correspcndingly. But if we take it that, of the total 
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II. II monetary system 

A second important consideration is intro
duced by taking account of the fact that con
tracts (including wage-rates) are expressed in 
terms not of the product of the particular industry 
concerned, but of money. 

If entrepreneurs hoard-that is, refrain for a 
given length of time from consuming or exchang
ing-the same proportion of the ,roduct trans
ferred to them by the lowering 0 wage-rates as 
the workmen would have hoarded, this redistribu-

output, a.bout four-fifths are consumed at home and one-fifth. is 
exported, it foUoWl that four-fifths of the reduction in the 
income of the exporting group would come off goods produced 
for home consumption. That is, the WI in the amount of their 
income .pent on these home goods would he four-fifths of the 
reduction in their total income j or, in other words, it would be 
4 per cent. of their former income. The percentage WI in the 
output of the industries producing for home consumption would 
he only one-quarter of this percentage; for though the actual 
fall in output would he about equal to the fall in the amount of 
income spent by the'exporting grnup in buying goods from them, 
the total output would be four tim .. as large as that of the 
exporting group. That is to "y, the output (and hence the 
employment) of the home ind ... tries would fall by one per cent. ; 
and thus the volume of employment throughout industty as • 
whole would WI by • litde Ie .. than one per cent. 

It must he remembered that we are here concerned with a 
harter system; for it will presently he argued that the reaction 
on employment in a monetary rystem would be more uofavour
able than this. But, on the other hand, it must also b. remem
bered that when w.ge-rates are lowered, the depression i • 
• upposed to he very aevere in all countries; it is aole1y bee ..... of 
this that the demand for our ezports would, be ao very inelastic. 
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tion of purchasing power, in a closed system, will 
be a redistribution merely, and not a destruction. 
Now a general lowering of wage-rates, if they 
and other contracts were expressed in terms of 
the relevant product, would not increase the 
inducement to hoard goods rather than to invest 
them in production. -It would do so only if it 
made entrepreneurs as a whole less keen to invest, 
by making them keener to hold value in the 
form of a stock of goods; and it would do that 
only if the value of goods as a whole was expected 
to rise. But if the value of a unit of each com
modity were expressed as a quantity not of 
money but of other goods that it would buy, a 
general rise in values would be impossible; one 
thing could go up in value only if another went 
down to an eq.uivalent extent. When, however, 
contracts are In terms of money, the position is 
different. It may then be that the lowering of 
wage-rates will increase the inducement to hoard 
rather than to invest; for it may cause the value 
of money to rise, and so make entrepreneurs 
keener to hold value in the form of money. 
Such a result is not i!levitable, as the monetary 
authorities might try to avoid it; but they are 
unlikely to do so in fact. 

The reason why they are unlikely to do so is 
as follows. The first result of the lowering of 
wage-rates is that entrepreneurs will have to pay 
out less money in the form of wages. They will 
therefore have to borrow less from the banks. 
If they borrowed an equivalent amount extra for 
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their own consumption or for installing new 
capital goods, this need make no difference. But 
they are not likely to do so unless the banks 
take active steps to induce them to. If the 
banks do not take such steps, those who have 
overdrafts are likely, in the conditions of depres
sion assumed, to take the opportunity afforded 
by the wage reduction to reduce them. They 
are not likely to increase their purchases of equip
ment unless the subsequent fall in their supply 
prices leads to a considerable increase in their 
sales; and in any event there would be some 
delay. Moreover, it is not likely that, at a time 
when they are already in- debt to the banks; they 
will borrow in order to expand their consumption. 
Even those who have -credit hank balances are 
likely to wait, before increasing either their con
sumption or their productive capacity, to see what 
effect the fall in wages will have on their profit 
and loss accounts. By so doing they will cause 
the level of prices to fall, and this will increase 
the inducement to hoard; for, in effect, it will 
involve an equivalent rise in the general level of 
product wage-rates, and so will act as a deterrent 
to production. As the price level falls (that is, 
as the value of money rises), the inducement to 
hoard value in the form of money will increase. 

This result is not inevitable, since it may be a 
principle of banking policy to prevent it. If that 
IS so, the banking system will try to offset the 
increase in the stimulus to hoard (that is, the 
increase in the tendency for the volume of active 
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money to shrink) by providing an equal counter
stimulus to spend more freely (that is, by pro
viding an equal increase in the opposing tendency 
for the volume of active money to swell); it will 
deliberately attempt to stabilise the price level. 
If it succeeds, it will prevent the wage reduction 
from inducing a rise In the value of money, and 
so will avoid the destruction of purchasing power 
.that would otherwise result. But if, as seems 
more usual, such a banking policy is lacking, 
much of the purchasing 'power that by the wage 
reduction is taken away from the workmen will 
be destroyed by the process of being transferred 
to the entrepreneurs. And in this event there 
will be an adverse reaction on the volume of 
employment compared with what there would 
be under a system of barter. But of course all 
will depend on what the nature of the monetary 
policy 1S. 

III. Instrumental indlmries 
Fluctuations in the demand for consumption 

goods are associated with fluctuations in the 
demand for instrumental goods. But for well
known reasons the resulting fluctuations in indus
trial activity are relatively much larger in the 
instrumental industries than they are in the con
sumption industries. For in order to bring 
about an increase in the supply of a consumption 
good, when the demand for it has risen, a roughly 
similar percentage increase will be needed in the 
instrumental goods used in producing it. But 
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because most machines are fairly durable, there 
will at any time be a considerable stock of them 
already in existence. Thus if the total stock is 
to be increased by a given percentage, the annual 
output must be increased by a much larger per
centage; with the result that the proportionate 
increase in industrial activity will be greater in 
the instrumental than in the consumption trades. 
During times of depression, the machines manu
factured during the preceding boom will con
tinue in existence, and so will make any con
siderable output of new ones unnecessary. As 
Professor Pigou writes: .. the upward fluctua
tion of industrial activity above the normal carries 
with it a subsequent downward fluctuation below 
the normal when the stimulus is removed, and 
not merely a subsequent return to the normal. 
For, in effect, in depressions a rival supply is 
called out that has been piled up in booms. • . .n 1 

Hence, during times of constderable depression, 
the demand for instrumental goods will be very 
inelastic; 2 a reduction in the prices of these 
goods would have little effect in stimulating the 
demand. 

This is well illustrated by what has happened 
in shipbuilding since the war. The need for 
more ships at the end of the war caused the 
industry to expand.8 For a short time there 

1 IMwtrio1 Fl~, p. 10%. 

• Cf. Robertson, Blmking Po1Uy tUJd Un Pri« L.wl, p. 17. 
• The Committee on Indumy and Trade calculate that " the 

ann.w. lhipbuilding capacity of the United Kingdom in the 
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was great activity in building; but by 1921 war 
losses had been replaced, and since then the 
industry has been severely depressed. Thus 
while the average annual launchings of the period 
1920-2 I were 1,797,000 gross tons, those of the 
period 1922-26 were only 968,000 gross tons. 
By 1922 the world's tonnage was over 30 per 
cent. greater than in 1914, but the volume of 
overseas trade was smaller.l Hence much ton
nage was laid up. According to the Committee 
on Industry and Trade, the world's laid-up 
tonnage was 10,984,000 gross tons in January 
1922, and was still 4,076,000 in January 1927. 
Any tendency during that period for freights to 
rise (the precursor of a rise in the demand for 
ships) therefore meant a reduction in laid-up 
tonnage, rather than increased activity in building. 
Despite a fall of over 20 per cent. in the numbers 
of insured workmen in the industry, the average 
annual unemployment percentage at the end of 
July for the seven years 1923-29 was 31"8.2 

In these circumstances, the removal of the 
assumption that each of the industries whose 
wage-rates are lowered consists of all the pro
cesses in making and marketing a particular con
sumable good, brings out ·a further important 

post-war period may be placed at about 3 million gross tons, an 
increase of about half a million tons over the pre-war figure" 
(S""", of MntIl l111itutNJ. p. 383). 

1 Cf. Committee on Industty and Trade, S""", of M,14l 
l111itutNs, pp. 383-85. 

• SlAtislieJ AbJtr.<t j., /h, U.K., No. 75, pp. 102-3. 
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consideration. For the industries the demand 
for whose products is especially inelastic are pre
cisely those in which the depression is likely to 
be most severe-that is, those in which the dis
parity between the ruling and equilibrium wage 
levels is the greatest-and in which a lowering 
of money wage-rates is therefore most likely to 
occur. Unemployment will not, in fact, be 
about equally severe in all industries, but will be 
heaviest in the instrumental and allied industries 
and in the unsheltered industries. A reduction 
in wage-rates that was confined to these indus
tries (and in practice, as post-war experience 
shows, they would tend to be thus confined) 
would almost certainly, owing to the inelasticity 
of the demand for the goods which they make, 
do much damage to employment in the rest of 
industry. Applying here the argument that was 
used in connection with the export industries, 
we should expect that the number of men who 
would be thrown out of work in other industries, 
as a result of a wage reduction in the instru
mental industries, would not be quite as large as 
the product got by multiplying the number 
formerly employed in the instrumental industries 
by the proportionate fall in their wage-rates. But 
in a very severe depression the demand for large 
classes of instrumental goods might be so in
elastic as to cause it to be very nearly as large. 
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IV. Sheltered alld unsheltered industries 

But by removing the assumption that each of 
the industries whose wage-rates are lowered con
sists of all the processes in making and marketing 
a particular consumable commodity, we are led 
to distinguish not only between instrumental 
and consumption industries, but also between 
unsheltered and sheltered industries; and in 
connection with this la~er distinction there are 
two points to be discussed. In the first place, 
although unemployment in the post-war period 
has been heavier in unsheltered than in sheltered 
industries, and although, therefore, the wage 
reductions that have occurred have been mainly 
in the unsheltered industries, they may occur
and in a general wage reduction they of course 
would occur-also in the sheltered industries. 
Now, by lowering the prices of sheltered goods, 
a lowering of wage-rates in the sheltered indus
tries would bring about a fall in the costs of 
production in the unsheltered industries. This 
fall in unsheltered costs would be especially 
marked in cases in which particular sheltered 
industries are in any way supplementary to un
sheltered industries, which is true of railway trans
port; but it would occur to some extent in most 
unsheltered industries, since it would make it 
possible to lower product wages in those indus
tries without at the same time lowering real 
wages. But though this lowering of unsheltered 
costs would help the unsheltered industries, it 
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must not be too readily assumed that it would 
increase the volume of employment in industry 
as a whole. For in so far as each of the un
sheltered industries sells its products abroad, 
and does so in face of a very inelastic demand, 
employment in all other industries would be 
affected adversely; and to this extent, therefore, 
the effect would be much the same as it would 
be if the wage reduction took place in the un
sheltered industries themselves • 

. In the second place, however, it is possible 
that some of those sheltered industries that are 
least depressed are working so little below their 
normal productive capacity that the lowering of 
wages might increase, not only their demand for 
labour to work their given equipment, but their 
demand for equipment itself. In so far as it 
does this, it will raise the demand for instru
mental goods at the same time as it lowers their 
costs; and by so doing it will tend to bring the 
short period to an end. To the extent that it 
does take place, this stimulus to investment will 
tend to increase the volume of employment both 
directly and indirectly. Directly, it will increase 
the output of the instrumental industries; and 
indirectly, it will tend to offset the fall in the 
price level that, as we have seen, the fall in wage
rates will be likely to bring about by increasing 
savings. 

V. CDnclusion 
We may conclude that in conditions of severe, 
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world-wide depression the elasticity of the demand 
for most commodities, and of the enterprise
demand for real income, is probably, owing to 
the pessimism with which such conditions are 
usually associat~, abnormally small. In the 
first place, the demand for individual com
modities is liable to be abnormally inelastic for 
the reason that, in such circumstances, all classes 
are liable, in buying for consumption, to be 
unusually cautious. And in the second place, 
the enterprise-demand for real income is liable 
to be artificially reduced by the tendency of 
entrepreneurs suffering from depression to under
estimate future conditions of profit-making; for 
it must be borne in mind that enterprise is 
supplied in return not for an agreed profit, but 
for an expected profit. Moreover, the addi
tional considerations introduced into the argu
ment by removing the original assumptions have 
led to the conclusion that, in conditions of world
wide depression, the lowering of wage-rates 
would affect employment adversely in three im
portant respects. For at the same time as it 
lowered the wage cost directly, it would in
directly, by lromoting a fall in the price level, 
cause it an other costs cumulatively to rise 
(though this result might be partly offset); and 
in so far as it lowered the wage cost of producers 
of instrumental goods and of goods for export, 
it would be setting up a fall in the prices of goods 
of very inelastic demand, and by so doing would 
set up a harmful reaction on employment. 
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Thus it seems reasonable to conclude that, in 
conditions of severe IJlrd prololrged 'WOrld-wide 
depresJiolr, the elasticity of the enterprise-demand 
for real income is less than unity; and if this 
is so, a general lowering of wage-rates would 
cause unemployment to become, on balance, 
not less but greater.l At any rate there is little 
hope that it would benefit employment much. 
If this conclusion is sound, it follows that, from 
the point of view of the volume of employment, 
the level of wage-rates that actually exists is, in 
the circumstances, that which for the moment is 
the best; for by moving the level downwards, 
as well as by moving it upwards, employment 
would be made worse. And it also follows 
that, as a measure for restoring equilibrium 
between the actual level of wages and the equi
librium level, a lowering of money wage-rates 
cannot be regarded as a true alternative to a rise 
in the level of prices. For while the aim of a 
lowering of money wage-rates would be to lower 
product wage-rates to equality with the equi
librium marginal net product of labour (and thus 
to get rid of unemployment), and while a lower
ing of money wage-rates would in fact cause 
product wage-rates directly to fall, it would 
probably, owing to the various reactions dis
cussed above, indirectly cause product wage
rates to rise and the curve of the marginal net 

1 Cf. Robertson, Mi""ks of E"iJeftl:, before Ib, a_milk< ... 
Fi_e aM IMuslry (1931), Vol. I. p. 324-; and also Keynes. in 
Mimms of EflidniCl, Vol. U. p. 53. 
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product of labour to fall, thereby causing the 
disparity between the actual and equilibrium 
levels of wage-rates to grow larger. Other things 
being equal, a net lowering of product wage-rates 
would cause the volume of employment to 
increase: the difficulty is that a lowering of 
money wage-rates would not be an effective way 
of bringing it about; and, moreover, it would 
cause other things (the marginal net product of 
labour) to change adversely. 



PART III 

THE ADJUSTMENT OF WAGE-RATES TO THE 
PRICE LEVEL 



CHAPTER I 

THE UNILATERAL ADJUSTMENT OF WAGE-RATES 

A WAGE reduction may aim either at prevent
ing large-scale unemployment from arising. or 
at removing it when it already exists. We have 
just seen that when used in the second of these 
ways it is liable to do more harm than good;, 
it is a dangerous medicine to take at an advanced 
stage in the growth of the disease. But it does 
not necessarily follow from this that it should 
never be used at all. Thus the above conclu
sion must not be taken as justifying the wage
fixing authorities in a policy of inaction when. 
for any reason. the demand for labour is only 
just beginning to alter. There may still be room 
for using wage adjustments as part of a scheme 
for co-ordinating wage-rates with the price level. 

It is to this aspect of the subject that we must 
now turn. We shall assume that (monetary 
policy being given) variations take place in the 
demand for labour, and hence in the equilibrium 
level of wage-rates; and we shall inquire how 
far the resulting unemployment could be pre
vented by means of the unilateral adjustment of 
wage-rates to these conditions of a fluctuating 

II 161 
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price level. Later on in this Part, the assumption 
that monetary policy is "disharmonious" 1 will 
be dropped, and we shall then consider how both 
the level of wages and the level of prices would 
behave if they were co-ordinated with each 
other. 

It is clear from what was said in the preceding 
chapter that a lowering of wage-rates would, in 
fact, be more effective in preventing unemploy
ment than in removing it. For the argument 
that it might make the depression worse was 
partly based on the fact of its being very severe 
already. It was held that the demand for the 
individual commodities, especially for exports 
and instrumental goods, and the enterprise
demand for real income, become more and more 
inelastic as depression gradually deepens. From 
this it follows that, other things being equal, as 
the depression does get worse, the effect that a 
wage reduction of a given size would have in 
increasing the volume of employment may be 
expected to become smaller and smaller. In 
the same way, as a boom gradually grows, and 
those elasticities of demand therefore tend to 
become greater, the effect that a given rise in 
the level of wages would have in checking the 
boom becomes smaller and smaller also. Hence, 
if wage-rates are to be adjusted to the conditions 
of a fluctuating price level in the most effective 
way, they must be altered as soon as a disparity 
between the actual and equilibrium wage levels 

1 See above, pp. 5-6. 
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begins to show itself; readjustments must take 
place quickly. 

In censidering how far it is economically 
desirable that wage-rates should be lowered in 
order to curb a depression, we must remember 
that a wage reduction would cause a fall in the 
incomes of the workmen still employed. The 
disadvantage that it would cause in this way 
must be set against the benefit that it would 
yield by lessening unemployment. We can then 
say that the wage reduction should be carried 
up to the point at which a very small additional 
reduction would cause less advantage than dis
advantage. Hence the less effective a reduction 
of a given size is in preventing unemployment, 
the smaller, given the size of the disparity between 
the ruling and equilibrium wage levels, should 
the actual reduction be. Therefore, since a 
reduction of a given size will be less effective 
the severer the depression is when it takes place, 
it follows that the reduction that is economically 
desirable will become smaller and smaller, in 
proportion to the size of the disparity between 
the ruling and equilibrium wage levels, as the 
depression grows more and more severe. If the 
wage level is to be adjusted to the fluctuating 
price level in the best way, the reduction in wage
rates ntust be made at the most suitable time
which is early in the growth of depression-and 
its size must be the best in relation to those 
circumstances. 

We are here concerned with a wage reduction 
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that is part of a normal policy of keeping wage
rates adjusted to the price-level. Such a reduc
tion would be more effective in prevelfting un
employment than a reduction of the same size 
would be if made haphazard. The reason is 
that in these circumstances wage-rates would 
move in both directions, not only downwards; 
for while they would be lowered in times of 
depression, they would be raised in times of 
boom. By checking the expansion, the upward 
movement of wages in times of boom would 
cause the factors making for later contraction to 
be less powerful; since the over-development of 
the instrumental industries would be less marked, 
and the swing to pessimism (the over-optimism 
being less) would not be so great. Thus the 
raising of wage-rates in times of boom would 
make their lowering in the early stages of the 
following depression more effective; and it would 
therefore also make it larger in proportion to the 
size of the disparity. Moreover, if wage-rates 
were variable in both directions, the disadvantage 
that would have to be set against the advantage 
would be smaller; for in this event the dis
advantage would not be that the level of wages 
over good and bad times taken together would 
be lower; it would simply be that it would 
fluctuate. For this reason also. the ~ of the 
desirable reduction in wage-rates would be 
greater, in proportion to the wage dispariIy, 
than it would be if the reduction were hap
hazard. 
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Nevertheless, the demand for at least instru
mental ~ (ami, ill post-\'VlI! _ conditions, the 
demand for ~ports) is bkely to be-inclastic even 
when a depression is only beginning; for the 
causes that make it inelastic during t4e worst 
phases of depreSsion begin .tp: oPerate. in the 
earliest p~es-~ Furthermore, wageS are 'only 
one element in costs; and therefore, even- if 
entrepreneurs were able to count on wage-rates 
being plastic, their enterprisCHiemand for real 
income would still lose a great deal of its elas
ticity with the coming of a fall in the monetary 
demand for their goods. We may therefore 
conclude that while a cut in wage-rates would 
do something to check the depression, it would 
not do a great deaP 

However, given that the price level does 
fluctuate in such a way as to cause the equilibrium 
level of wage-rates _ to be unstable, it is better 
that the actual level of wage-rates should be made 
to adapt itself to these conditions than that it 
should not. For though the benefit that would 
thus be gained, through a lessening of unem
ployment, would probably be small compared 
with the total unemployment that the instability 
of the equilibrium wage level causes, it would 
be very: considerable absolutely; it is a benefit 
that we'should try hard to obtain. 

1 Pro£esoor Pigou h .. suggested that" wage policy as it actually 
ii, contrasted with wage policy II it might be, i. responsible for 
adding BOmething 01 the order of one-eighth to the amplitude of 
industrial fluctuatinns» (IMlUtmJ Fluctu4tUnu, p. 285). 



CHAPTER II 

A METHOD FOR THE UNILATERAL ADJUSTMENT OF 

WAGE-RATES 

IN trying to work out a suitable method for 
bringing about the general wage readjustments 
that are made desirable by fluctuations in the 
price level, we shall be faced by a number of 
problems. By studying these problems, we shall 
find out what are the main characteristics that 
such a method must possess if it is to be satis
factory. 

I. The tfeed for a sitfgle authority 
In the first place, we must inquire more fully 

into the way in which the movements in the 
general level of wage-rates would be made up 
of movements in the individual rates. In this 
connection it is tempting to argue that, if the 
changes in the general level of wage-rates are to 
be satisfactory, the changes in the individual 
rates must bear the same proportion to each other 
as they would under conditions of perfect com
petition; for in those conditions, each workman 
who accepted a cut in wages, and each entre
preneur who granted a rise, would do so only 

166 
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because he would lose if he did otherwise. But 
the result would be that the cut in wage-rates 
would tend .to be greatest in those industries 
the demand for whose products is most in
elastic; 1 that is, it would be greatest in the 
industries in which a cut in wages would increase 
total employment least. Hence, since our ojlject 
in trying to readjust wage-rates is to lessen the 
unemployment that is caused by fluctuations in 
the price level, it follows that the readjustments 
that would take place under conditions of com
petition would not be made up in the most 
suitable way. 

If the wage agreements reached in the separate 
industries were not co-ordinated, the readjust
ments that would take place under conditions of 
collective bargaining would be made up even 
less suitably. In these conditions, each industry 

1 At lint sight this statement may appear to be contra
dictory. For the cut in wages would tend to be greatest in 
those industries whose employment has fallen off most; and 
we know that the amount of a thing demanded will contract less 
if the demand for it is inelastic than it will if the demand is 
elastic; that is, we might think that the industries suffering 
most from unemployment are those whose products (and there
fore labour) are subject to the most elastic demand. But this i. 
not so. The csuse of the depression must be interpreted as 
causing, Dot z'movement back along given demand curves, but 
• faIJ in those curves throughout their whole length; and hence 
the change in the amounts demanded of the various commodities 
cannot be regarded as indicstive of the tkutidlin of demand. 
For reasons given above, the demand for goods of inelastic demand 
tends to fall more during a depression, and to rise more during a 
boom, than does that inr goods of elastic demand. 



168 WAGES POLICY AND THE PJlICE LEVEL 

in deciding how much to alter its wage-rates 
would fay attention to its own needs, not to 
those 0 other industries; it would be interested 
in the direct reactions on its own employment, 
not in the indirect reactions on employment else
where. Thus, as under conditions of competi
tion, wage-rates would tend to fall, in the first 
instance, much more heavily in industries that 
cater for an inelastic demand than in those which 
cater for an elastic demal;ld. But whereas under 
conditions of competition there would be a result
ing movement of labour, which would tend to 
drag down wage-rates in those industries in 
which in the first instance they fell least, under 
conditions of collective bargaining in the separate 
industries there would not be such a movement,1 
and the disparity would be maintained. Wage 
reductions would therefore tend to be concen
trated, even more markedly than they would be 
under conditions of competition, on the indus
tries in which the demand for labour is least 
elastic, and hence in which they would react 
least favourably on the volume of employment.
It follows from this that if the level of wage
rates is to be adapted in the best practicable 

1 Cf. above, p. 60, and the footnote on p. 66. 
a 'fhia iJ a reason why Suctuations in the price level ohouId be 

avoided. For in mndem conditions of wage-fixing, the policy 
of leaving equilibrium to be _tored, when the price level lw 
fallen, by means of a lowering of the individual wage-rates, bas 
the e!feet of prolonging the maldinribution of labour between 
the imtrumental and consumption induatries that characterises a 
depression. 
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way to the conditions that result from a Buc
tuating price level, there must be some form of 
central control over the separate wage-rates, in 
order to secure the needed co-ordination; either 
the various individual wage-fixing authorities 
must be joined federally, or there must be some 
unified control over them from outside. 

If the only ·effects of changes in wage-rates 
were those on the volume of employment, the 
changes with which we are concerned in the 
general level of wages would be made up of 
larger percentage changes in the wage-rates of 
industries in which the demand for labour is 
elastic, than in those of industries in which it is 
inelastic. There are, however, other effects, and 
a policy of discrimination of this kind would be 
subject to certain disadvantages. In the first 
place, while it would be easy to lay down the 
general principle-that the percentage fall in 
wage-rates in each industry should depend on 
how elastic the demand for the product is-it 
would be impossible, without having detailed 
information concerning all the factors governing 
the reactions on employment that would follow 
wage reductions, to say precisely how much 
above or below the average the change in any 
particular rate should be; and it is clear that 
such detailed information would not be available. 
Besides, it often happens that the same labour 
produces more than one commodity. To decide 
In these circumstances what relation there should 
be between the various elasticities of demand for 
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goods and the resulting proportionate fall in the 
wage-rates of the labour producing those goods, 
would therefore be largely a matter of guesswork. 

In the second place, the incomes of employed 
workmen would be made to fluctuate more 
widely in industries in which the demand for 
labour is elastic than in those in which it is 
inelastic. There would therefore be a harmful 
reaction on the distribution of labour between the 
different industries. . For if, during times of 
depression, wage-rates in industries with a high 
percentage of unemployment were kept above 
those in industries with a low percentage, the 
tendency that would otherwise exist for labour 
to shift from the former kind of industry to the 
latter-a tendency that is socially desirable-
would be checked, and would perhaps even be 
reversed. In effect, workmen would be en
couraged to enter industries in which the demand 
for labour fluctuates, rather than to enter those 
in which it is stable. Besides, there would be 
the further disadvantage that the workmen in 
industries of stable employment would resent 
having their wages made more variable than 
those would be of workmen in industries of un
stable employment. 

Thus in' trying to keep the general level of 
wage-rates in harmony with a fluctuating level 
of prices, we have to choose between the two 
different ways in which the necessary changes in 
the wage level could be brought about; that is, 
we have to choose between the method of having 
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equal percentage changes in all wage-rates, and 
the method of having larger percentage changes 
in the wage-rates of industries of stable demand 
than in those of industries of fluctuating demand. 
While the first of these two methods would not 
be as good as the other in preventing unemploy
ment, it would be better than it in avoiding 
indirect losses of the kind we have been con
sidering. Furthermore, it would be simpler to 
apply; and, as we shall see presently, it would 
make it easier to keep the task of readjusting 
the general level of wage-rates distinct from that 
of readjusting particular wage-rates. When all 
these points are taken into account, the method 
of changing all wage-rates by the same percentage 
is probably to be preferred. . 

On this part of our inquiry we may therefore 
conclude, firstly, that in order to keep the level 
of wage-rates suitably adjusted to a fluctuating 
price level, it would be necessary to have the 
changes in the wage-rates of the different indus
tries co-ordinated, and secondly, that on the whole 
it would be best to make all wage-rates change 
by the same percentage. 

II. Periodical rwisio1l or automatic readjustme1lt 
Our next task is to find out what criteria 

should be used to indicate, first, when these 
changes in the level of wage-rates should be 
made, and secondly, how large they should be. 

If there is no concurrent change in the marginal 
net product of labour, a fall in the prices at 



which enbeptCDCWS sell their goods will ausc a 
&n in the ~ of the margimJ net product of 
labour; the cquiliOrium ~ will &11 below 
the nisring nil; and the ..alumc of employment 
will shrink.. Or. if we think in tams of goods, 
we ClJl exptess the same thing by ~ that 
the change will dimjnish employment b!, raising 
the nil: of product wages. In rea.djasting the 
gentnI lewd of ~~ so as to bring it as 
&r into h::nmuuy with the changed price levd 
2S the cUUlihStancrs allo ... ~ the aim is to pteiUit 
as much as possible of this n2Ctioa OR the 
-'ume of eml*>!ment from taking place; that 
is, the aim is to offset the chan..oes that the fall 
in the selling priers of CDtreploiCws will other
wise ClUSe.. Thus the modition .hich will indt
Clle that a change. of the kind we are consKkr
ing. in the ~ lewd of ~ is required. 
is a moiUiKDt in the gUKul lewd of emploJUS' 
sdljng prices.. \\l1encver we speak of adjusting 
~ to the price lewd, it is this price bel 
that we mean; and it is this price bel that the 
gw.:r.aI ~g authority would use as its 
uituion.. Sina: the aim in rrbting wage-ntes 
to the lewd of emr~' sdling priers is to 
ptcoeut unemployment. the 9arious prices in
cluded in the price indez would be weighted 
acmrding to the rdatiYe importance of the goods 
to which_ they relate in giving rise to employ
ment in their production. 

A ... risfa.......-y indez of this kind would be 
hard to comp;k. Since we wish it to be aD 
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mdex of employers' selling prices, not of the cost 
of their raw materials, it would in the main be 
in index of the wholesale prices not of raw 
materials, but of manufactured goods.1 The 
number of different prices and commodities to 
be taken into account would therefore be very 
large, and hence even the work of collecting the 
actual statistics would be a matter of great diffi
culty. Moreover, in determining what weight 
should be given to each of the prices included in 
the index. there would be the difficulty that, in 
many lines of production, the same workmen are 
engaged in making different commodities; and 
there would also be the complication that manu
factured goods are very liable to alter in quality
and so to require more or less labour than before 
in their production-without altering in name. 
Nevertheless, these difficulties could probably be 
sufficiendy overcome for practical purposes. 

Granting that this is so, if changes in the 
prices that entrepreneurs get for their products 
never were associated, as either cause or- effect, 
with changes in the marginal net product of 
labour, a movement in the (suitably weighted) 
price levd of manufactured goods could be taken 
as an unfailing sign that a DlOVematt in the 
same direction was needed in the levd of wage
rates; a mOVenIeDt in the price level would be 
used as the criterion, which we are scoeking, to 
indicate '(Diu. movements in the levd of wage-

I Far this ....... """" of the BritDh inde.zs of wbolooale 
pricoI would be oaitable .. tbey an: mode lip at ~ 
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rates should take place. It would be unnecessary 
to have any arrangement for enabling trades 
unions and employers' organisations to petition 
for a change in the level of wages, since such a 
change would he brought about as a matter of 
course. After it had taken place, the central 
wage authorities would not alter wage-rates again 
until a further change had taken place in the 
price level. 

Changes in the wholesale prices of manu
factured goods often are, however, accompanied 
by changes in the marginal net product of labour ; 
for some of the factors that cause changes in the 
price level to occur, actually do so by causing 
the marginal net product of labour to change in 
the opposite direction. There are two factors 
that may act on the price level in this way. The 
first is a change in industrial efficiency. An 
increase in efficiency, in whatever way it is 
brought about, will cause the marginal net pro
duct of labour to rise. At the given selling 
prices, other things being equal, entrepreneurs 
will be making exceptional profits, and therefore, 
in order to expand their sales, they will tend to 
lower their prices. It may, of course, be the 
policy of the banking system to prevent this fall 
In prices from taking Flace; but if it is not, the 
index of the prices 0 manufactured goods will 
show a fall. But this fall in prices will he a 
result, not a cause, of disequilibrium. It will 
indicate not that a cut should be made in the 
rate of money wages, but that, in order to restore 
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equilibrium, a rise should occur in the rate of 
product wages; and the fall in prices is one way 
in which this rise in product wages can be 
brought about. 

The second factor that may act on the price 
level by altering costs of production can operate 
only in countries that get a large part of their 
raw materials from abroad. A fall in the price 
level of manufactured goods in such a country 
as Great Britain, for example, may result from a 
movement of the ratio of international inter
change in favour of her and against the agri
cultural countries from which she buys her raw 
materials. This is what will happen in fact if, 
other things being equal, efficiency in primary 
production increases compared with efficiency in 
secondary production. In that event, the cost of 
our raw materials in terms of finished products 
will fall, and the marginal net product of our 
labour will therefore rise. Unless the banking 
system takes steps to prevent it, there will be a 
tendency for the price level of manufactured 
goods to fall; and this fall will be consistent 
with equilibrium. In any case, if a rise in the 
rate of product wages is not brought about by 
a fall in prices, it will tend to establish itself by 
means of a rise in the rate of money wages. 

In neither of these two cases will the fall in 
the level of prices of manufactured goods itself 
cause a fall in the demand for labour,1 and hence 

1 But a bll in the prices of agricultural imporu in terms of 
our exporu might bring about this result indirectly. For if the 
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in neither case will there be a need to lower the 
level of wages. This fact makes the problem 
of adjusting wage-rates to the price level very 
difficult; for it means that the fercentage fall . 
in wage-rates that is made economically desirable 
by a given percentage fall in the price level, will 
not always be the same; it will depend on how 
the fall in the price level is caused. Therefore, 
in order to make sure how large the cut in wages 
should be, it would be' necessary to wait to see 
how much unemployment the fall in the price 
level would cause; it would be necessary to wait 
long enough for the fall in the price level to give 
full evidence of its nature. But here we are in 
a dilemma. For if we do wait, a wage cut of a 
given size will, as we have seen, thereby be made 
much less effective in removing unemployment. 
Thus if we are to be sure of lowering wage-rates 
at the right time, we must risk lowering them by 
the wrong amount, or even of lowering them 
when they ought to be left alone; and if we are 

elasticity of our real demand for agricultural products is I ... than 
unity, the fall in agricultural .upply prices will mean that, 
while buying more agricultural import. than before, we will give 
fe.wer of our exports in exchange for them. Hence, unless the 
general demalld for our exports i. highly elastic, so that sal .. to 
other countri .. can be increased without causing. big drop in 
eaport pric .. (and we have seen that in post-war conditioDi this 
i. not so), our export indUllni .. will b. dep ..... d. This, II Mr. 
Robertson Iw pointed out, is probably the eaplanation of • con
aiderable part of the slump of 19ZI, Ct, Robertson, .. A Note 
on the Real Ratio of Intern.tional Interchange" (E--n 
JMWrUJl, June 19'40 pp. 286-91). 
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to be sure oflowering them by the right amount, 
or of lowering them only when they ought to be 
lowered, we not only may, but certainly Will, 
lower them at the wrong time; we may even 
wait too long for the lowering to benefit em
ployment at all, and so miss our opportunity 
altogether. 

The choice that has to be made is therefore 
between having the level of wage-rates readjusted 
automatically and having it readjusted deliber
atively. Under the automatic method, the level 
of wage-rates would be attached to the price 
level of manufactured goods in such a way that 
as soon as a change in the price level had occurred, 
a change in the wage level would be brought 
about automatically.l A scale of percentage 
changes in the rate of wages appropriate to 
various percentage changes in the price level 
would be decided upon beforehand; and it would 
be according to this scale that the actual changes 
would be made. Under the wait-and-see method 
it would be necessary to give to the central wage
fixing authority full powers of discretion. In 
making its decisions, this authority would be 
guided by changes both in the price level and in 
the volume of unemployment. A change in the 
price level would give it warning that ,a change 
In the rate of wages was probably required. But 

1 It is not meant that a change in wage-rates could occur only 
.. a result of a change in the price level. Changes in the wage
rat .. of the individual industries would still occur, .. cooditinna 
required them, without regard to the price level. 

" 
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before deciding how large a change to make, it 
would wait to see how large a reaction there 
would be on the volume of employment. 

Before it can be decided which of these two 
methods is the better, it is necessary to consider 
how great the relative advantages and dis
advantages of each would tend to be in practice. 
Let us begin with the disadvantage that would 
be caused by having wage-rates readjusted auto
matically by predetermined percentages. This 
disadvantage is that the level of wage-rates might 
in certain circumstances, especially if the trice 
index is largely made up of the prices 0 raw 
materials, be tampered with when in the interests 
of equilibrium it should be left alone. To the 
extent that this did bappen, the wage level would 
be thrown out of equilibrium with the price level, 
and this would cause some degree of industrial 
instability. But the harmful effect would not be 
as great as might be supposed. For it would 
soon become evident to the representatives of the 
employers and workmen in the separate industries, 
that the wage-rates controlled by them needed to 
be changed in the opposite direction to that in 
which they had rj:cently been changed by the 
central authority. Such a revision of wage-rates 
would no doubt meet a good deal of opposition, 
and would not take place without delay. But 
from the point of view of the parties to wage 
agreements in the separate industries, this cause 
of disequilibrium between wage-rates and the 
conditions of demand for and supply oflabour in 
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the industries cont:erned, would be on the same 
footing as other causes of disequilibrium; and 
the original mistake would therefore tend to be 
corrected. Thus even under the automatic 
method of readjusting the level of wage-rates to 
the price level, there would be a considerable 
element of flexibility. 

This is an important reason why the task of 
relating the level of wage-rates to the price level 
should be kept quite distinct from that of con
trolling wage-rates in the individual industries. 
In the past, attempts have been made by em
ployers and workmen in particular industries, 
notably in the iron and steel industry, to deal 
with this problem by adopting a sliding scale of 
wages, under which wage-rates vary, in a defined 
way, with the price of the product. But to 
extend this system over most industries would be 
impossible. Apart from the great technical diffi
culties that would stand in the way,l there would 
be the more fundamental obstacle that the em
ployers and workmen in each industry concerned 
would have to agree as to what wage-rate should 
be taken as the normal rate, around which the 
fluctuations would take place. If such agree
ments to have sliding scales are to provide a 
satisfactory means of bringing about the wage 
readjustments with which we are concerned, they 
would have to extend over at least the period 
covered by the trade cycle. But, as Professor 
Pigou has argued, .. even when the two sides are 

1 See Pigou, Ind..,lrial n",lwliMu, pp •• 86-7. 
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agreed that such and such a wage does, at a given 
time, fairly conform to the normal conditions of 
demand, they cannot possibly be agreed that that 
same wage will always so conform." 1 Hence 
the agreements of this kind that are made in 
practice cover too short a period to be of much 
use for the purpose of relating wage-rates to the 
price level; they would be unsatisfactory because 
the standard rate, around which the fluctuations 
take place, can be altered only by bringing the 
agreements to an end. By keeping the problem 
of readjusting the general level of wages to the 
price level separate from the problem of adjusting 
wage-rates to changing conditions of demand for 
labour in the individual industries, this difficulty 
would largely be avoided. Thus, as we have 
seen, even if the general rate of wages were altered 
when it should not be, there would be some 
prospect that the. mistake would be put right. 

Moreover, the risk that serious mistakes of 
this kind would, in fact, be made could be kept 
fairly small. For changes in the price level that 
arise out of changes in industrial efficiency, or in 
the cost of imported raw materials, are in practice 
likely to be enlarged by other causes that do call 
for the readjustments of wages. The risk would 
therefore be greatly reduced if the percentage 
changes in wage-rates were kept smaller than 
would otherwise be desirable. When this point 
is taken into account, it seems probable that the 
best arrangement would be to have the general 

1 Pigou, l1UlvmW FIt.tltullUIu, p. ,S7. 
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rate of wages alter by just enough to prevent 
fluctuations in the price level from causing fluc
tuations in the rate of product wages. This 
means that a given percentage change in the 
price level of manufactured goods would be 
followed by the same percentage change in the 
level of wage-rates-that is, in each wage-rate. 
This arrangement would have the advantage of 
simplicity. If conditions in any industry were 
such as to make a change in product wage-rates 
desirable, it would be brought about through the 
ordinary machinery of collective bargaining in 
that industry. Thus what the disadvantage of 
the automatic method of readjusting the level of 
wage-rates really amounts to, is that the changes 
would in most cases, owing to the risk that they 
were not required, be smaller than it would 
otherwise be desirable they should be. 

It is in this respect that the wait-4nd-see method 
would theoretically have the advantage. But in 
practice it would possibly, even in this respect, 
be at a disadvantage; since it is unlikely that a 
higher degree of plasticity of money wage-rates 
than would be involved in keeping product wage
rates stable would be allowed by the trades unions. 
It is quite possible that they would not allow even 
as high a degree of plasticity as this. For if the 
fluctuations in money wages were large enough 
to prevent fluctuations in the rate of product 
wages, they would cause considerable fluctuations 
in the rate of real wages. The reason for this 
is that, in practice, the fluctuations in wholesale 
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prices are larger in scale than are the accom
panying fluctuations in retail prices.l Hence 
the rates of real wages would fluctuate directly 
with fluctuations in those of money wages.s 

But the size of these resulting changes in real 
wages would be smaller than might be expected 
as a result of comparing the size of the fluctua
tions in the retail price level with the size of those 
in any of the existing wholesale indexes. Such 
a comparison would lead to an over-estimate of 
the size of the induced fluctuations in real wages 
for two reasons. In the first place, fluctuations 
in the index of the wholesale prices of manu
factured goods would probably beon a smaller scale 
than the fluctuations are in the existing indexes. 
The prices of manufactured goods are more heavily 
weighted than those of raw materials are with the 
price of labour; and in modern conditions the 
price of labour tends to be very rigid. In the 
second place, fluctuations in the index of retail 
prices would, other things being equal, be greater, 
if wage-rates were more plastic, than they are 
now. For one of the reasons why retail prices 
in fact do fluctuate less than wholesale prices, is 

1 The post-war ligur .. for this CDUntly are given below. 
p.I98· 

• Compared with the plan (which as we ohall see later is used 
in Australia) of !inking ratea of money wagea to the cost of living. 
and 10 of preventing fluctuations in rates of real wages, this 
plan for preventing lIuctuationa in the price level from C&U!ing 
fluctuations in rates of product wages, would bring about some 
variation in real wages, in order to secure greater stability of 
employment. 
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that they give more weight to the price of labour. 
Thus if wage-rates were made more plastic, the 
fluctuations in the retail price level would thereby 
be made more nearly equal in scale to the fluctua
tions in the wholesale price level. Nevertheless, 
the suggested degree of plasticity of money wages 
would probably make real wages fluctuate over 
as wide a range as the trades unions would 
tolerate; and thus from the point of view of 
securing the wage readjustments of the right size, 
the automatic method would be unlikely to be 
inferior to the deliberative method, and might 
even be superior to it. 

As regards the relative speed with which the 
necessary readjustments of the level of wage
rates would be brought about under the two 
methods, the automatic method would be much 
the better. For under the wait-and-see method 
there would in modern conditions be a serious 
danger that the wage readjustment-at any rate 
if it is a wage reduction-would be put off for 
so long that it would be better for it not to be 
made at all. Hence while the automatic method 
might occasionally bring about wage readjust
ments that are not required, it would be much 
more likely than the other method to bring about 
those readjustments that are required; its lack 
of flexibility, though seemingly a disadvantage, 
would probably in practice turn out to be an 
advantage. There therefore seems little doubt 
that of the two methods it, in modern conditions, 
would be the better. 
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Our conclusion, therefore, is that if the price 
level is to be allowed to vary in such a way as 
to cause fluctuations in the monetary demand for 
labour, the best practical arrangement regarding 
the level of wages would probably be to make 
all wage-rates automatically vary directly with, 
and by the same percentage as, an index of the 
wholesale prices of manufactured goods, weighted 
according to the importance of the various articles 
in giving rise to employment. In this way, 
fluctuations in the price level would be prevented 
from causing fluctuations in the general level of 
product wages. Changes in the rate of product 
wages made desirable by changes in the under
lying conditions of equilibrium would not be 
prevented; but they would be left to the ordinary 
machinery of collective bargaining. 



CHAPTER III 
t 

MONETAR.Y POLICY 

SINCE wage readjustments could remove only a 
small part of the industrial instability caused by 
changes in the equilibrium wage-rate, 'the dis
advantage of allowing the price level to vary in 
such a way as to make the equilibrium wage-rate 
alter, must be regarded as large. After taking 
account of all the other considerations involved, 
it may, therefore, be decided to prevent these 
variations in the price level from taking place. 
It lies outside our scope to examine these other 
considerations. But if they do lead to the ado~ 
tion of such a policy, there will be some additional 
problems concerning wages policy still to be 
examined. 

I. Which price k-uelto cOlltrol ? 
In the first place, there is the question of which 

price level it IS that should be controlled. This 
question is relevant here only in so far as the fore
going analysis throws light upon it. Now, we· 
have seen that the monetary demand for labour, 
at any given time, depends on the value of the 
marginal net product of labour. In this con
nection there are three different price levels to 

18S 
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be taken into account. Given how large the 
marginal net product is, its value depends on the 
selling price; and thus in the first place there is 
the level of employers' selling prices, weighted 
according to the importance of the various com
modities included in it in giving rise to employ
ment. The other two price levels concerned are, 
first, the price level of raw materials, and second, 
that of consumption goods. These are relevant 
in determining what the marginal net product of 
labour will be: the first through its influence 
on the cost of the raw materials, and the second 
through its influence on the quantity of money 
required to yield the real supply price of enter
prise. Thus to prevent disequilibrium it would 
be necessary to stabilise all three price levels. 
But since they would be differently weighted it 
may not be possible to do this completely. 

The argument of the present essay does not 
indicate definitely which of the three it would be 
best to choose, and the answer must depend 
mainly on considerations that lie outside our 
scope.1 Nevertheless, there is one point arising 
out of the foregoing argument that tells in favour 
of the consumption price level. We have seen 
that when industrial efficiency is changing, there 
is much to be said for making the price level 
change inversely: that is, for keeping the value 
of money stable in terms not of goods but of . 

1 These are discussed in Keynes. 'IreAw • .,. Monty (_ 
especially Vol. I. pp. 169--70 and Vol. IL pp. 389-<J+). and in 
Robertson, Monty. Chap. V. § s. 
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productive power. And since retail prices are 
weighted more heavily with labour than whole
sale prices are, this result would be secured to a 
considerable extent by stabilising the consumption 
price Ievel.l Under this policy, the equilibrium 
level of money wages would .therefore vary less 
than it would under the alternative policy of 
stabilising the wholesale price level, and the 
necessary alteration in money wages would be 
less too. 

II. Greater flexibility oj the rate oj discount than oj 
the rate oj wages 

Factors that promote changes in the price level 
give a number of indications that they are begin
ning to operate; and the central bank, in con
trolling credit policy, would therefore be able to 
adopt corrective measures at an early stage, before 
the forces of disequilibrium had gathered mo
mentum. Thus it has been suggested i that 
discount policy could be based not only on 
movements in the price level itself, but also on 
foreshadowings of those movements, such as: 
first, changes in the prices of speculative securities ; 
secondly, variations in the relationship between 
(a) the volume of construction orders for future 
delivery and (0) the supply of construction 
materials becoming available, during the same 
period, to meet the resulting demand for them; 8 

1 Cf. Robertson, MIJM'j, Chap. VII. § I. 
I See Pigou, INlIISIti41 Fl#(lIUJtWtu, Part II, Chap. VI. §§ 6-1 I. 
I Cf. Hull, Indwtri41 D'PmtWtu, p. uS. 
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thirdly, changes in the volume of stocks of finished 
goods held by dealers; and even, fourthly, changes 
in the percentage of unemployment. In this 
respect control over the price level would be 
likely to be more efficient than control over the 
level of wages. For wage movements could not 
be based on these warning signals in the way that 
movements in the rate of discount could. The 
discount rate is a flexible and sensitive instrument; 
and thus the central bank could proceed tenta
tively, finding out by experiment how much 
pressure to exert in order to make the conditions 
governing the price level respond in the desired 
degree. By comparison, movements in wage
rates would inevitably be clumsy and slow. 

III. Type Df wage readjttstment sttitable for meefing 
non-monetary cattses of jlttctttation 

Disparities between the equilibrium and the 
actual wage levels can be caused otherwise than 
by a change in the price level; and this fact 
involves a further problem for general wage 
policy. Non-monetary causes of disparity can 
be grouped into those causes which affect the 
actual wage-rate and those which affect the 
demand for labour. Unless they are required in 
order to offset the effects of movements in the 
equilibrium wage-rate, movements in the actual 
wage-rate will cause disparities. If the trades 
unions were powerful enough, they might choose 
to force wage-rates above the equilibrium level; 
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and similarly, the organisations of employers 
might become able to force wage-rates below 
the equilibrium level. Such disparities could 
be offset by changing the price level in the 
same direction. Whether such action would be 
in the community's economic interests is very 
doubtful. But in practice the question is unim
portant; for in the past, as we shall see later,l 
disequilibria have not, to any significant extent, 
been initiated by changes in the level of wage
rates. In so far as the disequilibria that have 
occurred can be correctly attributed to the desire 
of workmen for higher wages, they have been due 
to their resistance to a fall in money wages (when 
a rise in real wages has been brought about 
otherwise) and not to an active policy of forcing 
money wages up. That is, the rise in rates of 
real wages that usually goes with an industrial
depression does not occur spontaneously, but 
results from a smaller fall in rates of money wages 
than in the price level. 

Non-monetary causes of disequilibrium that 
have their effects by reacting on the demand for 
labour are of two kinds. In the first place, there 
are those which alter industrial efficiency. If 
industrial efficiency is improving, the equilibrium 
rate of product wages will rise, and there will be 
a tendency for the rate that is actually paid to rise 
also. As we have already seen, this rise can be 
brought about, without altering money wages, by 
means of a fall in the price level. But if the price 

1 Below, IV. i. 2. 
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level is stabilised, it will tend to come about 
through a rise in the rate of money wages. ' 

In the second place, there are the non-monetary 
causes of disequilibria connected with the trade 
cycle. Because of these, the demand for labour 
tends periodically to rise and fall, and the equi
librium level of wages tends to show a cyclical 
fluctuation. The resulting industrial fluctuation 
could theoretically be -avoided by making the 
price level alter inversely with the equilibrium 
level of wages.l An examination of this policy 
does not come within the province of this essay. 
For from our point of view the essence of the 
matter is that unless that policy is adopted (and 
there is no likelihood that It will be adopted) the 
equilibrium wage will fluctuate, and the actual 
wage will tend to fluctuate with it. That is, 
there will from time to time be a need to alter 
the level of wage-rates, even if the price level is 
stabilised; there will still be a need for the 
general level of wages to be adaptable. 

In these circumstances a choice must be made 
between altering all wage-rates collectively and 
leaving eam to find its own level. There are 
two considerations leading to a preference for the 
second of these alternatives. Firstly, if the price 
level were stabilised, there would no longer be a 
guiding principle for adjusting wage-rates auto
matically. A change in the equilibrium wage 
level would show itself in a mange in the per-

l Cf. Pigou,l1Jfiwlriai Flo£lu4tWu, pp. '37-38. 
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rentage of unemployment. But this would not 
be a satisfactory index on which to base gel1eral 
and automatic movements in wage-rates, because 
it would be difficult to disentangle the effects of 
general causes of unem{>loyment from those of 
particular causes; that IS, it would be hard to 
find out how far the change in the percentage of 
unemployment was due to a movement in the 
equilibrium wage level, and how far it was due to 
causes affecting particular industries. Secondly, 
it has been argued above that wage-rates could 
not, in practice, be collectively readjusted very 
frequently and by very small stages-that they 
could not, as it were, be made gradually to slide 
into position, the pressure to make them shift 
being taken away at the right moment. But 
this is precisely the sort of readjustment that 
would be required; for the necessary readjust
ment of wage-rates, following a given cause of 
disequilibrium, would not be a single movement, 
but would be a continuous series of movements, 
as the short period gradually merged into the 
long period. 

We may therefore conclude that if the price 
level were stabilised, movements in the general 
level of wage-rates should be left to be brought 
about by the wage-fixing bodies in the individual 
industries. This conclusion is in conformity 
with that reached in the discussion of the unilateral 
adjustment of wage-rates to a variable price level, 
where it was decided that unified manipulation 
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of wage-rates should be kept strictly to the task 
of offsetting the effects of variations in the price 
level; the individual wage-rates being left, apart 
from that, to find their own level. And if the 
price level were stabilised, this unified adjustment 
of wage-rates would of course not be needed. 



PART IV 

STATISTICAL VERIFICATION 



CHAPTER I 

GREAT BllITAIN 

IN this chapter and the next, an attempt will 
be made to see whether certain parts of the fore
going argument are confirmed by statistics. For 
this purpose it will be necessary to examine the 
relationship that has existed in the past between 
wage-rates and the price level, and the extent to 
which changes in that relationship have altered 
the rates of product wages and the percentage of 
unemployment. The -examination will relate to 
Great Britain and Australia. 

I. Dew/opfl/ett/S;1I wages policy 
As a preliminary to this inquiry, attention must 

be drawn to certain modern developments in the 
fixing of wage-rates in Great Britain, which make 
a general reduction in money wage-rates, when 
the equilibrium wage level has fallen, more 
difficult to effect. Even in the past, changes in 
money wage-rates have lagged somewhat behind 
those in the equilibrium wage level; for the 
free play of self-interest will not bring them 
about until the changes in the equilibrium level 
have manifested themselves in the form of 

'95 
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either a raised or a lowered demand for labour 
-that is, in considerable activity of trade, or in 
unemployment. But in recent years wage-rates 
have become much less plastic than they were 
formerly. The essence of the matter is that 
conditions of wage-fixing have become more 
monopolistic. This result has been brought 
about by two developments. Firstly, nearly all 
wage-rates are now fixed by some form of col
lective bargaining, and secondly-because of the 
development of unemployment insurance--trades 
unions are able to pay less heed, in their wa!fe 
bargaining, to the effects of their decisions In 
causing unemployment.1 

The results are as follow. Firstly, the work
men in an industry tend to be regarded as a 
whole. It is seen that the demand for labour in a 
particular industry may, in the short period, be 
so inelastic' that total wages in that industry at the 
existing wage-rate exceed (especially when the 
unemployment insurance benefit of the unem
ployed is added) a somewhat lower wage-rate 
multiplied by the number of workmen that would 
obtain employment at this rate. The trade union 
concerned is likely, for this reason, strongly to 
resist a reduction in wage-rates. But secondly, 
of more importance than this-as a cause of 
obstruction to downward adjustments of wage-

1 Cf. 'ClAy, "The Puhlic Regulation of Wages in Great 
Britain," E_;< Y01mUJl, Sept. 19'9> pp. 3"3 n Slf., and 
especially pp. 33S-36; and also Beveridge, U~t (.nd 
edition), p. 369-
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rates in changing conditions-is the ability of the 
more prosperous industries to neglect unemploy
ment In the specially derressed industries. Thus 
when there occurs a fal in the domand for labour 
in one group of industries, the tendency that 
otherwise would then exist for labour to shift 
from these to other industries (and hence the 
tendency to diffuse the resulting fall in wage
rates throughout the main body of industry) is 
held in check. This has been a factor of con
siderable importance in the post-war reriod in 
increasing the rigidity of the generalleve of wage
rates. To express the matter otherwise, it has 
been a cause of the lengthening, in the specially 
depressed industries, of the first part of the short 
period. . 

Conditions have been such as to enable it to 
play an important part. With the return to the 
gold standard in 192. 5 there occurred a rise in the 
dollar-sterling exchange. Hence, unless markets 
were to be lost on a large scale, export prices in 
terms of sterling had to be lowered by roughly 
the same proportion as the rise in the exchange. 
The first impact of falling prices was thus upon 
the unsheltered industries. The effects could be 
transmitted to other industries only indirectly, 
by means of a shifting of labour and capital to the 
more prosperous industries; and this has been 
hindered by the rigidity of sheltered wage-rates. 
The unsheltered industries have suffered similarly 
through the decline in prices since 192. 5; for 
that has occurred partly as the outcome of world 
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conditions, and hence it has been caused partIy 
by a fall in foreign price levels. The fall in prices, 
and the resulting unemployment and lowering of 
wage-rates, have thus been concentrated largely 
on the unsheltered industries. 

Evidence of the disparity between sheltered 
and unsheltered prices is to be found in two sets 
of facts. The first of these is the smaller fall in 
retail prices than in wholesale prices.' For the 
retail index gives more weight to sheltered prices 
than do the various wholesale indexes; it gives 
more weight to rent, rates -and taxes, establish
ment charges, and distribution expenses, all of 
which are sheltered prices. Secondly, a certain 
amount of evidence of the disparity is to be found 
in the unequal movements that have taken place 
in the various prices that make up the wholesale 
indexes themselves; the prices of those groups 
of commodities most subject to foreign competi
tion having fallen most. Thus while in December 
1929 the average of the whole ten groups of 

1 

Whole,ale Prices • 
Coat of Livingt 

'920. 

3<rJ 
255 

'92" 
'59 
IS, 

'924-,66 
'7' 

'925· '926. '927· 1928. 1929· 
Wholesale Prices 159 '48 '4' 140 137 
Coot of Living '73 '70 '1i4- ,65 ,63 

• B ... : 1913 = 100. Cf. B."J of 'Irau JDfmItIl, Feb. 
'930, and S",liJlical Abstract, No. 73, po '98. 

t Figur .. for 1St Augurt in each year. B ... : '9'4- = 100. 
0. Minisfry of Lu-C_ttl, October '929, p. 36 •. 
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commodities included in the Board-of-Trade 
Wholesale Index was 79'7 (1924 = 100), Cotton 
was 63'1, Wopl was 69'3, and Coal was 75'5. 
But as regards cotton and wool, this evidence is 
very doubtful. For the list of articles quoted in 
the Board-of-Trade Wholesale Index is made up 
predominantly of raw materials; 1 and the fall in 
the prices of the cotton and wool groups, especially 
in the latter, has been due, at least in part, to 
changes in the conditions of supply of those 
commodities in the overseas countries producing 
them.s 

Finally, as regards the disparity in the move
ments of the different wage-rates, figures published 
in the Ministry of Labour Gazme show that, while 
money wage-rates were at the end of 1929 still 
considerably above their pre-war level, sheltered 
wage-rates were on the average about 100 per 
cent., and unsheltered were only about 50 per 
cent., above that leve1.3 

The conclusions regarding post-war wages 
policy are that, owing to the development and 
strengthening of the machinery for fixing wage
rates by collective bargaining in the individual 
industries, and owing to the development of 
unemployment insurance, there has arisen a lack 
of connection between the wage-rates of the 

1 See Flux, Sl4tistic..z ]0fImal, March '921, p. '8.t-
• Ct. above. p. '75. 
• CI. Mi.wtty of LIIhMI, G..uIJe, Feb. '930. For figures 

ohowing the greater severity of unemployment in the unohelteted 
industries, see Sl4listic..z 4bJIf".ci for the Us;t44 K;"gJJ>m, 
No. 73. pp. 8+-88. 
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different industries. The mobility of labour is 
restricted, and the adjustment of wage-rates to 
changes in the equilibrium level of wage-rates is 
thereby checked. There is therefore a strong 
presumr.tion that, in modern conditions, wage
rates will not be altered in the way that would 
cause labour to be distributed between the differ
ent industries in the economically best proportions. 

II. Tne ,-elanotfsnip beloweetf ,natfges ;11 Ine pri" 
level, prodllct wage-rates, atfd lItfemployment 

If, in conditions of equilibrium, there occurs a 
change in the general level either of wage-rates 
or of entrepreneurs' selling prices, a disparity will 
thereby, other things being equal, be caused 
between the level of money wage-rates and the 
demand price J;>er unit for the available supply of 
labour; and thiS disparity will react on the volume 
of employment. In analysing statistically the 
effects of such changes in the relationship between 
wage-rates and the price level, there are three 
principal objects. The first is to discover whether 
breaches of equilibrium have originated mainly in 
movements in the price level or in movements in 
the level of wage-rates; the second is to see how 
far, and in what way, changes in the relationship 
between wage-rates ~d the price level-by 
whichever of the two causes they have been 
brought about-have been associated with chanF. 
in the volume of unemJ;>loyment; and the third 
is to discover (by examining the ways in which 
the non-initiating factor-wage-rates or the price 
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level, as the case may be-has reacted to such 
changes, and the extent to which the reactions 
have altered the volume of employment) how it 
should react if it is to be best adapted to the 
conditions. This will give an indication of how 
much harm is caused by allowing the disequilibria 
to be set up. 

To the question whether changes in the per
centage of unemployment in Great Britain have 
arisen out of changes in the demand for labour, 
or out of changes in the level of wage-rates, the 
answer given by statistics is quite definite. Over 
the period 1850-1910 wage-rates increased as 
unemployment decreased, and decreased as it 
increased. If the initiating factor had been 
changes in the level of wage-rates, the movements 
in the unemployment percentage would have been 
in the opposite directions to what they were, and 
the changes in wage-rates would have preceded 
those in unemployment, whereas, in fact, they 
tended to follow them. These facts are set out 
in Chart III (p. 207). Changes in the per
centage of unemployment are shown in Curve I, 
and those in the level of money wage-rates are 
shown in Curve IV. The unemployment per
centage is inverted, so that the bends in the one 
curve do not oppose, but fit into, those in the 
other. 

The relationship that has existed between wage
rates and the percentage of unemployment since 
1922 is equally clear. It is evident from Chart I 
that the variations in unemployment have not 
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been caused by fluctuations in the level of wage
rates, since no fluctuations in wage-rates have 
occurred. The difference between the pre-war 

I 
107. 

CHART I: POST-WAR GREAT BRITAIN 

Data: Appendix, Table L 
I. Unemployment percentage inverted. 

II, Index of product wage-rate!- inverted. 
III, Index of wholesale prices. 
IV. Dr. Bowley's index of Wa.ge-ra.tel. 

and post-war periods so far as this matter is con
cerned is not that in the post-war period changes 
in wage-rates have caused disequilibria whereas 
in the pre-war period they did not, but that they 
have not in the post-war period reacted to dis
equilibria, set up otherwise, whereas in the pre-
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war period they did. It is simply that moSt of 
the plasticity they formerly had has been lost. 

This failure of the level of wage-rates to respond 
to changes in the monetary demand for labour has 
been regarded by some as being the cause of the 
high level of unemployment existing in this 
country in the post-war period. It has been· 
observed that a marked degree of correlation 
has existed between the rate of product wages (or, 
in other words, between the level of labour cost) 
and the percen~e of unemployment; and it has 
been inferred that if wage-rates had been plastic 
these variations would have been· eliminated, and 
hence that the fluctuations in unemployment 
would have been eliminated a1so.1 The facts 
are shown in Chart I. Curve I is the unem
ployment percentage inverted, and Curve II is 
the inverted level of product wage-rates (that is, 
an index of money wage-rates divided hy the 
index of wholesale price level and multiplied by 
100).1 To a very considerable extent these two 
curves move together. But Curve IV (Dr. 
Bowley's" New Index of Wages .. 8) shows that 

1 CL Rueii', lIJwe J' & ..... ie PoJitigut, Dec. I~5, pp. ~S 
It "1. 

• If we were concerned with md wage-rates, the index of 
prices that would be relennt would he that of the coat of Jmng 
(d. Pjgou, IfIIlw"jai F/w:tuatitnfS, p. 199). But in connection 
with prn/sC' _rates a somewhat less inappropriate index is 
that of wholetale prices; though as regards both comp08ition 
and weighting, this, as we have seen, io itself unsuitable. 

• See M"" ... ndum 12 " tb, Rayal Economic 8ociety. The 
figures for I~3 are from the old index, lowered to 19'+ = 100. 
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the changes that have occurred during this period 
in the relationship between the level of money 
wage-rates and the equilibrium level have not 
been initiated by wages policy. Notwithstanding 
that there have been large changes in the l?rice 
level, wage-rates have remained remarkably ngid. 
The result is that variations in the level of product 
wage-rates have been brought a:bout almost 
solely by variations in .the level of prices. It is 
therefore not surprising to find that the curves 
of product wage-rates and wholesale prices corre
spond very closely-that is to say, that labour cost, 
other things being equal, increases as the price 
level falls and decreases as it rises. Thus during 
this period the percentage of unemployment varies 
closely, not only with changes In the level of 
product wage-rates, but also with changes in the 
level of wholesale prices. 

Chart II shows that since I9I3-the period for 
which quarterly figures are available-a very 
similar state of affairs has existed in Australia. 
There, the level of wage-rates, though having an . 
upward trend, has been free from fluctuations. 
Hence the curve of product wage-rates (inverted) 
and wholesale prices have corresponded very 
closely, and both have had a close relationship with 
the percentage of unemployment. 

There is nothing in these two charts themselves, 
or in the figures on which they are based, to 
indicate whether unemployment has varied with 
the level of product wage-rates simply because 
that level has varied inversely with the price 



GR.EAT BlUTAlN 

level, or whether it has varied inversely with the 
price level because that has varied inversely with 
the level of product wage-rates. But this matter is 
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of some importance. From the point of view 
of money wage-rates the question that matters is 
whether the relationship between the level of. 
product wage-rates and unemployment would 
have been as close as it has if wage-rates had been 
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r.lastic. Stated otherwise, the question is whether, 
If wage-rates had been unilaterally adjusted to 
fluctuations in the price level in such a way as 
completely to prevent fluctuations in product 
wage-rates from taking place, the unempfoyment 
curve would have been smoothed out. 

For reasons that will presently be clear, satis
factory statistical evidence on this matter is 
lacking; but a certain- amount of evidence that 
should be examined is afforded by the conditions 
that existed in this country before the war, when· 
wage-rates were more plastic. This evidence is 
embodied in Chart III, which relates together 
fluctuations in the wholesale price level, money 
wage-rates, product wage-rates, and the per
centage of unemployment.1 The chart shows 

1 From Curves II, III, and IV it .... necessary to remove the 
trend. As regards Curve II (the index of product wage rates), 
thia w .. done in the following way. Going backwards from 
IB96. 3"S .... added to the figuIe for 1895. 7 to that for 1894, 
and so on back to 186f., prior to which date 112 wu added to the 
figure for each lear; forwards from .896, ,·s was added to the 
figure for 1897, 3 to that for 1898, and 10 on till 19'0. Curve 
III __ holesale. priceo with trend remoTed-wu taken from 
Pigou, I~ Fhawztiolu, p. 363: .. The figurea [in the 
wholesale index] are corrected for trend by subtracting 1 from 
that for 1895, 2 from that for 1894, and 80 on till 1872. priar to 
which date .... ia subtracted from the figure for each year; and 
by subtracting I from the figure for 1897, • from that for 1898. 
and so on to 1914-II 

Money wage-ra ... throughout the pctiod examined show an 
..... n trend upwards. Most of thia upward tendency _ <e

moTed by adding I to the ligute for 1909. 2 to that for 1908. 
and 80 on back to 1851. A certain amount of trend illti1lieft, 
especially in Curves III and IV, but it is JlDt enoush to cause • 
comparison of the curves to be difficult. 
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that fluctuations around the trend in wage-rates 
fit into those in the price level to a very consider
able extent. As a result, the agreement between 
movements in product wage-rates and movements 
in the price level is less exact than it is in either 
of the two preceding charts. Nevertheless, there 
is a clearly marked (inverse) relationship between 
movements in the price level and movements in 
the percentage of unemployment. This, how
ever, is not surprising, since entrepreneurs base 
their decisions on what they believe the marginal 
net product of labour will be; in other words, the 
index of product wage-rates that is relevant is not 
actual wage-rates b t expected wage-rates Th 

al · ,u d . e actu pnces expecte pnces 
plasticity of wage-rates in this period was not 
sufficient to prevent variations in the price level 
from causing product wage-rates to fluctuate; so 
that notwithstanding the sympathetic movements 
in money wage-rates, fluctuations in the price 
level resulted to a considerable extent in inverse 
fluctuations in product wage-rates. Hence unem
ployment -and product wage-rates also tended, 
to that extent, to move together. 

Apart from the uneliminated trend, all these 
curves show a fairly close agreement. Thus 
notwithstanding the plasticity of wage-rates, the 
evidence contained in this chart concerning 
whether fluctuations in unemployment are caused 
by fluctuations in the price level or by fluctuations 
in product wage-rates. is as inconclusive as was 
that contained in the two preceding charts. 
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Indeed, as a test of the effects of the unilateral 
adjustment of wage-rates, this pre-war evidence 
is defective in several respects. First, though 
money wage-rates were more plastic than they are 
now, they were not plastic enough; they did not 
always change soon enough (though this fact is to 
some extent obscured in figures of annual average 
changes); secondly, the changes in the individual 
wage-rates were not of the right size in relation 
to each other; and thirdly, the index of prices is 
not the appropriate index. 

What the chart does show clearly, however, is 
that even under the conditions existing in the 
second half of the nineteenth century, before the 
various methods of fixing wage-rates collectively 
became widespread, and before unemployment 
insurance on a national scale was introduced, 
wage-rates were not, given that the price level 
fluctuates, plastic in a sufficient degree. These 
developments doubtless aggravated the difficulty, 
but they did not bring it into being. If the 
detrimental effects of price fluctuations are to be 
avoided by readjusting wage-rates to the extent 
that is economically desirable when fluctuations 
occur in the price level, the level of money wage
rates must be subjected to some form of unified 
control; readjustments cannot satisfactorily be 
left to take place as a natural result of changes in 
the demand for labour. This was true even in 
the conditions existing in the second half of the 
nineteenth century, and it applies still more 
strongly to those existing now. The chart also 

p 
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gives support to the view arising out of the argu
ment of this essay, that if disequilibria between 
wage-rates and the conditions of demand for and 
supply of labour are to be avoided through the 
co-ordination of monetary and wages policies, 
control must be exercised over the price level. 
On this point, however, the statistical evidence is 
necessarily inconclusive, since no experiment in 
controlling wage-rates in the way suggested, and 
in making them plastic in the degree suggested, 
has yet been attempted. 



CHAPTER III 

AUSTRALIA 

I. The rigidity oj wage-rates 
IN the preceding chapter statistics were given 

which showed that Australian money wage-rates 
have been very rigid. This is no doubt largely 
due to the methods used for determining wage
rates; industrial rates being in the main deter
mined by some form of collective action. Many 
of the rates are fixed by machinery imposed by 
legislation. This machinery varies from State to 
State, but it exists in some form in all States.2 

The various industrial tribunals that operate 
under Federal and State Arbitration Acts fix 
both the legal minimum (or .. basic ") wage 
payable to unskilled labourers, and also the 
.. secondary" wage, which takes account of 
differences in skill. Unlike the basic wage, 
which varies with the cost ofliving, S the secondary 

1 This ch2pter ia b.sed on two articles that I publiahed in the 
Austra1ian E_ic kC0r4: the lint in May 1931, and the 
second (in reply to • criticism by Dr. Roland Wilson in the NOT. 
1931 number of the EtoIIDfIIic k_i/J in November '930. 

S Cf. Anderson, 'lIN Fixariml of Wages;" .4aslT.Jia, p. 19. 
• Cf. Labow Rtport, No. 19 (Commonwealth Bureau of 

Censua and SUtiatica). pp. 90 .t Hf. 
on 
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wage depends partly on the economic condition 
of the particufar industry or of industry as a 
whole.1 In addition to this government machinery 
for fixing wage-rates, there are strong trades 
unions and employers' organisations. In 1928, 
of the estimated total number of male employees 
twenty years of age or over, 61 per cent. were 
members of trades unions. And according to the 
Bureau of Census and 'Statistics, .. recent investi
gations show that the spirit of association is no 
less manifest in the case of employers than in the 
case of workers." I 

But whatever the cause, it is clear that Australian 
wage-rates are very insensitive to clianges in 
the monetary demand for labour. In Chart 
II (p. 205) the curve of wage-rates is very 
smooth, notwithstanding that in the period to 
which it relates large clianges in the monetary 
demand for labour did take place. But the fore
going argument suggests that even· if wage-rates 
had been made plastic, the damaging effects of 
price fluctuations would still have been large. 
In view of this, it will be interesting to try to find 
out statistically on what principles the banking 
system normally bases its lending policy, and 
espeCially to find out whether it takes all the steps 
it can, without causing the community more 
ecoriomiclos9 than gain, to prevent fluctuations 
in the price level from taking place. 

10. B11I'DS, 1Y .g" _ th. SI4I1, pp. 266-67. 
• Lu- R'IK" Nov. 19> p. IS4-
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II. The monetary system and the balance of payments 

The monetary system of Australia is closely 
tied to that of England. This continues to be so 
even though both countries are now off the gold 
standard; for, as we shall see presently, Australian 
monetary policy is still, in essence, what it was 
before. Each of the important banks has either 
its head office or a branch in London. Acting in 
collaboration, these banks with London offices 
quote rates of exchange on London. While the 
country was still on the gold standard, the limits 
within which the rate could vary were, of course, 
very narrow. But even within these limits it 
did not vary freely, as the banks showed great 
unwillingness to alter it.l And no change has 
been brought about in this respect by the depart
ure from the gold standard.s It can therefore be 
laid down that one of the guiding principles of 
banking policy has been in the past, and still is 
in the present, that of maintaining external 
equilibrium without altering the rate of exchange; 
and thus in trying to lind out on what considera
tions the banks base their lending policy, this 
principle must be taken as our starting-point. 

The items on the credit side of the inter
national account lead to the banks having a supply 

1 Cf. Copland, "The' Baniing Symm of Australia .. (pub
liahed in F ... lit" Bm;", Syrtnru. by Hemy Holt 81: Co.), pp. 
1')-80. 

• Daring the period 16th October, 1913, to 29th Jan"..,., 
1931, the rates were altered only fifty times. The detaila ate 
given in the 4fUlrlJiu.. TIM Boolt, No. 2f, p. 295. 
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of exchange on London, and the items on the 
debit side lead to a demand for exchange. The 
supply of exchange is represented by the banks' 
liquid balances in London, and the demand is 
represented by a drain on these balances. It is 
evident that exchange can be kept at a fixed rate 
only so long as the banks have funds in London 
on which they are able to draw. It is true, of 
course, that while the country was still on the 
gold standard, these funds could be added to by 
sbipments from the gold reserve. But since such 
a policy could not be kept up on a large scale for 
a long time, it is clear that the rate of exchange 
could be maintained unaltered only if the under
lying conditions were such as to keep the inter
national account approximately balanced; that is, 
it could be kept unaltered only if the volume of 
credit and the level of prices were made to con
form to the state of the international account. 

A change in the balance of payments reacts on 
the volume of credit automatically; the balance 
of payments not only automatically controls the 
size of the banks' liquid balances in London (and 
of the Australian gold reserve), but also has an 
automatic influence on the relationsbip between 
deposits and advances in Australia. For the 
factors that cause the balance of the international 
account to become more favourable, and so cause 
the London balances to increase, automatical" 
cause the excess of deposits over advances in 
Australia to increase; and the factors that cause 
the balance of the international account to become 
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less favourable have the opposite effect.l The 
reason for this is that exports lead not only to an 
increase in the London banking funds (when the 
exporters' bills are collected), but also (at the 
slightly earlier date when exporters discount their 
bills at the banks) to the creation of equivalent 
deposits or to the elimination of equivalent 
advances. Similarly, imports lead both to a de
crease in the liquid balances in London and to 
equivalent increases in advances or decreases in 
deposits in Australia. In the same way, a foreign 
loan increases both the London balances and the 
Australian deposits, and the payment of interest 
on it has the opposite effect. Hence, other 
things being equal, changes in the excess of 
deposits over advances-which can be taken as a 
rough index of changes in the volume of bank 
money L-would be correlated positively with 
changes in the balance of payments and with 
changes in the banks' London funds and in the 
Australian gold reserve. Thus it may be taken 
that unless the banks take deliberate steps to offset 
this automatic relation between the London 
balances and the volume of bank money, fluctua
tions in the balance of payments will cause similar 
fluctuations in the volume of bank money. Let 
us therefore pass on to consider what action (if any) 
the banks, as a result of the changes associated with 
this" automatic reaction," do take deliberately. 

1 Cf. Copland, " A ... troJian Banking and Exchange » (£C ...... ;. 
RwtU, Nov. 19'5, pp. 17~8). 

• Cf. Copland, E.......u RwtU, Nov. 19'5, p. :0. 
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Ill. Deliherate hading pO/it:] 

The two principal items that are responsible 
for setting up changes in the balance of the inter
national account are the value of primary exports 
and the volume of public external borrowing. 
So far as monetary policy is concerned, both of 
these are independent variables, and both are 
liable to fluctuate widely.- The volume of primary 
exports depends largely on the bounty of nature, 
and the prices at which these exports are. sold 
depend on the world conditions of demand for 
and supply of the particular commodities con
cerned. Moreover, a large part of the total 
exports is made up of a very small number of 
commodities. Thus for the nve years 1922-23 
to 1926-27, for example, wool averaged over 44-
per cent. of the total value of exports, and wheat 
averaged 14 per cent..1 The result is that the 
value of exports is liable to vary a ~reat deal from 
year to year. In practice, this IS true also of 
public external borrowing. And though the 
annual amount borrowed abroad each year could, 
as we shall see presently, be made to vary inversely 
with changes In the total value of e~orts, the 
accompanying chart I shows clearly that It has not 
been made to do so in the past. The total of 

1 Theae percentip were calculated from the figures of 
uporll given in the C_tthh OfoUJ T,n B.a, No. 21, 
P. 223· 

• In thiI and the following chana all IUIIIJ are .xp .... ed in 
termI of "'_41;"" currency. 
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the credit side of the international account is 
therefore liable to experience large Huctuations. 

Now other things being equal, a change in the 
size of these items in the international account will 
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involve a change in the aggregate volume of the 
country's real income. Hence it will involve a 
change in the real demand for industrial products, 
and as a result of this there will be a fluctuation 
in industrial activity. The banking system may 

1 .. 
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o 
-10 



~I8 WAGES POLICY AND THE PRICE LEVEL 

decide to adopt a neutral attitude towards this 
Iluctuation, neither enlarging nor lessening it; 
and it will do this if it allows the .. automatic 
reaction" on the volume of credit to take place 
without starting up a resulting .. deliberate 
reaction." For convenience, the Iluctuation in 
industrial activity occurring in such circumstances 
will be called the nal1lra/ industrial jluCl1laliDII. 
We now wish to find out whether in practice the 
banks, through their deliberate reaction, enlarge 
this fluctuation, diminish it, or leave it unaffected. 

In trying to do this the first step will be to clear . 
away a confusion. Dr. Wilson,1 seeking to dis
prove myview 2 that the banks probably as a rule 
cause the natural industrial fluctuation to be en
larged, brings forward certain statistics to show that 
they in fact cause it to be diminished. Dr. Wilson 
reaches this conclusion by constructing two charts a 
showing the annual rate of change in advances and 
securities in relation to the annual change in the 
excess of deposits over advances. In the first 
chart the comparison is direct, while in the second 
the advances are shown with a year's lag. On 
these comparisons Dr. Wilson comments as 
follows: .. While it is evident that' credit, in the 
form of advances,' does have some tendency to 
vary with the excess of deposits over advances 

1 .. Australian Monewy Polic:y Reviewed" (E.-i, Rlm4, 
N ..... 1931). 

• Put forward in my original article (Er01lD1ltic Rm.l, May 
1931). 

• Ibid., 1'- 210. 
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wit!: a lag of from one to two years, the more 
significant point is that, without any lag, • credit, 
in the form of advances,' has a fairly close ;It'lJerse 
correlation with the excess of deposits over 
advances. It follows that banking funds abroad 
and the balance of payments should display a 
similar inverse correlation with • credit, in the 
form of advances.' .. And he goes on to argue 
that .. the expansion and contraction of credit, 
i.e. advances, has been the instrument used by 
the Australian banks to smooth out, to some 
extent, the fluctuations in lolal deposits originating 
in irregular fluctuations in the balance of pay
ments." 1 

But the foundation for this conclusion yielded 
by the inverse correlation of the two series of 
data used by Dr. Wilson is insecure. For, 
firstly, if exporters and importers normally borrow 
from the banks on a considerable scale, most of 
the factors acting on the balance of payments in 
such wise as to produce an increase (or decrease) in 
deposits will also result in a decrease (or increase) 
in advances; since, as we have seen, exports lead 
eilher to the creation of a deposit -or to the elimina
tion of an advance, and imports to the creation of 
an advance or to the elimination of a deposit. 
Indeed it is precisely for this reason that it is 
necessary to take as our index the excess of 
deposits over advances. Thus inverse correlation 
between advances and the excess of deposits over 
advances is to be expected as a result of the bank-

1 Et_ir R"'JrII, Nov. 1931, p. 115. 
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ing system's .. automatic reaction." Moreover, 
secondly, the published figures of advances include 
those of .. investments." Hence the effects of 
changes in the balance of payments on the volume 
of advances may be obscured, in the published 
figures, by associated changes in the proportion 
of advances to investments. One would expect 
to find this proportion showing positive correla
tion with changes in the excess of deposits over 
advances-that is, to find that in good years the 
banks, in order to be able to increase advances, 
sell securities, and that in bad years they do the 
opposite.l Hence, for both these reasons, inverse. 
correlation between the rate of change in advances 
and the change in the excess of deposits over 
advances (and securities) cannot be accepted as 
evidence that the banking system, through its 
deliberate policy, either diminishes the amplitude 
of the .. natural industrial fluctuation" or that 
it increases it; it is quite consistent with either 
{'olicy. Dr. Wilson's opinion that .. To some 
(varying) extent, therefore, the automatic operation 
of the balance of payments on the excess of 
deposits over advances, and hence on the price 
level, is offset by deliberate manipulation on the 
part of the banking system, which is thus able to 
some extent to steady prices through the influence 
of • created' deposits," must therefore be set 
aside as not proved. Some method other than 
that used by him for discovering how industrial 

I Cf. Keyneo, <r ... tis .... MMIIY, Vol. II. pp. 67-68; also Leaf, 
B~,p.r"5· 
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stability is affected by the banking system's 
voluntary reaction must be sought. 

General reasoning suggests (and what bankers 
admit concerning their policy confirms the sug
gestion) that the banking system causes the 
amplitude of the U natural" fluctuation to be 
enlarged. That is, when there occurs an im
provement in the balance of payments (and as a 
result, other things being equal, an increase in the 
London banking funds, in the gold reserve, in 
the excess of deposits over advances, and so in 
industrial activity), the banking system heightens 
this boom by lending more freely to domestic 
industry; and when there occurs a worseninl! of 
the balance of payments it deepens the depreSSion. 
This expectation is based on the view that, in 
deciding how much to lend, the banks try to keep 
Ii fairly stable proportion, firstly, between deposits 
and gold reserve, and secondly, between deposits 
and advances. When the balance of the mter
national account becomes more favourable, there 
will, as we have seen, be an automatic increase in 
the proportion of deposits to advances; at the 
same time there will be an automatic increase in 
London balances, and this, by causing less gold 
than usual to be exported, will tend to increase the 
gold reserve. In these circumstances banks can 
safely lend more freely; and br so doing they will 
merely be restoring these vanous proportions to 
their former si:Les. In the opposite circumstances 
they cannot, unless they are to alter these pro
portions, gil on lending as freely as they have 
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been doing hitherto. According to practical 
bankers, these two proportions are the criteria 
that are used in fact. If this is so, the banks by 
their deliberate action cause the" natural industrial 
fluctuations " to be enlarged. 

Unfortunately it is impossible to verify this 
argument statistically, for the statistics that would 
be required in doing so are not available. Since 
the discount rate and the overdraft rate are very 
stable, the only test of the readiness of the banks 
to lend is the amount that they actually do lend. 
But although when the excess of deposits over 
advances is increasing (or decreasing) we should 
expect the banks to increase (or decrease) their 
loans still further, there is no way of finding out 
from the published figures whether they do so or 
not. For as an index of this" voluntary reaction '~ 
the published figures of advances are not to be 
trusted; since, as we have seen, they do not 
discriminate between the effects of the automatic 
reaction and those of the deliberate reaction. 

Thus until the requisite statistics are made 
available, it is impoSSible to come to a definite 
conclusion regarding the deliberate reaction. But 
it is possible to apply a rough (though admittedly 
inadequate) indirect test of it. This is to see if 
increases in the excess of deposits over advances 
have been associated with heightened velocity of 
the circulation of money, and decreases in the 
excess with lowered VelOCity. In Chart V changes 
in the excess of deposits over advances are related 
to changes in the proportion of non-interest-
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bearing deposits to total deposits, since this 
proportion may be taken as a rough index of the 
raptdity of the cin:ulation of money. The two 
curves show a considerable amount of sympathy, 
that of the proportion of non-interest-bearing 
deposits to total deposits tending to lag behind 
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the other. The mere fact that these curves tend 
to move together is not in itself enough to establish 
our point j for the changes in the excess of 
deposits over advances may conceivably be 
brought about mainly through changes in the 
non-interest-bearing deposits. But the tendency 
of changes in the proportion of non-interest
bearing deposits to total deposits to lag behind 
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those in the excess of deposits over advances can 
be taken as presumptive evidence against this. 
On the whole, therefore, there appears reason to 
believe that the velocity of circulation does tend 
to vary with the excess of deposits over advances. 

The significance of this must not be over
estimated. As regards positive action by the 
banking system, the only conclusion that it 
warrants is that the eEstence of deliberale expan
sion of credit when the excess of deposits over 
advances is increasing, and of deli!Jerall con
traction when it is decreasing, would not be" 
inconsistent with the statistics presented. But 
neither would the absence of such action be 
inconsistent, since the observed relationship 
between changes in the excess of deposits over 
advances and changes in the VelOCIty of the 
circulation of money may be the result of the 
automatic reactions on credit associated with 
changes in the balance of payments. Indeed, 
we are here beset by the same difficulty as before, 
that the influence of the deliberate reaction, what
ever the nature of that reaction may be, is masked 
by the influence of the automatic reaction. 

IV. Yariahons in Ihl ;alance Df paymlnls and 
industrial instability 

But if the published statistics do not show con
clusively either ,on what principles the banking 
system bases its deliberate policy or what effects 
this policy has on industnal stability, they do 
show conclusively what it does not do. While 
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we cannot by examining the statistics find out 
whether the banking system causes the .. natural 
industrial fluctuations" (resulting from changes 
in the balance of payments) to be enlarged, or 
whether it causes them to be reduced, we can find 
out whether or not it does away with them 
altogether. For in discussing the effects on the 
volume of credit that changes in the balance of 
payments cause automatically, we saw that unless 
the banks take deliberate steps to offset these 
effects, there will be positive correlation not only 
between changes in the balance of payments and 
changes in the banking funds in London; but 
also between these two series and the excess of 
deposits over advances. Hence in order to 
answer this more limited question, these various 
series of data must be brought together and 
compared.1 

The three series are shown in relation to each 
other in Chart VI. Notwithstanding the in
adequacy of the data, the curve of the excess of 
deposits over advances shows considerable agree
ment both with the curve of the balance of pay
ments and also with that of the London banking 
funds. It can therefore be taken that whatever 
the banks may have tried to do as regards the 
automatic reactions on the volume of credit 
(caused by fluctuations in the balance of pay
ments), they have not, in fact, offset these reactions 
by any means completely. We should therefore 

• A ttatement of how the figures were obtained is ginn in • 
Note at the end of thia chapter. 

Q 
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expect to find that it has not completely I?revented 
what we have called the "natural Industrial 
fluctuations" connected with variations in the 
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balance of payments; that is, we should expect 
to find that the fluctuations (around the trend) in 
the excess of deposits over advances have given 
rise to fluctuations in the price level, and that 
these in tum have given fISC to fluctuations in 
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industrial activity-to fluctuations In the per
centage of unemployment. 

This expectation can be tested. For this 
purpose it IS best to use quarterly figures, which 
are available since 1913.1 Owing to the con-

CHAIlT VII 
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Data, Append;" Table n, Colo. V and VII, and Table Vll, Col. IL 
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J. Australian unmtployment percentage inverted. 
II. Rate of dwIge in the india of wholeWc:rriCCllo 

W. ExCell of bank deposit! Ofti' adt'UlCCl in"CltmcD.tI. 

siderable trend in the price levd, the relationship 
is shown more clearly by taking not the price level 
itself, but the rate of change-that is, by taking 

1 The quarterly 6gura of the ext:ea8 of depOiits over advmc.. 
used here are taken from the Development and Migration Com
mission', Report OIl U_plDymnu (U/28). p. So. Th ... 6gurea 
otop at 19z7. The ..,uree from which they were drawn iJ not ."ted in the Report. They differ slightly from th .... published 
in the Fi_ Bolktins. and hence it it not poooible to carry the 
aeries on to 1930. 
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the price level of each year as a percentage of that 
of the preceding year. All three series have been 
built into three-quarterly moving averages. The 
unemployment curve is inverted, and is plotted 
against the price curve with a quarter's lag; so 
that what happened to unemployment in each 
quarter is related to what happened to the price 
level and to the excess "f"deposits over advances 
in the preceding quarter. The three curves 
(Chart VII) show a considerable amount of agree
ment. It can therefore be concluded that even 
if the banking system, through its .. deliberate " 
policy, causes the .. natural industrial fluctuations" 
to be in part offset-and, as we have seen, it seems 
more likely that it causes them to be enlarged-it 
does not get rid of them altogether. 

V. Alternative Monetary Policies 
The traditional policy secures external equi

librium at the cost of internal disequilibrium. 
The size of the advantage depends on the import
ance to Australia of external trade and of foreign 
confidence in her financial ability; for instability 
of exchange rates hampers foreign trade, and may 
be an obstacle to foreign investment in the 
country. The size of the disadvantage depends 
on how responsive efficiency-earnings are to 
changes in conditions of credit, and on how fre
quent and rapid these changes have to be in order 
to maintain external equilibrium; for the less 
resl;lonsive efficiency-earnings are, and the more 
rapid and frequent are the changes in credit; the 
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wider and more frequent will be the fluctuations 
in industrial activity. For two reasons the dis
a.dvantage is very large for Australia: in the first 
place, as a result of wages policy, efficiency
earnings are very unresponsive; and in the second 
place, since exports (which are largely made up of 
a. very few primary products) and public external 
borrowing are liable to fluctuate widely, the 
changes in credit required in order to maintain 
external equilibrium are both frequent and sharp. 

It must be remembered that the statistics that 
we have been examining tell US nothing at all 
about what the banking system tries to do-; they 
do not even tell us what it succeeds in doing; they 
only tell us what it fails to do. Accepting the 
conclusion that the banks do not entirely offset 
the automatic reactions on credit, prices, and 
unem ploymen t, that, other things being equal, 
would result from fluctuations in the balance of 
payments, we have still to ask whether there are 
any ways by means of which the banking system 
would be enabled, without causing the com
munity more economic loss than gain, to curtail 
these Industrial fluctuations more than they have 
done in the past. 

There are two courses possible. The first is 
to maintain the aim of having stable rates of 
exchange, but to modify the' present method of 
achieving it, in order to give the banking system 
greater elasticity. The second is to give up 
!1.together the aim of having stable rates of 
exchange, and instead to aim at having a stable 
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price level.1 These two courses are suitable for 
dealing with different problems. So long as 
stable rates of exchange were not inconsistent 
with long-period price stability, the first would be 
the appropriate measure for preventing short
period fluctuations in the price level; that is, it 
would be the appropriate measure for dealing with 
the inadequacy that we have examined of the 
traditional Australian monetary policy. But if 
stability of the rates of exchange proved to be 
inconsistent with long-period stability of the price 

. level, either because the world level of prices was 
unstable or because, that level being stable, 
stability of the rates of exchange nevertheless 
proved to be incompatible with long-period 
stability of the price level for other reasons,. 

1 CI. Bellerby, Mimnn of EvidnJt. kI .... tin C .... """'. IJ1J 

Fitttmr. ~nJ InJwtry (1931), Vol. I. pp. 169-71. . 
• It i. very likely that it wJd prove to be incompatible. 

There are two general reasollll lor this. In the lint place, under 
ruble ratel of exthange the relative price levels would alter 
(that is, the English price level being stabilised, the Aumalian 
price level would alter) if a change tool: place in the ratio of 
interchange between the goods 01 the two countries. And .uch 
• Change would take place if there occ:urred • relative change in 
any 01 four things: lindy, the borrowing or lending policies 01 
the two countri .. ; secondly, their tariil policies; thirdly, their 
productive efficiency; and fourthly, the demand lor each 
others products. A relative rise in Australia's tariff, and in her 
foreign borrowing (or increase in England'. lending), &Cd • 
relative decrease in her demand compared with England's, or 
in her productive efficiency, would caUle her price level to rise: 
and the reverse movements would cause it to fall. But, in the 
oecond place, the main difficulty would be that the II)'steDl 01 
weighta in the stabilised English indea would be quite in-
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measures for increasing the elasticity of the bank
ing system would not be enough. In these 
circumstances it might be adVisable to adopt the 
second course; but it does not come within our 
scope to discuss whether it would be advisable. 
We shall therefore confine ourselves to examining 
briefly the most important measures available for 
increasing the elasticity of the banking system 
without altering the essentials of the traditional 
policy. 

VI. S/wr/-period de'fJices for il/creasil/g the elasticity 
of tke bal/lcil/g system 

There are three principal devices, all of which 
could be applied at the same time. (a) The first 
would be to make credit respond to changing 
conditions earlier, in order that it might not have 
to respond so much or so violently. This in 
Professor Copland's view is .. the most important 

appropriate for the Australian; for because of the very dij[erent 
economic structure of the two countries, the relative importance 
to them of diHerent commodities in giving rise either to employ
ment or to transactions is very different. The individual 
wholesale prices of international commodities are always abont 
the same in the two countries.. But the prices of a group in
cluded in the English ind"" could persistently rise or fall while 
the indea itself remained unalrered; and if thi! group (say, 
wool and wheat) happened to be important in the economy of 
Australia, her price level-that weighted according to her own 
conditions, not the English-would go on altering, despite the 
fixed ""changes. A itable world level of prices would probably 
be as great an abstraction in relation to the price levels of the 
individual countries as these in tum are to the individual prices 
comprising them. 
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single measure that can be taken to control 
business fluctuations in Australia." 1 But, as 
was pointed out above, the essence of the trouble 
is that the need for change cannot be foreseen very 
far. 

(") In so far as credit is deliberately made to 
vary with the size of the banking funds in London 
and with the proportion of deposits to advances in 
Australia (that is, other things being equal, with 
the favourableness of the balance of payments), 
much could be done to smooth out fluctuations 
by means of a second device. This is to make the 
banking funds in London vary according to the 
need for credit in Australia (in order to keep the 
price -level approximately stable) instead of vice 
versa. There are three ways in which this could 
be done, all of which could be used together. 

(i) The first of these is to increase the size of the 
London funds of the Australian banks to such an 
extent that temporary fluctuations in the balance 
of payments could be ignored. This would 
simply involve extending a policy that is inevitably 
used to some extent already. For additional 
funds accruing abroad can be brought into the 
country only in the form of imports; and when 
the rate of exchange is kept stable, the increase in 
imports will not take place until a change in the 
volume of bank money has provided the means. 

1· c ... 1rDl of th, /Jwi.m Cyiil rDith Sp,citzl lUI_ '
.4fUt1>4lia (Memorandum by Professor D. B. Copland in the 
Development and Migration Commission'. Repm ... U~ 
",.,., anti /Jwift<SS S,abilily is .4rulr4lia, 19,8), p. 36. 
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Thus while exports increased in 1924-25, com
pared with 1923-24, by £42'5 millions, imports 
Increased by only {.I 6· 5 millions. In the following 
year, however, while exports decreased by [13'5 
millions, imports decreased by only [5'4 millions. 
The inference is that, other things being equal, 
Australian banking funds held abroad increased in 
I924-25 and decreased in 1925-26; and this in
ference is supported by the figures of Australian 
banking funds in London given in Table IV of the 
Appendix. The policy suggested would be a 
method of warding off contractions in credit by 
(in effect) postponing them till they wete no 
longer reqUired. While it would have the same 
effect as an increase in the gold reserve, it would 
not make it harder than it now is to stabilise the 
world value of gold; and owing to the system of 
short-lending in London it would be much less 
costly. But there would be an element of cost, 
in that the funds would eam less in London than 
in Australia. And care would have to be taken 
to begin the scheme when foreign prices were 
rising; for, other things being equal, the building 
up of the reserve would involve ,a contraction in 
credit and prices at home in relation to those 
abroad. 

(ii) The second way of making Australian bank
ing funds in London vary according to the need 
for credit in Australia would be for the Australian 
Governments to offset, through their 1I0tation 
and repayment of loans, lIuctuations occurring 
in the balance of payments-and hence in the 
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London banking funds-for other reasons. The 
fluctuations in credit would thus be avoided. A 
study of the statistics shows that this dovetailing 
has not existed in the past. Chart IV (p. 2I7) 
shows exports and foreign loans in relation to the 
balance of payments. It can be seen that the 
volume of foreign loans, far from varying in such 
a way as to smooth out fluctuations in the balance 
of payments, has in the. past been largely instru
mental in causing those fluctuations that have 
occurred. But to make foreign borrowing and 
repayment vary in the way suggested would 
probably not be easy. Presumably, loans. are 
raised when they are most needed or most easily 
floated, and are repayable at dates fixed in advance. 
These dates could not be altered; and if the 
flotations were to be varied in the way proposed, 
the average rate of interest paid might be higher. 
For Australian banking funds in London are 
especially liable to be scarce 'precisely when the 
English investment market IS least wilIing to 
lend. This is so because Australian export 
prices are likely to fall, and the balance of pay
ments to become unfavourable, at times when 
England is suffering from industrial depression. 
Thus it might be that the desired loans could not 
be placed. But Chart VIII, which shows annual 
public borrowing from abroad alongside the annual 
average rate of discount in London, makes it clear 
that, at any rate since the war, the London discount 
rate has had no noticeable influence on the amount 
borrowed. This suggests that to a considerable 
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extent fluctuations in the volume of bank money 
have arisen at home, out of the changing needs 
of the governments for loans, rather than abroad, 
out of the changing willingness of the English 
investment market to lend, and that this dis-
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turbing factor is therefore largely within 
Australia's control. 

(iii) The third way of varying the Australian 
banking funds in London in the manner suggested 
would be for the governments to continue to 
borrow as at present, but to transfer the borrowed 
money to Australia at such times as to make the 
maintenance of stable rates of exchange con-
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sistent with a stable price level. The govern
ments would lose on the amounts left in London 
the difference between the rate at which they 
borrowed and that at which they could lend in 
London at short call. Or if instead they invested 
the money in securities, they would probably, 
because industrial depression tends to occur at 
the same time in Australia as in England, lose 
on the princiF.l when the time came for them to 
sell the secunties. 

Thus, to summarise, there are three ways of 
giving effect to the second short-period device
that of making the banking funds held in London 
vary in such wise as to make the price level more 
stable. These are: to increase the size of those 
funds, or to dovetail government borrowing from 
abroad, or the transfer of the borrowed money to 
Australia, into fiuctuations that would otherwise 
occur in the balance of payments. 

(e) The third device for increasing the elasticity 
of the banking system would consist of a widening 
of the gold points; that is, there would be a wider 
margin between the legal buying and selling 
prices for gold. This would safeguard the 
Australian banking funds in London without 
leading to a drain on the gold reserve. and, within 
those limits, without causing fiuctuations in the 
volume of credit. It would be a method of 
sacrificing a small part of the advantage of having 
stable rates of exchange in order to gain greater 
stability of the price level. 

The alternative to these short-period devices 
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is to go off the gold standard permanently and to 
adopt a policy of internal price stabilisation. 
This would be to forego the advantage of the 
present system in order to get rid of the dis
advantage. But if stable exchanges and long
period stability of the price level are reasonably 
consistent, the short-period devices would be 
enough, and they should be adopted; for the 
resulting gain in internal stability would outweigh 
their costs, and these costs would be less than the 
disadvantages of having fluctuating rates of 
exchange that would be involved under the 
alternative policy of independent stabilisation of 
the price level. 

NOTE ON THE STATISTICS USED IN 
CHART VI 

An account must be given of how the figures used in 
compiling Chart VI were obtained. The most difficult 
to get were those of the Australian banking funds held in 
London (that is, the London funds of those Australian 
banks having offices in London), since, so far as I am 
aware, no estimate of them has been made before. The 
estimate given here is necessarily rough. The difficulty 
is that the banks do not state where their funds are held. 
About half of them do specify an item, .. Cash at London 
Bankers and Short Call in London," and about half-for 
the most part the same banks--a second item, .. Bills 
Receivable in London and Remittances in Transic," 
But it would be a mistake to suppose that these items 
indicate the size of the London funds of those banks 
stating them. There are two reasons for this. Firstly, 
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there is nothing to show whether the .. Remittances in 
Transit" are in transit to England or to Australia; and 
secondly. shon loans in London can always at will be 
transformed into securities, and WI ""14; and the 
infonnation is too scanty to enable securities held in London 
to be included in the calculation, as they would have 
to be. 

The method adopted was to subtract the excess of assets 
over deposit liabilities as given in the Australian Banking 
Quarterly Retums--which' refer to Australia a1one-pl1lI 

. the excess held by the Australian banks in New Zealand, 
from that as published in the banks' balance sheets-which 
give the tot'" assets and liabilities, whether held in Aus
tralia or abroad. The resulting figure is that of the excess 
of assets over deposit liabilities in London. But in this 
method there are cenain defects. Firstl)". foreign banks 
trading in Australia have been left out of the reckoning. 
Secondly. while the balance sheet figures refer to a par
ticular date, those of the Quarterly Returns are the average 
of the quaner. And thmll)", the balance sheets of the 
different banks are not all published in the same quarter. 
The second defect is probably not serious,as errors are likely 
to be in the same direction each year, and the jluctfiatitmS 
are thus likely to be shown fairly accurately; and it was 
possible to make a rough allowance for the third defect for 
most years, by taking each bank's balance sheet separately; 
and subtracting from it the figures of that quaner in which 
the date of the balance sheet occurred. Nevenheless, it 
is obvious that the figures of London balances are very 
rough. Moreover, quite apart from these inaccuracies, 
there is a funher reason why the changes in the London 
banking funds may sometimes not agree with changes in 
the balance of payments. A few of the Australian banks 
do considerable business in New Zealand, and the changes 
in the London balances of these banks will not arise who11y 
out of Australian transactions, but will arise partly out of 
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New Zealand transactions, which may fiuctuate differently 
from the Australian.1 . 

Furthermore, the balance of the international account 
is itself no more than a rough approximation. This is 
made inevitable by' the fact that the various official publica
tions often give different figures for what purport to be the 
same items. a Details of the items included in reckoning 
the balance of payments are given in the Appendix. The 
main items left out are capital imported privately by 
business men and immigrants, and interest thereon, the 
expenditure of foreign tourists in Australia and of Aus
tralian tourists abroad, and short loans. The items 
included, except freight, were calculated from statistics 
published by the Bureau of Census and Statistics, and by 
the British Board of Trade." The estimate of freight IS 

that given by Dr. G. L. Wood in his BtJrTflWing ad 
Business in Australia. 

It is important to observe that the figures of the excess 
of bank deposits over advances "--which are calculated 
from the figures of deposits and advances published in the 
Finon" BUlldinr of the Bureau of Census and Statistics
are for the present purpose unsatisfactory; since, as we 
have already seen, the returns do not distmguish between 
advances and investments. Thus the elfccts of changes in 
the balance of payments on the excess of deposits over 
advances may be obscured, in the published figures, by 
associated changes in the proportion of .advances to invest
ments. This is a defect that cannot be got rid of. 

I This .... pointed out by Dr. Wilson (E,_i, &,.,J, Nov. 
1931, p. I¢). 

• WbIle this difficulty i! common to all the Australisn 
.tatistia, there i! in this particular ,eries the further difficulty 
that, whereas sfter 1914 the figures are for the years ending on 
30th June, up to that time they are for cakndar years. 

• The actual figuret, and the details of the sourcea from wblch 
they were drawn, are given in the Appendis. 
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I. II. III. IV. 
Index of Index of Index of 

UDem~. Money Product Year. Q' •. Wag~ Wholesale Wage- ment -
Rates. Prices. Rates. centage. 

1<}%' 4 roo'56 94-0 107'0 12~8 

'<}%3 I 100-0 95" %05-0 u·S 
I 2 100-0 96"4 1°3'7 11'3 

3 ga'31 94'5 104'0 11·7 

• 97'14 97>0 100'1 11.-3 
1924 I ga'31 ,00-0 ga'3 10-8 

• '00-0 ga·8 101'2 9'5 
3 101"13 99'4 101-7 '0-3 
4 101'13 102'4- ga'1 10·8 

192,5 I '00-5 101<6 98"9 J:1'Z 
2 101'0 96"0 IOS'2 11'2 

3 100-5 93"9 1"7"0 ~1·8 
4 '00"5 g .... 109-2 10'9 

1<}%6 I 100'S 88-6 113'4 10'4 
2 100'5 87" IlS3 1:2'7 

3 100-0 go'2 II-o'g 14'0 
4 100-S go'4 111'2 13'0 

1927 I l00'S 85-6 n8·Q 10'9 
2 101"0 84.8 ug'x 9'0 
3 101"0 8S'1: u8', 9'3 
4 101"0 8.·8 u8·S 9'7 

1<}%8 I 100'5 S.·6 U8'2 10'2 
2 '00-0 86-1 u6-x 10'0 

3 100-0 83'8 119'0 II'S , 4 99'7 83'I 1.19'7 11-6 
1929 1 99'S 83.6 Ilg·O 11'4 

• 99'5 82'2 r2l'o 9'1 
-3 99'3 82'1 121'0 9·8 
4 99'0 80-7 122'7 10'7 

1930 I ga'1 76"9 128-3 13'0 

• 98'3 73'4 133'9 14'9 
3 98-2 5 1'>'7 139'0 17'1 
4 ga··S 67'0 146-6 19'3 

1931 I 91"9 64-0 152'9 21,6 
2 97-0 62'8 154'5 21'2 

. 
c.Iumn 1. I>r. Bowley'. lnd", (.9'-1 = '00). I.nJ.s .. C..Dri4t' 

u-i<s-i<o. 
Cclumn U. Ind .. of .... Board of Trade (.9'4 = '00). 
Column III. The inda of ..... T'&ta ill eub quarter u • pereentacc of 

that of who1aaIe prica. 
Co1waD IV. Mv.;,try tf LMMr C~ AUf. 1931, p.lor. 

>43 
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TABLE II 

WAGE-RATES, WHOLESALR PaICP.S, MiD UJI'BMPLOYJaNT, 
IN AUSTItALIA 

L n, 01, lV, V. VL VIL 

I ! g . f ~ 1 • lrOl 
~'r Ii 

-gs 
~!i • .:1 

U ,; ill ~j UP. 1 O~ ... 1 "0 • I 'O&! 

~ ~~"= .5!= .5. U .~ S~ t~.Qi ~~g, .e ~ ,!l~ ~" """,, 
1913 I lUI 6'4 

• 1"95 1'] n ~';6 
3 lop 1"" 91"9" ,a,b 
4 lop S'] 6-. 100"0 997'> 

1914 I •085 5'9 5,6 [Ot-a! 101"30 

• 1"19 IUl 96-9 5"1 1'4 IOZ-sa: 10]"42 
3 1084 uS, 91'S '0"1 9'1 106-47 100f."·7 
4 •085 IUS 88,6 n"o II"Z 10]'46 10T1' 

'915 I 1085 1387 7Z" ..... ,0-3 Ill"U II%"U 

• ,088 .660 65'5 P to', II~ IJol'n 

1 "'93 .S .. 60'0 ,8 8'4 10976 104'13 
4 110> 1544 71"4 6-8 1" b'74 91"%6 

1916 I Ill? 1;0> 74'4 5'9 6-0 97'" 93'S, , 1110 t493 75'7 5'] 5'5 W'40 99'.6 
1 'I45 150 $ 76-, 5'] 5-8 100·80 100*%1 \ 

4 Ub 1514 7·-2. 6-, ti .00-60 100'66 
1911 I n,a IS'S 78-6 1'5 100"59 101"75 

• JaIl '51? 76'7 6-] t; 104>01 (04"24-
] "34 111S 7:l'0 1" ,- 105'" 
4 "S' '804 69-4 7'4 6-7 IOS'19 105;8 

1911 , (ass 'I?? 66'9 S'S 6-4 104-10 104'U 

• "li 1940 64'9 6" S'9 '0]']6 10''13 
] .. '954 64'9 6-, 5'9 '00"7' 101'55 

4 ''96 '~S 66-0 S'S 6'0 IOQ>S6 99'90 
1919 1 lPO 1934 68'] 6-5 6-S ,a'4' ICO"'7 

• 1]38 1956 68'4 S'5 1'1 101"14 10176 

l 1361 ,068 65,8 h 6-6 105"13 10,-43 
4 l¢t .. 6> 64,6 5" 5'7 1"9'J8 106-35 
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3 .660 .650 6>·6 6-. 6-7 103-23 100<39 
4 1753 2352 i4'S 1'B 8-5 8875 l;:M '92' • .So? "64 ;'4 11'4 to'6 92'01 47 • .8z0 '891 95'9 12.'5 II-S 11'66 91'91 
3 1833 JBn 100-6 U'4 U'I ¢'o, 92-87 
4 .s.. '729 106·6 9', '0'0 94'90 95'87 

'92' • .134 '6?' '09" 9" 9'4 ~6S !)11-6> 
• .So. 1143 1°3'3 9,6 9'5 X04'll 101'14 
3 '?II6 '7S6 100'0 t t'3 102'47 103'10 
4 1785 t831 91'S ·6 '5 102:'52: loz'03 

t923 , 1783 ISSt ~'3 ". 7-6 101'09 103'09 , '?IIs 1956 
1;:: 7" T'I '°5'67 103'oS 

3 ISll 2003 "4 7'<> 10%'40 ,0>"7 
4 tB40 .# 93.6 6-6 1't ~:;i 99'8+ 

'924 • .B4S ·~t 95'0 7,6 1'5 91'9t , t8+0 ,So 97'9 1'3 g,s ~'6t 97'~ 
3 rS38 'B4S 99', 9'5 9'4 ,s,lO !)II-li] 
4 1839 tBM 91'S 10-3 9'1 '00'97 99'44 

'9'5 , .8+0 'B4S 99.6 9'3 9'9 - 99'19 • , .8+6 tSZ.S 101'! '0" r; ,s7S' 99-61 
3 .S~ 'B4S 101'1 n IOI~6 '00'41 
4 1887 ISS6 lOt', S,' 100'43 '00'>9 

.~ • '19' '8+' 102-1 h 77 99"9 .00'80 , 
'904 ts,. 100,6 6'7 1'5 ';"; ~ 3 '9" .13> to.t.'9 1'6 6-? 

4 1938 '164 '09'<} 5'7 6-+ ~'9 9T'O 
'927 • '944 '131 11"9 5'9 6-0 ,s'4, ,s'31 • '94' 1743 [[."4 6'4 6-3 100"35 102"27 

3 '944 .88. 10]-:& 6-7 1'3 .or,s 103"11 
4 1955 :~ 

(02"1 S'9 g.s 101'·7 101'93 
·921 • .# .- 10'7 '0'] ~ 91'9' • '~3 ,Sao '07'9 u'a n'. !)II'9' 91'49 

3 '~3 '164 111'3 II· ... IO-S ~ ,s,,] 
4 '959 '744 11:1.'3 9'9 '0'0 91,S1 99'44 
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TABLE II-(, ... timud). 

Y. n. nL IV. v. VI. VII. 

i ,; ~ . .!! • its. 
" - ~1 1!:I 
~.~§ 

." ..,. , 
ii ~ i ~ ~ !j !" r! ~.t ~~ 4 .. ~ . 

~1 li~.!!1 Ii --:; ... o.i 'O&! "ii,! :~=! .... =;";J: $ ~ T ~, U g.is 
ii~; :! ! l~ • > a !~ vJi 0 -- ~ .. ~<" ft<V - - ----------

'919 , '958 .7H ."" s 9'3 97 10&"5% 1OO',a 
• ''TJ7 ')'94 110"% '0'. ,0-, ' ... 34 10,-66 
3 '979 131z 108.'0 12.'1 "7 [en'la , ...... 
4 '974 '199 '097 ~l'] 13'3 !j8'", 'l7"JO 

'930 • '973 .680 117'4- ,+,6 '5'4 93'39 <P94 • '956 '66? 117'3 lB" '7"9 99"3 !p.S 
3 '599 "'5 95'9' 
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TABLE III 

PU-WId. WACE-bTES. WHOUSALE: PalCES, AND UXEKPI.OY
MENT, 1M GREAT BlUTAIH 

I. Il. Ill. lV. V. VI. VII. 

l!ii 
f. . • ~~hi ~ 1 gf. • 'll .. - l!:, i<"~ lH ~., Jt k.l:l 0 

~C!~ 'S~~ -~" -g~ 'S:1i! 110:' 
0if I 0'· fl ;~j ~'j;i..e 

1 ~to ~~1! ~"i1 .!lit." ~~h ./j~~ 
]~; :S~1l ~ij ~~ . 1!~.~ ~:l .:: ~ -,,'" --cOl 

• 

1850 100 160 10 7 83 93'4 2oS~4 

1 851 100 '59 110 86 90'9 202"9 3"9 
18SZ 100 158 108 84 92:'6 204-6 6'0 
1853 110 167 123 99 89'4 201'4 11 
1854 II4 170 138 114 82-6 194'6· 2"9 
1855 116 171 133 109 87" 199':! 5'4 
1856 116 '70 137 113 84'7 '96'7 4'7 
1857 II. 165 '4' 118 78'9 19o'9 6-0 
'858 IIO 162 127 103 86,6 'lgS'6 u'g 
1859 II. .63 128 104 87'S 1994 5 3,8 
1860 "4 '6i 132 108 86'4 198'4 1"9 
1861 II4 163 131 107 8,'0 199-<> 5'2 
1862 II6 164 135 III 85'9 197'9 8'4 
1863 II7 I6i '37 II3 85'4 197'4 6'0 
I86i 124 170 '40 II6 88,6 200,6 2'7 
1865 126 17' 135 III 93'3 '201-8 2'1 
1866 132 176 136 II2 97'1 202'I 3'3 
1867 '31 '74 133 109 gS'S 200-0 7'4 
.868 130 172 13' 108 gS'S 196'S 7'9 
186g 130 171 131 107 99" 193'7 6-7 
1870 '33 173 128 104 103'9 195"9 3"9 
1871 138 171 133 109 1&3'8 191'3 1,6 
1872 146 1S'f ·145 121 100'1 184'0 0"9 
,813 155 '92 147 124 IOS'4 185'9 1'2 
IS74 156 192 136 II4 II4"? 191'7 1'7 
1875 '54 ,89 128 107 120'3 193'8 2'4 
1876 '52 186 127 107 119'7 189'7 3'7 
1877 151 IS'f 125 '06 120·8 187'3 4'7 
,878 148 ,80 II6 98 127'6 190'0 6,8 
,879 146 177 III 94 131'S :191-0 II'" 
,880 '47 177 117 10' uS6 181'0 S'S ,88, '47 '76 113 98 130'1 182-6 3'5 
,88. '47 175 "' g8 131'3 180'3 2'3>-
1883 '49 176 '09 g6 1]6'7 182:'2 2'6 
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I, n. m, IV, V, VI, Vll, 

1: i j ~ - 0", ' ,; i s ,~ 
~n ~i ~, : ds ~-Sl ~'!i :-5 0 ,n. 

'a~i 'Oi - §- --is ~~J 

~ ,ua U) 
0;1:1 

~~) ;~j ii~i • s" =·1 ~!~ 
S~! ]~ ]:,!!. .51 ll"'- -"'''' ~ ... ----

18114 ISO 1;6 101 89 147'5 189-5 8'1 
1885 159 174 96 . 85 155-2 193'7 9'3 
1886 148 17' 9~ 8. 160'9 195'9 1:0-2 

Iss, 149 17' 91 8. 163'6 195·1 7<6 
1888 151 173 93 85 162'3 190'3 4'9 
1889 156 177 96 89 IM'S 187'0 .,' 
1890 163 183 96 90 I6g,8 190'8 "1 
1891 163 18. 96 91 16g'8 187'3 3'5 
I8g0 161 180 91 87 178'0 192'0 6'3 
1893 161 179 91 88 178'0 188'5 1'5 
1894 162 178 114 8. 192,8 199'8 6'9 
1895 161 177 83 8. 195'2 198'7 5,8 
I8g6 163 171 81 81 201~Z 291'2 3'3 
1897 166 179 83 8. 200'0 201'S 3'3 
18g6 167 179 8S 83 196'5 199'5 .,8 

ISgg 172 183 91 88 189'0 193'5 .... 
19oo 179 189 100 96 179'" 185'0 "5 
IgoI 179 188 93 88 19%'5 200-0 3'3 
190' 176 184 9' 86 ' 191'3 200'3 4'0 

Igo3 174 181 9' 85 189'6 _'I 4'7 
1904 173 179 93 85 186'0 19B.., 6-0 

1905 174 :~ 
96 87 181-2 194'7 5<0 

19o6 1;6 103 93 170'9 185'9 3'6 

!~ 
18. 185 107 96 110'1 186-6 3'i 

( 

181 183 97 85 185'6 203'6 7' 

19091 
179 180 99 86 180'9 200'4 "'7 

1910 1791 1m 104 go 176'2 193'6 .'1 
Column I, Roproduced from Laytoo, I.-.u. .. Ii< SITUIy of Prias, 

P·15°· 
Col ...... III and IV, Rqmoduced from Pip>, I,,",1riM -. pp. 

Co'::*- lodes oI..-y ~ divided by iDd .. 01 wholcoalc prica 
and multiplied by .oa. 

CoIumoo II, IV and Vi ... tho figureo ..."..tinly 01 CoIwm>o 1, m and V. 
with tmNl nmoved. EOl' methodJ of removiDg theIe trmd. KC p. m6, 
footqote. 

Col ..... ViI, From Pip>, iftd,. pp. SS3-S+ 



Year, 

1901 
190' 
1903 
1904 
1905 
1906 
1907 
1908 
1909 
1910 
19tI 
1912 
1913 
1914 
1915 
1916 
1911 
.1918 
I919 
1920 
'921 
1922 
1923 
1924 
1925 
1926 
1927 
1928 

APPENDICES 

TABLE IV 

AtlSTWL\II B.,."'lIc STAO'I!TIa, 19014 
(For the quarter ending 30th June in each year,) 

I, II, III, 
Excess of De- Proportion of Non- London Balances 

posibJ over interest-bearing of Australian 
Advances and Deposits to Total Banks with 
Investments. Deposits. London Offices. 

£m, %. £m, 
3'25 "",85 -2"32 • 
5'71 4°-26 - 1'75 
3'S3 4°'39 -2'97 
4'50 38'90 -2'74 

12:'98 37'55 2',3.0 
19-29 38'53 5,63 
18'46 41'51 5-02 
12-85 40 '48 - 2'93 
20-0 7 39'75 6'24 
29-28 42'52 18'43 
30'68 43'38 1:2'26 
26-0 5 43'66 %2'13 
30 -91 41 '39 21'4 
40'67 42,84 I9~1I 

46-85 43-08 19'86 
44'22 4S-II -5'16 
63'33 50'39 24'20 
58'33 49'95 23'97 
44'29 47'77 24'90 
67,80 5°'-41 <1:2 '22 
40 '74 45'23 6'56 
56 '32 49'1: 25"39 
56'28 46 '4 23-08 
46-31 48 ... 29'99 
60'25 46 ,8 60'78 

5
2'34 45,6 41 '20 

21- 7 43'1 28·82 
21'20 4°'3 56,81 

Column t. 1ncludCl the Commonwealth Bank'. u Saving. Depotib .... 
Calculated from the figum of Depotitl and of Ad'n!lCel and InVelitmenta 
given in the AtutrGl_ F.nu BlIlUrias :-Not. If, P.741 18, p. 41; 
and '9, p, ~8, , 

Column II. FJfUnfU BalUtic :-No •. n, p. 4S i IZ, p. 47; and 22, po 40. 
Column Ill. London balanca aft' the eueIIH of the Uleta in London OTeJ' 

depoait liahilitia in Lomion of aU Aurtraliaa bub with Londoa oScet. 
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Year, 

1901 
190' 
1903 
1904 
1905 . 
1906 
1907 
1908 
1909 
1910 
1911 
1912 
'1913 

1914-JS 
1915-1:6 
1916-11 
1917-18 
1918-19 
1919-20 

1920-2' 
1921-2% 
1922~3 

1923-24 
1924-25-
1925-26 
'921>-2, 
'927-28 

TABLE V 

Ausn.u."", BALAlfCE OJ' PAntEHn, 19"1-28 

C,edits. 

I, II. III. IV, 

Recorded Net Increase Bawra Total in Public Exports. 
Ex~Debt. 

Dividends, Credits. 

£m, £m, [m, [m, 
49'70 5" 54"90 
43"92 607 5°'62 
48"5 5'" 53'25 
57'49 1'7 59"19 
56,84 0-7 57'54 
69'74 2-0 71'74 
,.,8. - 5'3 67's' 
64'31 - 2"3 6:2"01 

65'3' 601 71 '42 
74'49 206 77""9 
79'48 8,8 88·.8 
70'10 6,8 760g0 
78'57 14'4 9''97 

60'59 5'3 65'89 
74'78 4'3 79-08 
97'96 18-6 116-56 
81'43 20'9 IOZ"33 

113'96 0'5 114".6 
149.82 10-8 160-62 
132'16 11'3 7'7 151"t6 
127,85 ,,'2 9'9 119'95 
117'81 3'9 5'9 ",'67 
1194 49 48 '1 5'3 I12 '8g 
162:'°3 0'1 1602'-1 3 
'48'56 31'5 .86""9 
144"90 u·8 ·$6'70 
1,43-21 54'3 3'9 201"41 

Column I. Tu...lromSutiniulA_forIioDtoU";""N .. , s>md S3. 
and Aru".JM. r.,.l1oo1t, No. 21. 

Column II, F.,....I., the,.... '901-13 ...... hom Wood, ~ .. l 
Bruiruu i. AUI,.Jy, p. 15]; those for 19z.-,d from 4tu"ttlu. 
r.., B~ No. :II, P. 1019-

Column Ill. To... hom A_.u.. T_ B..t., No, aI. 
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TABLE V-(, .. linaeJ) 
AOrnALIl. .. BALANCE OF PAnuNTS, 1<)01-28 

DebUs. 

v. VI. VII. VIII. IX. 
Interest Balance 

Year. Recorded on Public Freight. Total of Pay-Imports. External Debits. 
Debt. menu. 

[m. [m. [m. [ m. [m. 
,go, 4"'43 6'43 3'33 52 ''19 2'71 
'9M 4°·68 6·61 2'99 5°'28 0'34 
'903 37.8• 6'77 2'54- 47'12 6-13 
'904 37"02 6·80 2-21 46'03 13'16 
·go5 38'35 6·85 2-56 47'76 9'78 
'906 +\'74 6'91 3-35 .55-00 • 16-7a 
'907 51 .81 6-69 3·a. 62'34 5'1 
.go8 49'go 6'59 3'71 60'20 1-81 

'909 51 - I ? 6'77 3'82 61'76 9'66 
1910 60'01 6-85 4'5' 7"38 5'7' 
19II 66'97 6'54 5"6 78 '6] 9'61 
1912 78.,6 6'77 6-27 91'20 -14'30 
1913 79'75 7'35 6'73 93'83 - 0-86 

1914-15 64'4l 9'26' 16-00' 80'43 - 14'54 
1915-1 6 77'74 IO'3S· 17· .... 94'94 - 15'86 
19I~17 76'23 12'05- ,8'40> 94'63 21"93 
1917-18 6:1"33 15'25· 22-001 84'33 18'00 
[918-19 102'36 15'60- 22·2()I 124'56 - 10010 
1919-20 98'97 17·ze;. 23· .... 122'17 38'54 
192O--Z 1 163'80 18-23 8·a. 'go'8] - 39'71 
1921-22 103'07 20'49 4'7~ 128'3° 5,'65 
1922-23 131'76 20'79 5"7 157'82 - 30"15 
1923-24 140 -62 23'20 6'05 '69·87 3-0· 
1924-25 157'14- 23'75 5'97 186-86 - 24'73 
1925-26 151'64 25'55 6'37 183'56 2'30 
1926-%7 164'72 26'83 6'92 ,gB'47 -4"77 
192 7-28 148'12 3 1'09 S'78 ,a.'99 16-4" 

Column V. Id fo), Columa I. 
Column VI, Tu.. hom Wood, iM4., pp. 'n and .6g. 
Column VIL Figura for the yean 1901-13 and 19:u-~ tUm from Wood, 

1bUl., pp. 16:r. and 204i Dote f« 191~ from ~ r .. B.,A:, 
No.:n!p.~. 

• Thete figures are for" Intemt and Servica.. .. 
I The figurot in ColWUtl VI ate DOt included in the calculatiOD for theae 

yean, 
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TABLE VI 

AM"" .... AvnACE MAnEr RAn OF DISCOUlIT (TRUE 
1l0JlTBS) .111 LONDOW 

London Market. London Market. 
Year. Rate of Discount, Year, Rate of Discount. 

%. %. 
1901. , 3"7 1915 ~ 3'7<> 1_, , 2"97 1916 .. 5"21 
1903 .. , 3'38 1917· 4,81 
1904 ' , 2,68 1918. , 3'59 
IgoS, , .-62 1919 .. 3'94 
1906 , , 3"97 1920 . 6°40 
Igo1· , 4'49 1921 .. , 5"21 
1908 . , 2'29 IgZ2 .. , 2'65 
Igog , · 2'28 1923· . 2"7<> 
1910 .. · 3'18 1924 .. 3"S4 
IgIl .. " 2"9' 1:925. 4'10 
1912 • 3"63 1926 ~ 4"5 1 
1913 .. · ."31 1927 .. 4"21 
1914. · ."88 1928 , " ."IS 

~ 
The &guta for the yean 1901-11 &R tabn from Pigou, l~ Flctaa

Dotu.p. 371; thotefortbeyun 1912-d are tUeafrom. the /JaJtiJIt~ 
- <f "" -~ Ma,'9" ad Ma"909-
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TABLE VII 

QuAlt.TEI.LY EXCESS 01' AlJSTL\LIAK BAlIK. Duosrt'S OVEt 

ADvANCES OD IHVESnIEliI'TS 

I I. 
II. L II. 

• """"" of 
....,utedy 

Y .... """"of 3~J' Year. Q r. Deposits over moving \1"<. Deposits over 
Advances and A_of Advancesand A_of 
Investments. Col. L In_ CoLL 

I. m. I. m. I. m_ I.m. 
1913 J 26'7 - 1921 I 19-0 ",,-6 

• 26·6 .6-0 2 2&% 23'7 
3 24,8 26·6 3 26-0 ·6-3 
4 2.8'3 29'8 4 '6-8 28-9 

1914- I 36-4 33-5 1922 J 34-0 32 -S 
2 35-8 33'S • 36-S 34'3 
3 29'1 30'5 3 32 '2 -32 'S 
4 26-7 29,8 4 28-6 31-6 

1915 I 33-S 33'S 1923 J 34'" 32-6 
2 40 '4 37'S • 3S'3 29-7 
3 38-7 37-. 3 19'7 2.'S 
4 33'1 35-0 4 18,. 23'3 

1916 I 33-1 30'9 1924 I 31'9 .6-4 
2 26-6 27'4 • 28·8 '3-6 
3 22'6 22'9 3 10-2 21'1 
4 19'5 22'1 4 24'2 25'S 

'917 I 24'2 26'9 1925 I 43'1 35'2 • 37"1 33-6 2 38'2 36-2 
3 39-6 31-8 3 27'4 3°-I 

1918 
4 36-6 38 ,6 4- 24'7 30'S 
I 39'6 36'0 1926 I 39"4 3'-0 
2 31 '9 30 -", 2 31"9 30'1 
3 19'7 21'3 3 19'1 21'3 
4 12'3 16-3 4 13-0 17-6 

1919 I 16'9 16'0 192 1 I 20'1 17-3 
2 IS-7 20'1 2 18'1 16'. 
3 2F 27-3 3 10'S 14'9 
4 3 ,6 38-0 4 16'0 -1920 I 50'6 44-S 
• 45'1 42'9 
3 33'0 31'S 
4 16'5 22·8 
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Gold points, widerdDg of, 236 
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theory. as 
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Ibnits of. 108-10; and cGaDp in out
put, 110-19 
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ISG-Jl 

International account. UII Balance :t 
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IrOn aDd steel i:ad\lStry~ 80 

Keyues~J. K.Ja ".151 •.• 186 8..=20" 
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Leaf, W., 220 .. 
Local Govemment Act 1'=9 • .tJ .. 
Loug period: definition ot. 21. equi-

h"brium wages in. 31""4 
.. " ....... ___ oct", .... 

fi.nitloa of, +4""5; curve of, 45. 81-S; 
detenninatelleSs of, ~; elements of. 
6, • 

Marginal net proch:Ict of labour: defi
nition 01, 45; cakuJation of, 46-1; 
curve of, 8I--9I; determinateness of, 
5118; enaepreneurs' outlook aDd. 
7-4-1i and equilibrium wages, ," 6S
'12; lEmsoftradeand,I15; andtnle 
~al product, 14-6, 93; wage t'e& 
duetioll and, lOS I!., IS7-8 

MarginaJ productivity theory! tlSSWDp
tions of. 25-33. statement of. 23""S; 
and stationary state, ,33-4; ~ 
iofuenc:es from, 3..-6 
~. Alfn:d. 22.... 32 fl., "I fL, 

65 ... ; quoted, 20 ft., 891L 
Kobili!]' of labour: lack of. ::I': i wage 

rigidity and, 60, 1¢-2OO 
Monetary policy: 18S-9<t;: 1D Australia. 

2IN1; wage miuctiOll and" :141-50 

National lnc:ome. wags as proportion 
of. 1,611. 

Natural industrial 8uctuati00s, 21s-d 
N'CW Zealand. Ausb:alian banking in, ., .... 
Opon -. demand "'" ....... in, .,,-6 -
Output, methods of MluciDr. "-3'1 
Ove:rbead expenses, 40-:1 




