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PREFACE 

More light is nec:ded on the theory of profit. 
This is my plea for publishing these pages. 
Reflections that have considerably cleared my own 
ideas are presented here in the hope that they may 
also prove helpful to others. 

The enquiry began at Cambridge in Michael­
mas Term. 1929 and ended by the Easter. 1931. 
The main conclusions were arrived at during the 
second year of my stay at Cambridge. The award 
of a Research Studentship at King' s enabled me 
to prolong my study of the problem beyond a year. 
lowe a deep debt of gratitude to the authorities of 
the King's College and particularly to Mr. J. M. 
Keynes, for offering me this opportunity of com­
pleting my investigation. 

My enquiry started with the belief that profit 
was the product of Uncertainty-bearing-:'Uncer. 
tainty-b~ing was i:egarded as a distinct factor 
of production.) I had perfect confidence in 
Pigou's teaching that uncertainty-bearing was a • 
separate factor and-as I interpreted it at the time-
in the same sense as land. labour or capital. 
Equally strong was my belief that Wicksteed's 
version of the marginal productivity theory ex­
plained the distributi;;- ~Tnatwnar dividend be­
tween the different factors. The Risk theory and 
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Marginal Productivity theory were considered com­
plementary to each other in the determination of 
profit. Risk, I imagined, explained the supply­
price of the entrepreneur's service, while marginal 
productivity governed its demand-price. 

A critical study of the American theorists soon 
led me however to the opinion that the theory 
of risks only stated the problem and did not 
point to its solution. A scrutiny of the basic 
assumptions of the marginal productivity theory 
revealed that the theory was inapplicable to 
factors or services which cannot be physically 
measured, or which do not contribute to the 
product by way of continuous variation. Its 
application is moreover vitiated by the presence of 
non-economic factors which affect the product, but 
which are often imperceptible, immeasurable or 
discontinuous. Here we refer to elements, such as 
flood or fashion, weather or inflation-factors 
which influence productivity, but which cannot be 
appropriated privately and cannot claim a share 
in the economic distribution of the produce. The 
theory is really a mathematical version of the con­
ditions of productive efficiency of the variable 
economic factors, so far as it depends on the quan­
titative relation of the factors and not on their 
Qualities, appertaining to a particular process of 
technical production. It assumes the stable conti­
nuity of one method and the rigidity of its results. 
The very function of an entrepreneur however is 
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80 to administer. alter or modify methods as to 
secure better return from the resources than hither­
to obtained. And the very nature of the entre­
preneur's skill or activity is its immeasurability in 
any kind of physical units. So I had to discard 
both these theories. My subsequent reflections are 
embodied in this volume. 

The first three chapters seek to classify the 
various theories of profit. the next four critically 
examine their underlying assumptions. and the r!­
maining four present the writer's view-point and 
conclusions .. 

Profits. -in the sense of returns from business 
undertakings. may be looked at from different 
points of view. Society is interested in the indus­
trial output of material goods and services. 
The business man. as the enterpreneur who 
provides for society's divergent needs and wants. 
naturally looks upon profits as the monetary return 
of the resources he himself owns or controls. His 
view-point is necessarily financial. The two view­
points. industrial and financial. social and entre­
preneur-al. have been kept separate to prevent 
confusion in thinking. 

The two fundamental needs of society, viz .• 
livelihood and leisure, are both satisfied by the 
modern entrepreneur and with one and the same 
process. The process of production has been so 
modified for the purpose that an increased partici­
pation of capital is now essential for a cheaper 
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out-turn. The capitalistic production offers the 
appropriate opportunity for purchasing leisure, 
that is to say, for securing a property-income 
through an increased investment of capital. The 
entrepreneur's activities and his income have been 
simultaneously examined from both these stand­
points. 

A short summary of the conclusions regarding 
the nature of profit will be found in Chapter X. 
One or two points may however be noticed here. 
The difference of profit from other incomes cannot 
be discerned either in the industrial or in the finan­
cial process of p~oduction. From the view-point of 
society, the peculiarity of profit lies in the (indirect) 
method of earning this income, and not in the 
nature of the services that help, industrially or 
financially, to turn out a product. Profit is not the 
result of the .. industrial process ;" it is rather the 
result of the mercantile process involved in the ex­
cercise of the entrepreneur's social function-the 
provision of society's needs. Secondly, the nature 
of profit cannot be described as a .. surplus." 
Surplus really refers to the measure of the income 
and not to its nature. Thirdly, the theory of value 
cannot be directly applied to the business man's 
resources or services, material or personal, to deter­
mine his income, as is done in the case of rent, 
wages, or interest. For, the proximate source from 
which profit is realised is not his capital and ability, 
but the saleable product into which his resources, 
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both material and personal. are transformed 
and embodied. 

The relation of normal profits to industrial 
equilibrium is analysed in the last chapter. My 
conclusions regarding industrial equilibrium 
appear to be in harmony with the ecological con­
ditions of biological equilibrium. There is a sort 
of economic balance between the agents of pro­
duction and the industrial environment. as 
there is a biological balance between the inhabi­
tant and its habitat. Vegetable life, animal 
kingdom. and bacteria must maintain a biological 
balance in the sense that the stability of their 
existence is assured only so long as the necessities 
for each kind of life circulate at a uniform rate in 
the environment consisting of themselves and the 
inorganic elements on which the plant-life grows 
and subsists. Too rapid development of one 
species relatively to others (or what comes to the 
same thing. too rapid exploitation of its environ­
ment by one species) causes a deficiency in the 
circulation either of oxygen or of food-supply or 
of any other essential vital elements. It reacts 
upon the possibilities of the life and growth of its 
own kind by the shortage of food or other necessi­
ties. for which it depends upon the other species 
or upon the physical environment. Similarly 
with the industrial classes of an economic com­
munity • Too rapid development of the capitalist 
class reacts upon the possibility of its life and 
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growth. (This is equally true of labour). Capi­
talistic production appears in the industrial system 
to provide employment for the growing surplus of 
incomes that the capitali sts cannot or will not 
spend. This means in a closed economy dis­
placement of labour and a diminished capacity of 
its consumption. Consequently social consumption 
decreases and so does the circulation of wealth. 
The scope of investment in general and opportu­
nities for earning profits in particular shrink 
under the process. 

No kind of life, ecology points out, can have 
a stable existence in an environment, unless it 
gives back to the environment all it takes away 
for its living. The rapidity at which the living 
species exploit the environment must not be 
greater than the rate at which they replenish it. 
Scarcity of food or of other necessities ensues 
otherwise and it paves the way for their deterioration 
and decay. It seems to be true as much in eco­
nomics as in biology. The capitalist or the pro­
prietor takes his income from the industrial en­
vironment in the form of rent, interest and profits. 
But he gives it back to industry in the form of 
investment and consumption. So long as an 

. equality is maintained between his income and 
outgo, his exploitation and replenishment of the 
economic environment, the equilibrium of the 
industrial system continues to be stable. But as 
BOOn as his income exceeds the amount that he 
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has the opportunity to invest and the willingness 
to spend. disequilibrium results. And this dis­
equilibrium becomes a chronic condition of indus­
try. when the income of the capitalist as \a class 
continually outgrows the scope of new investment 
and he is unwilling nonetheless to change his 
habitual amount of consumption. It may be 
regarded as the actual condition in many of the 
capitalistic communities to-day. 

The source of the instability of capitalism lies 
in the capitalist' s unwillingness to modify his 
behaviour in a way that the industria] system 
demands for its equilibrium. The pressure of the 
capitalist's greed for investment in excess of the 
industrial need for it is crushing the productive 
system of the capitalist countries. It is likely to 
destroy the economic basis of modern civilisation. 
as it has destroyed its many predecessors. unless 
equilibrium is restored to the system by a 
check to accumulation. investments abroad. or an 
increased consumption of non-investment goods. 
But this reflection belongs more to philosophy than 
to economics. My analysis, therefore. confines 
itself only to the cause and the nature of the 
disequilibrium that the modern craze for accumula­
tion and concentration of property has given 
rise to. 

I must mention my obligation to my Cambridge 
teachers for the direct and indirect stimulus I have 
received from them in my studies and enqumes. 
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My intimate 'contact with Professor Pigou and 
Messrs. 1. M. Keynes, D. H. Robertson, P. Sraffa 
and M. H. Dobb has been very helpful. I have 
immenpely benefited by my association with 
Mr. Keynes' Political Economy Club. Dr. Sraffa's 
criticisms gr.eatly stimulated my thoughts, while 
Mr. Dobb's appreciation emboldened me to 
develop ideas that would not certainly be regarded 
as orthodox at Cambridge. 

My best thanks are also due to Dr. 1. P. Neyogi 
and Prof. S. N. Sen of Calcutta University 
and Prof. S. Dutt of Ramjas College, Delhi, who 
h.l.ve occasionally helped me by revising proofs 
and making useful suggestions. 

CALCUTTA UNIVERSITY, 

1 sf March, 1933. 
P. C. GHoSH 
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THE THEORY OF PROFITS 

CHAPTER·I 

THE CONCEPT OF PROFIT AS A CLASS INCOME 

iWhat is the. nature of profit. who receives it. 
for what services is it the reward. and what consti­
tutes the clisutility of these services,-haveall been 
matters of dispute since the eighties. The earlier 
economists appear to hav~ ilgreed more or less in 
their definition of profit. But their successors. 
in their efforts to explain or justify profit, begin 
to define it clifferently. 

This appears to be the reason of the puzzling 
perplexities that commonly characterise the 
critique and analysis of the problem of profit 
to-day. The earlier definition of profit, it will be 
presently shown, was based upon a classification 
of incomes that the later concept has altogether 
modified. 

Economists may be broadly placed under 
three groups, according to the a.ifferent nature 
of the basis on which their classification of in­
comes rests and in consonance with which they 
define the term profit. The earlier writers and the 
c;lassical school regard profit simply . (a) as a class. 
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income, the income of the Capitalist-Entrepre­
neur. the income of one enjoying the economic 
status of an employer. Their immediate succes­
sors mostly confined the term to include. (b) the 
reward of the Entrepreneur only. as distinguished 
from the Capitalist proper. The later and the 
modern tendency is to define the term as the 
reward of such services of the Entrepreneur 
as cannot or should not be included under the 
triad of land. labour and capital. Profit is here 
regarded as (c) the reward of a distinct factor of 
production. separate from the traditional three., 
All modern theories of profit take their atart from 
this third concept. 

Of these three classifications. the mat we may 
regard as a spontaneous and factual conception of 
concrete class incomes of the early economic society. 
Incomes are classified here according to the well­
recognised or commonly accepted social rank and 
status of their recipients. and not by the nature 
of' the source or of the medium through which 
they are obtained. The second may be taken as 
a distinct recognition of the economic importance 
of the Captain of Industry. forced into prominence 
since the Industrial Revolution. The utility of the 
conception lies in emphasising the importance of 
the Entrepreneur as an agent of' 'industrial pro­
gress. and also in elucidating the mechanism of 
distribution. It marks the advent of an indwi­
trial stage' when production begins to depend 
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frequently on borrowed capital. The third may 
be taken as a purely abstract and hence scientific 
conception. It attempts to explain the reward or' 
economic incomes in terms of the distinct produc­
tive service every factor of production is supposed 
to render. and hence to find a place for the profit­
earner side by side with the earners of wages, 
interest and rent. It proposes to pick out services 
of the Entrepreneur that cannot be included under' 
land, labour .and capital. The classification of· 
incomes is here based upon the medium of earning 
them. and not upon the rank of their recipientS. 

Our classification is intended to mark out 
the actual historical stages of the modification 
of the meaning of the word profit. As the' 
classification is based only on the difference 
of the sense, one and the same author may find 
his way in all these groups according as he chooses 
one meaning at one time and a different one at 
another. R. G. Hawtrey, for instance, uses profit 
in the traditional English sense of a business. 
man's income; while qualified by adjectives 
"normal" and "pure" he uses them almost.m the 
second and the third sense. 

The earlier writers. Cantillon, T urgot· and 
Adam Smith evidently used it as a class-income. 
the income of those who had the status of an 
Employer. With each of them it was the income 
of the class of Employers or Undertakers. who 
employed labourers.· agricultur~l or industrial. witll 



their capital. There were-mainly three classes in 
society, the other two being Landholders and 
Labourers. 

Profit with them was not so much an income 
from capital, as later economists 1 were mostly 
inclined· to interpret them, as an income of the 
Capitalist-Employer or Undertaker. The income, 
in other words, was distinguished by the earlier 
writers according to the social or economic status· 
oHts recipients rather than the source from, or 
the medium or instrument through which it was 
obtained. Profit thus meant with them the entire 
incOme of the Employer or Undertaker. irrespec­
tive of the physical or economic nature of its 
source or medium. 

, This is clearly suggested by the heading of 
Book I of The :Wealth of Nations. where to 
consider the Order of the Distribution of the Pro­
CIuce Adam Smith refers to "the dilferent Ranks 
of the people." Without such a meaning in his 
mind, he would not have stopped to argue and 
warn that the profits 0/ stocft must not be regarded 
as .. only a dilferent name for the wages of a 

1 .Haney in hi. History of Economic Thought (J 925. 
p. 509) ascribe. to Adam Smith and hi. followers 
i, the idea of profits a. a return upon capital considered 
a8 a distinct factor of production." T~o distinct ideas 
seem to underlie this statement: that with the classical 
school !I) capital was a factor of production. and (2) pro· 
.lit was the return of this capital. 
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particular sort of labour. the labour of inspection 
and direction." I,G 

And this is also supported by the readings 
from Ricardo. The preface of his Principles opens 
with a statement of the division of "the produce 
of the earth" among the "three classes of the com­
munity. namely. the proprietor of the land. the 
owner of the stock or capital and the labourers." 
He speaks of "the proportions of the whole produce 
of the earth which will be allotted to each of these 
classes. under the names of rent. profit and 
wages." He refers to "the produce of the earth" 
as "all that is derived from its surface by the 
united application of labour. machinery and 
capital." and not as the product of " land. labour 
and capital." Evidently Ricardo had no idea of 
regarding capital as a factor of production. and 
his profit was a class income. 

Even Prof. Cannan seems to recognise this 
meaning in the writings of Adam Smith. For in 
one of his editorial footnotes (Book I. p. 63) of 
The :Wealth of Nations. he remarks: .. they 
are called profits simply because all the gains of 
the master-manufacturer are called profits." 

Dr. Cannan • 'thinks. however. that the meaning 
of the ordinary language was modified by Cantillon 
to include by profits earnings of any producers who 
are not wage-earners. Here he seems to overlook 

\. Book I, p. 50 (Cannan's edition). 
• Vide A Review of Economic TheolY, pp. 303·04., 
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th,t as Cantillon reduced all classes and people 
be.\ides the Prince and the Landed Proprietors into 
onl~ two classes. (i) wage-earners or (jj) entre­
preneurs.' those who are not wage-earners are 
necessarily profit-earners. The classification of 
T urgot is almost similar. He divides society into 
three classes. (i) Cultivators. the productive class. 
(ii) Artisans. the stipendiary class who receives 
stipends from the produce of land. and (iii) Pro­
prietors. the disposable class." the only one ..... 
not bound by the need of subsistence to any 
particular labour.'" But he points out that with 
the growth of capital the stipendiary class is 
subdivided into" two orders." Capitalist-Under­
takers and simple workmen;' similarly the 
productive class into Farmers and Cultivators.· 
So even in the case of T urgot we see that besides the 
Proprietors. the whole society occupied in . supply­
ing the different wants is classified as Undertakers 
(Employers) or Workmen. 

According to Adam Smith the price of the 
whole annual produce .. resolves itself" into three 
parts and is parcelled out among the different 

., See Cantillon: Essai sur Ie Commerce. Part I. 
Chap. 12. '. 

4 T urgot: ReRections on the Formation and the 
Distribution of Riches (The MacrnilllUl Company. New 
York. 1911). § 15. 

o Ibid. § 61. 
• Ibid. §§ 62 & 65. 
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Inhabitants of the country. either as the wages of 
their labour. the profit of their stock. or the rent 
of their land." • , 

Adam Smith clearly seeks to explain the dis­
tribution of .. price" or .. the whole produce 
of labour" to the three different classes of 
society. ~ith the accumulation of stock in the 
hand of .. particular persons" and the appro­
priation of land as private property. the labourer 
~. must share" with the Employer as well as the 
Landlord the price of the whole annual produce. 
These three classes may also be broadly differen­
tiated from each other by the funds from which 
they .. derive" their .. revenue:" .. ~hoever 
derives his revenue from a fund which is his own, 
must draw it either from his labour. from his stock 
or from his land . ., • 

Again Adam Smith clearly distinguishes profit 
from' interest. Income is derivable from capital 
in two ways: (a) by loan. yielding interest. (b) 
by managing or employing labour with it. yielding 
profit. Evidently any revenue derived from 
stock is not profit in the nomenclature of Adam 
Smith. The following quotation from Adam 
Smith will make it obvious: 

.. The revenue derived from labour is called 

7 The Wealth of Nations. Bk. I. Chap. 6. Vol. I. 
p. 54. Cannan's edition., Italics mine. 

8 Ibid. third paragraph. 
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wages. That derived from stock. by the person 
who manages or employs it. is called profit. That 
derived from it by the person who does not employ 
it himself. but lends it to another. is called the 
interest or the use of money." The income of 
the Employer of stock is thus profit. while that 
of the lender is interest. 

The reader need not be reminded that T urgot' s 
profit is also the income secured by the actual 
employer of capital: .. Undertaker. Manufacturer. 
Employer. all possessors of large capitals which 
they ma~e profit from by setting men at work. 
by means of their advances. ... Like Adam 
Smith. he is equally explicit that the loan of capital 
yields interest: Sec. 71 is headed .. Fifth employ­
ment of capitals: the loans upon interest." 
Sec. 81 recapitulates' the five different methods 
of employing capital or of profitably investing 
it: .. the first is to buy a landed state," the 
second. the third and the fourth are to invest in 
(a) agricultural. (b) industrial or manufacturing 
and (c) commercial undertakings respectively. 
Some of his passages clearly suggest that as the 
loan of money is a sale of its use. So the leasing 
of land may be regarded as a loan of land for 
use. and the price is rent. to 

From all these readings it :8 clear that the 
income of the Employer as a class who actually 

• t urgot: Reflections. § 61. Italics mine. 
loT urgot: Reflections. § 71. . 
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used capital for employing labour was called 
profit by all of these earlier writers. 

The classical writers always meant by profits 
the income obtained from the employment of stocl( 
or capital by its employers. Money is only .. a 
part. and a valuable part of capital." 11 Interest 
according to Adam Smith. Ricardo and Malthus. 
is the income obtained from the money-capital 
lent. . The rate of interest. according to Ricardo. 
is •• ultimately and permanently governed by the 
rate of profits." I2 .. which can be made by the 
employment of capital:' 18 Malthus. while 
complaining against the use of the word 
stock in its narrow sense of capital (i.e .• stock 
devoted to production). describes profits as "that 
portion of the natiorial revenue which goes to .the 
capitalist in return for employment· 0/ his 
capital." I' 1. S. Mill describes profits as .. the 
share" of the produce of the capitalist; the 
profits of capital or stock; the gains of the persons 
who advance the expenses of production." 15 

He recognises three classes .. who divide the 
produce." He describes .. the class of capitalists • ~ 
as .. employers of labour." " 

.. Ricardo: Works (McCulloch edn .• 1871). p. 284 • 

.. Ibid. p. 220. " Ibid. p. 179. Italics mine. 
,. Malthus: Principles of Political_Economy. (second 

edn .. London. William Pickering. 1836). p. 262. Italics 
mine. 

,. Principles of Political Economy. Bk. If. Chap. 
XV. § I. Also Chap. lll. § 3. Italics mine. 
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These quotations are perhaps tiresome but 
they are, nevertheless. necessary to shake 
off our impression, made so deep in our 
minds by systematic teaching, that classical 
profit is the return from capital, as if it was a 
confusing term carelessly used for the return of 
the factor of production called capital ; while the 
fact is that it always meant the capitalist's income 
from the employment of his capital. that is, 
income from business, and it still retains that 
meaning in popular usage as well as commercial 
vocabulary. Even to.day the English Census 
Authorities classify occupations of people as earn­
ing wages or profits-the very same classification 
of incomes as made by Cantillon, against which 
Dr. Cannan complains. The"notion of classifying 
incomes on more scientmc lines, seems to have 
begun to dawn upon English thought since General 
Walker used, after the French fashion. the 
term profit to designate .. the share of the 
producer going to the employer, as such," 
apart £rom interest. This new conception of 
profit, or rather the distinction, attracted 
Sidgwick's attention on the publication of 
Walker's Woses in 1876. But F. A. Walker 
points out in an article 16 that it was shown 
earlier by his father, Amasa Walker. in Science 

.8 Quarterly Journal oE Economics, April 1887. 
p.269. 
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of :Wealth in 1866: .. while the French writers 
have always recognised profits and interest as 
separate shares in distribution, J. B. Say treated 
Adam Smith· s neglect of the entrepreneur as 
creating a serious hiatus. All of Say's successors· 
down to Courcell-Seneuil. have dwelt strongly oil 
the importance of that industrial function." 

We must not pass over the word .. function" 
without noting that the French writers since the 
time of J. B. Say are supposed to have begun to 
classify incomes by functions of the s~called 
economic factors of production instead bf the-social 
status of their recipients. the class to which they 
belong. 

That the meaning of profit had changed 
from Adam Smith's .. revenue derived from 
stock" to Walker's earnings of management of 
an entrepreneur. was noted iii 1892 by L. L. 
Price in Volume Two of the Economic Joutnal. 
And his reasons and remarks are worth noting. 
although he was evidently wrong in thinking that 
the classical writers meant by profit "revenue 
from stock" and not capitalist-employers' gains: 

.. But there can be no doubt that in the com­
mon use of the term. in England at least. both 
elements enter. --that of the interest of capital. 
which is emphasised by Adam. Smith. anclthat 
of the reward or earnings of management, to 
which General Walker would'. coniine its Use. 
The transference of the emphasis is the more 
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important because it corresponds to a change in 
fact. which is not so complete as the alteration 
in thought which we have traced. On the one 
hand the domestic system of industry prevailing 
in Adam Smith's time did not afford such wide 
or peculiar scope for the work of business 
management as that furnished in the large 
undertakings of the present day:; and on the 
other the modern agencies for borrowing and 
lending capital have rendered less indispensable 
the possession by the business man himself of 
alI or the greater part of the capital used in 
his business. In this as in many other cases 
the change in theory has reflected the change 
in practice. although perhaps in General 
;Walker's writings it has received an excess of 
emphasis; and his use of the term' profits 
diverges too widely from the common acceptation 
to find a permanent place in Economics." " 

IT Evidently Price ignores here the distinction that 
Adam Smith draws between profit and interest. Again. 
we should never forget that the earlier and popular divi­
sion of incomes had its basis on the economic status or 
.. rank" of their recipients. and not c';n the material 
source from which they derived their income_ Adam 
Smith only borrows the popular phraseQlogy to describe 
generally wages. prolit and rent as the income of the 
labourer. employer. and landlord. But in Book I. Chap. 
VI. he seems to suggest an alternative and a more 
scientific I'lassilication based upon the material medium 
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Inspite of more than 50 years' efforts the 

scientific economists could not yet change the 
meaning of profit from a business-man' s 
(Captalist-Ernployer's) income to the income of 
his "pure enterprise." This is evident from Prof. 
F. H. Knight's complaints in 1921 and Dr. Can­
nan's in 1929. 

Prof. Knight complains: ,. .. The inclusion of 
interest in profit was opposed by Bagehot, and in 
the United States by Walker, but the use of the 
term is still somewhat loose in England. as is seen 
in Marshall. Even in this country the develop­
ment of corporation accounting while separating 
wages of management from profit. has tended 
to a new confusion of profit and interest." This 
irritation is natural to a scientific economist. who 
thinks that profit is a confused classical use for the 
remuneration of the factor capital, for which there 

~ of earning incomes. He seems to mentally argue that 
the economic character of the landlord. labourer and 
his employer derives its peculiarity from the land. labour 
and capital they own and employ. .. A gardener." he 
argues. .. who cultivates his own garden with his own 
hands. unites in hi. person the three different characters 
of landlord. farmer and labourer. His produce. therefore. 
should pay him the rent of the lirst. the prolit of the 
second and the wages of the third." (Bk. I. p. 55. 
Cannan'. edition.) 

,. F. H. Knight: Risk. Uncertainty and Prolit. 
p.25. 
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is already a name, viz., interest. But this com­
ment does not seem to be fair. Practice is 
entitled to follow its own advantages, as much as 
theory its own. Practice regards all incomes 
coming from what is called business as profits, 
and income coming from the loan of money­
capital as interest. The loan of capital brings 
interest, and the employment of capital (called 
business) brings profits. The tendency of the 
modern theory is to classify incQmes accord­
ing to the" factors of production" remunerated. 
while the basis of the earlier and popular 
classification of incomes was; as we have seen, 
the social status or .. rank" of their reci­
pients. Thus rent to-day signifies the return 
Qf land in place of the landlord's revenue, and 
interest is expected to mean the return . from 
capital in substitution of the money-lender's price. 
The responsibility for this confusion seems to lie 
with the theorists, who have attempted to change 
the meaning of "word from its well-established 
popular sense to an abstract concept of theory. 
Life would get unnecessarily complex. if the 
popular terms of every day use have to be re­
christened according to the passing whims of every 
theorist who may chance to hold the field for 
the moment. After all. factors of' 'production 
do not appear to-day to be a very helpful c1assi­
ficatidn for the so-called productive functions they 
are supposed to indicate. The post-classical 
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trinity have already yielded in America to accom­
modate a fourth factor, and a fifth, viz., un­
certainty-bearing, is fighting for a formal re­
cognition either as a substitute· of the American 
fourth or an independent fifth to dominate 
over all. Wicksteed ,. is perfectly justified 
in holding that there is no .. possible scientific 
division of the factors of industry into great 
groups, and still less any possibility of an 
exhaustive enumeration of them." The concep­
tion of business capital, he further points out, 
is inconsistent with any such division or differ­
entiation .'. 

Prof. Knight seems to overlook that corpora­
tion accounting is still doing the very same thing 
that its predecessors did, viz .• it calculates the 
income of the businessman, the employer of 
capital. If it separates to-day the wages of 
management. that simply reflects the fact that 
the management is no longer an inseparable ad­
junct to the employment of capital and the manager 
of an American corporation is no longer a neces­
sary owner of the business enterprise. But it is 
necessary to recognise that a change in the mean­
ing of profit appeared to be a logical necessity to 
the later scientific economists who implicitly 
assumed or followed a classification of incomes 

" Wicksteed: The Common Senle of Politlc&l Eco· 
nomy, p. 366. 
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based upon the so-called .. factors of production." 
Whatthey have usually overlooked. however. is 
that profit with the earlier economists was a con­
cept derived from a classification of incomes differ­
ent from their own. And the neglect of this 
fact cannot but lead to errors. Even an acute 
analyst and scientific historian like Dr. Cannan. 
for instance. accuses Marshall with having intro­
duced a two-fold classification of incomes. which 
is confusing. 

In Economics 0/ Industry, observes Dr. Cannan." 
.. Marshall begins the practice which he subse­
quently followed without much wavering. of using 
both of two classifications of income. In one. 
income is (I) rent. (2) profits consisting of (a) 
interest and (b) earnings of management. and (3) 
wages and salaries; in the other. the classification 
is (I) rent. (2) interest. (3) earnings. consisting 
of (a) earnings of management and (b) wages and 
salaries. " 

In a note" Dr. Cannan further points 
out:-

.. He [Marshall] does sometimes waver. e.g., 
Principles. 8th edn •• pp. 611-12, where the 'cor~ 
rected' rate of profit is made to exclude earnings 
of management. which. he says. 'ought to be 
classed under another head' than ,profit; here 

.0 A Review of Economic Theory. p.310 • 

.. Ibid, note 2. p. 310. 
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profit '(when • corrected ') takes the pla.ce'. of' 
• interest ' in the second of the two classifications 
above. Moreover •. his invention of quasi-rent 
involved yet another classification." 

This criticism of Marshall is obviously based 
on a misunderstanding. For his first" classification' 
clearly points out that in his concept of profits he' 
is more inclined to follow the classical . tradition 
rather than the newer classification. 'If his 
.. corrected .. profit excludes the undertaker' s earn­
ings of management. this is done for a very strong 
reason." viz .• that profit of large and small busi­
nesses cannot be scientifically compared other­
wise. For in a small business profit includes the 
earnings of management, which are excluded' in 
the case of a large. 

Marshall never identified profits with true or 
net earnings of management. Nor with .. in­
terest ., ; firs! because his •• interest" is the income 
from capital lent. i. e., loan of money-capital; .. 
secondly. because he defines profits as the 
gains from the capital employed in a businE;ss." 
which are always expected to exceed its inter­
est. Marshall is also incapable of identifying 
profits with co Quasi~rent " ;; because he defines it 
as the income of any man-made productive appli­
ance fixed for the short period in general. His 

22 Principle •• VI. viii, I (8th edn.l 
SS See definition of interest. p. 73, ibid. 

3* 
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II Quasi-rent I, refers to the income of only a part 
of the capital goods. viz., fixed capital like machi­
nery while interest refers to free capital. This 
is why he had to drop .. profits .. out of his second 
classification altogether. But this .. interest " ... 
in the second classification in that case must be 
interpreted broadly as the return of the aggre­
gate stock of capital goods, and not as the loan­
price of nee capital. And this is justifiable, for 
clearly his first classification refers to the incomes 
of the different classes of society. namely ( I) 
landlords. (2) capitalists. and (3) labourers; while 
his second to those of the economic factors, land, 
capital and labour. His first classification is the 
older and popular division of class-incomes, while 
his second is the more modern and scientific. Far 
nom being confusing, which Dr. Cannan unfor­
tunately thinks it to be. Marshall's classification 
seems to be the best and clearest. Much of the 
present misconception with regard to the nature 
of profit would disappear and a truly scientific 
theon' of profit. clear and unequivocal. would 

U. In the lirst edition of hi. Prirrciple.. p. 723. 
Mushall points out that when capital is used in the 
broad sense of all accumulated wealtlj, .. interest on 
capital must be used with corresponding breadth 80 as 
to include the usance of all accumulated wealth." I 
am indebted to Dr. Cannan'. book for the Iirat informa­
tion on the matter. 
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Prof. Fisher's treatment reminds us of 
T urgot. who not only differentiated interest from 
profits, as we have already noted, but was also 
inclined to treat rent as a loan-price for the use 
of land." 

The English economists generally follow the 
popular usage and adhere to the concept of profit 
as the income of those who employ capital. i.e .• 
make "deliberate outlay .. .for the sake of future 
advantage "-a concept really founded, as we 
have seen, on the older classification of incomes 
according to the "rank " or social status of their 
recipients. 

Before we finish this chapter we feel that it 
would have been helpful if we could indicate the 
origin of the general belief that the classical school 
meant by profit A. Smith's "revenue derived 
from stock." Dr. Cannan, to whom we would 
naturally turn for any kind of authoritative his­
torical information. unhappily disappoints us here. 
·For he himself seems to share that belief.... Most 

U T urgot : Re8eetions, See. 71. 
116. See .. A Review of Economic Theory," p. 309 : 

., The truth is that the English economists of the lirst 
three quarters of the nineteenth century were quite wiIl-
ing ............ to throw out of • prolits of capital' all that the 
undertaker gets in eonsequenee of his personal activity 
rather than his possession of capital, but they threw it 
into the air instead of finding a plaee for it in their treat­
ment of income derived from labour." 

• 
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probably the confusion crept stealthily into eco­
nomists' thought through the gradual dissocia­
tion of the capitalists from the active employment 
of their own capital. as has been hinted in many 
earlier passages. This has also been pointed out 
by L. L. Price whom we have quoted. There is 
not the slightest doubt. however. that profit first 
signified only a class income. 

Land-owners received rent, labourers wages ; 
when a mercantile class appeared and began to 
dominate society, its income was named profits. 
The independent peasant-proprietor or farmer 
came into being after the decay of the system of 
carrying on agricultUre or industry with the aid of 
serfs and slaves. Their income could easily be 
named profits. after the practice of mercantile 
undertakings. to distinguish it as an income of 
independent enterprise. and also from rent. the 
income of the owner of land. And as the' com­
petition of numerous agricultural entrepreneurs, 
who were mostly hirers of land rather than pro­
prietors. forced them to part with almost the whole 
of their profits to pay rents, agricultural profits 
were not prominent enough to attract sufficient 
attention. Though rent was and could really be 
paid out of agricultural profits. the two things 
were not sharply distinguished. The reason seems 
to be that the agricultural entrepreneurs were not 
regarded as a new or distinct class of society: they 
were the same serfs. only gaining independence. 



CHAPTER II 

THE CONCEPT OF PROFIT AS ENTREPRENEURS' 

REMUNERATION 

J. B. Say was the first to distinguish the con~ 
cept of an enlTepreneur from the capitalist-employer 
and to define his functions. The entrepreneur is 
the' principal and active agent of production. "It 
is he rather than the capitalist properly so called, 
the landed proprietor or the workman who is 
• almost always passive.' who directs production' 
and superintends the distribution of wealth." 1 

The entrepreneur is the pivot of the whole system. 
He is the active employer and hence the mecha­
nism of distribution acts through him. He is the 
mouth-piece for the expression of social demand 
for the factors of production. He is the distributor 
of the product to " the productive services." He 
is also the distributor of ., services •• to the differ~t 
industrial needs. It was Say who introduced into 
economic science the theory of the three factors 
of production. It is not to be found in Adam 
Smith. although his treatment of distribution sug-

. gests such a classification. Neither Ricardo nor 
Malthus had any such conception. Prof. Cannan 

1 Gide and Rist: .. A History of Economic Doc· 
trines... p. 113. 
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{lwells upon it authoritatively.' Ricardo' s preface 
speaks of .. the produc~ of the earth .. as being 
tlerived from .. labour. machinery and capital." 
RicardQ writ~ to Malthus that •• rents are. in no 
case a creation of wealth .. (Letters. p. 59); they 
are .. always a transfer" (Letters. pp. 128. 
155) . Malthus appears to think in terms Qf the 
necessary conditions of supply of a commodity 
fl!ther than its fact9rs of production.8 He thinks 
n9t so much of labour :as of .. the quantity and 
4irec~on" of people' s exertions j not of capital but 
Qf the I!ssistance its owner lends to labo\lr: not 
of land as such but of .. the raw materials and 
food furnished by the landlord." With James Mill 
the requisites of production were two ~nly • viz •• 
labour and capital. Only Torrens clearly stated 
that there were three instruments of production . 
•• But he does not divide his exposition of produc. 
tion into divisions on labour. capital and land." 
.with Senior and J. S. Mill both. capital was a secon­
'dary requisite, and Senior called it •• abstinence ... 
It is thus clear that productivity of the factors was 
a secondary concept that slowly crept into English 
economic thought. Productivity is. indeed. a 
d~rived concept. derived by J. B. Say from Adam 

S Cannan: A Histol}' of the Theories of Produc· 
tion and Distribution. pp. 40-2. 

S See Principles of Political Economy. by T. R. 
Mallbus (1620). Chap. II. Sec. III in general IUld pp. 78-63 
in particular. 
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Smith·s division of the nationai revenue into three 
parts. going to the three claSses. What one gets 
one produces. seems to be the underlying principle 
of this classification. But j. B. Say wanted to 
stress the progress of industry that was going 
on around him and to ascribe it to the agency of 
the entrepreneur. He wanted to explain the 
mechanism of distribution. probably with a more 
practicai conviction. .. as the master-spinner of 
Auchy-Ies-Hesdins." The entrJepreneur. as a mere 
intermediary of consumers, ·demands the produc­
tive services. which the three passive· agents of 
production supply. Thus the interaction . of 
d~and and supply fixes wages. interest. and rent. 
Distribution of products takes place through him 
and simply by way of ordinary exchange. This 
also explains why profits of the old capitalist have 
to be subdivided into interes.t of capital and profits 
of the entrepreneur. and not of enterprise. as the 
concept of enterprise was still then in the womb 
of the future. 

Thus we find that the classification of the factors, 
according to the function (specific. may we call it?) 
they perform. .is a by-product of the necessity 
for explaining distribution. The distributor is 
the entrepreneur. 

With this historical background of his origin at 
the back of our mind. let us enquire into the pro­
fits of the entrepreneur. who has become the start­
ing point of all varieties of modern profit t1;'eories. 
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FRANCIS A. WALKER'S CONCEPT OF PROFITS 

As soon as General Walker 4 imported the con­
cept of entrepreneur into English economics. profit 
ceased to be a pure class income. At any rate it 

was conceived to be the income of a fourth class of 
people. actual or hypothetical. .. What would be the 
share of produce. " Francis A. Walker enquires • 
.. going to the employer. as such. irrespective of 
the proper interest on capital (of which the em­
ployer himself mayor may not be the owner). in 
case the body 0/ employers constituted a distinct 
class. either naturally or artificially defined ... ?" 5 

He speaks frequently of .. business profits. the 
remuneration of the employing class." 5 

In coming to discuss "the minimum of pro­
fits." 7 Walker adopts. however. another (and 
narrower' definition-a quantitative definition of 
profits. He conceives it as a differential income. 
It is the difference of remuneration a man can 
earn as an employer and as an employee. It is 
the excess of an employer's actual remuneration 

over his wages procurable as an employee in the 
open or competitive market. .. Profits not in 

• Quarterly Journal of Economics, April 1887, p. 269. 
et seq· 

,', Ibid, p. 269. Italics mine. 
S Ibid, p. 270. Italics mine, 
7 Ibid, pp. 270.71. 
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excess of wages we have agreed to consider no 
profits at all." he states expressly. s 

Walker does not adopt the French concept 
.of an entrepreneur in toto, although he imitates 
them in their distinction of the employer, as such, 
from the capitalist. With Walker the employer 
is a separate class, either as an actual fact or a 
.. representative fiction. .. Walker is still thinking 
in terms of the classical ranlts of people, originally 
based upon their. occupations, their physical means 
of livelihood. In greater' conformity with the 
actual conditions of his time, his analysis proceeds 
a step further than that of the classicists. The 
classical capitalist-T urgot' s Capitalist-Entrepre­
neur-is simply separated into two classes. The 
capitalist need not be necessarily an employer: 
an employer may sometimes be actually found 
working with borrowed capital. Profit is the 
income of the employer as distinct from a mere 
lending capitalist. Profit is thus a class income 
with Walker. 

8 Ibid. p. 277 : .. Likewise. [i.e .• like the cost of 
raising wheat from the soils of the lowest fertility] the 
cost of maintaining the employers of the lowest indus­
trial grade necessarily enters into the normal price of 
produce. But we have already noted that the remunera­
tion or means of subsistence of this class of employers 
would. under full competition. not exceed the remunera­
tion of the same persons if themselves employed by 
others; and profits not in excess of wages we have 
agreed to consider no profits at all." 
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.But the French concept of an entrepreneur. as 
developed by 1- B. Say and followed by his suc!­
cessors. does not appear to have the same 
genesis. Say's entrepreneur is the supplier of a 

. product. a commodity demanded by consumers. 
and its active producer. Landlords. capitalists 
and labourers are mere passive agents: they 
supply the means. the instruments. the factors that 
the entrepreneur needs to produce the commodity. 
Say's lactors 01 production refer to the diHerent 
sources out of which the entrepreneur obtains his 
different means. The lactor. are sources of 
assistance needed by the entrepreneur for produc­
tion: they do not comprise all the means and 
assistance that go to form the product; they 
do not include the entrepreneur's own personal 
services. 

It is the entrepreneur who produces the 
commodity: the owners of Say's .. productive 
services" simply supply the means that assist 
him in turning out the product. .. Productive 
services" are. therefore, services that enable the 
entrepreneur to produce. Say's factors of pro-

. duction are, in other words. entrepreneur' 8 

lactor,: they do not constitute the whole of the 
elements that enter into the economic composition 
of the product. they do not mean the lactors of 
the product, 

Say modifies the old French ~oncept of entre­
preneur, Turgot's Entrepreneurs make profit 
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•• by setting men at' work. by means of' their 
advances." Say's Entrepreneurs make profit" by 
setting men at work" only. Those who make 
advances are capitalists. So far his analysis runs 
similar to :Walker's. But Say adds to his (entre­
preneur' 8) qualifications; the entrepreneur is also 
the distributor of the product-value. In making 
him "the pivot of the whole system." Say makes 
him the only active agent in production. and that 
too rightly and in greater conformity with facts. 
Profit i. thus the remuneration of the active agent., 
while rent. interest and wages are the re­
muneration of the .. passive" factors supplied to 
meet the demand of the active entrepreneur. 

Say's Entrepreneur takes his rise from the con­
cept of an .. active" agent and the .. passive ", 
instruments or elements he needs to fulfil his social 
function. viz .• to supply the commodity that the 
consumers mayor do demand. Walker's Entre­
preneur is the classical capitalist-employer who" 
does not .. make advance." but .. set men at 
work " all the same. Say's Entrepreneur is the 
outcome of his attempt to locate the agency and to 
explain the mechanism of distribution. But 
Walker' 8 is the result of his deliberate bisection 
of the classical capitalist to distinguish the re­
cipient of interest from that of profit. 

Walker. therefore. looks upon the entrepre­
Beur as the representative of a class. Rent. 
interest and wages as well as profit are aU 
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class incomes, distinguishable analytically, thougH 
the distinction may not be apparent as an 
obvious or commonly accepted fact. He does 
not follow Say in looking upon rent, wages and 
interest as the remuneration of the entrepreneur's 
passive factors of production. Nor does he give 
any indication that he even thought in terms of the 
all-comprehensive three factors into which the 
product is perfectly analysable. In his quantita­
tive definition of profit, Walker, no doubt, excludes 
the wages of superintendence and direction from 
profit. This he does, not to gualify his repeated 
assertions as to the nature of profit as the income 
of the "employer, as such" or as a class-income, 
but to measure its amount effectively. The measure 
of the employer' s skill ought to be reflected in 
the amount of profit he earns. Unless he can 
earn an amount greater than what he does as 
an employee under another man's direction, his 
skill is of the same order as that of a labourer. He 
adopts this as his zero-point or base-level from 
which one is to measure profit. Strict logical con­
sistency, of course, demands that he should name 
it a net or true profit or some such thing. But he 
did not name it thus. He is content with the 
statement that "profits not in excess of wages 
we have agreed to consider no profits at all." 

This, however. seems to be a traditional method 
of English economics. prevalent also at the time 
when Francis Walker wrote, as far as a foreigner 
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can guess anil see. Rent, for instance, is a clas"! 
income with the English school, but it is neverthe-'J 
less measured not by the absolute return obtained 
from the soil but by the net return obtained after 
ileducting.Jhe interest of capital sunk and embed­
(led in it.~ent is thus qualitatioely defined as the 
income of the_ landlord class, but- quantitatioely 
measured by the supenor capacity' of "land "to 
yield a surplus beyond what is required to remu­
nerate the co-ordinated amount of labour and 
capital. Walker similarly, and with the same 
justification, measures his profit by the superior 
capacity of the entrepreneur to provide a ~~~ 
beYond· what is necessary to· pay to or com­
pensate the co-operating capitalists' (who make 
" advances ") and labourers.) Rent thus came 
to be associated in our economic thinking. not so 
much with the income of the landlord. as with the 
differential capacity or superior productivity of the 
"l;nd" he owns. And Walker's profit similarly 
came to mean generally the reward of the differen­
tial skill or superior productivity of the entrepre­
neur\ Just as rent is associated with the fertility of 
"land." its additional capacity to produce. so does 
Walker associate profit with the superiority of 
entrepreneur's skill. his additional capacity to 
.. create" a greater product. As rent is to agricul­
ture, so is profit to industry. That is how Walker 
thought and argued with a view to destroying the 
~sis of the socialists' attack on industrial profits~ 

5 
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'Marshall • immediately agreed with Walker in 
his analysis of entrepreneur as distinct from the 
capitalist. But Marshall pointed out diat only a part 
of what Walker called profits. could be regarded as 
analogous to rent. His earnings of management 
and that part of his remuneration. that comes to him 
from education and training. must form. Marshall 
insisted. as a real return of the capital invested in 
his mental equipment and hence as a necessary Pmt 
of price. Only that part. which he oweS to his 
natural endowment. might be looked upon as rent 

Marshall agreed with Walker that the whole of 
the remuneration of the entrepreneur was to be 
included in profits. and this was inevitable. for 
he upheld the first concept of profit as a class 
income. the inconle of the classical capitalist. 
But Marshall differed as to which part of the 
entrepreneur" s profit was to be regarded as a 
surplus. in the sense of an excess above price­
determining costs. 

Now this inclusion of the whole of the remunera­
tion of the entrepreneur as profit is the distinctive 
characteristic of the economists whom we have 
included in our second classification. Among the 
prominent representatives of this concept we may 
mention Taussig. Davenport. and Hobson. Othea: 
economists further subdivided this ponion. distin­
auishing the remuneration of those functions which 

o Quarterly Journal of Economics. Vol, I; 1887 : the 
article by A. Marshall, The Theory of Busine .. PtO'tao 
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are delegated to salaried officials ·in a ioint-stock 
company as wages 'orearnings of management. 
The residual non-transferable function of the 
entrepreneur they regarded as earning pure profit. 
The reason for this distinction is that they classify 
incomes according to the nature of the -medium of 
earning them -the so-called factors of production; 
and as every factor of production must have ·a 
distinct productive function, ·the labour-function of 
the entrepr~eur has to be separated from what they 
conceived ·to be the "function of'entrepreneur 
&Bauch." 

~ According to Prof . Taussig, .. business prolits I 
l\are best regarded simply as .a for.m . of wages ... 10 ) 

For" the theory of wages should consider the re­
muneration of every 80rt of labour ..•... of indepen~ 
-Clent workmen as well as ............ of a hired 
labourer .•• 11 His classification of incomes seems 
to be implicitly based upon the return from the three 
-factors. land. labour and capital. The independent 
conduct of industry characterises the peculiarity of 
a business man' 8 service and this connotes assump­
tion of risks. His irregularity of income is explain­
ed by his position as a residual claimant. by pro­
ductive-distributive arrangement. His income. 
though irregular. is not due to chance. Continued? 
.auccess is due to the possession oE qualities. \ 
shrewdness, ability, and skill. Besides" talent~'~ 

10 -Principles of Economics. Vol. II. Chap. 49, Sec, I. 
II Chap. 47. Sec. I. 
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which is a rare gift of nature, "capital" and "con­
nection" are the two factors which make or mar a 
business career: .. Set training doubtless counts for 
less. .. .. In the business career, as compared with 
most others, inborn capacity counts more, training 
and environment less. .... These explain the 
difference of the long-period incomes of business­
men from one another. (Taussig's profit,. be it 

I noted, is not a differential income like rent, as we 
l find it in Walker's quantitative definition1 

[
Prof. Davenport 11 also inclines to the same 

I. .view: ., Compensatio~. for _ hired labour is wages 
\ (or salary). Compensation for the entrepreneur 
:\ is profit.? Who are entrepr~eurs? "All employers 

of labour or of instrumental goods for hire are entre­
preneurs, no matter whether the prospective pro­
Quct is to be offered for sale or not~" He exammes 
three alternative senses in whi2h profit . may be 
understood: (') • 'exceptional, unclassified, irregu­
lar gains,-conjuncture profits, "(2) "compensation 
for independently working human factor in produc­
tion" (a broader notion), (3) .. compensation for 
the independent human factor in the quest Jor 
gain" (a still broader notion). The difference 
that underlies these three senses is based upon the 
fact that under the present economic organisation 
dominated b, private property and interests, it is 

10 Ibid. Sec. 5. 
IS J'he Economics of Enterprise (1928). pp. 67. 139 

& 404. 
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sometimes possible for an individual to acquire an 
income without making any addition to the wealth 
of society. or without making any conscious 
efforts for it. He decides ultimately in favour of the 
third sense. This definition. he thinks. would not 
confuse •• the socially productive aspects of busi­
ness with the competitive and gain-making as­
pects." Ut woul~ include both c()mE~tit~~ and 
conjuncture gains..1 Profit in this sense stands as 
"a' form of wages" of an independent employer 
for .... entrepreneur's activity as such." , .. This 
profit goes no doubt to him who takes the risk, 
but does not. therefore. go as compensation for 
the risk or in proportion to' it. It is. indeed. in 
the very nature of the entrepreneur labour that it 
is the labour of the risk-taker. ,) , 

It is superfluous here to point out that "entre­
preneur's activity as such" is nothing but a kind 
of labour in the conception of Davenport.-the 
labour of an independent employer. which con-

, notes. however. the taking of risks. 
Before we state the view' of J. A. Hobson on 

profit. we should notice the peculiarity of his theory 
as to the constitution of any kind of factorial in­
comes. Rent. wages. and interest are each divided 
into three parts. Each part represents a kind' of 
charge upon the inc,ome from the industrial system. 
•• The first chargeis the amount necessary to main­
tain the existing industrial fabric; the second charge. 
the amount of the surplus above maintenanc~ 
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·necessary to evoke the .growth of the supply of 
.factors; the third charge. the remaining part of the 
surplus paid out in such a way as to evoke ·no in­
crease in productive output or efficiency. .•• " Where­
.from. comes this surplus? This emerges, of course. 
from the .. ability" of the entrepreneur to· organise 
and direct production. Profit is the reward of this 
ability of the. entrepreneur. From the social stand­
point his service is both essential-and creative: it is 
to enlarge the industrial output through efficient 
·organisation. So profit is a necessary supply· price 
to stimulate the activity of the 'entrepreneur. But 
·the amount actually earned differs often from what 
.is essential as the minimum to induce his activity. 
The maximum possible .profit is the difference 
between the total product created by his organising 
ability and the minimum that represents the 
:/irst charge to industry . Within these limits of 
maximum and minimum profits. actual profits 
'willbe determined by the superior bargaining 
power of the entrepreneur over the factors 
'or by 'his success in stifling competition of his 
'rival producers. •• Thus profits. while to a c~rtain 
extent. sui generis. are amenable. like other forms 
of income. to division into three parts. as neces­
sary to maintenance. necessary to growth. and 
superfluous in relation to an adequate discharge 

14 P. T. Homan: Contemporary Economic,Thought 
(1929). p. 319. 
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of the social functions of the business. ability." \, 
So profit must be regarded broadly as the remu,. 
neration of the entrepreneur's ability, thougn in 
common with every other income the surplus it 
enjoys over its minimum supply-price depends 
on the .. hindrances to perfect equality of bargain­
ing power," 18 between the different parties 
of production. 

Hobson further believes that .. ability is dis­
tributed among the various trades according to 
the genuine prosp~ct of gain b~sed on experience. 
though the distribution will be much less exact 
than in the case of other factors':' 17 

These three authors. we believe. will 
sufficiently represent the concept of profit 
as an entrepreneur's emoluments, entrepreneur 
being analytically separated from the capitalist­
employer as a class. These authors. be it noted, 
belong to differeqt schools of thought. Taussig is 
orthodox and classical. Davenport is reactionary 
and Austrian-marginal. Hobson is equally re­
volutionary but Ruskinian and reformist. with 
concrete ideals but abstract philosophy. with a 
belief in social harmony through are-valuation 
of economic processes by .. human costs" and 
.. human values" rather than .. economic utility ". ',-. 

15 Ibid. p. 320 .•. 
~o Hobson: Economics of Distribution (1900). p. 360. 
\7 Hobson: The Industrial S),stem. p. 130, 
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anCi ... economic costs." anCi througll an abolition 
of .. forced surpluses .•• 

Let us' now pass on to the theorists of .. pure 
profit." the product· of a logically pure service. 
unalloyed with any traces of land-labour-capital 
elements. or the remuneration of a pure entre­
preneur. 



CHAPTER III 

THE CONCEPT OF PuRE PROFIT AS THE RETURN 

OF A NEW FACTOR OF PRODUCTION. 

T urgot' s entrepreneur was a capitalist-em­
ployer. a lively labourer with a full capital-equip­
ment of tools and materials. himself ready to • 
work and set other labourers to work. Walker" 
stripped him of his tools. and made him an un­
equipped labourer. J.' B. Clark performed upon 
him a marvellous operation of analytical surgery. 
took away from him the entire body of the con­
crete employ~. all the limbs he possessed as a 
labourer. and left to him only a bare soul. 
This soul somehow' establishes relation between 
his body and his tools and through them with 
the external world. It can "co-ordinate labour and 
capital." and thus start the process of production. 

By abstracting a concrete entrepreneur. Clark' 
confines the entrepreneur .. to co-ordinating' 
the elements furnished by others. . .. . . ... In per­
forming this one function. he contributes to 
industry nothing but relations. He connects 
labour and capital with each other in his own 
establishment." He connects this establishment 

\ Oark: Insurance and Business Profit. Q.}.E .• Vol. 
vn. p. 46. 

\- I>!ote that this is inconsistent. for the establishment 
must belong to him as the capitalist. 

6 
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with others and makes it do its part in the general 
industrial system." In short. the entrepreneur is 
"the man who co·ordinates capital and labour. 
without in his own proper capacity furnishing 
either of them ... • With the creation of this 
non-capita)ist non-labourer entrepreneur. it was 
now easy to seek for the source of pure profit. to 
look for the service proper of which it is the 
reward. 

According to J. B. Clark, this service is "co­
ordination" of labour and capital. as the previous 
quotation indicates. He explains at lirst the 
nature of this service by saying. .. Pure profit is 
the return of simple ownership." I Again we 
have; .. The entrepreneur or assumer is he who 
takes upon himself the responsibility of owner­
ship.'" But this. we fear. was the source of 
all misunderstandings. 

He explains. no doubt. that the three func~ons 
of the capitalist. the manager and the owner. 
though at times combined in one and the same 
person, are distinct. So are their rewards. The 
growth of corporations has tended generally to a 
practical separation of these functions. Stock­

. holders. bondholders and business creditors are 
capitalists. Salaried officials are managers. 

$ Ibid. 
, 

• J. B. Qark: Profits under Modern Condition.; 
Political Science Quarterly, Vol. II, p. 606. 

• Ibid. p. 607. 
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Entrepreneurs, in the limited sense of the term, 
are stock-holders. ., Pure profit resides in the 
portion of dividends that is in excess of current 
interest on the paid-up capital." • 

But even < this explanation does not make it 
clear whether •• co-ordination " is exactly identical 
with the function of ownership, or it is something 
distinct but usually indissociable under the present 
circumstances from the condition of ownership. 
There are many passages that seem to imply that 
co-ordination necessarily connotes ownership and 
profit comes to the owner. There are reasons, how­
ever, to believe that .. co-ordination" with Clark 
is an economic service that only involves owner­
ship. Now is this co-ordination a productive 
service? There is nothing to show that co-ordina­
tion is a service to which his marginal productivity 
theory is applicable. On the other hand, as profit 
in a static state is zero, the productivity of co-ordi­
nation at that stage, if it has any, must be zero. Co­
ordination however goes on gathering profits in a 
dynamie state. The question is: if co-ordination­
the service of the entrepreneur as such-is co-equal 
with services of labour and capital including land 
(for that is his classification of productive services), 
why should co-ordination fail to secure a reward 
in the static state unlike the other factors? Does 
he regard it then as a mere receptive function. a 

6 J. B. aark: Profits under Modern Condition. ; 
Political Science Quarterly, Vol. II. p. 607. 
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kind of moral propriety to receive profit when it 
comes? Does he mean that this service need not 
claim a reward as a necessary pre-requisite to its 
offering, but only claims a moral title to appropria­
tion, when it happens to appear? There are, 
however, passages in .. The Distribution of 
Wealth, OJ which clearly show • that co-ordination 
is a productive service. Profit is regarded as a 
.. sufficient lure .. to "overcome obstructions and 
take risks OJ for securing progress. Competition 
again is supposed to give to an entrepreneur "what 
the co-ordination function creates." But these 
at first sight seem to be out of harmony with the 
general trend of his writings. "The essential 
fact," he tells us' "is that the employer. buys 
out his partners in the productive operation ...... 
The function of the entrepreneur as such consists 
... in two operations, the one mechanical, and the 
other mercantile : he directs a productive process, 
and he buys the elements that enter into' the 
.product ..... .In the one capacity he is a labourer 
and receives a higher variety of wages : in the 
other capacity he is a merchant, and receives 
a margin of difference between what he pays 
and what he gets." 

Clark clearly states that the entrepreneur, gets 
profit as a merchant,; and this merchant, if purified 

• The Distribution of Wealth. pp. 3·4. 
, aark: Profit under Modern Conditions; Political 

Science Quarterly. Vol. 1I. p. 605. 
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of his labour function, emerges as a "co-ordinator" 
proper. 

Now Hawley objects to Clark's definition of 
the entrepreneur as" the man who co-ordinates 
capital and labour without, in his own proper 
capacity, furnishing either of them." His criticisms 
are worth noting: 8 "The labourer," he com­
plains, " can be defined as he who co-ordinates 
his own labour with things, and, when these 
things are or become capital, as one who co-ordi­
nates his own labour with capital. Then, accord­
ing to Prof. Clark' s definition, the only distinction 
between the ordinary labourer and the entrepreneur 
is that the one co-ordinates his own labour, and 
the other the labour of others. How, then, does 
the mere foreman differ from the entrepreneur ? 
...... Surely, it is his interest, or ownership, in the 
product, and not his being a co-ordinator, which 
is the distinguishing characteristic of the entrepre-

" neur. 
The controversy is very interesting. Both 

agree that the ownership of the product must 
remain with the entrepreneur. And both are 
loath to acclaim ownership as an economic or 
productive function. Clark thinks that the pro­
ductive service associated with ownership is " co­
ordination," while Hawley is equally sure that it 
is ris/t. 

8 H~wley: The Risk Theory of Profit. Q. J. E., 
Vol. VII. p. 472. 
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Hawley makes an additional ground out of 
J. B. Clark's confession that ownership of the 
product always remains with the entrepreneur, 
who receives profit. This enables Hawley to 
argue, "if the ownership remains, the risk 
remains; the two are inseparable."· So it is the 
risk that constitutes the productive service of the 
entrepreneur . 

Now, what is the real meaning of co-ordination? 
What J. B. Clark wrote about it in the Quarterly 
Journal of Economics and in the Political Science 
Quarterly, he almost repeats in his Distribution 
of Wealth. "The function (entrepreneur's) in 
itself includes no working and no owning of capi­
tal: it consists entirely in the establishing and 
maintaining of efficient relations between the 
agents of production." D. He notes, however, 
subsequently .b that within the sub-groups, or 
specific industries, productive agents have to be 
"co-ordinated" with each other-"the quantity of 
each kind has to be determined." In Chapter 19 he 
points out again how a normal apportionment of 
labour and capital among the industrial groups 
takes place by the movement of factors according 
to the law of diminishing productivity. " Here 
entrepreneurs are the movers of labour and 

. I" capita. 

• Ibid, p. 473. 
n II Ibid, p. 3. 
Db Ibid, p. 301. 
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Does co-ordinating, then, mean regulating 
the movement of factors till their right proportion 
of quantities is determined? If so, how can 
we say that the co-ordinating- function creates a 
product? The necessity for this function does 
rather arise when the group-productivity of 
any factor differs from its normal level, that is 
to say, when it is different in different groups. 
An argument of this _ kind is indeed plausible, 
but not conclusive. There is no reason why we 
should conceive of "co-ordination" as a sort of 
static service. Clark always associates his entre­
preneur with dynamic conditions" as introducing 
improvements and securing progress. And im­
provement and progress in any process of produc­
tion implies an establishment of new relations 
among the productive factors and not an imitation 
of one universally adopted. So co-ordination is 
to be associated with the new and improlJed rela­
tions of the productive factors and must be 
regarded as a productive service. 

Now, even if we grant in the light of this 
interpretation that co-ordination is a productive 
service, still it can be contended that it is 
nothing but a kind of mental labour and it is but 
the service of labour. And this makes it clear-that 
the difference between Clark and Hawley is to be 
attributed here to their difference in the basic idea 
or philosophy that underlies the concepts of the 
entrepreneur and profit. 
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Clark 0, resolves the gross income of society 
into wages, interest and profits. The .rent of land 
is regarded as merged in interest. Wages and 
interest are the earnings of labour and capital 
respectively. The profits are "gains from a certain 
co-ordinating process that is performed by the 
employers of labour and users of capital." "This 
purely co-ordinating work," as we have seen, is 
the entrepreneur's function, according to Clark . 

• 
Th . f" "d e conceplJon 0 an entrepreneur an 

his function seems to be derived analytically -to 
explain the distribution of incomes. These incomes 
are classified, not according to the ranks of their 
recipients, nor according to the material medium 
of earning them, such as land, labour and capital. 
The current names of incomes are taken for granted. 
He does not care to classify them explicitly accord­
ing to any logical plan. But his classification of 
incomes is really based upon his static and dynamic 
concepts. Incomes are classified as static or dyna­
mic. Profit is a dynamic income: it can be creat­
ed only under dynamic conditions. The other two 
incomes, viz., wages and interest, are static. He 
believes that "the distribution of the income of 
society is controlled by a natural law; this law ..... . 
would give to every agent of production the amount 
of wealth .which that agent creates." Dd The entire 
study of distribution is, in this view, a ~tudy of 

., The Distribution of Wealth. pp. 2·3. 
Od Ibid. Preface. p. v. 
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specific production. "It is an analysis of the 
wealth creating operation, and a tracing to each of 
the three agencies that together bring wealth into 
existence of the part which it separately contributes 
to the joint product. To each agent a distin­
guishable share in production, and to each a cor­
responding rp.ward-such is the natural law of 
distribution .• , g. The three agents of production he 
speaks of do not stand .on the same level. The 
dynamic income can only be earned by a dynamic 
agent. This is his entrepreneur, who produces 
wealth by initiating dynamic conditions, by "esta­
blishing relations " of a newer type between the 
static factors, that is, by "co-ordinating" them, 
in his peculiar phraseology, to a better advantage, 
by "moving" them towards the creation of 
greater wealth. The labour and capital are static 
factors. The natural or static law-the law of 
final productivity-is applicable only to the static 
incomes, Viz., wages and interest. 

Hawley's conception of the factors of produc­
tion and his classification of incomes are based 
on the contrarY, as we shall find it later, on a 
completely different set of ideas. 

F. B. HAWLEY 

The risl( theory 01 profit, as proposed by • 
Hawley, is also a theory based on a distinctive 

9. Ibid. p. 3. 
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productive serVIce. It is best summarised.in his 
own words :1. 

" The final consumer is forced to include in the 
price he pays for any product not only enough to 

cover all the items of cost to the entrepreneur, ... 
among which items is a sum suflicient to cover the 
actuarial or average losses incidental to the various 
risks of all kinds necessarily assumed by the entre­
preneur and his insurers, but a further sum, with­
out which, as an inducement, the entrepreneur, or 
enterpriser, and his insurers will n~t undergo or 
suffer the irksomeness of being exposed to risk. 

" This surplus of consumer's cost over entre­
preneur's cost, universally regarded as profit. and. 
from the nature of the case, an unpredetermined 
residue, is the inducement for the assumption by 
the entrepreneur, or enterpriser, of all the risks, 
whatever their nature, necessitated by the process 
of production. As the inducement to any given 
action and the reward for that action are the same 
thing, ... the difference being not in the thing itself, 
but only in the point of time from which it is 
looked upon, ... the unpredetermined residue which 
served as the inducement to risk at the commence­
ment of any industrial transaction must necessarily, 
when determined and realized at its close, be 
regarded as the result, or reward, of the risks 
undergone." 

10 F. B. Hawley: Reply 10 Final Objections 10 

the Risk Theory of Profits. Q. J. E .• Vol. XV, p. 610. 
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Nobody contests Hawley in his thesis that 
uncertainty is responsible fora higher consumer's 
price and profit (gross). Marshall and Clark both 
recognise the truth. But the dispute is as to who is 
benefited by it. Hawley thinks that it is the entre­
preheur, and his function is, therefore, risk-taking. 
Clark maintains that it benefits ultimately the 
capitalist. ., It goes without saying that the hazard 
of business falls on the.capitalist." 11 The entre­
preneur, he explains, "becomes the owner of the 
products of this industry, as they are turned out, 
and sells them in the market for what he can get. 
In acquiring this ownership, he must pay all the 
costs entailed in creating the product; and among 
the costs to be thus defrayed is the entire sum 
made over to the capitalist as an offset for risk. "11 

Thus Clark denies that the entrepTeneur carries 
any risk. "The entrepreneur, as such " he eluci­
dates further, .. is empty-handed. No man car­
ries a risk who has nothing to lose... . . To the one 
(capitalist) the reward of risk is an income: in the 
other (entrepreneur) it is an outgo that' must be 
submitted to before he can become the complete 
owner of the product. If there is a true profit in the 
case, it comes after this demand has been met. "11 

The difference between Clark and Hawley 
on this point is mostly attributable to their differ­
ence of conception with regard to the entrepreneur 
and the capitalist. 

II Q. J. E., Vol. VII. p. 46. 
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The significant thing in the entrepreneur is the 
ownership, insists F. B. Hawley. Clark asserts that 
ownership, though a necessary one, is a mere 
incident. Their real difference seems to lie in 
the emphasis of the aliogether different things 
connected with ownership. Thus while Hawley 
emphasises on the uncertain character of the in­
come derivable from this ownership and thus 
identifies ownership with risk-taking, Clark looks 
to the productive arrangement that has made this 
acquisition of ownership (of the product) usual 
and regards ownership as a mere incidental neces­
sity. Without ownership the different agents cannot 
be made to associate together so easily for purposes 
of production, nor can they be " co-ordinated ,. so 
efficiently in their right quantitative relations. 
Co-ordination, with Clark, means the establishment 
and maintenance of this right relation between the 
producing agents. But Hawley and Haynes/I. 
in common with innumerable others, are unable to 
imagine that the •• co-ordinator ,. can be distin­
guished from a labourer of some kind or other. 
The acquisition of ownership of the product is 
the most usual and the easiest means to-day by 
which " land, labour and capital " are productively 
associated. But this need not be thought of as the 
only means for bringing about their association. 
Nor does it necessarily imply an acquisition of the 
ownership of the productive equipment. Ownership 

1" Haynes, Risk as an. Economic Factor. Q.J.E .• 
pp.409·49. 
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is an incident of Clark's "co-ordination" only 
in this limited sense -an incident appertaining to a 
method of organising production that i9 almost 
universal to-day. 

Clark conceives the • entrepreneur' in a narrow 
sense of the 'owner of an enterprise,' viz., the owner 
only of its product, as distinct from the different 
factors co-ordinated. The entrepreneur is the 
usual owner of the prod~ct. for otherwise he cannot 
usually be its supplier. But to Hawley enterprise 
in its physical form means everything that apper­
tains to a business or firm. including the productive 
plant and working equipments.and the entrepreneur 
is the complete owner of this enterprise. Capital­
ists are mere lenders to the enterprise. Hawley 
is thinking here of the proprietor de jure of an 
enterprise. Clark's' capitalist is the owner of any 
kind of property: it includes lenders as well as 
employers of capital. But every capitalist is not 
the owner of the products: only the capitalist­
employer can be the owner. not the capitalist­
lender. Capital in his system stands for the 
aggregate material resources of the nation devotable 
to production; the only other factor of production 
is labour which comprises the whole population. 
Labour and capital. however, are only static factors. 
akin to the passive factors of J. B. Say. The 
labourer and the capitalist as such are mere static 
agents. Clark's entrepreneur must be a labourer 
in the sense of the source of any kind of exertions, 
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physical or mental: he may again be and usually 
is also a capitalist, in the sense of the owner of 
some property that is utilised for production. As 
a matter of fact an entrepreneur usually has to be, 
to a certain extent, both a capitalist and a labourer. 
But he does not earn his profit as a static agent, 
either as a labourer or a capitalist. He earns it as 
a dynamic agent, as one who produces more by 
establishing new relations. He is more than a 
mere'labourer or capitalist: he is a director, a "co­
ordinator" of labour and capital. 

Clark is seeking for the source of social incomes 
in the nature of the specific services that contribute 
to the product. Hawley is looking for the legiti· 
macy of incomes in the nature of the specific dis­
utilities that constitute a service. Both of them are 
eager to discover a means by which profit may be 
separated from other incomes. Both of them 
start their search from a concrete entrepreneur who 
is most often both a capitalist and an employer. 
Both of them are looking to the income of share­
holders of a joint-stock company for an example 
of pure profit. Now what differentiates the income 
of a mere lending capitalist from the employing 
capitalist who is defined to be the entrepreneur?­
asks Mr. Hawley. He finds that the only differ­
ence betw\'eR them is the ownership. He, there­
fore, seizes. upon ownership as the explanation of 
the entrepreneur's income. And as he looks not 
to the productivity of a service but to its disutility 
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as the justification of appropriating an income, he 
identifies that disutility with the ris~ that is popular­
ly admitted to be inherent in the ownership of any 
kind. Thus he transforms the mere ownership to an 
economic service, of which the nature is ris~-ta~ing. 

Clark is not only looking from a different angle 
but his plane of observation stands on a different 
level as well. He finds that profit differs 
from other incomes by its specific dynamic nature. 
He discovers the source of all incomes .in the pro­
ductive activities of the entrepreneur, who brings 
in progress. He wants· us to concentrate our 
attention on the fact that the same amount of 
money-cost may bring usa greater volume of pro­
duct simply by an alteration of the relative compo· 
sition of labour and capital which form the initial 
productive outlay. The productivity of labour 
and that of capital are mere derived productivities, 
dependent on how the entrepreneur relates them 
with each other. Their productivity. in other words, 
depends on the process of production adopted by 
the entrepreneur. Their productivity is not only 
subservient but also mechanical, varying as it does 
with the quantity of a factor according to his " law 
of final productivity." Once the method of pro­
duction is decided upon, the productivity of the 
factors follows a mechanical law and their incomes 
are determined by that productivity. The func­
tion of the entrepreneur is to "establish" newer 
."relations" amongst the factors, that is to say. to 
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adopt an improved process of production. The 
general level of productivity is enhanced thereby. 
This enhanced level of general productivity consti­
tutes the source of profits. It is to be certainly 
credited proximately against the "co-ordination" 
or the "establishment of (newer) relations" be­
tween the factors. Thus his plane of observation 
is one of changes in the general income-level and 
his angle of vision is one of productivity. His 
conclusion is that the entrepreneur- can earn profits 
only by increasing the productivity of the factors 
employed. Broadly speaking, the entrepreneur is . 
one who establishes new relations. not only by 
initiating new processes, but also by imitating the 
newly established ones. 

This improved process of production or produc­
tive organisation is the source out of which an 
additional product or surplus is created. But 
whether this surplus will remain in the hands of the 
entrepreneur who is the employer. or will go to the 
employed agents. labour and capital, depends not 
on the service of "co-ordination" or adoption of 
an improved method, but on the presence or 
absence of friction, that is to say, on the absence 
or presence of conditions that ensure "perfect 
mobility " of labour and capital. A static state. 
according to Clark, " excludes true entrepreneur's 
profits." not because of the absence of ~he dyna­
mics, but because a real static state presumes 
" perfect mobility .. Qf labour and capital. 
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Absence of dynamic changes with imperfect mobi­
lity does not annihilate profit immediately.; profits 
continue to flow to the entrepreneurs till a static 
adjustment of prices be completed. But" with 
dynamic changes in progress and friction absent, 
the standards of price change every day,. but actual 
selling prices conform every day to them. "116 Here 
there is no chance for the entrepreneurs to retain 
the surplus-product or pI:ofit that their " co-ordina­
tion " creates. 

It follows. therefore, that Clark' s " co-ordina­
tion "can create the source of profits, no doubt, 
but it does not entitle or enable the "co-ordinator •• 
to appropriate them. How can we then correlate 
here the productive service of the entrepreneur and 
the profit which is assumed to be its reward ~ This, 
we believe, is the weak point in Clark's theory. 
This forces us to the conclusion that profit is the 
outcome of external conditions outside the sphere 
of productive activities,. rather than the fruit of a 
productive service that Clar.k calls ,., co-ordination." 

Let us now inquire, in what sense Hawley 
regards risk-taking as a productive service ~ 
His risk means "the risk of price fluctuation 
attendant upon ownership," the risk associated 
with the financial responsibility of any business 
enterprise. These risks, he warns us, refer to 
\ll.e industrial rislts and are different from the 
• 

I I • J. B. aark: The Distribution of Wealth. pp. 80-81. 

8 
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specu.lative risk of gambling or betting upon mere 
price changes. 

Hawley's arguments briefly seem to indicate that 
the assumption of these risks is a necessary condi­
tion of industrial production. It is also a disutility 
which will not be assumed without the expectation 
of a reward. His recognition of risks as a produc­
tive service does not amount to mean that this 
service adds to the product the entrepreneur under­
takes to produce. It only emphasises the fact that 
no production can be undertaken. unless the entre­
preneur " submits himself to conjuncture. •• unless 
he depends for his remuneration upon the chance 
of his success in the enterprise. And this involves 
a disutility. The assumption of risk. in other 
words, is a disutility inherent in any kind of pro­
duction. He seems to regard service as a kind of 
dis\\tility, and productive service means to him only 
a disutility involved in any kind of production. 

Considered in this light. we can well understand 
why the shareholders of a joint-stock company 
receive profit. as both the reward and inducement 
for incurring the disutility which the uncertain 
results of an enterprise put them to. 

The shareholder, in Clark's view, obtains 
interest as capitalist and profit as one who has 
increased the productivity-level of capital and labour 
by putti~g th~m into new relations, by " co-ordina­
ting .. them. i.e .• by the adoption of an improved 
process, 
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This is why the excess of the dividend above 
interest is pure pront. according to J. B. Clark. 

Clark and Hawley, however, measure profit 
quantitatively in the same way : by the surplus of 
the entrepreneur's receipts over his disbursements. 
And this is the method almost universally adopted: 
there is no serious dispute about it. 

Pront, in the sense of gross· returns, must .. 
of course, go nrst to the owners of the product. i.e., 
entrepreneurs. But when uncertainty reacts, as 
Hawley argues, on the cost of production, when 
entrepreneurs are only induced to take up risky 
production on an extra reward, does it not 
follow that the flow of any economic resource to 
industry is really conditioned on a higher supply­
price ~ If so, is not. Clark's contention true that 
uncertainty ultimately results in a higher supply­
price of capital? Of course, it is not the,whole 
truth. For there is no reason why the earnings of 
management should not increase likewise. In fact 
as uncertainty attaches to the result of the enter­
prise as a whole. all economic factors ought to be 
affected in their supply. No doubt, risk of capital 
'is great : but so is that of the class of labour which 
supplies business ability. 

Now the admission of this fact, of course, 
implies that the so-called function of uncertainty­
bearing or risk-taking as a distinct specific service 
attributed to the entrepreneur. as 8~ch, IS a pure 
nction. 
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The truth underlying the conception seems to 
be that uncertainty of the results of enterprise 
affects the relative supply of the different kinds of 
business enterprises themselves. 

The followers of Clark, the dynamic theorists, 
admit that risk affects capital, labour and even the 
reputation of the concrete entrepreneur. They 
agree that risk is a disutility and usually fetches a 
reward. But that reward, they point out, is not 
profit. or. Willett .2 reminds us that the problem 
of profit is approachable from two alternative points 
of view, (a) entrepreneur's activities or (b) his re­
ward. Activity analysis leads to identifying the en­
trepreneur either with (') a labourer earning wages 
of management, or (2) a capitalist serving society 
by carrying risks, or (3) a combination of both 
earning an extra-gain supposed to accrue from the 
dual r~le he assumes. Willett points out that Clark 
followed the second method and he also follows 
the lead of Clark. He rejects the first course on 
the ground that the entrepreneur, as the director 
of industry, is too complex a conception to be 
serviceable in an analysis of distribution. 

Profit serves as the impelling motive of the 
entrepreneur, but risk acts as a deterrent. due to the 
unwillingness of the capitalist to risk his capital. 

t. Allen H. Willett: The Economic Theory of Risk 
and Insurance· (New York. 190 I. as submitted for the 
Ph. D. Degree of the Columbia University). pp. 17·16. 
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and of the manager to risk his labour,II This, 
according to Dr. ;Willett, is the sole relation between 
profit and risk. Risk, it is necessary to note, is 
defined as "the objective correlation of uncertainty 
about the relation between present outlay and 
future return." " 

He reminds ~s of the diEference between the 
chance or the degree of probability and the degree 
of uncertainty. Uncerta,inty refers to the entire 

. range of the deviation of B variable from its average 
value." The uncertainty is the greatest when the 
chances are even, " that is. when the degree of 
probability is measured as half. 

Risk aEfects economic activIty according 
to the degree of· JUlcertainty and according 
to the unwillingness of the people to incur 
this psychic -disutility. This unwillingness can be 
overcome by the inducement of a reward. The 
assumption of risk is, therefore, prompted by the 
prospect of a reward. to But who can assume this 
risk} None-says 'he, echoing Clark-except 
those who have something to lose. Now the only 
person who has something to lose is the capitalist. '0 
So risk and its reward both go to the capitalist. 

So far. we have nothing new. Briefly, the 
reason is that profit is .the remuneration of the 

I' • Allen H. Willet: The Economic Theory of Risk 
and Insurance (New York. 1901. as submitted for the 
Ph. D. Degree of the Columbia University). p. 133. 

1< Ibid. p. 49. \0 Ibid. Chap. IV. 16 Ibid. Chap. V. 



62 THE THEORY Of PROfITS 

entrepreneur as such. But risk is run by the 
capitalist and not by the entrepreneur. This is.­
of course, no answer to Hawley, who shows that 
not only capital but wages and interest yet to be 
earned, and even reputation can be risked. 17 Dr. 
Willett himself shows that risk limits the activity of 
the entrepreneur by his unwillingn:ess as a manager 
to risk his wages. 18 But we can well imagine 
what answer he might have given to -Hawley. If 
entr~preneur is not a capitalist, he is not a labourer 
either. He has nothing to risk. 

He adduces, however. additional reasons '9 as to -
why the reward for risk-taking cannot be regarded 
as profit: (I) Profit is a surplus above price-deter­
mining costs, while risk is an dement in the- cost 
of production. (2) Profit is a temporary gain which 
is annihilated by competition. Uncertainty, as a 
disutility, is a permanent trait in human character, 
which competition cannot uproot. (3) Profit 
arises from abnormal dynamic conditions. Risk' 
is a normal static condition as well. (4) There is 
no uniform relation between profit and risk-taking. 

-It will be seen from the above that Willett 
mainly relies on two arguments to refute the claim 
of risk-taking to profits: (I) Profit is a surplus 
which competition destroys. (2) If profit IS a 

17 Q. J. E .. Vol. VII. p. 478. 
18 Willett. p. 138. 
19 Ibid. pp. 77-78. 
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reward for risk-taking. why should not profit in­
crease in proportion to risk ~ Hardy 2. also tests 
the claim of risk-taking to profit by the first of 
these arguments. Hardy recognises two sources 
of profit. (a) monopoly • in the Clarkian sense of 
conditions restricting mobility and competition, or 
in the Marshallian sense of conditions restricting 
short-period supply. and (b) risks. Both give rise 
to profit by limiting co~petition. But there are 

. differences iIi the way it is limited: risk 
throws obstacles that can be overcome by extra 
disutility. Monopoly conditions. of the Clarkian 
group are ways yet undiscovered by or inaccessible' 
to rank and file. The latter can be conquered 
with knowledge or pluck. and is a function 
of time. The former (risk) is surmountable by 
payment for ·this disutility and is independent of 
time. In the case of monopoly. the suppliers 
either do not know their way to the trade or they 
are unable to find !!In immediate approach. In the 
case of risk. they do know the road. but would not 
go in. unless they are paid something extra to 
walk over the thorny way. 

This constitutes the main difference between 
the Clarkian dynamic theorists and the RiSk 
theorist Hawley. Both point to extraneous condi­
tions which affect the fortune of industry. But 

to Charles O. Hardy, Risk and Risk-bearing (The 
University of Chicago. 1923). p. 43. 
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dynamic theorists stress only those conditions 
or effects which, they imagine, affect the reward of 
the entrepreneur and not his costs. How that is 
possible, many of us will im~ediately question} 
We have already seen that they do it by definition, 
-by defining profit as a surplus above price-deter­
mining costs. But they are also sure that risks are 
not and cannot be assumed by the entrepreneur, 
pure and proper. 

Hawley, on the other hand, is anxious to "ori­
ent" Economics on "enterprise." 21 He emphas­
ises that the so-called factors of production, land, 
labour and capital, are mere means, and enterprise 
or risk-taking is the factor of production. Such 
a factor cannot be made to work for society on 
an uncertain and a vanishing surplus. Profit is the 
cause of rent, interest, and wages. The three fac­
tors are servants of enterprise, but enterl'rise is the 
servant of society." A marginal entrepreneur 
must have a normal rate of profit. Hawley ques­
tions, and questions rightly, the very assumptions 
on which the whole theory of current distri­
bution was based, viz., that factors are mutually 
employing each other, or they are directly 

'1 F. B. Hawley: The Orientation of Economics 
on Enterprise. American Economic Review. 1927. p. 409. 
et .eq. 

II Hawley: Enterprise and Productive Proceaa. 
Chap. V. p. 96. 
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employed by the community." He enquires into 
the productive process itself and finds on reflection 
that neither the productivity theory of Clark nor 
the pain-cost theory of the classical school applies 
in an unqualified manner to the province of distri­
bution." 

The real root of their difference, therefore, lies 
much deeper than what was apparent on the surface 
of these long controversies. The Clarkian group 

. seem to rely entirely on the doctrine of marginal 
productivity in distribution and look upon profit 
from an altogether different angle of vision. 

Profit arises out of the divergence of the income 
from cost, due to each factor.. How is this 
divergence possible at all ~ Obviously this is due 
to some sort of limitation to competition. Imperfect 
competition keeps up the productivity of factors 
above the level of their cost. 

Their view-point, as Dr. Willett admits, is com­
pletely different. The dynamic theorists did not 
care to enquire about costs. They hold that costs 
will be on a level with the marginal productivity, 
as soon as competition can fully establish itself. If 
it is claimed that risk means disutility, it is obvious­
ly a cost and cannot. therefore. be a factor account­
ing for a surplus above cost. Consequently profit 
cannot be attributed to any kind of service that is 
based upon cost. This is why Clark was forced 
to correlate profit with the dynamic service of a 

1113 Ibid, p. 98. 

9 
•• Q. J. E., Vol. IS, p.619. 
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non-capitalist's labour-less "co-ordination" 
outside the field of static costs. 

They had also another difficulty in accepting 
risk-taking or enterprise as an independent factor 
of production. If it is really an independent factor, 
the reward of risk must correspond with its degree: 
The pain-cost theory would assume a correlation 
of this kind. But practical instances belie that 
assumption. High risks do not bring in a high 
lever of profit to the affected industry as a whole: 
profit is often negative. Why should this happen? 
This anomaly is not found in any other factor. 
They, therefore, did not regard risk as a separate 
factor. It was. a mere incidental condition to pro­
duction, which put the two factors of production, 
notably capital, to an extra disutility. 

Hardy .. explains the relation of profit to risk 
very clearly: " The significance of risk as a source 
of profit depends in each case on its effectiveness 
as a detenent to competitive efforts to exploit the 
given opportunity, and its effectiveness depends 
on the degree of uncertainty inherent in the 
situation, the number of people to whom the 
probability of success appears great, their attitude 
toward the taking of risk, and the amount of 
capital they control." 

Hawley protested, as we have seen, but In 

vain. Any theory of distribution, according to 

U Hardy: Risk and Risk·bearing (The University 
of Chicago, 1923), p. 41. 
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current conceptions, could be based either upon 
productivity or upon pain-cost, and preferably 
upon both. Hawley, who disbelieved both these 
theories, had certainly no title to be heard serious­
ly in scientific circles. As we shall have an 
occasion to test the accuracy of these time-honoured 
theories much more minutely, we should better 
note here what Hawley thought upon the matter. 

"The economic distribution of the product," 
Hawley wrote," "is not and should not be in 
the proportion in which the product is due to each., 
in the sense of arising from the activity of each; 
nor is it in accordance With the sacrifice, in the 
sense of pain-cost, of eac;h factor. The real prin­
ciple of division ... can thus be stated: 

" The proportion of product that each factor 
,obtains is that wHich tends to result in an equili­
brium among them; that is, which i~duces each 
factor to an activity in such proportion to the acti­
vities of the other factors as shall result in the 
greatest joint activity possible under the social and 
economic condition prevalent at the time. " 

Hawley believes, no doubt, that disutility 
'forms the basis of cost, but thinks that there is no 
proportional relation between the disutility of service 
and its reward. His main thesis is that uncertainty­
bearing or risk-taking is the service which has 

96 Q. J. E., Vol. 15, p. 619. See also "Enterprise 
and Productive Process." p. 328. 
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escaped detection so long in the economic analysis. 
Further, this service, which means disutility, is 
entitled to an esteem, not only similar but also 
superior to that in which other services are 
held. This particular service is rendered by the 
entrepreneur. Just as labour is the service of the 
labourer. and abstinence is that of the capitalist, 
so risk-taking is the service of the entrepreneur. 
It' will thus be seen that he approaches the pro-• 
blem from the side of the entrepreneur's activities. 
His analysis is an analysis of disutility that 
forms the basis of cost. His discovery is that the 
disutility of the service of the entrepreneur is pre­
dominantly, though not purely, risk-taking. He 
admits that every owner takes and must take risks. 
The landlord, the capitalist, the labourer is each a 
risk-taker in that sense; but risk is a minor element 
in their service. Each of them is only characterised 
by the predominant type of disutilities. Pure 
elements are always rare. Hawley even goes to 
the length of saYing that enterprise must not be 
understood as risk-taking in general. Enterprise 
consists only in risks borne by an owner. 
Speculators, who seek to snatch at profits through 
gambling with price-rates without acqull'Ing 
ownership of the products they ar~ dealing with. 
are not enterpriBer~. 27 So Hawley understand$ by 

• 

17 Quarterly Journal of Economics, Vol. 15. 
pp. 100-1. 603-9. 
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service, as we do often now, the cost of service, its 
disutility. 

Now J. B. Clark and his group confined their 
attention mainly to the value of entrepreneur's 
services. Their concrete entrepreneur creates 
surplus values by his activities as a dynamic labour­
er, carries risks as a capitalist, claims profit as a 
" co-ordinator," but keeps it as a lucky trader, and 
his luck consists among ~ther things in the immo­

. bility of capital and labour. 
Clark distributes consumer's price according to 

productivity. Hawley distributes it according to 
disutility. One who carefully reads his writings will 
have no hesitation to conclude that Hawley would 
readily attribute the reward any concrete 
factor gets to four elements, viz.: (J) labour, 
(2) abstinence, (3) uncertainty, and (4)opportuni­
ty. This constitutes his "scientific" division of 
the economic factors according to " functions." 

There seems to be an irreconcilable admixture 
of the different view-points in ~oth Clark and 
Hawley. Both of them measure profit, that is to 
say, define profit quantitatioely, from the entrepre­
neur's view-point and the mode of his earning. 
But Clark examines the nature of profit and of the 
service which yields this income, that is to say, 
defines it qualitatively from the view-point of society 
and the physical output of industry; while Hawley 
does the same from the view-point of ail individual 
earner and his sacrifice in the shape of physical 
pain and mental discomforts. 
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F. H. KNIGHT 

Prof. Knight, like J. B. Clark, looks upon 
profit-pure profit-as a noncompeti~ve surplus 
and measures it by the difference between seIling 
price and cost. "The primary attribute of com­
petition universally recognised and evident at a 
glance, is the 'tendency' to eliminate profit or 
loss and bring the value of economic goods to 
equality with their cost. . . .. ... . .. .... ... But In 

actual society, cost and value only 'tend' to 
equality, it is only by an occasional accident that 
they are precisely equal in fact, they are usually 
separated by a margin of ' profit,' positive or nega­
tive. Hence the problem of profit is one way of 
looking at the problem of the contrast between 
perfect competition and actual competition." .. 

Now uncertainty, in the sense of unmeasurable 
uncertainty, is the cause of this divergence of 
actual competition from perfect competition. It is 
thus the cause of profit. 

Prof. Knight comes to compromise between 
the dynamic theory of Clark and the risk theory of 
Hawley. He criticises Clark that " it is not dyna­
mic change, nor any change as such, which causes 
profit. ".. Known changes are predictable. and 
do not hinder competition. 

'8 F. H. Knight: Risk, Uncertainty and Prolit. 
pp. 18·19. 

gB Ibid, p. 38. 
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He criticises Hawley that " he treats risk as a 
known quantity." ao A known risk is no risk at 
all. It forms a part of cost. 

But he finds " a principle of truth" in both 
these theories. "On the one hand, profit is in fact 
bound up in economic change (but because change 
is the condition of uncertainty), and on the 
other, it is clearly the result of risk, or what good 
usage calls such, but only ;'f a unique kind of risk, 
which is not susceptible of measurement." so. So 
Prof. Knight comes to supply the missing truth in 
his unmeasurable uncertainty of the future. 

One is apparently surprised that Prof. Knight 31 

accuses Dr. Willett of regarding risk as a known 
quantity, whom he quotes as pointing out that 
" the power of accurately foreseeing the future " is 
one among other additional assumptions that must be 
made for an ideal static state, besides absence of all 
dynamic conditions postulated by J. B. Clark. Dr. 
Willett is again quoted by him in the same passage 
as considering " discrepancies between the antici­
pated and the actual results of economic activity." 
Dr. Willett gives us a measure of uncertainty. He 
says:" "The figure expressing the average vari­
~tion of the actual losses from the average loss for 
a number of years is called the·p;~bable variation." 

30 Ibid. p. 45. 
30. Ibid. p. 48. 
31 Ibid, pp. 39. 40, 44. 
30 Willett. p. 34. 
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The greater the ratio between the probable vari­
ationand the whole number of cases, the greater 
is the uncertainty. Do these look like regarding 
risk as a known quantity ? 

Again, was it not Hawley who pointed out 
repeatedly in his controversies with J. 8. Clark 
that the reward of an insurer was not the premium 
he received but the difference between the premium 
and the actual loss? Was it not Hawley who 
showed that the subjective value of a risk was the 
loss anticipated, but the cost was the actual loss 
suffered? .. 

But Prof. Knight uses the word uncertainty in a 
special sense. He analyses human behaviour in 
the. light of the philosophical theory of knowledge. 
He M points out that we do not act upon inferences 
of logical reasoning, based upon exact knowledge 
of things. ~e act upon estimates, OPinIOns, 

" judgment," or .. intuition," based upon imper­
fect knowledge of the data and the environment in 
which we work. 

Now an estimate is somewhat like a probability 
judgment, but very clifferent from the two types of 
probability judgment, ordinarily considered as such. 
viz;.: (a) a priori probability based upon abso­
lutely homogeneous classification of instances, and 

SS Hawley: The Risk Theory of Profit. Q. J. E .• 
Vol. VII. pp. 460·76. 

S< Risk. Uncertainty and ProSt. pp. 223.33. 
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(b) statistical probability. based on an em­
pirical classification of instances. It is the third 
type of probability judgments Prof. Knight calls 
true uncertainty. He regards these estimates only. 
as peculiarly .. liable to err. .. For they rest upon 
.. no valid basis of any kind" for classifying 
instances. 

The types of uncertainties which are amenable 
to measurement by the· methods of a priori or 
statistical probability he calls .. risks." . These 
types are measured and measurable more or less 
accurately. But the third type-mere estimates 
and opinions-is unmeasurable by the fact that 
there is no basis for such a measure . 

•• It is this true uncert'linty ~hich by preventing 
the theoretically perfect outworking of the tenden­
cies of competition gives the characteristic form 
of • enterprise' to economic organisation as a 
whole and accounts for the peculiar income of 
the entrepreneur ..... 

Uncertainty. according to Prof. Knight. makes 
.. the task of deciding what to do and . how to do 
it" take "the ascendancy over that of execu­
tion." The result is the specialisation of the 
function of enterprise and the wage system." 

To exercise .. responsible control" and to 
insure the productive agents against uncertainty and 

10 

•• Ibid. p. 232 • 
•• Ibid. p. 268. 
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fluctuation in incomes constitutes the peculiar 
function of the entrepreneur. S'/ 

This control and uncertainty-bearing can never 
be separated. He contends against Hawley that 
this separation, which the latter observes between 
a hired manager and his employer, is onlyappar-
ent, not real. 88 . 

.. Profit is the residue after deduction of the 
payment for other agencies, determined by the 
marginal bid of entrepreneurs as a class for all 
agencies as aggregates. The residue in the latter 
case is not a product residue, but a margin of 
error in calculation on the part of the non-entre­
preneurs and entrepreneurs who do not force the 
successful entrepreneurs to pay as much for pro­
ductive services as they could be forced to pay." .. 

Now this is a remarkable improvement upon 
both dynamic and rislt. theories. He recognises 
that social income is subject to fluctuations. 
Business prospects are uncertain. The division 
of social income into profit and contractual in­
comes is thus wholly based upon estimates of a 
kind peculiarly liable to error. Expectations of 
the present may well diverge from the actualities 
of the future. Profit or loss is thus the result. Pure 
profit is the fruit of a wrong estimation, and not 
of the entrepreneur's service or sacrifice. 

87 Ibid. p. 278. 
S8 Ibid. pp. 298-99. 
S. Ibid. p. 284. 
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•• It is inaccurate." he declares emphatically, 
.. to speak of profit as the reward of risk-taking 
or as the inducement to take risk. It is of the 
essence of the situation that the profit is in the 
future and uncertain when the decision is made 
and hence it is the prospect or estimated probabi­
lity of profit which' moves men's wills' (Taylor). 
Hence we cannot assert a connection between 
actual profit and the irksomeness of risk."'· He 

. rather inclines to the belief that profit as a whole 
is probably negative. .. The individual not only 
charges nothing for this service, but pays some­
thing for the privilege of rendering it-on the 
average. " .1 

As profit is really an error-of-estimate income, 
all incomes in the modern dynamic society are 
to a certain extent profits. .. As ther.e is no 
income which is pure profit so there is none which 
does not contain an element of profit .... ordinary 
interest includes an element of • risk premium.' 
It is no less true that wages contain a variable 
element which is to be explained by the uncertain­
ty of the return." .~ 

Prof. Knight agrees with both the Clarkian 
group and Hawley that profit is a surplus and a 
residual income. He believes in common with 

4. Ibid. p. 363 • 
., Ibid. p. 368 . 
•• Ibid. pp. 366·67. 
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the dynamic theorists that profit is possible only 
so long as competition cannot be effective. But 
what retards competition is not changes as such, 
nor ris1(s. 

Profit arises not from dynamic conditions as 
such, nor from the disutility of risk assumption, 
but from a kind of immeasurable uncertainty, 
created by unforeseen and unpredictable dynamic 
changes which force people to act upon estimates 
and expectations. Anticipated estimates may 
obviously deviate from actual returns. 

Prof. Knight applies the doctrine of di­
minishing marginal productivity, not in the 
sense of the falling physical productivity of a 
factor resulting from the increase of its own 
.. doses." but in the sense of the relatively higher 
level of its value productivity caused by an increase 
of other factors. as governing the demand of 
entrepreneur's services. 

It is not clear whether Prof. Knight really 
believes in any kind of pain-cost as restricting 
their supply. He points out. however. that risk. 
though it involves the entrepreneur's function in 
efforts and sacrifices .. •• does not exact a reward 
on an average. This seems to indicate that he had 
no such idea. The supply of the entrepreneur's 
services depends on .. (a) ability. with the various 

••• Ibid, p. 278. 
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elements therein included. (b) willingness. 
(c) power to give satisfactory guarantees. and 
( d) the coincidence of these factors." .. 

Evidently he does not regard uncertainty­
bearing. as Hawley does. as a distinct factor of 
production. 

Now these controversies between Dynamic 
and Risk theorists bring into focus the five elemen­

. tal questions. on the solution of which a satisfac­
tory theory of profit could be set up. TheSe are : 

I . Is Uncertainty-bearing a separate factor 
of production. in the same sense as land. labour 
or capital ? How is risk-taking practically rewarded 
in industry to-day ? 

2. Does the distribution take place in fact 
according to the marginal productivity theory ? 

3. Does the basis of economic cost. as it is 
actually paid at present. lie in a group of specific 
disutilities. such as fatigue. waiting or risks ? 

4. If profit is the reward of uncertainty. as 
the Risk theory maintains. what is the difference 
between profit and interest. which Bohm-Bawerk 
regards as a surplus value. also due to uncertainty? 

5. Does competition really· tend to elimi­
nate profit-pure profit ? 

We shall return to these questions at a later 
stage. In the meantime let us complete our 

.. Ibid, pp. 282·83. 
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survey of other qualitative definitions of pure 
profit. 

Besides these three types of theories, viz., 
dynamic, risk and error-of-estimation explanations 
of pure profits, there is another type. This group of 
theorists admits that the entrepreneur assumes risk, 
but it is in the nature of his service that he should 
do so. (This, we may remember, is also the 
view of Taussig and Davenport.) His profit is 
due to his ability in so conducting the enterprise 
that risk is considerably reduced thereby. His 
profit, in other words, is the rent of his supra­
marginal ability in risk-reduction-an echo of 
Walker's rent theory, only narrowed down in the 
scope of its application. Prof . Fetter is an ex­
ponent of this view. So is Prof. Carver. In a 
criticism of Hawley, Prof. Carver" explains:­
" There is no reason for believing that a given 
loss would fall less heavily upon him (a relieving 
entrepreneur) than upon those whom he relieves, 
but there are reasons for believing that the amount 
and the number of losses experienced by the 
skilled entrepreneur are less ... This is due to 
superior foresight, and skill in avoiding losses." 

Prof. Carver points out five sources" of 
profit: ( I ) superior bargaining power due to 
his better knowledge of the market and inside 

U Carver: The Risk Theory of Profits. Q. J. E .. Vol. 
15. p. 457 • 

•• Carver: Distribution of Wealth (1924), p. 286. 



PURE PROFIT A SURPLUS RETURN 79 

business workings. (2) deception of consumers. 
(3) method of terrorism. (4) uncertainty and risk 
which make an average man willing to accept 
less as his stipulated wages. rent or interest. (5) 
his superior ability in risk-reduction. 

It will be seen that the first four sources are 
simply .. acquisitive" in the sense of Veblen. and 
not productive. Only the last is truly productive • 

. although (I) and (4) may also be regarded as 
earned in a sense. He classifies the income of 
the soutces (2) and (3) as belonging to " the same 
category with those of the thief. the counterfeit. 
and the confidence man. ,. 

He regards profits as a residual amount. But 
he explains:" "This does not mean that 
profits are a residual share in the sense that the 
others are determined independently by· laws 
which affect· them each alone. leaving profits 
as a share which can be determined by no law 
except that of subtraction. There is no such thing 
as a residual share in that sense. for any change 
which affects one share will affect them all in one 
way or another. They all mutually help to deter­
mine one another. But in a very concrete sense 
the profits of a given business man are what he has 
left after paying all his expenses" (including 
wages. interest and rent allowed for himself at the 
market-rate) • 

•• Ibid. p. 285. 
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This profit. a surplus. does. therefore. appear. 
like the other shares. as an immediate result of 
bargaining. In this bargain the entrepreneur 
has always an advantage in his superior know­
ledge and strategic position. And this gives him 
five sources of profit. as we have already noted. 

It is clear from Prof. Carver' s analysis that 
risk. in his opinion. is not a factor of production. 
Risk or uncertainty means only unstable conditions 
in industry. This causes a divergence between 
the true marginal product of a factor of prqpuction 
and its payment. for neither the entrepreneur 
nor the owner of a factor knows in advance what 
will be the true value. 

Profit thus emerges and can only emerge out 
of the appropriation by the employer of a part of 
the true marginal products of the other factors of 
production. consciously or unconsciously. The· 
source No. (4)-· the willingness of a man to accept 
lower payments in exchange of a stable stipulated 
rat~hoW8 the possibility of a true exchange 
of economic utilities. Very unfortunately 
Prof. Carver does not tell us whether the em­
ployed factors. in his opinion. would generally 
agree to pay this premium for rale-insurance 
willingly. if they knew that their annual incomes 
were not at all insured by the process. and that 
their rale-insurance could be secured only at 
the expense of a greater uncertainty in the period 
of their employment. 



PURE PROFIT A SURPLUS RETURN 81 

The source No.5-the reduction of uncertain­
ty in the sense of losses-is really the rent of ability. 
It does not. therefore. differ in principle from the 
Rent Theory of Profits. advocated by Walker. 
and followed more or less narrowly by all other 
rent-theorists including Prof. Seligman and even 
Mr. Layton and Mr. Coats 0) in their evidence 
before the Colwyn Committee. 

Professors Cassel and Seager are content 
mainly with a quantitative definition of profit as 
a surplus above cost. They do not bother to 
correlate this pure profit with any kind of 
residual service. By competitive profits. Seager 
means profits in excess of wages-of-management, 
not due to monopolistic advantage. Prof. Cassel's 
.. employer .. .. is a metaphysical- entity. distin­
guished both from the capitalist advancing 
capital and from the .. worker" in the broadest 
sense" doing work of one kind or other in the 
service of his enterprise." Risk is a cost and has 
nothing to do with pure profit. Pure profit is 
.. not a' normal thing. but a specific element of 
the individual business." .. 

A little has to be said about Seligman' s 
classification of profits. Though he seems to 
recognise such a thing as .. normal profits" as 
forming the cost of production of a marginal firm 

.7 c;.;.,.el: The Theory of Social Economy 
(London. 1923). Yol. I. p. 165. *. Ibid. p. 168. 

11 
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both in his Principles and in his Evidence before 
the Colwyn Committee, he takes profit in the sense 
of pure profit, a surplus-" always a surplus ., 
of "the intramarginal over the marginal pro­
ducer." 48 

He also defines profits as " the income from 
business enterprise." But his business enterprise 
is only" busy for profit," i.e., for surplus-making, 
while the family, which is the earliest form of 
business undertaking, was busy" for a mere 
Ii elihood " " th v • to secure -a competence ra er 
than a surplus." 50 

He speaks of four kinds of profits :- (I) Ordi­
nary or competitive profits. (2) Aleatory or 
chance profits. (3) Speculation profits. (4) Mono­
poly profits. By ordinary or competitive profits 
he means. as we have already noted, a 
surplus above the cost of production of the 
marginal producer, which cannot exist in the long 
run. Competitive profits. he explains. are due 
wholly to changes, such as of population. wants. 
capital. processes of industry and methods of 
enterprise. Aleatory profits are chance profits. 
which exist in society in varying. degrees_ 
They are essentially .. unique or -sporadic. " 
.. Chance or luck," he mns. .. may often be 
the cause of sporadic profits. but cannot -explain 

•• Seligman: Principles of Economics _ (1929). p. 354. 
00 Ibid. pp. 85089. 
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their persistence either for the individual or for 
society. " In other words he recognises a chance 
element in ordinary profits. but he is not prepared 
to explain profit as due to chance alone. 

Speculation profits are only aleatory profits of 
dealings based upon anticipated price movements. 
The only difference between the two is that 
.. speculation concentrates and intensifies the 
forces which affect demand and supply." 

Monopoly profits are the outcome of obstruc­
tion of the free play of competition by natural 
or artificial barriers. They seem permanent. but 
.. in a deeper sense" they are not. Monopoly 
incomes. like competitive incomes. are not limited 
to profits. . 

This explains why he confines his attention to 
competitive or ordinary profits and explains them 
as a surplus akin to rent. incapable of affecting 
prices of the consumer. 

FOSTER AND CATCHINGS 

All the theorists we have so far examined. 
with the single exception of Hawley, are not pre­
pared to make pure profit a specific reward 
for the service of risk-taking. They all admit that 
there are risks assumed and that forms the function 
of the enlTepreneur quit entrepreneur. Many of 
them point out the general changes from which risks 
ensue. All of them recognise the difficulty of 
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managing business under the usual unstable condi­
tions. They are not blind to the fact that capital is 
exposed to risk as well. Many of them even see 
that an entrepreneur's capital and even capacity 
serve as insuring the stipulated rates of the produc­
tive services hired to him. Still they are loath to 
treat risk-taking as an essentially reward-receiving 
or reward-requiring service. The dynamic theorists 
(Clarkian group) have the excuse that they regard 
risk as related only to capital. But the others do 
recognise that risk is an inseparable accompani­
ment of enterprise. How is it that risk is treated 
only as a profit-expecting service? Men. especial­
ly business men. are assumed by economists as 
very rational and calculating beings. They are> 
even recognised as a rather compact company 
bent upon fleecing consumers. How is it that 
this intelligent class allows itself as a > class to 
serve the community on the mere expectation of 
profits. which. like the Derby lottery tickets. 
are sure to disappoint many. although it may 
enrich a few? If risk-taking is a real seroice 
to the community. why should they agree to serve 
for nothing ? 

The real reason seems to be that they talk of 
uncertainty-bearing as a service. no doubt. but 
they do not really mean it as a genuine type of 
service. It means with them all. just as it means 
with Professors Carver and Knight. unstable 
conditions. unpredictable changes. unforeseen 



PURE PROFIT A SURPLUS RETURN 85 

variability in business fortunes. with which their 
so-called pure profit has to wax and wane. appear 
and disappear. The so-called service means 
conducting business under these fitful prospects. 
It seems to signify nothing more· 

Their theories on risk are not very diHerent in 
their innermost essence from the dynamic theory 
of Clark. If we drop off .. co-ordination" from 
the Clarkian theory and cease to correlate it as 
the service for which the fluctuating profit is the 
reward. there is nothing really worth distinguis~­
ing between the dyniunic and the risk theories 
other than that of Hawley. except some refine­
ments in the analysis of both. 

But the economists of the Pollak grouP. headed 
by Messrs. Foster and Catchings, come to declare 
boldly and emphatically that .. the essential ele­
mentin profit is not something for nothing. but 
the reward of risk." 11 

To induce anyone to take risks, there must be 
a prosp~t of gain. Risks are inherent in 
economic enterprises. Business men run businesses 
and take these risks of losses in the hope of 
making gains. 

These economists do not care for a hair-split­
ting analytical function of an entrepreneur as dis­
tinct from land. labour and capital services. It is 
enough' for them to point out that pure profits 

51 Foster and Catchings: Prolits (1925), p. 46. 
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mean the money-income that is left over, after' all 
the expenses including rent, interest and even 
wages of management, have been paid out of the 
gross income of any business. 

Profit arises from Risks. Risks arise not from 
progress as such, but from conditions involving 
such unpredictable changes as we find in a dyna­
mic society. A static society would have no risks 
and nC) profits." 

Business risks are not gambling risks, artifici­
ally created for their own sake. They are due to 
uncertainties that are inherent in the nature of 
business. They are due mainly to consumers' 
freedom to choose what they will buy, and when 
and where. 

Profits arise from" wise choice of risks." The 
fact that superior ability of managers earns higher 
profits need not discredit the proposition bf " wise 
choice. " For" that is, in fact, the way in which 
superior ability manifests itself. " •• This 
means to say that profit is not procurable from the 
mere assumption of risks. It can only be acquir­
ed by their reduction. The possibility of making 
profits or losses arises from the existence of risks, 
but the probability of positive gains depends on 
the ability of reducing them. Communism abo­
lishes profits by abolishing consumers' freedom of 
choice. Consumers' freedom of choice involves 

•• Ibid. pp. 46·50 . 
• s Ibid. p. 55. 
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wastes of competition as well. ;Wastes of distri­
bution, e.g., advertisement. etc .• in a competitive 
system are properly called wastes only. if the, pri­
Yilege of choosing among competitors is not wort~ 
paying for . Foster and Catchings. therefore. point 
out: M "the consumers' freedom of choice. which 
is the chief business risk. and therefore. the chief 
cause of profits and losses. is also the chief cause 
of the high costs of distribqtion." 

The distinctive marks that characterise the 
theory of the Pollak group on profit are that they 
are looking at the problem very sympathetically 
from the business man' s view-point. They' do 
not consider that the rate of profits in relation to 
the stipulated rate of other incomes must vary 
from any kind of id~ distribution. such as 
their respective marginal productivity-due to, 
uncertainty . 

They are not satisfied with any proximate cause 
of risks, such as changing prices. They are not 
content by, merely pointing out the fickleness of 
business fortune. They look straight into the 
source of the business income itself and not into 
the processes by which the income is earned. 
Thus they trace risks ultimately in consumers' 
freedom of spending and saving (as a main 
cause). and in their uncertainty of choice as to 
the objeCt, time and place of expenditure. 

64 Ibid. p. 65. 
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Competition, they point out, much as It IS 
coveted as the economists' Mecca, must necessarily 
mean wastes of distribution, e.g., advertisement, 
etc. For business men are forced to these waste­
ful tactics in order to maintain their own exis­
tence. These are necessary too for the proper 
fulfilment of their function, viz., to satisfy 
social wants, which is the raison d' eire of their 
existence. If the co~umers love to enjoy the 
luxury of avoiding cares in foreseeing their needs, 
and indulge like a capricious lady of rank in the 
habit of ordering things only at the moment they 
feel the pinch, if they want to exercise the privi­
lege of granting favour of their custom at random 
.to some among many, if they want to obtain 
things at the cheapest rates or of the newest 
variety, they cannot esCape payment for these 
services. Nor are they entitled to complain that 
these are wastes made by needy or greedy adver­
tisers. 

There are two points iII. their views that call for 
special attention: One is that profits cannot be 
abolished without abolishing consumers' freedom 
of choice. Communism does away with profits, 
but only at the cost of this freedom of choice. 
The root of risks lies in this freedom. The risks 
thus amount only to consumers' fluctuating 
demand for a particular commodity. 

Prof.· Knight on the other hand, it will be 
remembered, attributed profits to a faulty ~timate 
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of the future product. This need not be taken 
as necessarily contradicting the view of the 
freedom of choice. If the product refers not 
to the physical product but to its value.-a!1d 
this would be in greater accord with factlr"' 
Prof. Knight's theory need not be confined to 
conditions of production; it might well extend to 
fluctuations of both demand and supply. But can 
we readily agree that this freedom which brings 
about the fluctuation in demand is the main 
cause of uncertainty and profit? Can the fluc­
tuation in supply be really regarded as a minor 
or negligible factor? 

Whether anybody agrees or not with Foste~ 
and Catchings' doctrine as a general proposition, 
the fact cannot be denied tllat in a monetary ecOo: 
nomy like that of present society,. profits of b~si~ 
ness men as a class would necessarily depend 
upon whether, the consumers ,are willing to spend 
as much as it has cost the business men (including 
compensation for their, own labour and capital). 
There is nothing novel in the proposition. But 
the form of the statement must be credited with 
focussing attention on the relation of spending 
to business profits as a whole. 

The second thing to which they draw attention 
is the \1niversal fear for the deficiency of con-
8umer's purchasing power. Cut-throat competition 
between firms, industries and nations is the 
j:vi?encc: of ~hat fe!\I. This seems to' be the 

12 
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peculiar legacy of our modern capitalistic produc­
tion and its organisation. 

The apple of discord between the productive 
agents and the sin of eating the forbidden fruit of 
profit do. therefore. ultimately come from the 
buying power of the consumers falling below the 
producers' productive capacity. Producers com­
pete. in and outside the industry. within and 
beyond national frontiers. to control consumers' 
custom with feverish anxiety. 

If this is the truth. the practical nature of our 
modern economic problem is the complete re­
verse of economists' usual hypothesis. Is the pro­
blem to-day not one of economy of the insufficient 
means of satisfaction or rather of the insufficient 
capacity of the productive resources of society 
to meet its needs? Is it really one of superfluity 
of consuming goods and of super-productivity of 
social resources under the existing method of 
production? If so. how far is it due to the techno­
logical superiority of capital resources over labour 
along the diverse channels of production. and 
how far to the system of property that distributes 
to capital more than half of society' s purchas­
ing power? 

The tone of .their writing makes it clear that 
they would not agree with Prof. Seligman in 
describing business as" being busy for surplus­
making" and not for .. livelihood." Business 
men engage in business with the very same object 
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of earning an income for livelihood just as any 
economist works in his profession to earn his. But 
an excess or defect. profit or loss. is in the very 
nature of a business man's profession. to which 
he cannot but submit. His fluctuation of income 
must appear in this form. But the income of 
those who earn contract rates, varies in the form 
of the varying period of their employment. 

THORSTEIN VEBLEN. 

All the economists we have so far examined 
looked only for a surplus above costs. which con­
stitutes pure business profit. Costs cover. of 
course. all expenses including rent. wages and 
earnings of management, as well as interest on 
business capital. ThilJ" capital •• is usually taken 
in the sense of .. the material eqUipment. valued at 
its cost. together with funds in hand required as a 
, working capital • to provide materials and a 
labour force:' ~ Interest is compensation for the 
loan-price obtainable from the equivalent money 
value of resources invested in the business. 

Veblen proceeded to point out that the modern 
business capital of a corporation does not re­
present any permanently fixed assets of stock 
issued a~ the time of incorporation. It is simply the 

.. Veblen : Vested Interest. (English edition. 1924), 
p.66. 
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capitalised value for the time being." .. by an ever 
recurring valuation of the company' s properties. 
tangible and intangible. on the basis of their 

, earning capacity:" In this capitalisation of earn-. 
ing capacity .. the nucleus of the capitalisation is 
not the cost of the plant. but the concern' s good-
will." 

.. Good-will ......... comprises such things as 
estab~shed customary business relations. reputation 
for upright dealing. franchises and privileges, 
trade-marks. brands. patent-rights. exclusive use 
of special processes guarded by law or secrecy. 
exclusive control of particular sources of mate-
'I tlli7 ria s· 

It will thus be seen that capitalised profits form· 
the intangible assets of a corporation and are readi­
ly converted into marketable securities in the form 
of stocks and bonds. when they become a fixed 
overhead charge and a necessary cost." 

Thus the return of .. good-will " is really an 
element of pure profits. although it apparently 
forms a part of costs. 

HAWTREY 

R. G. Hawtrey does also describe pure profit 
as .. the privilege of those who possess trading 

.6 Vebl~n : The Theory of Business Enterprise (1904). 
p.136. 

07 Ibid, p. 139 • 
• 8 Veblen: Ve6ted Interests. p. 102. 
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good-will." " He thinks it an error to regard profit 
as to a great extent compensation for risk. 
" Strictly speaking the extra return upon capital 
which really represents the risk of loss ought to be 
classed as part of cost of production, and the rest 
as extra profit. An exact line of demarcation 
would be impossible to draw." 60 

50 Hawtrey: The Economic Problem. p. 372;· 
GO Ibid, p. 85. 



CHAPTER IV 

THE CONCEPT OF RESIDUAL SURPLUS AS A 

QUANTITATIVE DESCRIPTION OF PURE PROFIT 

The concept of residual surplus has been con­
demn~ by Professor Hollander as an incorrect 
principle of distribution applied to explain " the 
theories of rent, interest, wages and entrepreneur's 
profit-successively and in the order given." 1 He 
observes. quite correctly however. that the theory 
was sought to be applied to "the dominant factor 
in economic organisation," which occupied for the 
time "the strategically favourable position in 
economic distribution." He sees quite clearly 
too that while the other shares of the product are 
"definite, independently determined." the. resi­
dual share was measured ,. by simple subtraction. ,. 

Professor Hollander's own analysis, there­
fore, seems to indicate that the residual surplus 
theory must not be regarded as an explanation but 
as a measure of the amount of the share that goes 
to the dominant economic factor of the time. Such 

1 Hollander: The Residual Claimant Theory of 
Distribution. Q. J. E .• February. 1903. p. 261. 

10 Italics mine. 
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an interpretation of the theory can alone redeem 
the real sense of the writings of the great found­
ers of economic science-the Physiocrats, Adam 
Smith. Ricardo. Walker, and J. B. Clark. It is 
quite clear that J. B. Clark would not have spent 
so much ink and time in his controversies with 
Hawley on profit, had he meant to explain profit 
by the residual principle. ~f subtraction. for he had 
no difference with Hawley on that point. The 
truth is that residual surplus was a quantitative 
measure of a share which was not capable of 
direct or independent determination. because of the 
residual character of its legal claim. or because un­
known causes. unstable conditions. immeasurable 
elements. or indirect consequences subjected it to 
indeterminable fluctuations. Naturally the most 
sensitive of incomes would be the share that 
went to a party which dominated the economic 
situation. in the sense that it oWned the product and 
hired other factors or. that . its services were most 
in demand in the interest of social production; 
for its services, therefore. other productive classes 
keenly competed. 

Surplus refers to the measure of a residuary 
share and residual to the indirect method of calcu­
lating it by subtraction of the predetermined shares 
from the total produce. Surplus varies as the 
result of the fluctuatiort,of the total physical product 
or its value. It may also vary owing to unequal 
productivity of the asents of production in 



96 TIlE TIlEORY OF PROFITS 

different industries or establishments, due to 
difference in organisation or of effective quality of 
the agents themselves. The residual method of 
subtraction presupposes impracticability of deter­
mining a share independently of other shares. and 
the necessity for prior satisfaction of predetermined 
daims against the joint product. 

As our interest is mainly with the application 
of the theory to profit only, we would confine 
our examination to profit-theorists. In passing. 
we would only like to point out that the very 
fact that the residual share always went to the 
dominant party and the dominant party means the 
party for whose services the other parties compet­
ed, shows dearly why this party should reap the 
benefit of any surpluses that the industry might 
enjoy for the time being. (Agriculture was the 
dominant industry at the time of the Physiocrats 
imd Adam Smith: this is why the landlord enjoyed 
the residual. At the time of Ricardo· factories 
were more in demand than farms: that is why 
the capitalist-employer became the residual sharer 
with Ricardo. Walker wrote at a time when 
ordinary labourers were most in demand in 
America: that is why the wage-earner became with 
him the residual legatee.. With Clark, the situa­
tion was almost the same as it is now; the employ­
ment of social resources depended on the initiative 
of the entrepreneur class : that is why the entre-
preneur got the residue. if any. ) . 
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The meaning of rc;sidual share was quite 
clearly pointed out by Walker,' whom Prof. 
Hollander himself quotes. Referring to labourers 
as the residual claimant to industry. Walker 
says: 

.. This is the residual share of the product of • 
industrY-Tesidual' in this sense, that it is 
enhanced by every cause which increases the 
product of industry Without giving to anyone of 
the other three parties to production a claim 
to an increased remuneration under the operation 
of the principles already stated; ~sidual s~ 
the sense that, even if anyone or au. the other 
parties to production became so engageain 
any increase of the product as to become entitled 
to an enhanced share in its distribution, their 
shares still remain subject . to determination 
by positive reasons, while wages receive the 
benefit of all that is left over after all the other 
claims are satisfied. "Here the reason for the 
residual method Df calculation obviously is that 
the conditions which determine the share do not 
favour its computation independently of other 
claims. 

This clearly refers to the conditions which make 
a party dominate over a given situation and which 
determine the peculiarity of the distributive process. 

t F. A. Walker : The Source of Business Prolits. 
Q. J. E .• April. 1887. p. 282. 

S Italics mine. 

\3 
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Professor T. N. C~ver' explains residual 
share as follows: "Profits include only what is left 
after the other shares are paid. This does not mean 
that profits are a residual share in the sense that the 
others are determined independently by laws which 
affect them each alone, leaving profits as a share 
which can be determined by no law except that of 
subtraction. There is no such thing as a residual 
share .in that sense ... But in a very concrete sense 
the profits of a given business man are what he 
has left after pay ing all his expenses." He refers 
to .. several sets of circumstances which enable a 
business man-to have a surplus." Here.,also the 
necessity for measuring the income as residue by 
the process of subtraction lies. in the priority of 
other financial claims to the product. 

Professor Knight' points out that the entre­
preneur's income is residual by " the character of 
the process ,,' by which his income is fixed: "In 
a sense, the entrepreneur's income is not • deter­
mined ' at all ; it is • what is left ' after the others 
are • determined.''' He means that it is not 
determined quantitatively like other contractual 
incomes by direct market processes. It is only 
capable of an indirect estimation. 

4 Carver: Distribution of Wealth (1924). pp. 285 and 
266. 

• Knight: Risk. Uncertainty and Profit (1921). 
p. 260. 
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So much for the significance of residual. Sur- • 
plus means as usual a quantitative deviationofo the 
actual value from a standard or ideal 'value of a 
variable. This meaning applies to all kinds of 
historic surpluses in economic literature from the 
Physiocratic .. produit net" down to Marshall's 
.. consumer's surplus."" The standard or ideal and 
the field of observation or universe 0/ discourse 
may, of course, be different in different cases. Thus 
the Physiocratic standard for measuring surplus 
was the subsistence of labour. Land or agriculture 
was supposed to yield a net surplus. because the 
labour of only a fraction of the population was 
sufficient to raise subsistence for the whole nation : 

. this made it possible for an artisan class to live and 
work up materials. which required .. a long and 
difficult preparation." It also made possible for a 
disposable class to render the military. administra­
tive and other useful services for society. Ifevery 
man had to labour his full' time to procure his 
subsistence. there- could be no surplus. and no 
industry. no artisans, no disposable class. 

The Physiocrats were considering the differen­
tial advantages of different industries in 
yielding a surplus to society. Their field of observa­
tion was industries as a whole. Agriculture thus 
came to prominence in their eyes. When this 
condition was reversed after the Industrial Revo­
lution. J. B. Say with equal propriety pointed 
out that his spinning machine earned a surplus 
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much greater than what the Physiocrats' land 
did. 

Ricardo was not comparing the returns of one 
industry with those of another. He was consider­
ing the differential returns of an equal amount of 
labour (or labour and capital) upon different kinds 
of land. And his standard was the subsistence of 
labour (or of both labour and capital). His 
difference with the Physiocrats, therefore, lay not 
in the standard, but in the universe or field where 
his observations were confined. The Physiocrats 
measured surp luses in different industries. Ricardo 
measured them mainly in different lands of the 
same industry, Viz., agriculture. . 

Von Thiinen's field of observation was con­
fined to a narrower limit still. His standard is the 
same as that of the Physiocrats or Ricardo. But 
his interest was in measuring differences that result 
from the application of an increasing amount of 
labour and capital-surpluses obtained from mar­
ginal and intramarginal doses of labour and capit~, 

as we now call it-on the same piece of land or 
on the same industrial plant, for a given process 
of production. The conception of margin really 
comes from the vanishing point of this surplus. 

Roughly speaking, the Physiocrats were 
surveying the field of industries in general to grade 

"them in the order of their diminishing surplus­
making or surplus-earning capacity, that is, in the 
order of their decreasing productivity. Ricardo's 
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field of survey was mainly confined to agricultural 
lands to grade them according to fertility. Vop 
Thiinen's survey narrowed down to the effect of 
successive units of the variable factors of produc­
tive resources upon the same fixed productive 
equipment to grade them according to their effect­
iveness, i. e., to measure variation in productivity 
with the quantity of a variable factor. 

I..,ooked at from t}Ug point of view, these vari­
ous doctrines of surpluses appear to be comple­
mentary. They contribute to the fullness gf our 
knowledge regarding the sources of surpluses or 
differential productivity. 

The Socialists' concep.tion of surplus seems to· 
have the same base. but tainted with a dilIere~t 
colouring. Their plane of criticism is rather ideal 
than actual, ethical than industrial. William 
Thompson. for instance. the forefather of Marxian 
Socialism, complains against non-workers having 
any share of the product at all. Cost in his 
opinion is only the labour-cost. Hence what is 
regarded as cost of using land and capital is no 
cost at all. It is the misappropriated surplus 
obtained by paying labour only a bare subsistence. 
The standard of measuring surplus is the same. 
viz.. subsistence of labour. 

The same idea runs through Proudhon. in whose 
ethics property-owners are robbers who force other 
people to work for their living. But he is more 
scientific than Thompson. For he shows that 
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this robbing is possible, because of the possibility 

of an excess or surplus that results from a com­
bination of labourers working together. 

At this stage we would take the liberty of 
pointing out, even at the cost of a momentary 
break of the line of thought, that what we have 
shown throughout is that there is a kind of uni­
formity in the standard by which surplus has been 
measured. It is well to note that as the fields 
of observation covered by these different theorists 
were different, so the reasons for the origin 
of these surpluses were also. different. Thus 
the real reason for the Physiocratic surplus 
in agriculture was a difference in the develop­
ment of the art of production. Food was 
not the only necessity for life, though a prime 
necessity. Clothes, shoes and shelter were equal­
ly needed. But the art of production (scientific 
knowledge applied and technical competence 
attained) in agriculture, however primitive, appear­
ed to have a greater advantage over other types 
of industries at the time of the Physiocrats. 

The Physiocrats, interested as they were in 
showing differential advantages of, various 
industries upon national prosperity, pointed out 
the unequal effectiveness of a given amount of 
labour in agriculture compared with industry. An 
agricultural labourer could produce much more 
than what he needed for his living, while an 
industrial artisan could not. 



SURPLUS A MEASURE OF PROFIT 103 

Income or return. we are entitled to argue. 
depends on the amount of capital resources a man 
can manage with his ability and industry. And 
this is again relative to the existing knowledge or 
art in the technique of the parti,:ular line of pro­
duction. Possibly the optimum size of a produc­
tive unit relative to the art of production. that 
wa~ available within the means of a typical producer, 
gave a. m<;>re bounteous return in agriculture than 
in industry at the time of the Physicicrats. 
The Physiocrats appear to be wrong in attributing 
the cause of surplus to natural bounty in place of the 
art of production. But evidently they were not 
wrong in asserting as facts that an agricultural 
labourer was more productive than an industrial 
labourer or in saying that agriculture thus yielded a 
surplus. an excess over the cost of living of labour. 

Ricardo was equally wrong in attributing this 
surplus to the niggardliness of nature. But in 
pointing out the existence. of different grades of 
land as a fact. he was equally right. The real 
cause of differential fertility of soils lies in their 
'Physical. chemical. or bacteriological properties. 
Fertility thus differs from crop to crop that is raised 
01) the same soil. 

The cause of Von Thunen's surplus lies in 
. the technological cOlllbination of different factors 
relating to a given process of production. different 
proportions answering to productivity with 

'different efficacy. Our conception of maximum 
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productivity or optimum proportion owes its origin 
to this technological property of production. 

Similarly Proudhon recognises that organisation ... 
that is, skilful combination of a number of labour­
ers gives rise to a greater return. And this is the 
source of the surplus. This really refers to an 
improved method of production. 

Karl Marx's surplus does not differ in substance 
from that of Thompson or Proudhon. Surplus 
arises from the difference that exists between the 
capacity of a labourer to produce and hi~ necessary 
means of subsistence. 

Thus we see that the source of the socialists' 
surplus is in its essence the same as that of the 
Physiocrats, viz., that the art of production yidds 
an amount of products much greater than what is 
necessary for supporting the life of the actual 
labourers. Or. in other words, the material needs of 
society can be well met by the labour of only a part 
-may be a major part-of its population. This 
analysis is. of course. sound. It is the triumph of 
man over nature, a symptom of progress, and 
certainly not a misfortune. This ought to have 
led to the demand that those who are thus 
relieved by the progress of human civilisation from 
labouring for material needs should work for the 
immaterial . needs of society, and their subsistence 
should be made to depend upon that work and 
not that all the material produce should bdong 
to the labourers alone. Or, if the margin of leisure 
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over the working hours of labourers were 
too small for a life of enjoyment or culture. 
certainly the labour class might claim a sufficient 
relief from this strain. even at the expense of the 
labour of a part of the non-labour class being 
diverted from the cultural to the material sphere. 
and even at the cost of slowing down the pace of 
progress. " For what is progress worth if it cannot 
relieve the misery o( mankind ? 

B~t this reRection is not strictly relevant to our 
immediate point. which is to show the interconnec­
tion of the different ideas on surpluses and their 
relation to the conception of pure profit. It will 
now be clear that surplus was always a measure 
-the measure of a variable product or return. 
Malthus' description of fertility as .. the surplus 
produce from the land" or J. S. Mill's reference 
to .. surplus profit " as the amount .. beyond the 
value of the risk and the interest" adds further 
support to our claim that surplus was a quantita­
tive concept and classicilr.s used it as a measure of 
variables." 

We have shown above"that all kinds of historical 
surpluses-Physiocratic. Ricardian, Intra-marginal 
or Socialist-are measured in the same way, viz .• 

• Malthu8: Principles of Political Economy (1820), 
p. 152 n. 

J. S. Mill : Principles of Political Economy (Ashley's 
edition, 1923), p. 428, 

14 
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by the deviation of the actuar value from the 
standard . 

. Similarly pure profit, as a surplus, was also 
measured by all pure-profit theorists, by the devi­
ation of the actual business income from a stan~ 
dard set up to cover the entire cost. Pure profit is 
thus a surplus over costs. 

This pure profit must not be confused as a 
surplus over normal profit. For that is a different 
concept altogether. Pure profit is calculated 
no doubt on an arbitrary standard of profits (busi­
ness income). But pure and normal profits are 
two different concepts, based upon two different 
classifications of social income. They are not 
directly comparable unless they are reduced to a 
common denominator. 

Tile concept of pure profit comes from the 
factorial classification of social income. The con­
cept of normal profit originates from the clakical 
division of social income on a class basis. We 
pointed out already (Chap. I) that profits meant 
with the early French writers and the classical school 
income derived from the direct employment of 
capital for production as contrasted with the income 
obtain~d from lending it, which is. interest. It 
meant with them Capitalist-Employer's income, the 
income of that class of people whom we now call 
business men. That concept still lingers in the 
business world and that meaning still obtains 
in the common parlance of people. Taking 
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·profit as. business income or the business man' s 
income. the earJier economists talk of normal 
profit as the profit that brings the entrepreneur' s 
activities to an equilibrium. that is to say. that 
does not offer any motive to expand or contract 
his scale of operations. It is also a purely theo­
retical cp_nception and nobody knows in practice 
acc~ately what is normal profit,.in an industry. 
in the sen~e of the analytical economist. But what­
ever that may be. any profit earned in .~cess of 
that amount is abnormal profit. a kind of dis­
equilibrium index by virtue of the definition of the 
word " normal." Actual profit deviates from this 
standard or normal and we can speak of it as an 
excess or abnormal gain. Abnormal profit is also. 
therefore. a· surplus. but the standard from which 
it is measured is the normal profit. something 
quite different from the standard from which pure 
profit is measured. 

The concept of gros~ p~ofits of a business man 
is recognised by -both the modern and the earlier 
schools. But as incomes are classified by the modern 
theorists according to the factors of production. this 

-gross business income or business profits will ·be 
subdivided into portions attributed to capital and 
labour. How is it attributed? Now as it is· the 
factors that earn income in their conception. busi­
ness man's capital is precisely allowed the same 
rate of interest and his labour is also permitted to 
draw by imputation the same wages of management 
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as he could obtain at the market. had he offered 
himself or his capital for employment. The amount 
thus calculated serves as the standard from which 
pure profit is calculated. Pure profit is thus a surplus 
above this .arbitrarily chosen standard of profits in 
the popular sense of the term. It will now be seen 
how it corresponds to the apparent base of their 
calculation. viz .• costs. Besides the costs that are 
paid for the hired factors and other expenses of 
t~e business. Gross Profits are supposed to contain 
two other elements of cost in the income of a 
private firm. viz.. the interest of the capital 
invested and the wages of the managing labour 
devoted to the firm. The mental argument is: 
suppose both this capital and managing labour 
were obtained on hire. would you not pay for them? 
So these are costs really and truly. which you 
must deduct before you can calculate pure profit. 

We have already seen that in the opinion 
of earlier economists and also according to 
business practice as well as popular notion. 
the whole gross income of a business belonging 
to the share of the business man is represented by 

~,'-'*" 

profits. According to this conception and defini-
tion. the difference between profits and other 
incomes. viz .• rent. interest and wages. is simply 
this: both are incomes earned through the medium 
of the factors. but the method of earning is differ­
ent. Profits are incomes of the factors when they 
are employed in the business. in the sense that 
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their remuneration is only capable of irlClirect deter­
mination. and is dependent upon the sale proceeds 

• of the commodity produced by the business less the 
costs incurred for hired factors and raw materials. 
etc. But .other incomes are contractual incomes 
of the factors when they are lent. They are 
determined by the ordinary exchange processes of 
the market. by the direct interaction of the forces 
of demandaild supply. Factors. we can say. 
earn income -in two ways: (i) by· business or 
hy transmutation of their services into products 
for sale. and (ii) by hiring or selling them to an 
employer or entrepreneur in the former process. 
Profits are incomes of the very same factors. 
but earned indirectly through the products of a 
business. 

The new modern school does not recognise 
this sense of profit. In their conception land. 
labour and capital can never earn profits. Their 
incomes are always rent. wages and interest 
respectively. whether they be hired or self-employ­
ed. To them profit is ·something which is not 
renl, wages or interest. So when they found a 
surplus in the business income after the payment of 

. these charges. they hailed it as a separate income· 
hith~rto undiscovered. or undetected. They gave it 
the name of profit. Pure profit is a mere courtesy 
epithet to distinguish it from the older use. •• Gross 

. piofits to the younger economists. .. remarks 
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Dr. Haney'" seem to be a sort of historical COB­

cept retained out of respect to John Stuart Mill." 
Now the fact that their concept of pure profit 

is a pure analytical creation. arbitrary by its calcu­
lation and mathematical in its nature. has been 
completely overlooked. They forget that the real 
concrete thing in a business is gross profits. They 
subdivide this with reference to a total amount cal­
culated by imputing interest and wages to the busi­
neSs man' s "capital and labour. and separate it to 
form a part of society' s legitimate and necessary 
costs. The remaining portion is pure profit or 
surplus. Weare not even entitled to say that 
business is undertaken for the lure of the total 
amount of gross profits. For they (pure-profit 
theorists) themselves are loud in their declama­
tion that it is the lure of the surplus that attracts 
men to business. Evidently one would not prefer 
an uncertain method of earning income by busi­
ness. if one can get the same income by the certain 
method of an insured contractual rate. So it is 
quite arbitrary to impute the contractual rate of 
interest and wages to the capital and labour of 
the business men and regard it as their true cost or 
sacrifice or minimum inducement to enterprise. 
But for analytical purposes anybody is justified 
in doing it if he so likes. This is adopted as the 

T Haney: History of Economic Thought (1925). 
p.656, 
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standard cost with reference to which pure profit 
is to be calcula~d. iW ell and good: but this 
does not entitle him to lorget that it is a part of 
the same income obtained by the very same fac­
tors,-the income that he has subdivided; And 
if, by virtue of the fluctuating nature of the income 
itself and as a result of subdivision, a surplus 
ensued, it would be no other than the very same 
income. It is.not a separate. income due to an 
.undetected factor. It is his ·own creation. the 
outcome of his mathematical assumption and 
analysis. 

But this mathematical and analytical nature of 
the concept the modern theorists completely forgot. 
This slip was very easy for them. if not natural 
and inevitable, for they looked only to the factors 
as earning incomes and they believed. one and all 
(except Hawley), that the factors earned this in­
come according to their marginal productivity. It is 
this faith in the marginal productivity theory that . 

. made it posSible to look upon the analytical surplus 
of their own creation as a separate kind of income. 
This led them to imagine that the essential 
nature of pure profit is that of a surplus. A 
separate income requires a separate service as its 
cause and justification. A search was at once 
beglln, therefore, for a fourth factor of production. 
Confusion followed confusion. Socialists attacked 
.pr9fit as an unearned surplus. Economists got 
frightened and nervous and looked for a socialist-
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proof service. co-equal in sacrifice with that of 
socialists' labour. We have already seen the fruits 
of this search and research in Chapter III. 

What is important for ,us to remember here is 
that almost all the pure-profit theories regarded 
surplus as a measure of pure profit and not its 
explanation. Surplus is to be understood as the 
quantitative description of pure profit. or as its 
quantitative definition. The basic standard for 
calculating this surplus was apparently costs. 
partly actual and partly imputed. but really an 
implicit standard of profits. 

It may be noted in passing that the interest on 
business man' s capital is not treated as a part 
of cost according to the business practices of 
Great Britain and America. Courts of law and 
. equity as well as bankers regard it as a part of 
profits.· This simply means that they stick to the. 
old concept of profit as the income of one who is 
the owner of a business: a firm in the case of joint 
stock organisation takes the place of a business 
man. the firm itself being represented as a legal 
.person by a common legal fiction. 

Before we close this chapter we should like to 
remind the reader of the immense influence the 
marginal productivity theory exercised over the 
pure-profit theorists, both in their qualitative 
analysis. as we have seen in Chap. III. and m 

8 Atkin.: Industrial Cost Accounting, p. 236. 
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their quantitative" It may be pointed out once 
again that cost., which forms the basis and the 
standard for measuring the surplus of pure profit, 
is determined by the marginal productivity of 
the factors. . Of the Risk theorists. only Hawley 
believed that risk was a separate factor of pro­
duction. Others denied. as we have seen in 
Chap" Ill.' that risk exercised any direct in­
fluence over profit. Profit is the result. accord­
ing to most of them, notably Prof. Knight 
and Prof. Carver. of deviation of the actual 
marginal productivity of the factors from their 
estimated marginal productivity. which determines 
the cost" The practice of calculating cost by 
imputing the market rate of rent. wages and 
interest to the" entrepreneur' s land. labour and 
capital cannot be explained on a scientific basis. 
unless we assume. that the pure-profit theorists 
treat all lands. all efforts and all kinds of capital 
goods as qualitatively homogeneous and as having 
the same tnarginal productivity. 

We remind the reader specifically of this point. 
because we shall have to examine the validity of 
this conception in connection with our scrutiny of 
the marginal productivity theory. The concept 
o£.pure profit as a surplus above cost can only be 
upi}eld on the basis of this assumption. It may also 
be noted that the exchange-value of a commodity. 
that fixes the entrepreneur' s cost, is not determined 
by its marginal utility alone. The determination of 

15 
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the entrepreneur's expenses or costs in terms 
of marginal productivity of the factors completely 
ignore, therefore, the influence of real cost or 
pain-cost sacrifices upon value and supply. A 
commodity is· at once the product of pain-costs 
and the source of satisfaction. The same com­
modity may require different amounts of pain-costs 
in different circumstances. Its satisfaction value 
to the consumer may remain the same, even 
though the disutility of production increases to the 
producer. If so, why should he agree to incur 
this extra disutility without an additional reward ? 



, 
CHAPTER V 

THE MARGINAL PRoDuCTIVITY THEORY AND 

ENTREPRENEUR'S REMUNERATION 

We have seen in the last two chapters how the 
pure profit theorists relied upon the marginal pro­
ductivity theory for determining the remuneration 
of any factor. But they are not the only econo­
mists who share this faith. Not only rent, wages 
and interest, but even the entrepreneur's reward 
is assumed to be determined by marginal pro­
ductivity. The doctrine thus deserves a most 
careful examination. 

If we tak~ profit, in the second sense of the 
entire remuneration of the entrepreneur proper, 
as the gross business profits less interest of his 
capital,-which seems to "be the current view of 
English economics to-day,-and if we attribute 
it all to his business ability, we may easily get 
this remuneration from the doctrine of marginal 
productivity. This is the underlying belief of 
all the attempts we propose to notice. 

There are generally three senses in which the 
·law has been sought to be applied to the ~ntre­
preneur's remuneration. Tht! first is to treat an 
entrepreneur' slabour like any other labour, to count 
it by the number of hours he devotes to business: 
the remuneration conforms to the marginal return 



n 6 tHE niEORY OF PROFitS 

of his labour. balanced against its marginal dis­
utility. Edgeworth considers this case in connection 
with his criticism of Barone' s theory of distribution 
and dismisses it as obviously inapplicable except 
in the case of the hired factors in a regime of 
competition.' 

The theory of marginal productivity is obvious­
ly an attempt to measure the serviceability of a 
factor that contributes to a product. The possi­
bility bf this measure depends primarily on the 
fact that the physical product or output varies 
quantitatively in a definite manner with the varia­
tion of a factor. provided that other co-operant 
factors also are present and the method of pro­
duction pursued continues ,to be the same. 
This interdependence of the effectiveness of a 
factor and the quantity of the other auxiliary 
factors makes it impossible however to obtain 
an absolute measure of independent productivity 
of any factor. It is dependent on a law of 
physical productivity. viz.. the law of diminish­
ing returns or the law of the most effective 
combination of producing factors-a law. neither 
absolute nor immutable. but relative to a given 
process of production and dependent to a consider­
able extent on the knowledge and technique of the 
process prevailing.at a given time. This law 
offers however the possibility of measuring the 

1 Edgeworth: Papers relating to Political Economy. 
Vol. I. p. 28. 
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relative marginal productivity of factors for a 
given qualitativ~and quantitative relation to each 
other, that is. for a given process of production. 

But if there be any factor which affects the 
physical productivity of the combination. but 
which is not capable of a quantitative measure­
ment physically. its marginal productivity is 
obviously indeterminable. For instance. weather 
is such a factor in agriculture. Now if we reflect 
that the knowledge. of the technical process. is only 
a rough indicator of productivity and the actual 
productivity in any concrete case depends mostly 
on the s~ill of combining the factors for produc­
tion. the art of combining itself will appear to us 
as an important factor of production. The same 
materials are converted into table delicacies of 
different qualities by cooks of different skill. Can 
we measure this skill by the amount of pain or 
trouble or the number of hours a cook devotes to 
cooking? The same tune can be played by two 
different artists on the. same piano with considerably 
different effects on our ears. Can we measure this 
skill by the hours of time devoted or the foot­
pounds of energy spent? The skill of the entre­
preneur is a factor of this kind. the productivity 
of which cannot be related mathematically to 

.; 
the physical exhibition of his energy or activities. 
T urgot· noted. more than 160 years ago. that the 
husbandman's remuneration is the result of "the 
wisdom. far more than of the laboriousness. of 
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the means which he has employed to render it 
(soil) fertile." • 

. We can see from the above .that the serviceabi­
lity of the entrepreneur' s effort in production is not 
capable of such a simple mechanical measure. 
Edgeworth rightly dismisses such attempts as 
inadmissible in scientific reflection. 

A shrewd anticipation of the wants. tastes. and 
purchasing power of prospective consumers of 
unknown description. bargaining for resources 
in right quantity and quality on favourable 
terms. setting up of a plant on moderate expenses 
and of a type that can expand on non-expensive 
lines. wise choice of risks undertaken and judicious 
selection of securities, estab)ishing good will.' 
extending business relations. and securing a 
stable custom-are tasks. certainly more of 
.. wisdom" than of" laboriousness." that face a 
modern entrepreneur. 

It is thus clear that the hour is not a suitable 
basis for measuring the productivity of the 
entrepreneur's labour. 

T. N. CARVER. 

The second sense is that of Professor T. N. 
Carver. also examined by Edgeworth.' Prof. 

9 T urgot : Reflections. Sec. 7. Italics mine. 
S Edgeworth: Papers relating' to Political Eco· 

nomy. Vol. II. p. 332. 
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Carver applies the law to the earnings of a 
business man in the following sense: his re'; 
muner~tion is "the amount which the community 
is able to produce with his help over and 
above what it could produce without his help," 
And • 'this is the only sense in which any factor. 
can be regarded as productive," according to Prof. 
Carver.' 

The theory, in other words, is that "the re­
muneration of the entrepreneur is exactly equatable 
to the loss which his removal from the industry 
would occasion." Edgeworth examines this case 
in the light of S. J. Chapman's constructions,s 
and after a careful mathematical analysis con­
cludes that "the proposition is neither quite true 
nor very useful. " • 

Apart from mathematics and authorities, let 
us consider the proposition from the common­
sense point of view. The proposition claims that 
if the aggregate production of an industry with 
a giveq aggregate of capital and labour. be placed 
under the control of 1 00 e'ntrepreneurs instead of 
99, an additional product will result. Is this 
generally true} The answer to this question 
teems to depend upon two sets of considerations: 
(a) Is there an optimum size of production In 

, Carver: Distribution of Wealth. p. 262. 
6 Chapman: Remuneration of Employers, Econ. 

Journal. December. 1906 . 
• ' Edgeworth: Paper •• Vol. II. p' 321. 
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the industry? Does the general organisation or 
the technical process of production favour an out­
put most economical for production? If so. and 
if the industry stands organised on this optimum 
output. then any extension or contraction of 
output of a typical individual ~tablishment 
under an entrepreneur of average ability will lower 
its productive efficiency. i.e .• the cost of production 
in the industry will increase in either case. But 
if the individual output were non-optimum and' 
hence uneconomical. any· reduction of output or 
an increment that brings it to the optimum size 
would be the most economical. In case the output 
of the typical individual farms or firms is such 
that a larger size with a bigger output would 
favour an increased efficiency, more entrepreneurs 
would mean a decreased productivity and less 
entrepreneurs a greater. This is the position 
of Indian agriculture to-day: 7~' per cent. of 
the population earn their living by agriculture and 
the average size of an agricultural holcJ.ing is. 
roughly speaking. 5 acres. The size is too un­
economical. A reduction in the number of culti­
vators with a greater size of holdings will rather 
increase the agricultural yield. while more culti­
vators with still smaller holdings will diminish 
the productivity. The increase of popula­
tion. absence of any outlet for the growing 
generation to go to other industries. arid the 
system of inheritance which guarantees a share 
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of property to each child. all assist to increase 
the number of clJltivators and reduce the size 
of agricultUral holdings. with disastrous 
consequences. Here is a direct tangible proof 
against any universal acceptance of the truth of_ 
the proposition. ' 

But the proposition may, under certain circum­
stances, come -to be true. as we have noticed in the 
earlier paragraph. 

The above argument holds good on the 
assumption that the ability of the entrepreneur is 
equal to the task of managing a greater firm or 
farm. ( b) .This is the second set of circumstances 
that- must also be taken into account. If the size 
is too big to permit 'an economical management, 
the technical economy of the industrial plant may 
be more than offset by the waste of inefficient 
management. The two sets of considerations 
must be taken together. That this is not a fanci­
ful possibility is illustrated by the story of the 
American Steer Trust and Mr. Carnegie. 

" The Great Steel Trust was formed. it has 
been said, to remove Mr. Carnegie from the 

_ industry before he had absorbed the whole of it; 
having achieved their object and removed Mr. 
Carnegie. the promoters were unable to find 
anyone who could do the work which Mr. 
Carnegie had been doing.'" This illustrates 

, tlenry Oay : Economics for the General Reader 
(1922). p. 156. 

16 
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pretty clearly that the concentrated management 
mayor may not prove economicaL That depends 
on the ability of the entrepreneurs available 'for the 
task. Of course, geniuses are born. But it is 
not a very legitimate .assumption under ordinary , 
circumstances that more entrepreneurs mean 
necessarily a more efficient management. First. 
human capacity is usually elastic enough. and 
grows and develops with growing opportunity, 
Sec~ndly. more often than not. lessening output 
and size mean a greater waste of resources and of 
organising and managing capacity. And are not 

. these the very reasons which have made it possible 
to take advantage of the technological economy 
and enlarge the size of the representative business 
unit almost with an uninterrupted continuity since 
the Industrial Revolution.? 

Now can we not conclude from the above that 
other conditions remaining the same. more entre­
preneurs need not necessarily mean an additional 

. return from the same amount of social resources. 
nor a reduction in their number need mean a 
corresponding loss to society? 

P. H. WICKSTEED. 

Let us now consider the third sense in which 
P. H. Wicksteed· interpretes and develops the 

8 The Common Sense in Political Economy, pp. 367-
373. where he modifies the view that was put forward in 
hi. pamphlet: An Essay on the Co-ordination of the 
Laws 01 Distribution (1894). 
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theory. The form of his demonstration of the 
theory is signi/ica'b.t and striking ; and he has 
presented it with a magnificent generalisation that 
holds good, as Edgeworth observes, "irrespec· 
tively of the play of the market." 

His theory however is based upon the follow­
ing explicit and implicit assumptions: 

1 . It assumes a continuous variation of the 
product with the variable quantity of any physical 
factor of production. Every factor, be it noted, 
is also assumed to be qualitatively homogeneous, 
that is, every factor comprises only units which 
are" qualitatively indistinguishable" from· each 
other. 

2. It assumes that the product is subject to 
the law of diminishing productivity (in the usual 
sense) in its relation to anyone individual factor. 
That is to say, for a given or fixed amount of the 
other co-operant factors, the inarginal productivity 
of a varying factor varies, increasing initially with 
'its increasing quantitY, but diminishing. ultimately 
as its. quantity increases beyond a certain limit.' 

3. It thus presumes a point of maximum mar­
ginal return or productivity for each of the varying 
factors, for any given 'ratio of the other co­
operants, 

It presumes, in other words, an optimum pro­
portion of the various factors, so arranged that the 

9 Marshall: Principles (6th edition), pp. 169.70, 
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marginal return (in the Marshallian sense) obtain­
ed from the respective quantities of each factor is 
maximum. Marshall calls it due proportion." 
This optimum proportion, let us note, is at once 
the limit of increasing returns and the point where 
diminishing returns commence (with regard to any 
one factor for a given proportion to the others). 

As a matter of fact the law of diminishing 
marginal returns (condition No.2) does not only 
presume a point of maximum marginal return, 
but also the points of a maximum gross and a net 
product, as Edgeworth points out in his P apera. 11 

4. A given proportional increment of each of 
the co-operant factors will increase the product in 
the same proportion. 

S. Wicksteed also assumes that the different 
factors, although essentially complemental, are yet 
substitutes for each other in the sense that the 
"units of each can respectively perform at the 
margin the common service they can all render 
alike. ' ... This only illustrates the law as it oper­
ates at the margin. It indicates that the limit of 
pro6table returns is the point of equi-marginal 
productivity. This is not an essentially primary 
condition. 

10 Ibid, p. 170. 
11 Edgeworth: Papers relating to Political Ecohomy. 

Vol. I. p. 70. 
10 Wicksteed: The Common Sense of Political Eco­

nomy. p. 368. 
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From the above assumptions it is proved that the 

distribution of the product according to the margi­
nal productivity of 'each factor will exhaust the 
total product. without leaving any surplus. 

The hyPothesis on which the final conclusion is 
really based is condition No.4. and Nos. 1. 2 
and 3 are implied in it. This will be clear from the 
following mathematical version of the theory as 
adapted by A. W. Flux.18 

MATHEMATICAL VERSION OF MARGINAL PRODUCTIVITY 

THEORY. 

Let the product P be regarded as a, function 
(I) of the various co-operant factors of production 
(x, y. z). 

That is, let 
P=/ (x. y. z). 

By the assumption No.4. we are given that 

<!..x!:c!M=~=K= dP 
x y z P (a) 

where K represents a given constant proportion. 

18 See the Review by A. W. Flw< of Wicksteed's 
pamphlet. "An Essay on' the Co-ordination of the Laws 
of Distribution" (1694). Economic Journal. Vol. 4. 
pp.306-13. 

For a non·mathematical version by Wicksteed himself. 
lee reference No.6. The non·mathematical readers. in 
omitting these mathematical pages. will not miss any 
essential link in the chain of the arguments that follow. 
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We. are to find the possible forms of P : 
Now if ( .. ) is true. then 

8P dx+ 8P dy+ 8Pdz 
dP 8x 8y 8z 
P 8P x + 8P y'+ 8P z 

8x 8y 8z 

by the theorem in ratios, oi •. , if 

aeeth h' b=J =f' eneac ratio 

dP 
x 8P +y 8P + 

8x 8y 

Hence if ( .. ) is true, 

8P z-
8. 

la+·mc+ne 
Ib+md+n/ 

8P 8P 8P 
x,8;' +y, 8y +z, ~-P=O, for all values of r, y, z. 

Now P=/ (x, y, z) : 

suppose P is of the form ~ A,m • .,l y" Z·, where 
i ,m,n 

1 t m, n, obey no law_ 

Then 
8P 8P 8P 

x Tx+ y 8y +Z 'Tz -P 

=l: (l+m+n-1) A, ... x'y"'z". 
I ",ft 

Now this has to be zero for all values of 
x. y. z .-and this is only possible if each of the 
numerical co-efficients of the terms is zero. 

Hence l+m+n= I. 
That is. P must be a homogeneous function of 
the first degree. 
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It is thus clear that the application of the 
marginal productivity theory is restricted to cases. 
where the product can be regarded as a homoge­
neous function of the /irst degree. 

Once our data allow us to assume that P is ;t 
homogeneous function 'of the /irst degree. we are 
also entitled thereby to make the assumption No.4 
and draw the 'conclusion directly with the help of 
Euler's theorem. Or conversely. if the practical data 
entitle us to assume the condition No.4 as a fact. 
oiz .• that if a given proportionate increment of each 
factor will increase the product in the same ratio. this 
will be an indication that the product is a homo­
geneous function of the first degree. it' will now 
be realised why we put in the /irst three conditions 
as ancillary to condition No.4. A concrete mathe­
matical form of this function will make it clear. 

Supposing that the proportion 18. in whic;h the 
resultant product is distributed in a concrete case 
between the di~erent factors is I : 2 : 3. a mathemati­

. cal form of these assumptions may be represented by 

P=Ax'kyiA 
where A is a constant. 

I s. The different physical factors can be reduced to a 
common measure, either in ter~8 of the monetary 
expenses incurred, or in terms of the marginal return ob~ 
tained. Wicksteed adopts the latter plan. Vide The 
Common Sense 0/ Political Economy. pp. 363·4; also 
The.Scope and Method 0/ Political· Economy, Economic 
Journal. 1914. p. 17. 
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It will be seen from the form of this equation that 
P varies continuously with the factors (condition 
No.1). and that P increases subject to the law of 
diminishing productivity (condition No.2). i.e •• the 
second differential co-efficient of P with regard to 
anyone factor is negative. The law of diminish­
ing returns. it will be remembered. implies a point 
of maximum productivity (condition No.3). as 
Edgeworth has shown. 

To satisfy the reader that the equation chosen 
is one to which the Wicksteedian law of distribution 
according to marginal productivity is applicable. 
let us apply Euler's theorem to it : 

Generally if P=f (x. y. z) is a homogeneous 
equation of the first degree. Euler' 8 theorem gives us 

Here. 

8P • 1 1 _ = -IrAx -SyllzI 
8x 

So it is clear that 

P= 8~ x+ :: y+ ~~ z=iP+iP+tP 
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That is. the remuneration of the factors accoiding 
to their marginal productivity exhausts the total 
product. . 

Now. let us first examine the implications whtch 
are' involved in these assumptions and then 
consider how' far these conditions apply to the facts 
of modem industry to iustify us to presume 
distribution according to this theory. 

First of all. t!te law can usually apply only to 
the physical product: for a continuous variation of 
the product with t.~e variation of a factor of 
production (condition No. 1) cannot be assumed 
as a fact. if it refers to the market value of 
the physical produce, unless its price can be 
assumed to be constant. But. the price is certainly 
subiect to fluctuations for r.easons entirely indepe~­
dent of the crinditions of production -of the 
particular commodity in question. 

From assumptions (3) and (4). viz., a maxi­
mum marginal productivity or an optimum propor­
tionality of factors and the increasability of the 
product in the same proportion as that of each of 
all the factors. it follows that if the aim of every 
pr~ducer were to maximise the physical productivity 
of each factor. that is. its technical efficiency. 
expanSion of output in an industry would only 
take place (provided. of course. the physical 

.17 
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coriditions of the industrial environnu ~t .allowed 
it) by a simultaneous increment of all the factors 
in the same proportion. The productive plant or 
business unit would here expand by a process akin 
to duplication. 

It is obvious that the relative proportion 
of. the three so-called economic factors. that 
would ensure to each a maximisation of. its 

. . 
productivity. depends on the technique of produc-. . 

tion pursued in an industry or a firm or farm. The 
process of production prevailing may. indeed. differ 
from time to time· according to .. the stage of 
scientifi.c knowledge and technical competence to 
.which society has attained." But at any particular 
point of time in a particular industrial.environment 
there prevail generally one or two methods that 
are typically representative of anyone industry . 
. The optimum proportion of the factors discussed 
above relate only to anyone particular method. 
:And in view of the necessary homogeneity presumed 
of a factor. the theory is really applicable only to 
the technical factors of production. such as raw 
materials of each kind and quality. tools and 
equipment of any given variety. space (" land ") 
possessing specified characteristics. or labour of 
one kind of specialised skill. etc., and not to the 
so-calleCl three factors of "land, " labour IWld 
capital. into which they are capable of being 
groupeQ together. A mere increase of capital, for 
instance, need not mean a diminishing productivity 
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of capital even at the optimum position', if. the 
increase is composed of tQpIs and machines intro­
duced for any fur!her' specialisation of the part 
previously played by them, or if it consists of some 
new materials utilised for converting the waste­
products into a by-product useful to society 
and profitable to the firm. All this will be found 
to be not onlY obviously true but also a mere 
truism, if we remember tJ,.at a method of, produc­
tion really 'means such an arrangement of the 
technical factors of each kind and quality as is 
condU"Cive to their maximum return. Any im., 
proved proces~ of production means a re-arrange­
ment and reorganisation of this relation. Every 
new arrangement thus points to a newer type 
of maximisation and is virtually a new method of 
technical production_ 

The law of optimum proportion of the technolo­
gical factors of production is thus only an alterna­
tive definition of a process of production. F roni 
this, the law bf optimum proportion of economic 
factors is an immediate corollary. But this 
corollary is not so sure a basis for the law of 
diminishing productivity as its parent technollOlgicai 
theorem; for "land, ".labour or capital can none 
be regarded as a homogeneous factof of production 
technologically. 

It is now easy to see that till this optimum pro­
portion of the factors is arrived at, expansion 
of dutPut of a productive plant (agricultural, or 
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industrial) • due to one or other of the co-operant 
factors. is certain to be attended with an increased 
technical efficiency. that is. with increasing returns. 
Hence expansion of output will certainly take place 
under these conditions only by way of an increment 
of the deficient factors alone-an apparently dispro­
portionate increment of factors. till the harmonious 
proportion suitable to the optimum output is 
attained. 

It ·shows us too that what enforces the 
conditions of diminishing productivity is the 
relative deficiency of the productive requisites or 
relative difficulty of increasing their supply. If 
it is open to an entrepreneur to increase all his 
factors with equal facility. there is no reason why 
he should not prefer to augment his output by pro­
portionate increment of all his factors. Production 
in that case would always conform to the law of 
constant returns. as Dr. Sraffa 11 claims and Prof. 
Pigou III concedes. 

It is. therefore. clear that in positions of pre­
optimum proportion. the theory does not and can­
not apply. In agriculture. where we usually (but 
often unjustifiably) assume production outstripping 
this optimum. the theory may. in a sense, measure 
the productivity of each factor and distribute the 

a P. Sralfa: The Laws of Returns under Competi· 
tive Condition •• Economic Journal. 1926. 

U A. C. Pigou.: The -Laws of Diminishing and In· 
creasing Cost. Economic Journal. 1927. 
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whole proc!uct in this way without· leaving any 
surplus. But in manufactures.. where it is true or to 
the extent that it is true. that production does not 
take place usually to the optimum capacity of its 
productive plant and more products mean less costs 
and a nearer approach to its optimum position. 
the theory cannot apply. ;why? Because facts 
falsify here the ,first assulllption of a continuous 
variability of the product i~ its relation to a produc­
ing factor. arid the second assumption of diminish­
ing productivity. It is obvious that the tendency 
to diminishing return cannot manifest itself until 
the output approp'riate to the optimum proportion is ./ 
attained by the productive unit. Besides. we have 
got to recognise that some expenses in every 
enterprise partake of the character of fixed expen­
diture. which is not capable of regulation with 
every alteration of output. e.g .• plant of a factory. 
audience accommodation in a theatre. heating 
arrangement in a building. the capacity of the 
dining hall of a cbllege. More generally. plant and 
machinery. entrepreneur's services. and as a matter 
of fact any expenditure for services of factors that 
vary per saltum, i.e.. almost the whole of the 
supplementary costs of a business enterprise. mostly 
form a discontinuous nucleus. round which the 
other expenses or factors. viz •• prime-costs. only 
vary continuously. . 

So if we proceed to remunerate the factors ac­
cording to their marginal productivity the nucleus 
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factors or supplementary cost services shall have 
to go without any rew~d. For. as their quantity is 
fixed. the variation of the product with the variable 
factors can only indicate the productivity of the 
latter. It is easy however to see that without the 
fixed or supplementary cost services no production 
can take place. So they are productive as well. 
But how to measure their productivity. except by 
imputing to them a quantity to be subtracted from 
the total share ? 

It follows from this that the theory fails to 
measure productivity. wherever we have some 
fixed orJerhead charges in the terminology of Prof. 
J. M. Clark. Unless we assume that there are no 
fixed charges in agriculture and that all expenses 
increase in perfect proportion to the increment of 
output. the theory cannot even apply to agriculture. 

We must not forget that the theorem is only 
applicable when every factor to which ·product is' 
due is a variable and varies continuously subject to 
the law of diminishing productivity. and the rela­
tion of a proportionate increase of each and every 
factor to the increase of the product in the same 
proportion holds good. Let us now think of a con­
crete instance. the case of it farmer. say. raising 
wheat with land. labour and capital and suppose 
that their amounts stand in the proportion of I : 2 : 3. 

Then the form of the equation. as we have 

already seen. wouid be p ... Ai yi zt. where A 
is an arbitrary constant, dependent upon factors 
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which affect the product. but to which no aefinite 
quantity is (I priori assignable or which do not 
vary and is to be treated as a discontinuous. or 
constant factor for the purpose in hand. such as 
weather. e.g .• in this instance. All the uncertainty 
factors may here be included. Not only this. but 
the skill of the farmer is also a factor not suscep­
tible of quan~itative variation or measurement. 
And if we think of this equation as one of value­
productivity and money-expenditure. then not only 
technical q:.genuity of cultivation but mercantile 
skill in buying and selling is also to be included 
in A (the constant of the equation). T 

Generally. we may say with Prof. Mitchell 
that not only knowledge. general and techni­
cal. but also organising capacity or "foresight of 
the business men is immeasurable. ,It follows 
that the. marginal productivity of any factor' 

such as ~P or ~ does not give us the pure mar-
• JC y. 

ginal productivity of a factor. It is the conjoint 
marginal productivity of a variable factor coupled 
with that of the entrepreneur's services and of the 
services of other kinds which ,re immeasurable or 
invariable. . 

This will explain why the marginal producti­
vity of labour and loan-capital is not directly 
deducible from the formula. . The marginal pro­
duc:tivityof Marshall's shepherd Ili. can be measured 

I', Marshall: Principles (8th edition). pp. S 17.18. 
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as his wageS. only on the abstract assumption that 
there are no fixed overhead charges to take account 
of. This is why the entrepreneurs follow the simple 
practice of deducting from the entire value of the 
product the entire expenses for his hired factors. 
and claim the remainder as entirely due to their 
own Sel'Vlces; 

All that we have pointed out simply shows that 
the theory cannot apply to the short period. for • 
in the long-run concept there is no such thing 
as supplementary costs or overhead charges. which 
decrease with increasing output. and there can 
be no unused capacity or idle plant in the long 
period. 

Blit it is precisely here that many of the pure­
profit theorists applied the theory. J. B. Clark and 
his school. and others including Prof. Knight 18 ex­
plain profit as a short-period phenomenon. Profit 
(as defined by them) is the difference between the 
value and the cost of the product to the entrepreneur. 
which competition tends to eliminate in the long run. 
i'!/e have seen above that entrepreneur's personal 
services as well as his capital invested in the busi­
ness plant and e~uipment. are an unvarying 
constant in the short period. whose marginal pro­
ductivity cannot be obtained except by some kind 
of imputation. deduction. ot subtraction. This 
again creates the difficulty of ascertaining the actual 
and true cost of production in the short period 

16 Knight: Risk. Uncertainty and Profit. p. 303. 
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according to the marginal productivity of the 
factors. as the pure-profit theo~ts want to cal­
culate it. 

Now the question is: why should we apply 
the theory to ·the short-period at all? Should we 
not take the theory to mean. as Wicksteed himself 
takes it to mean, that if all the social resources, 
land. labour and capital. are. to be employed 
to their fullest capacity. then the remuneration in 
the long run cannot diverge from the rate of 
their respective marginal productivity to society? 

Wicksteed ,. assumes the supply of the factors 
as given and invariable. An individual under­
taker, dealing .. by hypothesis ...... with limited 
resources •• , applies these resources to production 
to maximise their return. "iust as the housewife 
...... desires to maximise the result of her expendi­
ture. " Evidently the point of maximum produc­
tivity is reached when the relative marginal 
significances of all the factors are equal in his 
enterprise. .. NC:w if any number of groups (of 

. factors)...... are in a state of equilibrium with 
regard to each other, the relative marginal signifi­
cances of all the factors will be identical in all of 
them." 18 If not, .. dearly a re-grouping would 
be advantageous" to all of them. till equilibrium 
was reached. .. Thus the proportions in which 

11 Wic:ltsteed: The Common Sense of Political Eco­
nomy, Chap. 9. 

18 • 'bid, p. 369. 

, 18 
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the various factors that combine in anyone group 
are to share in the product is determined by their 
relative significance at the margins in increasing 
or .diminishing it. And the same proportions 
will tend. in the open market. to est~blish them­
selves in different independent groups... . .... 

. . . , .. This gives US a complete theoretical 
solution of the problem of distribution." ,. 

Clearly Wicksteed' s conception of equilibrium 
is here derived from the following assumptions, 
explicit or implicit: He considers how the 
physical resources would be distributed between 
the diverse products of society with a view to 
maximise their pro'ductivity. (a) The resources 
considered are those existing at a given time and 
are supposed to be constant as well as passive; (b) 
They are assumed to be uniform in quality. one 
unit of each kind being .. qualitatively indistingu­
ishable" from another; (c) The productivity is 
conceived in terms of the physical product (and 
not its value); (d) The productivity of a factor 
is measured by its marginal contribution; ( e ) 
The perfect mobility of the resources between all 
kinds of production is also taken for granted; 
(f) The force that moves them to different chan­
nels of prOd!' tion is the motive of maximising the 
physical pro uctivity of each factor. That is to 
say. the m tive considered is technological 

10 Ibid, p. 370. 
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efficiency and not the entrepreneur's motive of 
maximising his money profits .... 

As the end of production is presumed to be 
technological efficiency, it is no wonder that 
the position of equilibrium has to be one in which 
the diverse physical resources are distributed tech­
nologically according to their maximum produc­
tlvlty. The reader is here requested to note that 
J. B. Clark's concept of natural or normal equili­
brium. is precisely the same as that of ;\Vicksteed. 
The equilibri,!-m position is one where . the 

"marginal productivity of the factors, labour 
and capital ( .. land" has. no separate place'" 
as a factor in J. B. Clark's system), is equalised 
over all industries and industrial units. 

The equilibrium position is thus dependent 
only on industrial technique. The equilibrium 
'conceived is purely one of technological efficiency 
and not of economic return. The distribution con­
sidered . thus r1!fers to the facts of technique 
and not of economi~ values in the wider sense. 
This is why Wicksteed's law of distribution holds 
good "irrespectively pf the play of' the market," 
which Edgeworth notes in his Papers and which 
we have already indicated. 

As the position of equilibrium is the point of 
maximum productiyity, it is also the point whence 
productivity commences to diminish with increas­
ing output. The Wic:ksteedian equilibrium con­
notes. in other words, a position of constant and . . 
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maximum physical productivity of every factor 
everywhere; 

Now as this equilibrium (technological) is some­
thing quite different from the concept of economic 
equilibrium based upon demand prices and entre­
preneur's money costs, it is quite possible that the 
maximum marginal physical productivity proper to 
the Wicksteedian equilibrium position should co­
exist with diminishing money costs operating in 
some' industries and increasing money costs in 
sowe others. 

As a matter of fact. however. Wicksteedian 
assumptions are obviously untenable. Production is 
undertaken by entrepreneurs. never and nowhere. 
with a view to maximise the physical productivity 
or technical efficiency of every factor, but only to 
maximise their net profits-the money in~me 
derived from the resources they themselves own or 
undertake to manage and control. Secondly, per­
fect mobility is a hypothesis more logical than 
factual. What is more important in practice is 
the different degree of mobility of the different 
factors as well as their different responsivity to 
reward. Facts ·not only of physical durability 
but also of technical utility. contractual relations and 
legal rights or quasi-monopolies affect the mobility 
of the different factors differently. Labour is 
sensitive not only to the amount of reward like other 
factors. but also to the £onditions of work and 
the. locality of work-shops and t~e nature of its 
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relations with the employer. to which others are 
indifferent. ... 

Thirdly. the marginal productivity can only be 
measured with respect to a factor. (a) which is 
physically measurable. and (b) of which the 
individual units are qualitatively indistinguish­
able. and (c) only in cases where the product is 
related to a factor as a continuous variable. We 
have already seen that portions of factors. as they 
are actually employed by entrepreneurs. are kept 
fixed to form a !lucleus round which other portions 
are made to vary. The productivity is thus ascer-
tainable only of the portions that vary. Consider-
ations of long period do not alter the nature of 
their relative constancy or variability. We have 
also seen that some elements of factors are physi­
cally immeasurable. And we have also to consi­
der that none of •• land." labour and capital are 
qualitatively homogeneous. . There are sub-groups 
of diverse kinds and qualities included in each of 
these factors. It is now necessary to notice that 
the productivity of things of different qualities 
:s sought to be measured usually by the method 
of .. surplus" and that the method of marginal 
productivity as a sensible or fruitful measure is 
only confined to a group of .. qualitatively indis­
tinguishable" units:. For it will be seen that even 
in post-optimum positions we need not necessarily 
get diminishing productivity. if the units added 
are of higher quality. 

"-
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Fourthly. entrepreneurs are only indirectly in­
terested in the physical productivity. their primary 
.concern being with the value productivity or 
total value. 

Fifthly. the supply of the factors. except in the 
case of •• land." cannot be assumed to be inelastic 
and fixed in the long period. as the theory of 
Wicksteed seems to presume. The supply of both 
labour and capital has a normal tendency to in­
creaSe spontaneously and it also responds to the re­
ward obtained. both in quality and quantity. They 
are sensitive as well to the disutility they have to put 
up with. The main disutility in the case of capital is 
risk. while it is capable of assuming limitless forms 
in the case of labour. The presumption of passi­
vity. namely. that labour and capital will offer .for 
employment for whatever might be their marginal 
productivity to the Employer or that t\lere is no 
such thing as supply price. seems to be equally 
preposterous. Actually however the entrepre­
neur has to adjust the marginal productivity of fac­
tors to the level . of their hire-price. How can we 
assume that the standard of living exercises no 
inHuence on wages and the supply of capital 
does not respond to the rate of interest? How 
can we assume that when the same grade of 
.ability is required in different industries. un­
equal disutilities appertaining to different kinds 
of work are not likely to exact compensating 
reward? 
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Will' entrepreneurs undertake enterprises of 
unequal risks on the expectati08 of the same re­
ward? Does capital flow to· enterprises involving 
unequal risk on the promise of the same rate of 
remuneration ? 

This ignoreS. in other words. the influence of 
disutility upon supply altogether. Wicksteed 
himself seems to recognise this limitation. For he 
points out that only "when pain has been faced 
or when there is no question of pain at all." the 
ultimate cost can be regarded as the utility of the 
choice relinquish~d. on 

The actual conditions of demand and supply 
of the physical factors in the present industrial 
environment are thus opposed to almost aU the 
assumptions on which the validity of the Wick­
steedian law of distribution according to marginal 
productivity is based. The law does not. therefore. 
apply to the remuneration of. " land." labour and 
capital. But these observations do not necessarily 
imply that Wicksteedian analysis is inapplicable 
to modern industrial facts . For even if we can 
show that the eOhditions of modern production 
entitle us to assume that a given proportionate 
increment of expenses of· each kind increases the 
physical product or monetary receipts in the same 
ratio. the Wicksteedian law of distribution will 

20 Wicksteed : The Common Sense of Political Eco­
nomy, p. 394. 
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, 
hold good with regard to the financial factors of 
production. though not to the physical. .. • 

Now the factors of production of an entrepre' 
neur to-day may be regarded' as mere "factors of 
expense. .. Again these are certainly subject to 
diminishing returns or increasing costs. For any 
given method of production presumes a point 
where we have the greatest gross or net return: 
this. we have seen. is the significant criterion of 
diminishing returns. This is really recognised in 
our modern economic literature in an indirect way. 
Every firm or farm. for any given method of produc­
tion. is regarded as having a certain optimum size • 
.. trespass beyond which .. yields no further econo­
mies. The concept of an optimum size or output of 
a firm. be it noted. represents a fact of reality and 
not mere theoretic devices or scaffolding of analyti­
cal reasoning. The concept. it is further submitted. 
need not contradict the theory of decreasing costs 
with increasing' output. due to the inlluence of 
internal or external economies. This will be 
obvious if we rellect upon what the optimum size 
of a firm in any particular industry or its internal 
or external economy signifies. 

(I) The optimum size indicates the obvious 
fact that output cannot continue to expand indefi­
nitely to the increasing net advantage of the firm. 
while it retains its existing industrial structure or 
keeps to the same appliances of production. 

90. See page 127. 
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(2 ) It reflects the fact that a certain relative .. 
proportion. broadly speaking. between the " factors 
of expense." under stable prices. is most 
efficient for physical production. This is evident­
ly based upon the technological relations of 
the physical factors at any particular stage 
of development in the industrial technique and 
knowledge. and it must be taken broadly to allow 
variation. within limits. of the proportions of those 
physical factors which can yield the same efficiency 
under different entrepreneurs. 

(3) This will explain why till that -relative __ 
proportion conducive to optimum production is 
attained. we have decreasing cost. and increasing 
cost thereafter. ' 

( 4 ) Increasing internal economy obtainable 
hom large-scale production in a given factory is 
due (besides the advantages of increased division· of 
labotir) to the diminishing supplementary cost per 
unit of output; for while prime costs increase con­
tinuously with o~tPut. the supplementary 
costs (i) either vary discontinuously with 
large additions of output. or (ii) increase 
at a less proportion to output than the prime 
costs. 

(5) The elIect of so-called external economies 
or .. localisation of industries" is due exactly to the 
same reason as that for internal economy or large­
. scal~ production. This is due to the fact that 
(besides the advantages that accrue from the 

19 
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subdivision of the productive process into a number 
of technological stages in each industry) the cost 

of many services required in common by all 
the different firms or industries in a locality. such 
as transportation. banking. insurance. etc .• gets 
less with the growing volume of diHerent indus­
tries. These costs. common to a group of firms 
or localised industries. stand in the same analog­
ous relation to the individual particular costs of • 
each separate firm or industry, as the supplement-
ary costs do to the prime in an individual 
enterprise. The lessening cost per unit of 
output is thus partly due to the comparatively 
discontinuous OT less proportionate variation 
of common costs in relation to the continuous or 
uniform variation of the individual expenses 
of each enterprise. 

These last two considerations indicate that a 
firm whose output brings in . these newer econo­
mies. internal and external. along with .ribs ex­
pansion. must not be regarded as having attained 
the optimum size in relation to the technological 
process of production puraued by the firm or to the 
industrial or financial capacity of the entrepreneur 
to whom it belongs. 

The optimum size of a firm is thus sYnonymous 
with the presence C?f a minimum cost per unit of 
output. Any further expansion is thus attended 
with increasing costs. 
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These may .. at first thought, suggest that pro­
duction of each firm will normitlly be conducted in 
the long run under constant costs. A little rellection 
will show however that this cannot be the case: 
expansion of output of anyone industry or eveil 
of all industries cannot usually take place without 
an increased money cost, provided there is no change 
in the technique of production. Expansion may come 
about in two ways: (a) ,by increasing the number 
of productive units similar to the existing, ones, (b) 

or by expanding the output of the existing produc­
tive units. As all the existing units are ex hypo~ 
thesi working at ,the minimum cost, any expan:­
sion of its output must bring about increasing costs. 
This is obvious enough. Even the other alternative 
cannot but be mor~ expensive. Of course, any kind 
of physical factor, " land," labour or capital, may, 
be obtained in any quantity according to a pro­
ducer's're9uirements. But this is true so far as the 
physical aspect of their supply is concerned. They 
can no doubt be ohtained, but not at the same 
price. Their withdrawal from the existing employ­
ments can only be effected by the 'offer of a higher 
price. Cost to the entrepreneur must" 'therefore, be 
greater. A proportionate increment of each 
' .. factor of expense ., cannot. therefore. increase 
the physical product in the same proportion. as the 
applicability of the Wicksteedian law of distribution 
demands: nor need it necessarily cause a proportion­
ate 'increase in the monetary receipts destined for 
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distribution among all the participating agents under 
the existing conditions. His marginal productivity 
theory of distribution cannot, therefore. apply 
even to the .. factors of expense" and is thus 
inapplicable to modern conditions of pro­
duction. 

Even if we could admit the Wicksteedian 
assumptions as true. we should have only got a 
relative measure of the marginal productivity. the 
productivity of one factor being dependent upon 
the manner in which it is made to co-operate with 
others. There is no one particular proportion of 
factors. which yields to each its maximum pro­
ductivity. There are innumerable proportions. 
each relating to a different technical method. which 
can yield the same output. but which can alter the 
relative shares of the different agents. The so­
called round-about methods of production. pro­
gressively mechanised with every improvement. 
are mere devices for obtaining . the same return 
with an increased proportion of capital to labour. 
The steam ploughs and reaping machines. for 
instance, have narrowed the field of employment of 
air·cultural labour. while widening that of capital. 
Ma ine-made shoes may supply a society with 
its f t-wear with no less cost per pair than 
hand- de on'1l1 but the relative proportion of 
capital a~d fab~ employed is different in the two 
cases. Ir..o. why should labour accept that pro­
ductivity as'\roper share to which it is forced 
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by any artificial arrangement of the industrial 
technique. which favours the share'of capital ? 

Even supposing that there'was only one pro­
portion that f~voured the optimum productivity. 
that physical productivity which is its mechanical 
outcome has no moral title to be acclaimed as 
just. The theory only suggests a method of distri­
bution. Even if it be true that this is the ideal 
according tl) which the -entrepreneur strives to 
distribute the product, it would offer no consola­
tion to those who complain that this principle .of 
remuneration is in itself an injustice. 

The principle. therefore. even if it were true. 
would not be a necessarily just. equitable or desir­
able mode of distribution. This is happily pointed 
out by Edgeworth. ' 

.. So it is no eirenicon between employers and 
employed to affirm that. according to the defini­
tion of Professor J. B. Clark. • every workman 
gets the product of hill work.' He is not thereby 
deterred from desiring-- more than what is his 
product according to that definition." " 

The marginal productivity. though it can be cal­
culated either in the physical product or in its value. 
can claim a semblance of justice (economic) only 
if the distribution is made in terms of physical 
output. This means that wages and interest are to 
be adjusted with every change in the price of the 

• it 1 Edgeworth : Papers, Vol. II, p. 338. 
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product or more strictly in the income of the busi­
ness. If the business is one which produces more 
than one product. which economist will be bold 

• 
enough to calculate the productivity and allocate 
the product in strict accordance with the theory? 

Even if the product is unihi.teral. how to adjust 
the wag~ of direct labour working with materials 
or machinery in relation tathe wages of those who 
are liming in the central office of general adminis' 
tration. or even of those 'who are working in the 
selling department. on which the prosperity of the 
business depends as much as on the department of 
technical production. even if we close our eyes 
to facts and imagine that direction or plan­
ning is no factor of productivity. physical or 
financial? 

This line of thought provokes an interesting 
question in our mind. This is virtually a method of 

. distribution according to the principle of co-part­
nership based upon marginal productivitY. Now 
if this is a very just or equitable principle. why 
should people not agree to this form of distribution? 
The reason is plain.: because the marginal pro­
ductivity' of labour and capital. so far as it is cal­
culable, depends upon the efficiency of the techni­
cal processes and of the entrepreneur' s skill 
both in the factory and in. the market. Employed 
labour and capital do not like to be tied down to 
any arrangement which would penalise them for 
the inefficiency. unwisdom, foolhardiness. or even 
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bad luck of their employers. They have. 
moreover. no control over their .... employer·s plan 
and policy of production. nor do they most 
often possess the necessary capacity to judge of 
them. 

The theory. therefore. even if it were true and 

could be interpreted as a desirable method of 
distribution. would only measure the relative 
marginal productivity of It factor. It .also ignores 
the reflex influence. of remuneration upon the 
supply of the factors altogether. It is not only one­
sided. but it is useless even as a practical guide to .. 
determine what the marginal productivity of 
labour is in any particular industry. According to 
Marshall. ,. the doctrine that the earnings of a 
worker tend to be' equal to the net product of his 
work. has by itself no real meaning; since in 
order to estimate net product. we have to take for 
gr;mted all the expenses of production of the com­
modity on which he_ works. other than his own 
wages. 1122 

In a foot-note Marshall points out that "such 
a method (as his marginal shepherd) of illus­
trating the net product of a man' s labour is not 
easily applicable to industries in which a great 
deal of capital and effort has to be invested in 
gradually building up a trade connection. and 

n Marshall: Principles of Economics (Bth edition). 
p.518: 
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especially if they are such as obey the law of in­
creasing return . ., 28 

It is very necessary to realise the relative cha­
racter of this marginal productivity. It is relative 
to one -particular technique of a productive pro­
cess, selected from an equally efficient group of 
other alternatives, if it refers to the physical 
product. It is also relative to the demand and 
market of the product. if it refers to the 
entrepreneur's financial return. 

Even at the position of the long-period 
Wicksteedian equilibrium, where the marginal 
productivity of each factor, according to theory, 
gets equalised over all industries and productive 
units. the marginal productivity of each factor 
is relative to the different processes of production 
adopted by individual firms. The process 
adopted, we should remember, is Pased upon a 
number of considerations, among which the mar­
ket for output, the factorial expenses or prices, 
the entrepreneur' s mental inclination, private 
resources, individual opportunities, industrial ability 
as well as financial capacity have also to 
be reckoned with. The equality of the marginal 
productivity of a factor over all its uses, the ima­
ginary point of the theoretical ideal, would only be 
true of the portions that are actulllly employed. 
Wicksteed assumes no doubt its fullest employ­
ment. But this is contrary to facts. The marginal 

93 Ibid. f. n. (2). 
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productivity of a factor is often kept deli­
berately high over the entire hmge of its actual 
employment, at the cost of a part being conse-• 
quently left unemployed. 

The above criticism as to the possibility of 
determining the absolute productivity of a factor 
holds good even when the law refers to financial 
productivity. 'The entrepreneur of to-day is guided 
by money motives and not by the return of concrete 
goods. Marginal productivity must be interpreted, 
therefore, in terms of the value of goods. In this 
transmutation ~f physical productivity into value 

~ 

productivity, the equilibrium will now shift from 
the position of optimum proportion· or maximum 
material productivity to one of maximum profits. 
As these profits depend upon the price fluctuation 
of various commodities and services which are 
interconnected by bonds, ind!lstrial, commercial 
and financial, the task of finding the marginal 
productivity .of any factor becomes delicately 
difficult. even in a:. society industrially static 
or unchanging in its methods of production. 
Moreover, if we reflect that a substantial amount 
of labour and capital in a modern firm is devoted 
under the stress of competition to increasing the 
purely monetary receipts or value productivity, 
the interdependent character of the productivity of 
the factors of "·expense" will be obvious. 
The task of allocating production costs between 
the vanous ioint products of a firm is difficult 

ZO 



, 54 THE THEORY OF PROFITS 

enough tobaffie the ingenuity of the best account­
ants. The task of allocating value productivity 
betwE:,en various costs can only be imagined as an 
interesting theoretical problem rather than a 
ptactical proposition. 

It is useless to pursue these intricacies of theo­
retical speculations· any further. Enough has been 
said to show that even if the principle of distribu­
tion according to marginal productivity were 
theoretically valid and ideally just, it would be 
impossible to determine practically the marginal 
productivity even of the variable factors, noHo 
speak of those which are immeasurable or discon­
tinuous or essentially dissimilar in quality, 
like the art of management or the skill of expandt 

ing business connections. 
The application of the marginal productivity 

theory to entrepreneur's remuneration seems 
to rest upon ~ confused dualism of thought. If the 
entrepreneur pays any factor according to its 
marginal productivity, he pays it according to the 
productivity to him, and not to society, but 
in calculating the entrepreneur's remuneration, 
we are asked to look to the productivity of his 
service to society." 

Now society is only interested in the physical 
output an~ not, in its money value, but an indivi­
dual entrepreneur cares for,-and he must, if 

Of See Carver's analysis quoted in this chapter, 
p.1I9. 



MARCINAL PRODUCTIVITY AND ENTREPRENEUR 155 

he wants to continue in his professlon.-the 
pecuniary profits derivable' from it. The 
methods he often pursueS to attain that goal,­
ruthlessly enforced upon him. on pain of self­
preservation under modern .. business eco­
nomy, "-are hankly anti-social. If restriction of 
output, by monopoly, by false persuasion (e. g., 

advertisement) , by intimidation of competitors 
as well as customers, or by any othet 
means, . fair or foul, helps him to declare 
a high dividend for his investments, he would 
be regarded> as a successful business map. 
The measure of his success is profits, and not 
social benefit,Jhe total money returns of his 
goods, and not the:r volume. To measure the 
productivity of his service under the circumstances 
in terms of physical· product and not its money­
value is to falsify the trend .of facts. Such an 
analysis is purely· academic and imaginary and is 
unable to shed light on facts. 

Lastly we should Jike to close this part with 
one word more as to the complex inter-relations 
of the factors that affect business profits. Speak­
ing of these factors hom the vi¢w-point of the 
business man himself, and enumerating them 
briefly as (i) hie ability, (ii) plant and other 
material capital and (iii) goodwill or business 
organisation and con~ection, Marshall .. observes: 

• ., Marshall: Principles of Economics (8th edn). 
pp. 6i5·6. 
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.. But really it is more than the sum of these: 
for his efficiency depends partly on his being in 
that particular business ~ and if he were to sell it 
at a fair price. and then engage himself in another 
business. his income would probably be much 
diminished. The whole value of his business 
connection to him when working it is a notable 
instance of Conjuncture or Opportunity value. 
It is mainly a product of ability and labour. though 
good fortune may have contributed to it. That 
part which is transferable ......... is in a sense Con-
juncture or Opportunity cost. 

The point of view of the employer however 
does not include the whole gains of the business : 
for there is another part which attaches ·to his. 
employees ......... it is a kind of composite quasi-
rent." In a foot-note he adds: "when a firm has 
a speciality of its own. many even of its ordinary 
workmen would lose a great part of their wages 
by going away. and at the same time injure the 
firm seriously." 

This shows. again. that the marginal producti­
vityof the labour of management is not a thing 
capable of simple determination. The business 
income is essentially a conjoint product-" a kind 
of composite· quasi-rent." as Marshall says above. 

CONCLUSION. 

What is the' conclusion to which these discus­
sionsTon'the theory lead us? Broadly speaking. 
the theory tells us that the distrib4tion of national 
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dividend. had the prices been free from mone­
tary disturbances. would be' pre-determined by 
the technical method of production pursued and 
would be subservient to the mechanical propor­
tions of the factors, as required by the technique~ 
The distribution of the national income between 
capital' and labour, Turgot taught, depends on 
pure .. human conveqtions and civil laws.", The 
distribution, this theory teaches. depends on the 
technique of production. The theory does not 
stop to consider that the productive process itself 
is a matter of choice and that the choice is ~ade 
invariably td" serve the interests of those ~ho 
make the choice. 

There are three distinct problems of practical 
importance involved 'in the question of distribution: 
(a) what determines, the relative shares of the 
different factors that contribute to the joint product 
of national dividend ~ (b) Why do their incomes 
vary in different countries or times? (c) Why do 
their shares vary in different industries or firms? 

The marginal productivity theory. according 
to its advocates. adherents and admirers. explains 
them all. Take. for instance. the share Qf labour. 
It seeks to answer the /irst question by saying 
that the share of labour depends "on the pro­
ductivity of labour relative to the productivity .. 
of "land" and 'capital, and "this depends on 
its relative plenty and scarcity," that is to say. 
on . the relative proportions of the three factors 
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employed, or the technical method of production. 
It solves the second question by saying that the 
levels of productivity are different at different times 
or in different countries. Does it not simply mean 
that the methods of production are often different 
at different times or climes? It attempts to answer 
the third question by the relative limitation 
o~ abundance of supply that governs the pro­
ductivity of the factor. I; this an' answer at 
all? ,That the productivity is higher or lower at a 
certain stage when the supply is smaller or greater 
i" the statement of the law itself. No answer is 
adequate unless it explains the scarcity of a factor 
in any particular industry. This the theory is 
unable to deal with. The other two answers 
similarly, are mere platitudes. All that they say 
is this: every method of production involves the 
employment of different factors at a certain pro­
portion to each other. which maximises their pro­
ductivity ; and these methods are not everywhere 
the same and are capable of improvement with time 
through progress of knowledge and skill. 

The theory thus explains nothing. It states a 
truism. Obviously there can be no production 
without a method or arrangement of the factors 
inter ae. 

The theory does not seek to explain why a parti­
cular method is adopted. modified or altered. Nor 
does it care to trouble why or how the supply of a 
factor is limited at any place or time or industry. 
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Nor does it consider the effects and implications of 
the fact that all the factors ar'e not equally mobile 
for all kinds of industries, eveh if we presume 
perfeCt mobility in the long run. It ignores the 
fact blissfully that production to"day has not for its 
primary aim the maximisation of the physical 
productivity of any factor: nor of the total 
physical output, in which the majority of society 
is usually interested. The entrepreneurs seek 
only to maximise . their own income or profits. 
The factors are, therefore, employed according 
to their net profitability to the employer§., and 
not to. their "physical productivity as the theory 
assumes. 

The theory only states that, had production 
followed a giv~n method, had the supply of each 
factor been 'limited' to' a given amount, had the 
factors been employed with a view to maximise 
their technical efficienc y, . they would have been 
rewarded according to their marginal productivity. 
It thus suggests only II possible· method ~f distri­
bution-a method that leaves no surplus-under 
some hypothetical conditions assumed. It can well 
be regarded as a useful apparatus of economic 
logic. But to apply this theory as an accurate 
analysis of actual facts is obviously illegitimate. 
The application is misleading and even mischie­
vous. It does not seek to explain actual facts 
and unless the entrepreneur's motive and conditions 
of production be appropriately modified. it cannot. 
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Next. can the theory measure the productivity 
of a factor. if it cannot explain its remuneration} 
Can it serve economic ethics by supplying an 
ideal of distribution. if it is unable to serve the 
positive science with an explanation ? 

Any attempt to make the theory indicate more 
than a rough measure of the relative efficiency of a 
factor. not only in the short but also in the long 
period. is misleading and untrue. It is superfluous 
now-a:days to warn that there is no such thing as 
specific productivity in the Clarkian sense. We 
have noted already that the marginal-productivity 
distribution has no inoral basis for its justification. 
even when productivity refers to physical output. 
and obviously none when it refers to market-value. 
Whatever semblance of truth the theory can claim 
as an actual mode of distribution is based upon 
the productivity of market-values. 

The theory pretends. to be supported' and its 
application justified by an "nalys~s of the employer 
who organises production and engages the factors 
of production. The demand price of a factor to 
its employer. it is assumed. is governed by its 
marginal productivity and the competition of the 
different employers for the same factor ensures 
payment of the factor accordingly. The entre­
preneur shall pay what he can pay, by the force 
of competition-this is the argument. 

We have already shown that the factors need 
not, and usually do not, playa passive r61e as 
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regards their supply. Secondly, marginal pro­
ductivity of a factor appears J\ot only as a relative 
value but also as a conjoint contribution in concrete 
cases, not easily separable froni that of the entre­
preneur's ability, organisation and capital. The 
mathematical reader may be reminded that in the 
formula P=j(x, y, z) the {)roduct P as a homo­
geneous function of the first degree is not only 
dependent upon the absolute amounts x, y, z of 
the different factors, but on the form (I) of the 
function as well, i.e., upon the relative proportion 
of the different factors. as indicated in out. for­
mula P = A p yi zl • which. lies entirely at the 
discretion of the entrepreneur, who decides his 
method, among other innumerable considerations, 
on the consideration of his capital, credit-capacity 
as well as ability. Qualified in this way and 
calculated on this basis, the entrepreneur estimates 
the marginal productivity of a factor in fixing his 
demand price. Qualifications with which Marshall 
encircles the estimation c;>f the marginal producti­
vity of his . shepherd (already noticed) strengthen 
our belief that even the physical marginal produc­
tivity of a hired factor is not capable of any simple 
direct calculation. Mr. Homan," an acute 
analyst and a conscientious and careful critic, 
interprets Marshall as having supported the 

•• P. T. Homan: Contemporary Economic 
Thouglit (1928). p. 243. 

21 



162 THE THEORY OF PROFITS 

theory of marginal productivity as explaining 
demand. This, we believe, would be reading 
too much, at least much more than Marshall's 
contexts warrant. We have to remember that the 
demand price would not be derived from the entire 
additional output or value that the increment 
of a factor would yield, but by deducting 
from it an amount as properly belonging to the 
entrepreneur's share. In connection with his 
discussions on wages, Marshall" points out that 
the doctrine of marginal productivity has no 
"pretension" as a theory of wages. But it "is a 
useful part of a theory." He only says that " the 
doctrine throws into clear light the action of one 
of the causes that govern wages." But this need 
not mean that it explains demand unqualifiedly. 
" It helps to explain the demand," no doubt, 
but subject to the qualifications pointed out before. 

Our criticism, therefore, amounts t~ saying 
that the theory, as a general explanation of the 
shares of the factors in the distribution of the 
national dividend or as a measure of any share, is 
useless. It is only useful as an illustration of the 
physical law of technical production, which every 
entrepreneur as the organiser of production must 
take account of. But as the employment of any 
factor (of homogeneous quality) is limited by the 
net profitability to the entrepreneur, derivable out of 

•• Marshall: Principles. (8th edition). p. 518. 
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it, marginal productivity plays a subordinate r6le 
in the guidance of the entrepreneur's economic 
activities. 

As to the applicability of the theory to the 
entrepreneur's services or labour, it has already 
been pointed out that the nature of these services 
is such that the theory Cannot explain or measure 
their productivity. The very nature of an entre­
preneur's services is so to administer, alter or 
improve a method as to secure a better return 
for the resources than hitherto obtained. The 
theory presumes the stability of a method and 
the rigidity of its results, which it is the very 
function of an entrepreneur to change and modify. 
And the very character of the entrepreneur's skill 
and activity is iis immeasurability in any kind of 
physical unit. The productivity of the ~ntrepre­
neur's labour and industry. thus eludes the 
possibility of measurement in strict accordance 
with this theory, 



CHAPTER VI 

THE RELATION OF RISK .OR UNCERTAINlY TO 

PRODUCTION AND PROFIT 

With the doctrine of marginal productivity still 
fresh in our memory, let us now enquire as 
to ,what econo~ists mean by productiVity 
and factor of production when they refer, for 
instance, to risk-taking or uncertainty-bearing as a 
factor of production. 

THE MEANING OF PRODUCTIVITY. 

Economists generally seem "to use productivity 
In two different senses. We have. first, the 
quantitative notion of the degree of effectiveness in 
production or the measure of productivity, the 
meaning the marginal productivity theorists have in 
mind. ,Secondly. it may merely signify that one 
thing is a necessary element in the production of 
another. Production however may refer to a 
concrete economic good. or its monetary value in 
the market. or its real value to the final consumers 
in the form of their psychic income of satisfac­
tions. J"he view-point. in other words. may be 
industrial, financial or psychic. according as the 
interest considered relates to society. the entrepre­
neur or the individual consumer, through their 
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concern in physical output, pecuniary profit or 
personal satisfaction respoctively. It may stress 
sometimes the quantitative aspect of effectiveness 
and sometimes the mere qualitative attribute of its 
relation as a constituent of the product. Thus, we 
lind in the following passage of Wicksteed refer­
ences to both the quantitative and qualitative aspects 
of things as means or factors of production: 

"Though no amount of intelligence or indus­
try can make bricks without straw. yet intelligence 
may economise straw. and one man with more 
intelIigence and less straw may produ.£e as good 
bricks as another with more straw and less 
intelligence. There is a l~t to this. To with­
draw straw beYOJld a certain point would be to 
render it impoSsible for a given degree of intel­
ligence to produce a satisfactory brick, so if that 
limit is passed we have come. to a point at which a 
less intelligent man with a better supply of straw 
might produce a better article .•• 1 

In practice however economists do not give 
us usually any indication whatsoever in which 
sense they are using the term productilJe and what 
their view-point is. And confusion thus results. 

Let us illustrate what we mean. Whenever 
economists compare productivities. they use the 
quantitative notion. as they must. ~ e have seen 

• Wicksteed: The Common Sense of Political Ec0-
nomy. pp. 361-2. 
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in Chap. IV how the concept of surplus served 
as a quantitative measure. This surplus-concept 
as a measure of quantitative effectiveness made the 
Physiocrats regard land or nature as the only 
productive factor. This quantitative notion of 
productivity based on surpluses seems to be respon­
sible also for the concept of the imputed 
productivity of land and capital in Europe. 
This doctrine of imputed productivity was probably 
meant, to justify the remuneration of property· in 
general. It was a convenient economic fiction. 
It derived its plausibility from \ the so-called 
residuum of surpluses. It served to justify rather 
than explain the income from land and capital. 
Land was the primeval object of conquest. as it 
was the key to power-the power to make other 
people work for the landowner. and a source of 
income without labour. Littl; reSection is 
needed to see how this imputed productivity 
was brought into the common currency of 
popular thought. Natural environment. i.e., 
.. land" and labour are both necessary for pro­
duction. In a primitive society the aim of a 
family. as a social and economic unit. was 
competence to earn a sufficiency for its customary 
living. If land of a particular quality and quantity 
could be found wherefrom a peasant family could 
raise a quantity of produce in excess of its custo­
mary needs. it was natural to attribute the surplus 
to land. Similarly capital in the form of tools could 
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claim a surplus over the artisans' group-standard of 
subsistence. , 

This was obviously the outcome of the limited 
character of the needs of the different classes. 
which characterised the .. pre-capitalistic and pre­
middle-class economies" of Europe. ·as Prof. 
Sombart shows in his Quintessence of Capitalism. 

The qualitative notion of productivity some­
times comes to us as an associated idea when 
we generalise 
thing, extend 
its class and 

the utility. of a .particular 
its attribute to the whole of 
think of the class as a whole 

~ 

as usefu I. essential or indispensable for 
satisfying our ends. directly or indirectly. 
Thus land and "apital come to be associated in 
our minds with' productivity. irrespective of the 
consideration whether they yie~d a surplus or not. 
According to the quantitative.concePt. some lands 
and some capital and even some labour will be 
found to be unproductive. while according to the 
qualitative notion the3:' are all regarded as produc­
tive, because they represent classes of things that 
are necessary and useful in physical production. 
The notion of usefulness however assumes 
different forms, as our view-point is industrial, finan­
cial or psychic, or in other words, relates to society 
or the entrepreneur or the consumer. Useful­
ness would mean -requisiteness or indispensability 
when it refers to a physical product. mar~etability 
when it refers to its value. and psychic capacity to 
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satisfy an individual desire when it refers to a con­
sumer's need. Rain and sun, for example, are re­
garded as being as necessary for producing wheat as 
a plot of land, generally speaking, although it may 
be a piece of no-rent land. Advertisement and 
deception. persuasion and intimidation, are as 
valuable for the profits of a firm as the cost of its 
plant, although the firm may not declare an extra­
ordinary dividend. Superstition and prejudice, 
faith . and credulity, are important elements 
of psychic satisfaction to a patient who swallows a 
patent drug that has no pretence to curative proper­
ties in the opinion of medical science. 

The mere markeial:)i1ity of a factor is often ac­
cepted as a sufficient test of its productivity by some 
of our greatest economists. According to this 
test, any economic: good is ipso facto productive. 
Valuable and productive are thus convertible 
terms. J. B. Clark. for instance. presumes produc­
tivitY of capital on the mere evidence that it earns 
an income known as interest.' 

But qualitative notion of productivitY has no 
practical utilitY from the industrial. financial or 
even psychic point of view. Social welfare 
depends on the quantity of products, the entrepre· 
neur's profits depend on marketabilitY and prices. 
The individual producer and earner is interested in 

• P. T. Homan: Contemporary Economic Thought, 
p.64. 
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the quantitative relation between the cost or the sacri­
fice he undergoes and the re~rn he can get there­
from. Only the quantitative measure of productivity 
is therefore important to any of them. The philo­
sophic importance that has been attached by the 
later economists to the de.finition of productivity as 
creating utility seems to be due to the necessity of 
reducing the various divergent view-points to one 
common denominator as a convenient basis of 
reference to them all. Thus social utility is re­
garded as increasing with a b~gger industrial output, 
the employer's utility with higher money gains, 
while the individual producer's utility is supposed 
to swell with the higher real income based upon 
psychic satisfaction and sacrifice. 

It will now be' clear why the diflereht view­
points may find, divergent productivity in the 
same concrete instance, although they may all 
regard productivity in its 'quantitative sense. 
Suppose the physical output remains the same, 
its money-value increases owing to a general rise 
in prices. Here the change is not socially produc­
tive, but entrepreneurs make larger money-profits, 

and as interest and wages do not usually change 
quickly or proportionally to the rise in prices, their 
larger money-profits will mean higher real profits 
also. These profits are thus acquired at the 
expense of the real income of individuals who 
earn by hiring their resources to the employers. 
Mon.ey productivity. that is. profitability from 

22 



170· THE THEORY OF PROFITS 

the entrepreneur's point of view need not, there­
fore, necessarily connote physical productivity in 
terms of concrete gooCls from the social stand-point. 
This is the complaint of Thorstein Veblen and his 
school, who accuse the classical economists and 
their followers with confounding personal acqui­
sition with social production, or individual gain 
With social benefit. 

With this meaning of productivity, with its 
different and sometimes divergent significances from 
different view-points, at the back of our mind, let 
us now find out what economists mean by a 
productilJe factor. 

WHAT IS A FACTOR OF PRODUCTION? 

First, we may take factors in the general, wide 
and scientific sense of any cause that affects the 
volume of production, be it reckoned in physical 
units or in money-values. This will include all 
kinds of service, tangible or intangible, appro­
priated or free and natural, direct or indirect, 
which are responsible for a given amount of pro­
duction. Thus, sun, wind, rain, moisture ; war, 
pestilence, flood; exchange-rate, bank-rate, 
gold policy of America or France ; Soviet produc­
tion in Russia, Swadeshi agitation in India, civil 
disturbances in China, monetary crisis of Austra­
lia ; as we11 as the Trade Union activities and the 
Unemployment doles of a socialist government,­
may all be regarded as factors of production 
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in England. besides space. materials,_ seryjces and 
various-other elements that cfefy enumeration. 

Secondly. we may group these elements under 
some convenient categories and call them factors 
of production. Thus. according to Marshall, "we 
mayarrange ... the things that are required for 
making a commodity into whatever groups are 
convenient, and call them factors of production." • 
The commonly accepted trio, "land," labour 
and capital, _ are factors of production in this second 
sense.' 

Thirdly. economists sometimes mean by factors 
disutilities. pain-costs. sacrifices or sufferances 
that are undergone by those who supply the 
services that contribute towards production. It 
is in this sense. sometimes that we hear of 
fatigue. waiting or abstinence. and uncf.'­
tainty-bearing as factors' of production. Hawley's 
enterprise. in the sense of risk-taking. is a 
factor of production in this sense. 

Fourthly. we may adopt the entrepreneur' s 
view-point: the factors of production are mere 
.. factors of expense." 

3 Marshall: Principles (8th edition), p. 339. 
• This excludes. of course. factors like sun. rain and 

wind and many other elements enumerated in the earlier 
paragraph. because these are things that are incapable of 
appropriation. or of serving as the sources of income to 
anybody. or of being treated as .. factors of expense" 
in an enterprise. (See pp. 191-2. below.) 
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'We lire now in a position to answer the ques­
tion: Is uncertainty-bearing an additionallactoro/ 
production in the same 'sense as '''land,'' 'labour 
and capital ;> 

Prof. G. O'Brien of Dublin is trying to revive 
the claim of uncertainty-bearing to a separate fac­
torship of production, of which the reward is profit 
and to which the doctrine of marginal productivity 
is applicable. He writes : 

., The assumption of uncertainty is therefore a 
disutility and must be rewarded. Is uncertainty 
bearing on this account, entitled to rank as a sepa­
rate factor of production, or is it merely a circum­
stance that increases the supply price of the other 
factors? .. , He cites the authority of Cairnes, 
Cassel, and Prof. Pigou as supporting its claim to 
be regarded as a separate factor of production. 

Let us examine these authorities and try to 
,discover in which sense they regard it as a factor 
of production. 

Cairnes' clearly regards risk as an element in 
the cost of production. If we interpret a factor of 
production in our third sense of disutility, evident~ 
ly risk is a factor. But it is not a factor of pro­
duction in the same sense as labour or capital. 

:; G. 0' Brien : Notes on the Theory of Profit (Dub­
lin. 1929). p. 17. 

6 Some Leading Principles of Political Economy. 
pp.74-5. 
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Cairnes is explicitly clear on !pis point and it is 
impossible to misunderstand him. The following 
quotations will speak for themselves : 

"Our analysis, then, of cost of production 
resolves it into three principal elements, which, I 
may remark, are also ultimate elements-Labour, 
Abstinence, and Risk ...... the third falling upon 
labourer and capitalist alike." , 

Again we have :8 " The sacrifice of risk ..... . 
falls on both classes of producers alike;' though 
the nature of risk differs according as it affects one 
or the other. Affecting the capitalist, it is risk to 
his property ; affecting the labourer, it is risk to his 
bodily or mental faculties of life, but in either' 
case it is an element in cost ; being a real sacri­
fice incurred by a producer and demanding conse­
quently a corresponding compensation in the value. 
of the product." ~ 

In a foot-note • he bitterly protests against risk 
being taken as the sacrifice only of the capitalist: 
.. In the usual exposition of the doctrine of cost of 
productioft the only risk taken account of is that 
incurred by the capitalist; but this is merely a con­
sequence of that habit of contemplating the work 
of production exclusively from the capitalist's 
stand-point of which I have already spoken:" 

, Ibid. p. 25. 
8 Ibid. p. 74. 
• Ibid. p. 75. 
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After this, can we say that Cairnes regards risk 
as a factor of production in the same sense as 
labour or capital ? 

Let us turn to Prof. Cassel. He too regards 
risk as a cost of production." Not only insurable 
risk, but also non-insurable risk is regarded as a 
cost. But this is a money cost, and not a real cost 
or pain-cost sacrifice, that he is thinking of. 
" Against the general risk of business as such it is, 
as a ·rule, not possible to insure. That this risk is, 
within certain normal limits, taken into account 
in business calculations is beyond question." He 
points out that in planning a business the interest 
on capital is put at 10 p.c., although the usual 
interest may he only 4 p.c. A limited company 
reckons as cost the amount of reserve it forms to 

cover losses, including even .. the risk of an inevi­
table drop in the output or the seIling price. ,. He 
observes further: • • This incurring of risk may 
itself be regarded as a special factor of produc­
tion. In economically advanced conditions this 
factor has a market of its own and a .fairly defi­
nite price. It rqay also be substituted for other 
factors of production; and this -always happens 
when. in order to reduce cost. a lower grade of 
insurance is taken." 11 Though he does not 

1 0 Cassel: The Theory of Social Economy (1923). 
Vol. I. pp. 166-7. 

11 Ibid. p. 167. 
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actually define a factor of production; it seems pro­
bable that he regards it as a .t factor of expense." 
It is obvious that he uses risk in the sense 
of an,y condition that may cause objective losses 
and thus affect the product. It is perfectly certain 
that he does not use it in Cairnes' sense of paino' 
costs. 

Risk implies in the first instance losses. object­
ive losses. which must be covered by an enter­
prise. if it is to continue in business. These losses 
are to be regarded. therefore. as money costs. As 
every money cost is a factor. in our fourth sense; 
for carrying' on production. these costs emanating 
from risks are also to be regarded as a special 
factor. So Prof. ,Cassel seems to look upon risk 
as a factor in the ~ense of objectirJe costs affect­
ing production. that is. as a .. factor of expense." 
He does not consider . the psychic cost that risks 
may engender in the supply of land. labour and 
capital. by a reflex influence reacting from uncer­
tain prospects or from fear of losses. In Prof. 
Cassel's sense. expenses incurred in heating the 
office buildings. lighting the workshop. watching 
door-ways and sweeping' floors are to be regard­
ed as factors, of business costs and hence of 
production. 

Turning to Prof., Pigou. it appears at first sight 
that his authority is definitely against us. He re­
gards uncertainty-bearing as a factor of production 
.. on'the same level as any of the better known 
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factors .. " 12 But a closer scrutiny reveals that he is not 
using the term in the usual Marshallian sense; 
he really means by this factor the psychic dis­
utility involved in an investment of capital, caused 
by exposure to risks. On three grounds we find it 
reasonable to come to this conclusion. First, the 
reason for which Prof. Pigou regards uncer­
tainty-bearing as a factor is this: .. in the vast 
majority of enterprises" capital is exposed to 
uncertainty; and waiting and uncertainty are 
separable phenomena,· though they generally 
associate together.'8 Obviously he is thinking of 
the different kinds of disutility that an investor of 
capital experiences for the sake of investment. 
Secondly, he defines .. the demand price or the 
supply price for the exposure of any given 
quantity of pounds" as .. the excess of 
money offered or asked f~r above the actuarial 
value of a pound so exposed."" Here again 
Prof. Pigou does not think of uncertainty 
as a physical factor separate from capital, 
but as a psychic disutility distinct from waiting. 
that claims a compensation exceeding the objective 
actuarial losses. Thirdly. the illustration of the 
breaking vases. as showing the productivity 
of uncertainty. limits the proposition to very 

I> Economics of Welfare (1924), p. 726. 
13 Ibid, p. 915 (1920). 
U Ibid, p. 920 (1920). 



RELATION OF RISK TO PRODUCTION 177 

narrow confines. .. The services of this million 
people. in bearing the uncertainty of placing 
£ I 00 in a position where it is to become anything 
between nothing and £250. are responsible for 
an addition of £25 million to national wealth." ,. 
Productivity here obviously does not depend on 
the assumption of uncertainty as such. but on the 
existence of a positive actuarial value preSumed 
by the hypothesis of an equally likely gain 
.. between nothing and £250." That an 
additional reward is to' be held before the 
eyes of the prospective investors as a sufficient 
allurement to overcome the psychic disutility 
of risks. is an undoubted proposition. But 
whether. as a result of this risk-assumption. an 
additional national output or profit will be the net 
result. is unascertainable, unless we assume, as 
Prof. Pigou does in his illustration, a positive 
actuarial value. We beg to remind the reader 
that Prof. Pigou is here considering a risk­
decision which Prof.-- Knight has classified as an 
a priori probability judgment. The risk here. to 
society as a whole, is known' definitely and it is 
thus insurable. Whether the individual producers 
would combine together under the circumstances. 
or find an agent to insure them· against this 
calculable risk. as, against lire. is another matter. 
If they do, the social cost for this service will be 
low~. for the individual producer can definItely 

1$ Ibid. p. 725 (1924). 

23 



178 TIlE TIlEORY OF PROFITS 

protect himself against it by paying a premium 
which is a definite cost to him. If not, in view of 
the possible incidence of large individual losses, 
the supply-price for overcoming the disutiIity of 
risks is likely to he higher ordinarily, unless 
the lure of a few very high prizes makes the 
situation extraordinary. But what is important 
here to note is that productivity to society in this 
case is already insured by the a priori probability 
calculation. 

Even if the aggregate utility to society does not 
overweigh the losses, given by a priori mathe­
matical data, production may yet he undertaken 
by entrepreneurs on the lure of very high indivi­
dual profits. Here risk-taking results in a 
negative productivity to society. 

Only in the third case of Prof. Knight/' when 
there is no basis whatsoever of forming any judg­
ment, we have pure business risks. The assump­
tion of risks in these cases need not insure at all a 
poslbve result for the whole community. 
The conditions implied in Prof. Pigou' 8 illustration 
presume individual risks. but assure no individual 
profits. They involve no risks to society as a whole 
and still they presuppose a positive productivity to , 

Jcommunity. 
Thus we see that Prof. Pigou' s uncertainty is a 

fa r of production only in the sense of a pro­
d~cer'8 disutiIity, his pain-costs. 

I. Knight: Risk. Uncertainty and Profit, p. 225. 
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UNCERTAINTY AND THE SYSTEM OF ENTERPRISE 

AND WAGES 

According to Professor Knight, the existence 
of the .. enterprise and the wage system of 
industry" is "a direct result of the fact of un­
certainty." 17 For no one will "guarantee to 
another a definite result of the latter' s actions 
without being given power to direct his work. 
And on the other hand the second party would not 
place himself under the direction of the first with­
out such a guarantee." 18 

The •• enterprise and the wage system" seems 
to us to be aD. independent form of development. 
Prof. Knight himself admits that it is not an in­
evitable consequen!=e of uncertainty. The Metayer 
system and the tenancy-in-common cultivation 
still prevalent in' some parts of India show that 
the variable product of. common ente.lprise might 
be shared between the cooperant agents according 
to an agreed proportion of the concrete produce 
without any wage .. system. They do not 
guarantee a definite amount, but they guarantee a 
definite proportion of the resultant output. The 
growth of numerous manufacturing varieties of 
consumption goods with the help of various kinds 
of indirect service and specialised skill, and the 
growth of money exchange, have led to a fixed 
amount mode of distribution in place of a definite 

17 Ibid, p. 271. 
\8 Ibid. p. 270. 
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.proportion plan. The uncertainty-bearing of the 
entrepreneur seems to be the direct outcome of the 
fixed amount plan of distributing a variable product. 
with the inevitable share of an arithmetical residue. 

Wherever or whenever it is possible or 
practicable to distribute a varying product of joint 
enterprise according to a plan of sharing in definite 
proportions, the co-operating producers will all 
share uncertainty and risk equally. But when the 
shares, of some producers. for any reason,-be it 
poverty of one class or security of another ,-have 
to be insured to a fixed amount. it is inevitable that 
the other producers must bear on their shoulders 
the entire financial burden of uncertainty inci­
dental to production. Thus we see that while 
the uncertainty of production is largely uncontrol­
lable. the concentration of uncertainty upon the 
entrepreneur largely depends upon the arrange­
ment for distributing the product. It is a pure 
convention. And if it really hinders production 
and increases unemployment, it is only sensible 
that the system should be changed. 

So it is clear that the .. enterprise and the wage 
system" is not a necessary result of uncertainty. 

The enterprise system may be necessary on the 
contrary even if the conditions that give rise to 
uncertainty are absent. Consider the problem of 
administration of a vast landed estaie with a huge 
renHolI, just as we find among the big landlords 
in Bengal. Rents are all fixed or pre-determined. 
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But the use of land is usually sold on a credit basis 
and not for a cash-price. That is. prices are not pre­
payable. but are only realisable later. It necessitates 
collection at times most suitable to the tenants. 
This arrangement of collection is what we call 
estate administration. Because the task is huge. 
because the collection is to be made at many places 
at the same time. or simply because the landlord 
wants to live a life of laziness and leisure and thinks. 
rightly too. that the estate is not worth having unless 
it can lavish upon him luxury without labour. he 
has to engage and he does usually engage a num­
ber of people. to collect rents on his behalf on a 
system of wag~. Thus we see that the wage 
system may be necessary owing to the concentra­
tion of property, or difficulty of administration, or 
love ~f laziness. or· necessity of leisure for higher 
work. or lack of opportunity of a section of people 
to earn an independent livelihood. The history of 
slaves. serfs. farmers. and factory-hands illustrates 
the necessity of the wage system, even apart from 
any considerations of uncertainty. solely as an 
appendage of the system of property. coupled with 
the grounds of economy obtainable. from division 
of labour. 

A large accumulation of bills receilJable in the 
hands of merchants. leads to the very same pro­
blem-the difficulty of collecting dues unaided, as 
we see in the case of the administration of landed 
estates. 
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Perhaps the. purest instances-free from any 
traces of uncertainty-will be the housewife' s 
administration of the household. Here no 
uncertainty of her -husband's or master's income 
may trouble her at all. Still considerations of 
efficiency in culinary and other matters. or of 
laboriousness of domestic work, laziness, desire 
for luxury or leisure. or a mere vanity of over­
lording, may incline a lady of rank to spend on 
wages. that is. employ domestic hands. 

Uncertainty at any rate has never been a histori­
cal force in creating the " enterprise and -the wage 
system" in the evolution of human society. Rather 
if we can believe in Sombart and ~chumpeter. un­
certainty is largely the result of a restless spirit of 
enterprise, a human trait. but prominent only in a 
comparatively few. Sombart traces the social 
ancestry of a modern business man to the military 
freebooter, passing through several stages of 
evolution. land-and-slave lord. sea-pirate and mer­
cantile adventurer. before he has been .tamed into 
an unscrupulous calculating speculator. Schum­
peter's Entrepreneur is a promoter of progress. an 
active creator of new tastes, new goods. and 
new ideas and methods of productive process. 
;Whether we agree with their views or 
not, historical events force us to the conclusion 
that the wage system. in the larger sense 
of dependent livelihood, has been the outcome, 
not of the necessity for insuring to the labourers 
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their means of living. but for insuring' to the 
stronger men a mode of living without compulsory 
labour and also leisure for other activities than 
finding food and shelter. The system of private 
property enabled the system of employment to relax 
from slavery to wage-work. But the necessity of 
employment seems to be inherent in the economy of 
planning and organising division of labour.' but 
it grows more spectacular as well as more important 
with larger co-operating methods of production. 
The difficulty of planning and organising grows 
more difficult.· no doubt. with the presence of 
uncertainty. But that explains only the additional 
disadvantage of planning and of its execution 
through employed assistance. and not the necessity 
of planning and it~ execution through employed 
labour. which is really the source of enterprise 
proper. 

UNCERTAINTY AND PRODUCTION 

Uncertainty. in relation to production m 
general. is sometimes used in a broad sense to 
cover all kinds of risks. measurable and immeasur­
able. to which an enterprise is subject; sometimes 
it is used in a narrow sense to apply to un­
measurable risks only. •• A measurable uncertain­
ty. or 'risk' proper," says Prof. F. H. Knight • 
.. is so far different from an unmeasurable one 
that it is not in effect an uncertainty at all: .... 

19 Ibid, p. 20. 
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Similarly uncertainty sometimes refers to objective 
costs, sometimes to subjective costs, am!. some­
times includes both. Thus Cairnes refers to 
subjective costs, Prof. Cassel to objective costs or 
monetary losses, as we have seen. Marshall 
and Pigou refer to them both. Marshall allows 
"a charge" in the cost "on account of uncertain­
ty, " over and above the actuarial cost of 
.. in~urance against risk." .. 

Uncertainty-bearing, as it IS used with 
reference to an entrepreneur, meallS simply 
the assumption of production or enterprise, 
the economic consequences of which cannot 
be ascertained, accurately or approximately, 
by any kind of scientific judgment. It means acting 
upon expectation, where expectation itself is based 
upon opinions and estimates which have no 
scientific basis for determining the probable error 
and coming to a decision and judgment. It m~ns 
submitting his capital and labour to the risk of losses 
of every conceivable kind. An outside capitalist, 
who lends his capital to this entrepreneur without 
sufficient security, does also assume this uncertainty. 
A labourer serving in an industry or profession, 
that is subject to the risk of accidents and un­
employment, also submits to this uncertainty. A 
soldier's profession, for instance, involves the 
risk of losing life or limb. But we do not say 
that a soldier's wages are his remuneration for 

~o Principles, V. vii, 4. 
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risk-taking or uncertainty-bearing. We rather say 
that he serves as a fighter on behalf of his country. 
This is because there is no such service, properly 
speaking. as uncertainty· bearing apart and distinct 
from fighting. Risk is incidental to fight. it is an 
inseparable accompaniment. and an essential 
char acteristic of that service. 

Now if a man puts his own capital to an enter­
prise which involves the risk of losing interest ot 
principal. should we say that he performs an addi­
tional service besi des the productive services 
supplied by his capital ~ Is there any service that 
this investment renders over and above what the 
supply of capital does to assist the enterprise 
technologically and -financially? If there is any. 
we must regard risk-taking as a separate service. 
But if there is none. is there any justification fot 
regarding it as a separate service contributing to 
producion. distinguishable from the services 
supplied by capital ? 

The essence of the objection here is not "that 
uncertainty-bearing never exists in isolation. but 
is always associated with some other factor _ " ",. 
It is denied absolutely that it can be regarded as 
rendering a separate serVice at all. distinct or dis­
tinguishable from the services performed by land. 
labour and capital goods. 

2' O'Brien: Notes on the Theory of Profit. p. 18. 
Hawley: Q. j. E .• Vol. 15. p. 78. 
Edgeworth: Papers. Vol. I. p_ 23. 
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The argument underlying the risk theory of 
profits, which looks upon uncertainty-bearing 
as a distinct service or a distinguishable factor of 
production, is briefly this: The assumption of 
uncertainty is a disutility, and the person who 
assumes it cannot be expected to do so without a 
reward. This is perfectly true, so far as it goes. 
But it does not go far enough. It suppresses or 
overlooks another truth: Those who assume uncer­
tainty do so, because the chance of gain in their 
expectation is greater than the risk of loss. If 
risk, the chance of loss, is a disutility, the chance of 
gain is a utility. One assumes uncertainty only 
when its utility is expected to be greater than its 
disutility. R. G. Hawtrey utters this truth with a 
rather strong emphasis: "One who cares for money­
making, and sees profit within his reach, will not be 
easily deterred from using his opportunities. He 
will not incur on any terms .9.: serious risk of 
losing his capital.'·" Uncertainty denotes risk, 
but connotes chances of gain as well. 

Every enterprise under modern conditions 
almost always involves itself in a certain amount 
of risk, but it also stands the chance of gain to a 
certain extent. Enterprise comprises economic 
responsibility as. well as technical organisation ~f 
production. Risk is thus an incidental character­
istic of enterprise. It is an usual associate of 

511 Hawtrey: The Economic Problem. p. 372. 
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productive activities under the" Business Economy" 
of the present time. Its effect may be to check 
the supply of capital and of appropriate business 
ability to an industry in question: and thus to 
increase their relative supply-prices. 

Its origin lies in the imperfect knowledge or 
inadequate control. or both. of the industrial 
and financial conditions. under which production 
has to be carried on. 

Uncertainty should better be regarded: as an 
incidental circumstance rather than an essential 
service for production. The services that are 
called for in production carry with them some 
consequences that involve risks. The performance 
of an entrepreneur's.service entails these risks. The 
choice is to take uP this service or not: it is not 
possible to dissociate one from the other. The en­
trepreneur takes up the responsibility of production; 
this service implies that his capital and ability runs 
the risk of losses. But this fact does not entitle us 
to say that his service; is essentially risk-taking. 
Loss and gain are both possible consequences of 
his activities. His essential service is production. 
that is. provision for goods or means of satisfaction: 
the incidental consequence or service, if service 
we can call it. is risk-taking. In this peculiar 
sense. we might say as well that his service is 
gain-hunting. This kind of description seems to 
put a wrong emphasis upon an incidental aspect 
of his service and neglect its main significance. 
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Death or laurels of victory are both possible 
consequences of fighting. A fighting soldier has 
either of these possibilities. Still his essential 
service is fighting. Death and laurels are both 
incidental to his essential function. A student' s 
chief function in a university is to study. But it 
is almost certain that every candidate does not 
pass the examination: so his study involves the 
risk of failure. Still this is a mere incident of 
his Plain function-study. 

Some may argue that uncertainty-bearing 
is certainly a factor of production: An apple­
farmer. for example, when he chooses to grow 
apples, is certainly thinking as to whether he can 
profit by it. And if the yisk is great. he will not 
produce at all. . The community is thereby depriv­
ed of the product. The assumption of uncertainty 
is thus an effective factor of production. 

Our answer to this argument is that uncertainty­
bearing in this case is production itself and not 
one of its factors. It plainly means that when one 
undertakes production, he decides to face all the 
risks that may befall his interests as the owner of 
the product. When one decides not to face this 
risk, well, he is not a producer at all; there is no 
production to that extent in that particular branch. 
But it does not necessarily follow that his resources 
will remain idle or unemployed: they will only be 
diverted where the risk is less. This must be so. 
because he cannot live without employment. Any 
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kind of production is subject to risk. And if any 
particular kind of production is not taken up for 
fear of risks. this simply indicates that the entrepre­
neur's ability is unequal to the task. On the 
other hand. production already undertaken shows 
that the entrepreneur has been expecting to over­
come the difficulties at a cost which is not too much 
for society in consideration of the utility that is 
added. It is. therefore. clear that uncertainty­
bearing and production may well be read as differ­
ent descriptions of the same operation. looked at 
from two different points of view. From the 
entrepreneur's'subjective and personal view-point 
it is uncertainty· bearing; from the social point 
of view. it is prodllction. To say that uncertainty­
bearing is a productive factor is tantamount 
to saying that - production involves a sub­
jective sacrifice. which is a truism. All 
that we do here ~ to describe the pro­
ductivity of a service not by its product. but 
by the pain-costs or the subjective sacrifices 
involved in it. We may thus describe labour­
service as fatigue and capital-service as abstinence 
or waiting. 

All these criticisms must not be read in the 
Sell8e that we object to defining or describing 
risk-taking or uncertainty-bearing as a service or as 
Ii' factor of production. It may be so defined and 
described. if one chooses to. But then we are to re­
member that this is something very different from 
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what we mean as service and factor. when we 
refer to .. land." labour and capital. 

There are numberless elements that are necessary 
for production (in the qualitative sense) and which 
affect the volume of the product (in the quantitative 
sense) . They may all be described as factors of 
production in one sense or another . We may 
think of these elements as physical services. that 
are technologically nec~ary for the material for­
mation of an economic product. just as we think 
of the product itself as the necessary physical 
form it must assume to satisfy the needs of society. 
Or. we may consider these elements in terms of 
the necessary financial cost to the entrepreneur just 
as we consider the physical output as the concrete 
embodiment of monetary values for purposes of 
distribution. These pecuniary costs may then fle 
regarded as the entrepreneur· s factors of produc­
tion as much as the physical services of which 
they are the monetary representative. Or. we may 
go deeper and look upon these elements in 
terms of the subjective sacrifices or pain-costs 

involved in rendering the physical services 
that are required for technological produc­
tion. In a sense we may also call them 
factors of production. for they too represent the 
services (that help to produce the physical form of 
a good or its market-value) in terms of real cost. 
that is to say. of physical pain and psychical dis­
comforts experienced by individuals who render 
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them. As a matter of fact. social welfare is often 
sought to be reckoned in the terms of the 
subjective aatisfaction provided by the national 
dividend in relation to the corresponding phy­
siological fatigue and psychical affiiction involved 
in its procurance. Thus we see how physical 
services. financial expenses and subjective sacrifices 
may each be claimed as a factor of production. 

Now, many of these necessary or affecting 
elements may be grouped together according to the 
different nature of the physical SOUTces they come 
from. First. some come from material sources, and 
some from human energy: we can thus divide them 
according to their sources as (i } material and (ii) 
personal factors. ,We may further subdivide the 
material factors." according as they come directly 
from natural sources. or as they come modified by 
human labour: the .subdivisions are thus (i) 
natural and (ii) man-made. This classification thus 
leads us to Marshall's factors of production, oiz., 
(a) "Land" or gifts Qf nature, (b) Capital or man­
made materials, (c) Labour or human energy. 

Not all of the necessary and affecting elements 
of production are however included in this classi­
fication of land, labour and capital-the common" 
triad, though many of them are. For instance, 
the elements whose source is not material and 
physical are herefrom excluded. They are excluded 
as being unimportant for practical problems; we 
can usually afford to ignore them, because they 
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are not physically capable of appropriation and 
hence they have no place in distribution. But 
they are not unimportant from the view-point of 
physical production. For example, knowledge, 
both industrial and general, is such a factor. 
Differences between civilised and uncivilised 
economies are mainly ascribable to it. It 
will be seen, therefore, that the elements whose 
source is institutional organisation or climatic 
peculiarity or social customs or habits, cannot be 
placed under this classification. Thus division of 
labour; industrial inventions, transport facilities, 
quick communication, business organisation, curren· 
cy and banking operations lie outside its boundary. 
We know also that law, custom, religion and 
superstition do sometimes help or hinder our in­
dustrial activities. Still they have no room in this 
classification. It is obvious again that the physical 
geography of a land, the geological features and 
climatic conditions that control its vegetation, ani­
mal life and mineral wealth, are important factors 
of national industry and prosperity. Yet they are 
beyond the reach of this factorial range. 

We may remember in this connection the classical 
exposition of the theory of productive forces and 
~material capital by the German economist, List. 
Education, morals, intelligence, monogamy, and 
even ChristIanity are claimed by him as creative and 
productive forces. He rebels against the teaching 
of Adam Smith that labour is the only source of 
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value. .. Whole nations," he protested, "may be 
in poverty, despite the labour of their citizens. 
The most depends upon society: whether sciences 
and arts are developed; whether good institutions. 
laws. religion, morality. security, and freedom 
exist; whether agriculture, manufactures, and 
commerce are harmoniously elttended.·· II 

It is thus clear that many of the elements of 
national productive force are excluded from the 
commonly accepted triad. the three current factors 
of production. 

Factorial classification, b;ased upon financial 
costs. would be no improvement upon it. This 
would reduce them all to a single factor. Not any 
classification, bas~d upon subjective sacrifice or 
pain-costs; this would further "darken counsel" by 
its inability to take into account the significance of 
land and natural resources as a factor of national 
productivity. The co~mon triad thus appears to 
be the best of all alternative classifications. But it 
is clearly a classification of distributive shares. lt 
cannot but be so. W"e bave seen how Say convert­
ed Smith's distributive shares into productive 
agents ... 

.. Land." labour and capital do not. therefore, 
include all the productive elements. lt comprises 
however all the productive factors that can claim a 

• 
os Haney: History of Economic Thought (1925). p. 397. 
.. See Chapter II. pp. 26-7. 
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\; shm:e in distribution. But what is distributed. the 
national dividend itself. is affected. as it must .be. 
by all the elements. So even when the physical 
services included .under " land." labour and capi­
tal remain the same. the national dividend, both 
physical and financial. may well fluctuate under the 
influence of the factors ignored and excluded. 

Now this is the secret of fluctuations and the 
source of uncertainty and risks. Uncertainty or 
risk. as a Eactorof production. must be interpreted. 
therefore, as the totality of influence of all outside 
factors which affect tl;!.e product but are unable to 
claim a share in distribution. 

" Land." labour and capital are never regarded 
by scientific economists as three distinct classes <If 
~oniogeneous services. They merely represent the 
appropriated sources from which the various groups 
of heterogeneous services needed' for economic 
production are obtained. Scientifically speaking, 
all .of the elements that allect production are 
the true factors, whether they come from appro­
priated sources or not. We may not be able to 
enumerate them all or classify them compre­
hensively. There is, as Wicksteed says," .. no 
possible scientific division of the factors of 
industry into great groups. and still less any 
possibility of an exhaustive enumeration of them.' '. 

lE we remember this limitation of the three 
so-callel jactor,. viz., that they signify not so 

so The Common Sense of Political Econo;"y, p. 366. 
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much the seroices as the appropriat.ed sources of 
these services. and they do not include all the 
elements that affect the national dividend. we can 
easily see that any true factor affecting production 
must fall -either under the common triad (if it can 
claim an economic share) or outside it. e.g •• 
weather in agriculture. 

So whatever might be the factors. in the 
sense of the elements that affect the volume of 
production and cause fluctuation. they are 
includable either within the group of land. labour 
and capital. or must be excluded from it. and 
treated as implicit conditions or circumstances 
under which production takes place. These 
c~nditionslor circumstances merely represent the 
totality of the influence of those factors which affect 
the produce. but which cannot be appropriated 
and which can have no .claim. in its distribution. 
The risk-elements of the Risk-theorists include alI 
these foreign factors.-foreign in the sense that 
they lie outside the range of the three commonly 
accepted factors of production, such as weather. 
invention. exchange-rate.' discount-rate. foreign 
competition. foreign demand. price-change. labour­
strike. Trade Union activities.· saving-mania of 
the public. and so on-which affect the aggregate 
volume of business returns and . hence profits.· but 
which do not co~e to claim a direct share ... a . 
bite in the cake of profit," in th.e _ language. of 
J. M. Keynes. 
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Risk. as a factor of production, means with 
Hawley that aspect of the in8uences over 8uctua­
tion, which directly affects the cost of production. 
He refused to identify it with the risk of capital, as 
J. B. Clark and his followers interllreted it. 
Hawley. therefore. raised risk-bearing to a distinct 
factorship of production. called enterprise. of 
which profit was the reward. Other risk-theorists 
however did not follow his lead. Carver. Knight. 
and • the Pollak group headed by Foster and 
Catchings regard risk as conditions that cause 
8uctuation. that is. as foreign factors that affect the 
business returns and are responsible for the origin 
of pure profit. But they all treat its inHuence on 
costs as indirect. Risk in their opinion raises 
cost by affecting the supply of other factors. 
notably of capital and business ability. Marshall 
treats risk exactly in the same way. Sir Joshia 
Stamp in his reply to D. H. Robertson" On the 
Colwyn committee controversies. inclines. to the 
same VIeW. There is no essential difference 
between the views of Robertson and Sir 
Joshia. According to Robertso!1. .. risk-taking 
is surely a cost and not generally a surplus." Sir 
Joshia 2'7 concludes that there are two ways in 
which risk-taking is paid for :-(i) actual pool 
supplied out of the return from capital and (ii) 

I. Economic Journal. Vol. 37. p. 566 et aeq. 
~7 Ibid. Vol. 38. pp. 206-8. 
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psychological inducement. They are both business 
costs. 

THE RELATION OF RISK TO PROFIT. 

It will now be clear from the above discussions 
that the effect of risks, that is. of the uncertainty 
or fluctuation caused by non-appropriated foreign 
factors excluded by the classification of ., land." 
labour and capital. upon business is two-fold. 
(1) They affect the volume of t.he product, phy­
sical or financial. (2) They affect the objective cost 
of production of the entrepreneur in the shape of 
business-payments and losses; and they also 
affect the psychic cost of the entrepreneur. as the 
management of risky enterprises is more difficult 
and the fear of losses from them is comparatively 
greater. The second group of effects is all included 
in the business costs. But the first group of 
effects appears in the form of business returns or 
receipts. The business returns or receipts are to be 
credited. therefore. not only to the factors of .. land." 
labour and capital. but to the foreign factors as 
well. Now. the actual returns mayor may not 
suffice to pay the entrepreneur' s own capital' and 
labour according to the market-rate. And the 
business costs by their very nature can only be 
assigned to the physical factors. .. land." labour 
and capital. 

It will thus be seen that Sir Joshia is quite 
right in (;oncluding that the risk is rewarded by 
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~ a kind of insurance pool to offset the objective 
losses and also by an extra price to overcome the 
psychic disutility of risk. And D. H. Robertson 
is equally justified in holding that .. risk-taking is 

~ surely a cost and not generally a surplus." 
From the social and industrial point of view. 

the business returns are the physical output and 
the business costs are the payments in kind of the 
concrete 'products to the owners of the physical 
facto.rs. So there can be no question of diver­
gence between receipts and payments. rewards' 
and costs in terms of material goods and services. 
Whatever is produced is appropriated. Total 
product. no doubt. lIuctuates under the influence 

II of the nGn-c1aimant factors in distribution. But this 
only results in a disturbance and redistribution of 
the shares of the claimant factors. .. land." labour 
and capital. From the social view-point. in other 
words. there is no divergence between the total 
products and payments. because here we strip by 
abstraction the idea of payment of its concrete 
distributive arrangement. 

But business receipts and costs of an entrepre-
",neur. in terms of money. may well diverge 

owing to the distribu tive arrangement under 
which production takes place. The income of the 
entrepreneur IS the difference between the 
total receipts . and the total payments ( or 
money costs) he makes to others for the 
productive resources they have lent or sold to 
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him. In common parlance. this difference. is 
known as profits (gross profits). 6ut modern 
economists. for analytical purposes. speak of pure v 
profit. as we have seen (Chap. IV) in a different 
sense. They do not mean by it the actual income 
of an entrepreneur's resources invested in the 
business. but deduct from the gross profits of the 
popular sense a sum that is equivalent to a com­
pensation for what he might have received as 
interest. wages· or rent for his resources. )lad he '" 
lent them to others and not employed them directly 
in business himself. This difference between 
the entrepreneur's actual return of his resources 
from business and the standard compensation 
allowed by the analytical economist is called pure v 

profit. Pure profit is thus a measure of the diver- . 
gence of the actual profits from its standard value. 
a surplus· of the actual business income OV6 an 
arbitrarily chosen stand.:rd of remun~ation f~r 
the entrepreneur's individual resources. 

The actual income of business undertakings 
varies. of course. owing to the uncertain character 
and effects of the influences of foreign factors. Pure >--­

profit. by virtue of its definition. must vary likewise. 
Pure profit. is a concept of purely analytical crea­
tion. It is a surplus by its mathematical defini­
tion. So it cannot but partake of the fluctuating 
char/ilcter of the business income of which it is a 

. ~) 
part. because the other part. viz .• the standard 
remuneration. is a constant term ex hypothesi. 
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• Pure profit may, therefore, be regarded either as 
the measure of the fluctuation of the business 
income or as a surplus income over the standard 
level of interest-cum-wages remuneration. 

THE WEAKNESS OF THE PURE PROFIT THEORIES. 

The pure-profit theorists overlooked the purely 
mathematical nature of the surplus they defined 

"' as pure profit, and forgot that pure profit was only 
an Imalytical creation of their own imagination or 
exposition. 

They failed to see that the surplus or excess 
is really the outcome of fluctuations in the 
income. If we want to measure a variable 
with reference to a fixed standard value, its 
actual value will be a surplus, posi tive or 
negative, with regard to the standard, according 
to its variation. The surplus is really a measure 

" of the variation. Pure profit is thus really a 
measure of the fluctuation ·of business income. 
But this mathematical implication was missed 
by the pure-profit theorists. 

If profits were regarded by these economists 
as business-income or the business man's income, 
the fluctuating character of this income might 

" have easily led them to see that their pure profit 
was simply a quantitative deviation of the same 
income from its standard value. . 

But they were scientific theorists, who were 
pledged to explain every income as the specific or 
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imputed product of a distinct socialist-proof v 

service, and to trace each distributive share to a 
different factor of production. . They· observed 
that .. land," labour' and capital had each a 
respective income of its own. They noticed that a 
surplus was left over after their" claims had been 
satisfied. They named it pure profit. They 
imagined that this surplus of pure profit was Ii ·new 
kind of income. It must therefore be due, they 
concluded, to some sort of productive .. service 
hitherto neglected and undetected. Thus they v 

completely overlo()ked the quantitative nature of 
their problem. 

It did not strike them however that services 
both from the sources that are appropriated as well 
as from the sources that cannot be appropri­
ated. may technologically contribute to the 
physical formation of a product. but income can 
only be traced to the services which com(! from"""" 
the appropriated sources alone. 

In their efforts to locate the source of this new 
income they came to seize upon all kinds of 
factors, personal or impersonal, grouped under 
a general name or a specific designation, ,/ 
that might affect the fortune or general pro­
ductivity of a business and that might cause 
fluctuation of its income. Thus, dynamic changes, 
risks, superior skill in management or in bargain­
ing, were each made to explain pure profit. It is 
curious to reflect that the gentlemen, whom the 

26 
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modern economists of the twentieth century think 
of, in vanity of their maturer wisdom, as mere babies 
in economic thinking, should be found to prattle 
on the very same factors, with more scientific in­
sight and sense. T urgot," for instance, writing 
in 1770, talks of the employer's profits as an 
amount that must be sufficient" to make up to 
him," not only the return of his capital in an 
alternative use." but also the wages due to his 
labours, his cares, his risks, and even his skill." 

It is remarkable that the entrepreneur's labours, 
risks, and skill each became a distinct theory of 

J profits, and even his cares were made to play a 
prominent part in the treatment of some German 
economists, notably Thii~en. 

It is, of course, always very easy to discredil 
our forefathers and belittle their wisdom with the 
very store of knowledge and experience they have 
with so. much care handed down to us. Sym­
pathetically interpreted and rightly understood, 
each of these theories is found to contain 
valuable elements of truth. The· authors only 
differ as to the importance of the 'item that each, 
by his psychology or environmental experience, 
happens to feel interested in and is inclined ~o stress. 
Thus the dynamic theory stresses the question as 

J to how the progress of science and inventions may 
cause chaitges in the business income resulting in 

28 Turgot: ReRections. sees. 60.87.94. 100. 
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pure profit. The risk. theory stresses the unknown v 
character of the foreign factors that affect the busi­
ness returns. the fluctuation in which is bound to 
diverge the actual profits from the standard level. 
The rent theory of profit emphasises how 
the skill and ingenuity of organisation in both ,/ 
production and sale can enlarge the receipts and 
curtail the expenditure of a business: and hence 
cause divergence of incomes between individual 
business units. 

The error of the pure-profit theorists lay not 
so much in their qualitatitive or quantative analysis."", 
as in their attempt to correlate the quantitative 
definition to the qualitative. 

If pure profits mean an excess above ,the stan­
dard profits which they include in costs, the../ 
statement that "profit is the result of risks .. is 
tantamount to saying that profit fluctuates as 
business income varies. . 

The inordinate importance that has been 
attached to risks in the theory of profit seems to be 
due to missing the quantitative import of the prob- V" 

lem. and to an erroneous idea it engendered. viz., 
that profit is a separate kind of income different 
from that of " land," labour and capital. for which 
alone business men as a class strive. though in 
vain. and that it is the only economic income that 
is 'subject to fluctuation. They forget that busi-
ness men as an economic class do not comprise 
the millionaires or multi-millionaires alone. They 
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include petty shop-keepers and hungry small 
farmers of oriental countries as well. They all 
require an income to live upon. 

According to Ricardo. "the farmer and manu­
facturer can no more live without profits. than 
the labourer without wages .• ,'" 

Now from the individual standpoint. business. 
that is. the independent employment of one's 
resources. is only an alternative method of earning 
incomes from land. labour and capital. hiring 
them being the other. But from the standpoint 
of society. business is the only method of pro­
curing incomes for the whole community and the 
method of hire is merely an arrangement for dis­
tributing them. Business incomes. of course. 
fluctuate. And as they are the mother-incomes 
of society, the contractual incomes. their offspring • 

. must fluctuate as well. But there is a difference 
in degree. Professor Mitchell concludes on statis­
tical evidence that the most fluctuating of social 
incomes is profit: next in order is wages. and the 
least fluctuating are interest and rent. so 

We often ignore this fluctuation in labour­
income. because we habitually think of the 
labourer's rate of wages and not his aggregate 
annual receipts. The labourer does not care for 

29 The Work. of David Ricardo, McCulloch's edi­
tion, p. 68. 

30 Business Cycles (1927), p. 146. 
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the rate as such, but only for his annual income in 
the aggregate. He knows he must live for all the 
365 days of a year, and he cannot afford to be 
consoled that during a single week in the course 
of the year his rate of wages may be very high 
with no employment during the rest of the period. 

It is easy to see that with every fluctuation of 
the national dividend, that is. the aggregate 
business income of the whole community. the 
incomes of all the classes of soCiety must vary. 
Business man's incomes vary most. because of his 
contractual obligations with other classes. But the 
incomes of other classes cannot evade this calamity. 
They share it through unemployment. 

Thus we see that fluctuation or risk is not a 
problem peculiar t9 the business income. Had we 
tried to find out what constitutes the typical wages 
(total) in at:' industry .or factory. and how much 
the actual deviates from this representative or 
typical wage, the similarity of the two problems. 
fluctuating wages and profits. should have been 
obvious. Probably we would have also heard of 
standard and fortuitous wages .. 

The weakness of the Risk theory. as also of the 
Dynamic and the Rent theories. consists in explain­
ing pure profit as a surplus and ascribing it to risks. 
or dynamic changes or superior managing ability. 
This explanation is tautologous. as it only shows 
that a surplus results because the total product fluc­
tuates. They do not really seek to explain profit 
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as an income. but only why there is often an 
excess or deficiency of business income with respect 
to a selected average. 

Shortly. we can better understand these theories 
of pure profit as theories of surpluses. All the 
theories of surplus-produce in agriculture. that is to 
say of rent. were tried on the surplus-income in 
business. The Dynamic theory might be read as 
an explanation analogous to that of the Physiocra­
tic swplus. the surplus which was really due to a 
superior art of production but which the Physio­
crats wrongly interpreted as the bounty of Nature. 

The Dynamic and the Physiocratic surpluses 
are both caused by scientific advancement and 
technological development in production. The 
Rent theory of profit may be read as a Ricardian 
theory of industrial rents : surplus is here caused by 
the superior managing ability of the entrepreneurs 
in place of the superior fertility of lands. It thus 
loses its title to be regarded as a theory of profit. 
It is only a theory of differential wages. The Risk 
theory is an explanation of windfall surpluses 
caused by favourable business conditions. analo­
gous to the influence of weather in agriculture. 

To explain pure profit. some of the theorists 
stumbled upon the causes of fluctuation of the 
entire bUl!.iness-income itself. This is. of course. 
inevitable. For the division of concrete profits into 
a selected standard or average regarded as cost and 
a surplus or the deviation of the actual from the 
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average, described as pure profit, is a methodological 
abstraction, an analytical creation. Their contribu­
tions on this side are valuable. The Dynamic theory 
ascribes this fluctuation to dynamic changes. Of 
the risk theorists, both Hawley and Prof. Knight 
take these fluctuations for granted. They do 
not care to enquire into their causes. Their concern 
is only with their effects. Hawley traces the 
effect of these unstable conditions to the increased 
difficulty and disutility that they cause in production, 
The entrepreneur, who is the real producer accord­
ing to Hawley, would not take up production. 
unless there were some inducement to allure him 
for facing the extra disutility of these risks. This 
explains Hawley's profit. Prof. Knight, on the 
other hand, traces the effect of these unpredictable 
changes to the divergence of the true marginal 
productivity of the factors from the estimated 
productivity according to which they are 
remunerated. This roughly is also the view of 
Prof. T. N. Carver. But Messrs. Foster and 
Catchings attack the problem from the 
financial standpoint, while other risk theorists 
consider the problem from the industrial 
standpoint. They trace the cause of business 
fluctuation and profit to the consumer' s freedom 
of spending and saving. They ascribe profit 
to the consumer's increased purchasing activity. 
Prof. Knight, as we have seen, attributes it to 
a faulty estimate of the future marginal 
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productivity; and this is the general view of the risk 
theorists. 

THE DEFECTS OF THE RISK THEORY 

We may conveniently summarise here our 
criticism of the Risk theory. Like the other pure' 
profit theories. this merely states the problem and 
does not explain it. Pure profit is the deviation of the 
actual profit from aselected standard. That standard 
is determined by marginal productivity. Risks or 
unstable conditions in industry however make it im­
possible to determine what this productivity really 
is. So the entrepreneurs proceed to act. as they 
~ust. according to estimates. These estimates. as 
they are mere estimates. are bound to diverge from 
the actual return of the future. Profit is the outcome. 
All that we have from this analysis is that pure 
profit. which is a variation in the business income. 
is the outcome of risks. But risk consists in the 
fluctuation of the income itself due to the variation 
of business conditions. This means that changes 
in the business income are the effects of changes in 
business conditions. This is certainly a tautology. 

The above analysis shows that there can be 
no separate rea,son for pure profit except the reasons 
which cause business fluctuations in general. 

The explanation attempted by Messrs. Foster and 
Catchings appears to be almost temptingly satisfac­
tory at first sight. But a closer scrutiny belies that 
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expectation. In a monetary economy like that of 
present society, the profits of business men as a 
class would necessarily depend upon whether the 
con~uiners are willing to spend as much as it has 
cost the business men to produce a commodity 
(including compensation for their own resources) . 
But is not this a mere truism ~ Take any com­
modity. any consumption good or even a capital 
good. Entrepreneurs produce an amount; a 
part of the expenses on it has already been 
'incurred to payoff the services and materials 
hired and purchased. their own shares only awaiting 
payment after sale. Their statement thus comes 
in substance to saying that the amount received 
from sale must exceed the amount spent and the 
amount debitable as costs to yield a profit. The 
risk points to the possibility that the consumers 
may not spend and the' entrepreneurs may not 
recei~e thi~ amount. This follows from the very 
definition of profit. and is not in essence different 
from the other risk theories which describe it only 
in a different form; in terms of industrial output 
instead of monetary values. 

Besides this fundamental defect of the risk 
theory. certain other' objections may also be urged 
against it. 

First. taking risk ,as a subjective cost in the 
sense of Hawley. costs of risk. both objective and 
subjective.-actual losses that befall and the 
comp'ensation for fear of this loss to the 

27 
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entrepreneur-need not cover the whole of the 
difference between "consumer's cost" and 
.. entrepreneur's cost" which constitutes profit. 
According to Hawtry," it is an error "to regard 
profit as to a great extent compensation for risk ... 

Secondly, even if profit be taken to arise only 
from the limitation of competition between produ­
cers, risk is not the only factor that limits competi­
tion. Risk again does not limit competition always , 
or under all circumst~ces. 

Thirdly. the hypothesis of subjective cost. viz., 
that no one is willing to incur risks without a 
compensating reward, is true only in a broad 
sense. All it means is that without a hope of 
profit no resources would How into the industry .. 
But it does not necessar ily follow that the industry 
as a whole will earn profits. "It is only neces­
sary," as Hardy!7 points out. "that there be a 
sufficient number of successful enterprises to keep 
the hope of profit alive." It is the expectation 
and not the certainty ola reward. that serves as 
the motive force of enterprise. 

Fourthly. the expectation of an additional reward 
for risk is natural enough. when there exists an 
alternative opportunity for risk-less employment. 
But when there is none. the entrepreneurs must 
produce to keep them employed and earn some­
thing to keep off starvation and they must accept 

26 HBwtry: The Economic Problem. p. 371. 
s. Hardy: Risk and Risk-bearing, p. 38. 
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whatever they can for their resources rather than 
obtain nothing. This is particularly true of the 
Indian peasantry. whose land and labour must be 
utilised to fetch whatever they can get as an 
alternative to unemployment and starvation. So 
it is not true, as a general statement for all climes 
or times. that risk must earn an additional reward. 
All depends on whether it can act asa sufficient 
deterrent to competition to exact that reward. 

Fifthly. the elimination of profit (pure) by 
competition appears to be a vague and misleading 
assumption. 

DOES COMPETITION ELIMINATE PROFIT ~ 

Prof. Knight claims to show in his book that 
profit. pure profit. arises because of the limitation 
of competition. And II!' the cause of this limitation 
is uncertainty. uncertainty must be regarded as 
the raison d' etre of profit. 

But how can competition eliminate profit. 
when competition between producers rather in­
creases uncertainty and actually brings about con­
tinual transfer and re-transfer of custom from one 
business establishment to another? Suppose that 
the total volumes of the consumer' s expenditure 
between the present and future goods maintain an 
ideal equilibrium in terms of Keynes' equation. 
tJiz .• 1 = S: we shall still have profits arising in one 
firm secured at the expense of another in the same 
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industry, profits in one industry,say, talkies, Tobbed 
of another, say. cinemas. - all due to the transfer 
of custom from one section to another. 

Profit depends on two factors: ( a ) difference 
between price and cost. and (b) volume of sale. 
Competition. it is assumed. reduces price to the 
cost of production, and hence eliminates profit. 

Competition, in common understanding, 
means the existence of an alternative buyer or 
seller. Competition among rival producers. in this 
sense, reduces price no doubt to a common 
level, and that common level may be that of the 
cost of a marginal producer; but must it equalise 
the individual costs of production of all com­
peting producers? Not necessarily. unless we 
assume. first. that every producer' s skill, tact, 
knowledge, foresight, ingenuity and organising 
capacity are equal over all the spheres of his 
activities-an improbable assumption. Secondly. 
that all the factors have equal mobility~ Thirdly, 
that every factor has the same pr~ductivity over 
all its uses. that is to say. it is qualitatively 
homogeneous irrespective of the uses to which it 
is put: a painter. according to this assumption. 
has to be equally efficient as a potter. and a vine­
yard equally fertile as a wheat field. Fourthly. 
production is subject to the law of increasing or 
constant costs: if cost decreases with an increas­
ing output. different individual outputs will have 
different cost. 
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Profit (pure profit) arises however from the 
difference between the individual cost of a producer 
and the common price of the market. Individual 
costs of production need not be equal, unless 
the individual outputs are forced to surpass the 
limit of their respective optimum. Individual 
costs. in other words. cannot be expected to be 
equal in decreasing-cost indu~tries. and it is 
here that profit plays a more prominent part. Pure 
profit appears as the result of the unequal mobility 
of the factors. or of the unequal disutility or 
opportunity that confront their owners to move 
them. If competition presumes perfect mobility. 
obviously profit is wiped off as soon as it appears. 
But perfect mobility of the factors of production 
is a long-period concept. and pure profit 
ex hypothesi is a short-period phenomenon. 
Competitive cqnditions which. affect pure profit 
must. therefore. be interpreted as the presence of 
rival producers and Qurchasers. Competition for 
custom in this sense rather accentuates uncertainty 
of the volume of sale of each producer. and this 
produces pure profit. 

The entrepreneur' s income is a function of 
four variables: (i) price of the commodity. (ii) its 
amount. (iii) prices of the hired factors and raw 
materials. and (ill) their amount utilised for pro­
duction. Competition equalises prices for all the 
producers. but it does not equalise the amounts of 
the various factors utilised nor the volume of sale. 
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The amounts utilised often depend on the method 
of production pursued, and the method adopted 
on the volume of sale as well !is technical com­
'petence and financial capacity of an individual 
producer. Even when the process of production 
followed is the same, the cost per unit of the product 
often depends on the total output, and output on 
market. So we find that even costs depend 
to a Fertain extent on the volume of sale. And as 
the volume of sale fluctuates with the intensity of 
competition for custom, competition affects profit. 

The entire cost that a producer incurs for pro- . 
duction and marketing has to be realised by the 
volume of the sale of his product. There is no other 
alternative method open to him. Cost or surplus, 
standard profit or excess, is realisable by one and 
the same process. The volume of sale may how­
ever yield more or less than what the pure-profit 
theorists adopt as the standard of cost. The two 
are not likely to balance (!Xactly,c except by an 
occasional accident. Profit or loss is thus the 
usual outcome. Competition for custom, therefore, 
in the short period cannot but intensify fluctuations 
in the volume of sale, and thus increase the possi­
bility of greater profits or losses. Competition 
under present conditions almost always takes the 
form of snatching each other's market, and the 
success of some must mean disappointment for 
others. 



CHAPTER VII 

THE RELATION OF REAL COST TO SUPPLY-PRICE 

It has been pointed. out in Chapter III that a 
satisfactory theory of profit involves the solution 
of the five elemental questions. which underlie the 
controversies of the Dynamic and Risk theorists.' 
Three of these questions have already been 
attempted. oiz .• the relation between (a) marginal 
productivity and profit (Chap. V). (b) uncertainty 
and production. and (c) competition and profit 
(Chap. VI). Two more still await discussion. oiz.; 
(i) the relation between the risk theory of surplus 
profit to Biihm-Bawerk' s surplus-value theory 
of interest, and (ii) the relation of the economic 
cost or necessary 8upply.price to the real . cost or 
pain-cost sacrifice in the shape of various kinds 
of physical and psychic disutility experienced by 
the producing agents. 

We shall first examine the relation of Biihm­
Bawerk's interest theory to the risk theory of pure 
profit. 

To begin with. they are both surpluses. Profit. 
according to BiihmcBawerk. is a surplus_due to the 
chance of a happy conjuncture that allows a higher 
price to be obtained than the: normal. Interest 
is a surplus value due to the higher valuation of 

1 See p. 77. 
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the present goods over the future. But there is 
a difference between these two surpluses. Profit 
is a temporary surplus which competition wipes 
out. but interest is a permanent surplus which 
competition cannot destroy. -

Three causes are given for • the empirical fact 
of undoubted universality' that present goods are 
valued more highly than future goods of like kind 
and amount: the first is the greater urgency of pre­
sent wants. The second is' the general under­
estimate of the future. common to humanity. and 
traceable to want of imagination. defect of will. or 
feeling of life's uncertainty: The third is the 
• technical superiority • of the lengthy processes of 
production.' Summarised.in the language of 
Haney.8 the argument runs as follows: .. In a 
round-e.bout process of production instrumental or. 
capital goods are used. which. on account of the. 
remoteness of their availability for consumption, 
have a relatively low present value. As such­
production goes on the capital goods are trans­
formed or • ripen' into consumers' goods of a 
higher present value. As a result of the time 
element. therefore. there is a growth· of values in 
excess of labour costs. from. which excess interest 
flows as a permanent net income:' 

S Bohin·Bawerk: The Positive Theory of Capital 
(1891). p. x. 

8 Haney: History of Economic Thought (l92n. 
pp.SSS·S6. 
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To criticise the • empirical fact' of the higher 
value of the preSent goods over the future as a 
universal or perpetual truth or to examine the 
validity of the underlying causes, which appear 
to an oriental mind as more naive or empirical 
than the theories Bohm-Bawerk so criticized and 
discarded, WQuld take us far out of the field of 
our immediate discussion. 

The differences in the concept of surplus and 
uncertainty between risk-theorists' pure profit and 
Bohm-Bawerk's theory of interest may be stated 
briefly in the form of the following propositions: 

( 1) Profit is a surplus due to the differences 
in objective values or prices. Interest is a surplus 
due to the differences in subjective values or 
mental significance, 

(2) Profit thus arises from an external pricing 
process, while interest· arises from an internal 
valuation process. 

(3) Uncertainty. according to the risk theory, 
is the only cause of profit. Uncertainty, accord­
ing to Bohm-Bawerk. is only one of the many 
causes for the under-~timation of future needs 
that give rise to interest, 

(4) Uncertainty responsible for profit. refers to 
unstable conditions that prevail in industry. But 
uncertainty underlying the causes of interest, refers 
to the unstable duration of life. which makes one 
doubt the wisdom of any scrupulous care for 
future provision in preference to the present. 

28' 
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(5) The surplus and uncertainty are thus both 
objective in the case of profit, and subjective in 
the case of interest. 

Uncertainty, as we see from the above, is 
never a prominent factor in Bohm-Bawerk's 
interest theory. It is treated as a trivial sub-~ause 
contributing to the main cause, under-estimation of 
the future. Though this under-estimation is sub­
jective and valuation is based upon time, It IS not 
reg';"ded as a pain-cost at all. Senior's. abstinence 
was a cost based upon the time element, but 
Bohm-Bawerk denies its existence as an indepen­
dent sacrifice. 

It will thus be seen that pure profit and Bohm­
Bawerk's interest have nothing common between 
them, though they are both surpluses and are 
connected with uncertainty. 

The other question that calls for elucidation is 
the relation of supply-price to real cost or pain-cost 
sacrifices of producers. One of the reasons, it 
will be remembered' for· which the Dynamic 
theorists refuted the claim of Hawley to regard 
profit as the reward for risk-taking was that profit 
did not increase in proportion to risk. This is 
contrary to the principle of pain-cost, by which 
an agent should be paid according to its marginal 

• See Chap. III, pp. 63 and 66. 
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disutility. If risk is really an independent cost. its 
remuneration should correspond to its degree. 
Hawley protested that no reward ever correspond­
ed to the proportion of "sacrifice in the sense of 
pain-cost." 5 But in vain. It behoves us. there­
fore. to examine the basis of the economic cost 
or necessary supply-price a little more closely. 

The relation of real cost to supply-price may 
be best considered under two heads: 

( I) Does an agent of production claim 
remuneration. because the service causes pam. 
uneasiness. discomforts. 

(2) If not. what is the true relation between 
the remuneration it claims and the disutility 
it experiences? . 

THE. BASIS OF SUPPLY-PRICE. 

Let us examine the ·problem from the vIew­
point of personal incomes. 

We must not confuse between what an agent 
may get and what an agent needs must get. that 
IS. the possibility and necessity of receiving 
remuneration for an economic agent. The 
problem of cost or supply-price is to be 
confined to the necessity of obtaining payment. 
and not to actual payment or its possible upper 
limit. We should also dissociate from our mind 
for the time being the question. how much one 
claims? Our immediate problem is: why one 

• Ibid. p. 67. 
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claims a payment? Is it because labour is painful. 
monotonous. tiresome or loathsome. that a 
labourer needs must demand a payment? 

If all kinds of labour were as agreeable to the 
\.vorkers as their intellectual labour is to the 
ttlen of science. would it solve the necessity for 
l*Yment? Imagine. for instance. that all kinds of 
work become even more pleasing hedonically to 
the ooI;l1mon· labourers to whom the higher plea­
sure of intellectual work is unthinkable: suppose 
they find their work as exciting as horse-racing. 
all thrilling as motoring on the Swiss Alps. or as 
attractive as kinos or talkies. would they or can 
they work for nothing? Would it obviate the 
necessity for taking remuneration for their labour ? 
If not. how can we associate the necessity for our 
remuneration with real cost or painfulness of 
exertion involved in our work? We all expect 
and claim and need remuneration, not because 
work is tiring or causes fatigue. but because we 
cannot otherwise live our physical. intellectual. 
aesthetic or spiritual life. 

Whence arises the need for economy in human 
society? Is it not the limitation of the resources of 
man. be it his labour or time. or be it the gifts of 
natural environment from which he has to eke 
out his existence? Economists teach us that 
scarcity is the source of economic value. Its 
immediate corollary is that. had all labour been 
not only pleasant but also equally pleasant, it 
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would have been necessary to economise time. as 
we now economise labour. and the problem of 
valuation and distribution would remain essentially 
of the same character. Why do economists. 
therefore. go out of their basic economic principle 
and seek to justify economic incomes on the 
ground of real cost or painful disutility? The 
true principle of cost or supply price. therefore, 
seems to lie in the fact that living a life depends on 
wealth. and both production and enjoyment of 
wealth along with the need for rest competitively 
demand our daily time. which is limited. Labour 
is economically valuable to each of us. because it 
involves expense of time which is limited. 
irrespective of the consideration whether it is 
pleasant or painful. Cost. which means the 
necessary sacrifice for an economic acquisition. . . 
thus signifies for an individual labourer the time he 
spends in order to acquire his income. The supply­
price means the minimum remuneration which 
would enable him not only to live for the period 
of time actually spent over the service. but also to 
leave a surplus for saving-to insure against 
contingencies. such as accidents, illness, un­
employment and old age. 

The necessity for remuneration or supply-price. 
therefore. arises because we have to live. Land 
and capital cost the entrepreneur, because these are 
properties expressly acquired by their owners for 
the purpose of exacting an income or a living 
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from other people. The entrepreneur's cost arises 
from the necessities of life required by the other 
agents. Property is created for the opportunity of 
getting. one' s living or an income without labour. 

The opportunity and possibility of getting one's 
living or income from property depends on the 

physical possibility of procuring more subsistence 
from land and capital than that required by men 
who' actually work with them. This possibility is 
not due to the bounty of Nature, as was imagined 
by the Physiocrats. or to the lengthy processes of 
production as such, as was imagined by Bohm­
Bawerk. It is due to the superior knowledge of 
organising production, skill of workmanship, 
ingenuity of devising means for saving labour, and 
the art of applying them to the actual processes of 
production. 

The modern processes look lengthy because of 
the greater subdivision and the longer chain of the 
technical stages of production, that most often 
characterise an improved method in the productive 
organisation. The length refers to distance 
between the points at which the operation of the new 
enterprise begins and ends. The length is mentally 
associated with the added number of sub-processes 
that split up the newer organisation. It refers to 
the more elaborate organisation of a productive 
equipment and not to the time it takes to operate 
and function. A sewing machine is a more 
elaborate preparatory equipment for sewing than 
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the seamstress's needle, but it does not take more 
time to sew. Does the loom of a modern factory 
take more time to weave a yard of cloth than one 
plied with a weaver's lingers? The lirst loom, of 
course, is a much more complex tool. .. Is not 
the supply of water by pipes a more lengthy 

process? "-was the interrogation with which Prof. 
Lionel Robbins of London had the goodness to 
criticise the writer's view in this connection. 
Certainly not, as far as the time or efforts or pain­
costs necessary to obtain or offer the actual supply 
is concerned. But the preparatory equipment for 
water-supply is evidently more elaborate. 

Now the 'process' here clearly does not 
mean with the learned Professor the economic 
process or the manner of distribution of social 
efforts. and ~ produc!ioll' does not refer to the 
application of social efforts towards the satisfac­
tion of a want. The length of the productive 
process in this social sense would be properly 
measured by the time taken and the number of 
people engaged in an industry. 

But by • process.' Prof Robbins obviously 
means here the technical process, and • produc­
tion' refers to the descriptive history of the 
technical origin of a commodity. resolved into the 
origins of other goods that immediately co-operate 
in its production. Any technical process that 
exploits the possibility of a further division of lahour 
or of an increased specialisation of machinery, 
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must necessarily be lengthy In this sense. 
But if we go on tracing in this way the origin of 
the co-operating goods at each and every stage of 
technical production. can we ever get to the 
starting point of the entire process? Is not the 
process in this sense an essentially continuous 
cycle? Prof. Cassel, let us remember, has con­
clusively demonstrated the hollowness of the 
conception of this kind of time-production in his 
Theory of Social Economy. 

Had the actual economic process underlying 
these technical processes been really lengthy, it 
would have required longer time . of the same 
number of workers. manual or intellectual; they 
require instead shorter time only of a much 
smaller number of men. The preparatory equip­
me,nt covers however a longer range of technical 
stages and' sub-processes. That is why they look 
lengthy. and the increased sub-divisions incidental 
to the larger scale of operations and ~he agency of 
machine in place of man strike us as roundabout. 
The total amount of labour, or better say. the 
total ~umber of men who are required to spend 
their lives upon the work, is less fQr this so-called' 
lengthy or roundabout production than the pre­
modern process. The objective social cost is 
therefore less, because the number of people who 
have to be fed and nurtured for producing a given 
amount of wealth together with its new equipment 
becomes less. The so-called productivity of capital 
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owes its origin here:'a less number of labourers . ,. 
IS required for the same amount of wealth and it ill 

. I 

possible because of the economising devices of the 
inventors and entrepreneurs. That i~ . probably 
one of the reasons why Prof. Schumpeter has made 

. progress the cause of the productivity of capital and 
of the possibility of paying interest. In the st~tic 
state of Prof. Schumpeter there is no such proces~ of 
economising labour. there is no scope for' employ­
ing new capital. nor any possibility of de~iving an 
income from it. interest or profit. Prof. Robbins a 
seems to criticise Prof. Schumpeter on this theory 
of interest on quite a mistaken impression. First. 
the static state of Prof. Schu~peter is not the . same 
as J. B. Clark's, Secondly, Schumpeter's interest 
is a concrete physical product of society (although 
non-imputable), and not a mere individual acqui. 
sition. This is diff~ent from that kind of interest 
which we pay as a hire-price for consumption~loans. 
There the question of physical productivity does 
not arise. The same amount of physical product 
changes hands to the mutual benefit of exchangers 
-lenders and borrowers.-in the shape of the 
greater psychic product of utility and satisfaction : 
the price paid is a deduction of concrete wealth from 
one to the other. 'rpe interest here is, not an addi­
tion to the physical goods of society: it is, of course. 
an addition to the amount of psychic satisfaction. on 
which all acts of exchange are presumably based. 

• Economic Journal. Jan., 1930, pp. 211-1). 
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The necessity of receiving rent and interest as 
'the, supply-price for land and capital. thus arises 
'from the necessities of life and living of the land­
'lords and capitalists. The ultimate basis of cost 
incurred by the entrepreneurs who want land and 
'capital as essential technical aids to production lies 
: here in the cost of their owners' living. The pos­
'sibility of paying this rent and interest arises from 
the superior productive capacity of society. which 
'enables it to satisfy its entire physical needs with 
oilly a fraction of the labour of its people. With­
but, this possibility no one would have cared to 
'appropriate durable sources of wealth and there 
-would be no property. 

It readily follows from the above that the exis­
'tence of property or durable goods as a store of 
'future incomes is bound up with the possibility of a 
surplus above the cost of living of the actual pro­
ducers. The share of the property-holders in the 
distribution of national income is limited to this 
surplus. If they are greedy, the whole of this 
surplus would go to them. and this would condemn 
the actual workers to a stationary standard of life. 
'If they are sensible and prudent, they will allow a 
part of this surplus to raise the workers' standard 
of life. And there is a danger in the too-much 
greed ofthe property-holders. It may sometimes 
dislocate the whole economic system to their utter 
bewilderment. as will be pointed out elsewhere. 
Here ,we, would only draw the attention of the 
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reader to the fac~ that with every improvement or 
economy of labour in the productive process, the 
possibility of increasing the share of property .in 
relation to labour is enhanced. for it increases the 
surplus. Again. if this improved process is due 
to the creation of durable goods like machinery 
and plant. it creates the opportunity of finding 
newer forms of property. That is howcapital has 
come to dominate the present economic situation 
and has pushed land into insignificance ,as a form 
of property. 

Some other newer kinds, of property such as 
good-will. patents and copy-rights are not the out­
come of physical-production surpluses.: they are 
the result of financially productive surplus. indivi­
dually gainful and" acquisitive" in the Veblen­
ian sense. but socially unproductive in the sense 
that they create no new physical output or sources {If 
satisfaction. These are not taken into account in 
the above analysis. 

The property-creation. which we always asso­
ciate with saving, is thus dependent on the art of 
production and surplus-making. 

All people who cannot or would not earn their 
living for some reason or other (not necessarily idle 
or ignoble) with a marketable labour. acquire pro­
perty in land or capital to earn an income with it. 

So long we have discussed the question. why 
une claims a payment} Let us n~w consider. how 

. much one claims? The question is IlPparently 
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psychological and is likely to vary in individual 
cases. But individuals often follow a group 
standard in behaviour. This is why it is possible 
sometimes to make a more general statement. 

We assume generally in the case of labourers 
that the income one needs and claims is determined 
by the standard of living prevailing in the particular 
group to which one belongs. Would this 
be a justifiable assumption as 'well in the case of 
property-holders. landlords and capitalists? 

The income. one may argue, is the motive of 
property and a given standard 7 of living (includ­
ing an enjoyment of leisure) may thus be the 
basis even with landlords and capitalists. on which 

"they would fix the supply-price of their property. 
This. of course, would not be wholly true. 

'Many save and acquire property not for need. 
nor even for greed. but simply for the sheer love 
·of acquisition. as Prof. Knight· shows in his 
book; as a proof of one's business ability • or for 
power and social esteem which the amassing 

'of wealth brings in its train. as Prof . Taussig 
points out in his Principles. Lands and capital 
are mostly supplied to-day by those whose motive 
of accumulation has no relation to needs. 

, The word •• living .. i. used in this chapter in the 
larger senle of' t, enjoyments of life. I I and not in the sense 
of II bare means of existence:' 

8 Krught: rusk. Uncertainty and Prolit. pp. 330·33. 
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The standard of life and living exercises a signi­
ficant influence however in the poorer communities 
or even among the poorer classes of rich societies_ 
The presence of its influence can be indirectly 
inferred in this way. The price that an individual 
owner would demand depends on the amount of any 
particular economic resource he commands and the 
aggregate income he aims at-an income,letus sup­
pose, limited by his customary standard· of living. 

Thus in a community of petty landlords, if 
the amount of land each owns is comparatively 
small, the rent is likely to be higher. Or in a 
community of petty money-lenders where the in­
dividual resources or loan-funds are small, the 
rate of interest is likely to be higher. This is the 
case in Bengal. Agricultural tenants are rack­
rented more under the owners of smaller estates 
than of the bigger. The rate of interest in many 
places is 24.% or 36~% nominally, but actually 
still higher. The chief reason is not really the risk 
of loan, though it forms a substantial element in 
many cases, but the paucity of the resources each 
individual lender owns, and on which he relies 
for his living. A widow, for instance, depends 
on the meagre resources left by her husband. 
Even a rural bourgeois-lender often possesses small 
funds: the false pride of superior birth or caste, 
coupled with the traditional notion of respectability 
enforced upon him by society, would not allow 
him to take to manual labour, and his rural 
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environment does not give him an alternative 
opportunity to earn his living or supplement 
his income in other ways suitable or acceptable to 
him. These petty mon~y-Ienders cannot but be 
exacting . under the circumstances. 

This is a fact which is lost sight of in richer 
countries with big landlords and corporate money­
. lenders. 

Income is not only dependent upon the price 
and the amount of the resources one owns, but 
upon the prospect and chance of its employment 
throughout the year, i.e., its volume of employ­

. ment. Let us illustrate it again from the actual 
conditions of Bengal. The European reader will no 

. doubt realise the truth of this assertion because the 
case of unemployment of labour will immediately 
come to his mind. But the truth seems to cover a 
wider area. Agricultural loans in Bengal rice­
districts spread over an approximate period of six 
to eight months. The usual interest that is charged 
in the greatest rice-producing district in India 
for these eight months, is a quarter of the sum lent. 
It thus comes to 371% per annum to the borrower, 
the poor peasant. But to the lender, it is no more 
than 25 % . And when we consider the risk of 
loss through bankruptcy or fraud and the cost of 
litigation, and when we take into account the 
meagreness of his resources, the typical lender 
will not be found to earn during the year more 
than a bare subsistence on the whole. 
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So in the case of small landlords and capital. 
ists, we find that their standard of living has -an 
effective tendency to influence the rate of rent 
and interest. 

It is generally agreed that wages of labour are 
higher in unstable trades subject to greater fluc­
tuations. But the true significance of this ad­
mission is dismissed as a subsidiary corollary to 
the main proposition that wages are really paid for 
disutility of labour. If it is also agreed, as is 
usually done, that wages tend to conform to the 
standard of living, how can we evade the conclu­
sion that, irrespective of the fact as to whether 
labour is painful, tiresome and monotonous, or -it 
is pleasant, refreshing and exciting, wages must 
increase or decrease with the normal period ·of 
actual employment? Let us put the question in 
the form of an identity or equation. 

Annual income = (rate of wages, say, per 
hour) X (hours of work) X (days of employment). 

Let us' assume that the annual income -is 
governed by the standard of living of a labourer. 
The number of hours of work is also to be taken 
as fixed, either by the physical limit of one's 
capacity for exertion or social opinion, or factory 
acts, or trade-union regulations. The other two 
elements must therefore so move in relation to each 
other, that the product remains the same. 
This hypothesis can, therefore, explain why the 
wages of a typical labourer must vary with 



232 THE THEORY OF PROFITS 

the period of his probable employment m the 
trade. If, again, a spontaneous desire on the 
part of labourers in general for shorter working 
hours is realised in practice, it must also result in 
an increased rate of wages in. accordance with this 
assumption. The facts of the variation of wages 
with the period of employment and with the number 
of working hours, therefore, show that the factor 
which dominates the determination of wages 
from the supply side is the aggregate needs of a 
labourer's life, i.e., his standard of living. 

, The expected standard of living which deter­
mines the norm or the standard of individual in­
come in any profession or trade, is the outcome of 
our life and living being the continuation of a series 
""'-a datum not obtained from vacuum or nothing, 
but inheri~ed from and fostered by our parents. 
We owe our life to our parents, and we owe our 
livin~ to them. Before we can work, we have a 
long life of painful learning and living. The 
minimum limit that we set to our expectation of 
an income is thus determined by the standard of 
life' we get accustomed to. The opportunity for 
earning an income is given to us f,y the quality of 
education we can have and oui capacity to profit 
by it. 

Though our native capacity plays a part, ordi­
narily our quality and capacity to earn rests 
broadly on the quality of our parents' head and 
heart (head for choosing a profession and heart for 
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educating us at the sacrifiG:e of their own ambitions 
and tomforts) and the quantity of their income. 
Their income itself was similarly determined by 
their parents' capacity, both intellectual and 
financial. This is the key to the influence that the 
standard of life exercises in formulating our expec­
tation of income and in developing our capacity 
for it. This is because of the fact that tlfe 
children, who are nothing but labour in the 
process of formation or making, are not yet things 
(necessary or for luxury, though the Europeans 
are showing a progressive tendency to regard them 
as objects of luxury) in the eyes of their parents. 
They are not yet bred and nurtured on the princi­
ples of " business economy." Economic civilisa­
tion has not yet permeated the family life of _ man 
to that extent. Family is still the dominant eco' 
nomic unit for consumption of wealth and for the 
production and supply of new sources of 
labour. There is a tendency, no doubt, for the 
break-up of -family life and home as economic 
units for consumption, as we see in the growth of 
residential hotels in America and Europe, peopled 
by middle.class couples afraid of children or by 
bachelors and spinsters, widowers and widows. 
The economy of large-scale consumption in 
boarding and lodging is, of course, responsible for 
this growth of hotel life. Hotels are merely fac­
tories for manufact,uring cheaper standardised food 
and shelter. But there is no tendency visible as 

30 
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yet to maintaining the supply of social labour except 
_ through families. _ So long <is family life exists 
and parents continue to supply the labourers for 
society, and so long as parents rear their children 
-for affection and not for business motives or pro-
-lit. the standard of life will effectively influence 
for the poorer Jolk their quality of workmanship. 
-their capacity for earning and their expectation of 
income. in a mutual relation to each other. 

Now. labour is a kind of resource which 
is limited by its nature for each individual 
owner. So if a labourer wants to increase his 
income, he can only do so by increasing its 
market price. This becomes possible by shaping 
-his labour to a form for which the market demand 
is higher. But the market demand will not conti­
nue to be high. if the supply is open to increase 
without limit. This is why the supply is in­
directly restricted in some professions. as in medi­
cine, law. engineering. accounting, etc •• by the 
cost of a highly expensive education (which bars 
admission somewhat artificially). 

In the case of an individual landlord or capi-_ 
talist. this method of increasing his income is not 
open. Qualities and quantities of land are Iimit­
ed~bY Nature. Any kind of capital is repro­
duc Ie without limit. Of course. landlords or 
capi alists can all combine together and raise the 
price by monopoly. as is done in a Trust or Car­
tel. Land'i$ already a natural monopoly and its 
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owners sometimes have the lion's share. The.forms 
of productive capital. on the other hand, are inde­
pendent of the control of the lending capitalists; 
the variety and use of capital goods lies wholly at 
the discretion of the entrepreneur. So it is not 
possible to raise the hire price of capital by the 
limitation of its uses or forms. Nor is this necessary. 
A landlord can raise his income by possessing more 
lands. A capitalist can raise his income by increas­
ing his stock of capital. Both of them have this 
advantage over the labourer. The concentration 
of land or capital in individual hands is . thus an 
effective methoc:l of incre~ing their income. With 
the concentration of lands or capital resources in a 
few hands, the standard of living ceases to exercise 
any effective influence ov~r the supply-price; 
obviously because the income at this stage surpasses 
any current standard with regard to the rich. With 
the poor capitalists, however, it has an influence; 
for they will try to regulate the amount of their 
accumulation or the rate of interest with a view 
to maintain their accustommed standard of 
living. In the case of the peasants of Eastern 
Germany,- where the law of inheritance. like 
the Hindu law. allows an equal share to each 
son. the standard of living is operating. as the 
writer has been told by some of the professors 
of the Agriculture School in Berlin, in the limItation 
of the number of sons to one. to prevent the aver­

. age holding of each family from getting smaller. 
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~e effect of concentration of land or capital 
is. therefore. to suspend the influence of the stan­
dard of living over the rate of price that any indi­
vidual feels inclined or compelled to charge. The 
only influence that is exerted under the circum­
stances over the rate of supply price is the 
disutility of employing land or capital to any use, 
and not of saving or of inducement to property­
creation. 

For the purpose of finding out the true signifi­
cance of real cost or pain-cost sacrifice upon 
supply-price. let us now enquire into the sources 
of the disutility of saving and- into the influences 
which stimulate the people to save. 

THE SOURCE OF REAL COST IN SAVING. 

The institution of property seems to generate 
in the minds of the property-holders a feeling of 

_ psychic cost of sacrifice when he not only parts 
with, but even when he lends the use of, his 
property. 

'<;:apital, in its primitive stage and in its 
original form, is a raw material, a free gift of 
Nature. Man applies his labour to modify it to his 
requirement or to secure it for his convenient use; 
with the sacrifice of his labour he acquires this 
commodity and from a labourer he becomes a pro­
prietor. As soon as the notion of ownership grows 
upon his mirid, he attributes a share of pro­
ductivity te:, any subsequent good which even his 
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own labour procures with the help of that piece of 
property. And if the labour that procures it i& 
not his own but another' s, his consciousness of th~ 
productivity of property becomes. keener still and 
he thinks that his property has a real share in any 
good procured with its aid. .. Could you get it 
without my property?"-he asks in his own mind, 
and this explains his justification for claiming a 
share. This means that property appears to his 
mind as a substitute for his labour to the extent 
that it economises efforts or earns an income for 
him like his labour. That is to say. he begins to 
look upon property as a. store of his o~ labour. 
as the embodiment of his own sacrifice. 

Now the idea that the property acquired is only 
a form of his sacrifice, or a substitute for labour, 
and a source of his future income, is certainly the 
outcome of the institution c:>f property itself. The 
expectation of income from saving is itself the basis 
of real cost. 

We have' already shown that the notion of real 
cost or sacrifice behind the supply-price of labour 
does not aris!" mainly from the painfulness of exer­
tion or effort, but from the expectation of a living 
from labour. Similarly the feeling of a kind of 
sacrifice associated with the necessary remuneration 
for saving, arises not really from. the disutilities of 
efforts with which we make our saving, but from 
the expectation itself ",ith which we save. Both are 
subjective feelings. no doubt. but one is based upon 
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the disagreeable sensations of exertion and the 
other upon mere expectation. This expectation. 
if defeated. would undoubtedly cause us sorrow; 
but this is not because our original efforts were 
painful: we should be 'sorry at, disappointment 
even if our exertion were more pleasurable than 
painful. 

Now. when a philosophic reflection on the 
accumulation of capital goods leads a mathematical 
economist to describe them as a kind of summation 
of a progressive series of subsistence wages. 
evid«:ntly he forgets or neglects this subjective feel­
ing of expectation associated with people's savings. 
One saves with an expectation. the expectation of 
securing (besides provision for contingencies) a 
new income or property. or of alleviating his future 
toil to procure goods. This expectation generates 
in him a feeling of sacrifice. a notion of psychic 
cost. 

We must remember that in the original 
acquisition of capital goods, labour did not get all 
its wages; labour-the collective labour-power of 
society-produced the store of capital goods plus 
subsistence. and it got only subsistence. This 
store may be looked upon not only as a store of 
past sacrifice or labour. but also as a store of 
future satisfaction. 

Any piece of wealth may be looked upon either 
as the result of sacrifice or as a source of satisfac­
tion. present or future. Now. wealth that is 
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stored for future consumption may. therefore. be 
looked upon also as a store of sacrifice reserved for 
future conversion into satisfaction. And as means 
of direct satisfaction like food cannot be stored 
as a matter of f~ct for an ind .. .linite period and 
made available fO.r consumption in old age. 
storage is necessarily made in the . form of some 
durable instrumental commodity convertible into 
direct means of satisfaction in future. And 
sacrilice. economically speaking. is only a means 
of acquisition, and hence any piece of wealth. 
that is not meant for direct consumption, is only 
a means of acquisition representing an amount 
of sacrilice stored for future conversion into 
satisfaction. 

Senior and Marshall described saving from the 
view-point of consumption as utility, satisfaction 
abstained from at present and waited for till 
future. Marx described it from the view-point of 
productive effort, disutility, sacrifice stored for 
future conversion into satisfaction. 

Marx's error lies not in the description of 
saving as a alOTe of aacrijice or of labour (for it is 
not different essentially from Senior' s or Marshall's 
views), but in inferring therefrom that the labourer. 
and not labour. is alone entitled to the return of 
saving or capital. The capitalist. from the economic 
view-point. is also a labourer who wants to live by 
the accumulation of his past labour and abstains 
from present labou~an end for the realisation of 
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whkh. he has waited so long and which constituted 
.the mothre. of his saving. 

If the capitalist does not acquire that property 
by labour or sacrifice, that is the non-economic 
way of acquisition allowed by society, the ethics 
of which lies outside the boundaries of economics, 
although it may have important elIects upon the 
application of economic elIorts or the distribution 
of their. fruits. 

We should look upon saving as the acquisition 
.of property in general for purposes other than 
immediate .consumption, and not as the source of 
capital. alone in the narrow sense of the economist; 
for the economist's capital includes only man-made 
wealth to the exclusion of natural resources or 
." land." For saving, from the individual point 
·of view, may be embodied not only in the shape 
of durable goods and machinery, but in land and 
other natural resources as well; and not only in 
" land" but also in such financial assets as are 
based upon good-will, patents or copy-rights. 
The object of saving is financial and not industrial; 
it is to get an income and not to prod6ce any 
additional tangible wealth for society. 

We can thus clearly see that there is no 
justification for saying that capital, in the narrow 
sense of man-made goods only, has a real cost 
of waiting or abstinence, but the land has none. 
The cost of saving extends over the whole range of 
property, all kinds of income-yielding capital, in 
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the wider financial ·sense of the ~erm., The vi~w 
that land is a natural supply and hence its 
use involves no cost or sacrifice for its owner, is 
superficial, and confounds be~een the ~o 

different view-points. social and individual, 
industrial and financial, • productive' and 
• acquisitive.' The individual-financial-' acqui~ 
sitive' view-point looks upon land, as i~, looks 
upon other kinds of income-bearing investment. 
only as a property . Once upon a time larid might 
have been a free good throughout the ,world. but 
all the present occupants of land have acquired 
it in the same way and by the same )tind of 
sacrifice. by which, they could and still can 
acquire ot~er kinds of propetty. If you say that 
capital cost them • waiting' for saving and this 
entitles them to interest. how can you deny the, 
claim of a landlord to rent. whose land cost him 
the same • waiting' for ~aving as that of the 
capitalist? The rent is as much a compensation 
for cost to the landlord as interest is to the 
capitalist. Both are true costs from the individual 
view-point, for both land and capital are acquired 
by the same kind of sacrifice. From the social 
point of view however. there is no cost bu~ 
human labour. So long as the system of prop~ty 
is allowed in society. all those who need Qr 
aspire after a life of relit or leisure, in t~e sense 
of optionallCibour. will have recourse to the sys.tem 
of proper!? neff< can be no rationlll qas\s 

31 
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for discrimination between the two kinds. IE 
you abolish property in land, they will resort 
to capital goods and to that kind of' artificial 
intangible capital like good-will, mostly the pro­
duct of such anti-social activities as Prof. Carver 
classes together with theft, robbery, deception, 
intimidation or plunder. IE you abolish property 
altogether, human ingenuity will discover other 
ways for meeting this necessity for leisure in . . 
the sense of freedom from compulsory servitude 
to any specific types of labour. 

Every man must provide for accidents, old 
age, sickness, recreation or rest, and this not only 
for himself but also for other members of his 
family. The necessity is there and it cannot be 
evaded by such short cuts as the abolition of 
property in land or capital goods. Either the 
state must provide for all these needs or society 
must devise other ways of meeting these neces­
sities. 

So long as the necessity for individual saving 
continues, and so long as society recognises pro­
perty as one of its legitimate means, the remu­
neration for property' is a matter of course; the 
objective measure of cost being the alternative use 
of labour to earn an immediate income in place 
of provision for future needs. 

Our dissatisfaction need not be concentrated so 
much on property as on the system of inheritance 
which all~wa the bendit of the legitimate means 
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of leisure honestly acquired by one man's labour 
to be perpetuated and idly enjoyed by another 
man without service to society, whose idle 
life throws a burden upon the labouring section 
of the community. But if we urge for the aboli­
tion of inheritance on this score, the· advocates 
of the inheritance system may argue, and with 
reason, that the uncontrolled growth of laboUr 
population leads to a similar burden upon society. 
The proper course seems to lie in a control 
both over the use of private property and parent­
hood, regulated from time to time in ~he larger 
interest of the communi'ly. The advocates of in­
dividual freedom will present us undoubtedly 
with hundreds of political and philosophical argu­
ments on the evils of state co~trol and on obstacles 
of self-realisation, and even humanists may preach 
sermons, as Poet Tagore did in Russia before some 
Soviet Unions, on the mystic spiritual hankering 
of human soul for something to own as its own. 
But our' obs~vations are from th~ view-point of 
economics as the science of social welfare reali~ble 
through external goods. 

The necessity. for remunerating property, we 
may conclude, is the same as the' necessity, for 
creating property, and the basis of real cost of 
saving lies in the expectation of an income from 
property. 

What is then ,the relation of disutility, in the 
sense of real cost'. or pain-cost sacrifice, to' the 
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remuneration needed for the supply of a factor. 
that is. its supply-price ;> 

THE RELATION OF REAL COST TO SUPPLY-PRICE. 

Lit ·U8 lirst consider the case of labour. Is it 
true as a general principle that the supply~price 
of labour varies strictly with its disutility. such as 
fatigue. 'monotony. injury to health or longevity. 
10atheSomeness. or other kinds of pain-cost? 
Evidently disutility does not restrict the supply of 
laboth in an industry absolutely. .. Sweated " 
industries. the least ·paid and most painful, are 
sweated only because there is an overflow of 
laboUrers. The overflow or superabundance is due 
obviously not to the attractive remuneration the 
industries offer, nor to the pleasantness of labour. 
but 'to the want of opportunities for employing 
themselves better . Of course. it is the opportunity 
that limits the scope of effective employment 6f 
a 'factor of a given quality. But the supply;price 
-Of laboUr even here appears to be determinecl 
absolutely by the standard of living of these 
sweated 'toilers. The influence that disutility exerts 
is ·tha! it affects the relative supply-price of labour 
over different occupations. Disutility acts psycho­
Togicallyupon the labourers of the same standard 
of life and living, and makes them seek for 
services least disagreeable. In order that all the 
orimches '~f 'production can get thesetvice bf 

• 
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these labourers to their fullest requirement, it is 
necessary to attract or maintain the requisite sup­
ply in each branch by an extra inducement to 
overcome this differential disutility . For the same 
grade of labour or skill the remuneration varies 
with the disutility incidental to an employment to 
a certain extent only, buf not in any definite 
proportion to the degree of its varying disutility. 

Disutility can thus -explain the relative 
difference in the remuneration demanded by· a 
homogeneous factor in its different uses. But it 
cannot explain the absolute necessity for or the 
minimum level of its' remuneration. Different 
pain-costs· explain the difference in the income of 
I.ibour of the same grade ~th an equal opporC 
tunity. Similarly risk or uncertainty will explain 
difference in profit and interest of capital in differ­
ent industries. Disutility -in the case of labour is 
risk as well as pain-cost, while disutility in the 
case of capital (or property) consists mainly in 
risk or uncertainty, with slight traces sometimes 
of pain-cost like social odium that prevails, for 
instance, against wine-selling in our country, and 
money-lending amongst the Mohammedan com­
munities. 

The extra disutility is balanced against an 
additional reward. Disutility is, in other words, 
a separate and a subsidiary influence in the deter­
mination of supply-price, the main factor being the 
necessity for an -income -to -live -on an accustomed 
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standard of life. That the reward necessary to 
attract capital to risky enterprises need not be pro· 

. portionate to risks, has been conclusively shown 
by the evidence of experts before Colwyn 
Committee. 

Unequal disutility, through its effect upon 
relative supply.prices. affects the relative distri. 
bution of a given factor into different kinds of 
employment. just as unequal productivity does 
through its effect upon the demand price. The 
different uses, notwithstanding its different supply. 
prices~ preserve a kind of equilibrium. The nature 
of equilibrium is similar to what T urgot illus­
trates in the case of the unequally productive uses 
of capital: .. The different employments of capi. 
tal. therefore, produce very unequal products: 
but this inequality does not prevent the exercise 
of a reciprocal influence one upon the other. or 
the establishment between them of a sort of equi. 
librium. as between two liquids of unequal gravity 
wltich communicate with one another at the bot· 
tom of a reversed syphon of which they occupy 
the two branches·: -they will not be ·on a level. 
but the height of one cannot increase without the 
other also rising in the opposite branch." • 

The standard of living . determines absolutely 
the standard of income -expected and disutility 
modifiesit.as an additional influence a~d works for 

• T urgot : ReSections. aec. 88. 
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a relative differentiation between different kinds of 
service; opportunities limit the scope of employ­
ment and circumscribe the sphere within which 
these influences can effectively operate. This is 
fully true of laboUr. With regard to property 
income, the influence of the standard of living,· as 
we have seen, is only partial and indirect and 
sometimes remains suspended, chiefly because 
property is often a subsidiary source of income 
and it is increasabll! without limit, and there is 
'often a concentration of resources. A customary 
standard rate of price, to which the people have 
got accustomed and habituated, is thus substituted 
as the standard of general expectation, and' it is 
modified in particular cases by attendant risks as 
a differential influence. Thtis customary rent imd 
government loan-price _ becomes the standard of 
expected incomes from property as the standard 
of the labourer's living forms the standard of 
expected inc!lme of labour. . 

If the above analysis of the true relation 
between the supply· price of saving and the real 
cost behind it is substantially correct, we are 
entitled to draw the following corollary from it : in 
countries where the concentration of land or capital 
in the hands of big proprietors is sufficiently large, 
rent and 'interest, the prices of their hire, can be 
reduced by' legislative measures without any or, at 
any rate. much hardship in the real enjoyable iife 
of these classel. ';Whether the redistribution would 
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react upon the future growth of apital ~d thus 
restrict the growth of national dividend is a topic 
outside the scope of the enunciation of the proposi­
tion as to the real basis of supply-price. But in 
passing we may pqint out. that the real need of 
capital goods in a progressive society can be met to 
a certain extent by levying a compulsory saving by 
monetary meaSures. whenever it is found necessary. 
D. H. Robertson has 'demonstrated its presence 
in modern society. But this is only an indirect 
method of creating capital by stimulating private 
initiative and enterprise. The requisite capital 
goods may also be created in the form of public 
enterprises by the direct initiative of the State. 
The trouble in the present progressive tommu­
nities however is not with under-saving. but with 
ooer-saving. as is shown by J. M. Keynes, 

CONCLUSION. 

The net result of our critical survey of the 
underlying assumptions of the various pure-profit 
theories may now be briefly and broadly 8um­
marised. 

The 'marginal' productivity theory is. in its 
inner essence,a lilw of maximum physical prQ<iuc­
tiyity, hased' upon an assumed' distribution of 
social resources according to their marginal effec­
tiveness iii eorttiibutinir to the material . prcxJlJ.ct W 
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society. The point of view is social and indus. 
trial: it seeks to maximise social output in terms 
of the physical products to the best possible 
utilisation of national resources. It woulcl 
have been a true theory of distribution of 
resources in production. had the motive of the 
entrepreneur's activities been the maximisation of 
physical productivity in place' of financial 
profits. To a certain extent, the entrepreneur has 
to follow the physical law of technical production. 
for one of the factors that determine profits is the 
cost of production. which depends upon the 
efficiency of the technical process of production 
adopted. But he has to modify it in the light 'of 
the relative prices of different factors and the 
output he can dispose of by sale. And in the 
determination of the hire-price of any factor. the 
influence of its marginal productivity is only 
partial. though important. Production under 
the modern •• business economy" is carried 
on with.the prospect of money profits and' hence' 
arises the necessity of subordinating physical 
productivity and output to financial profits. 

The risk theory seeks to explain the difference 
of profits by the difference of risks. Now as risks 
really mean in many of the pure-profit theories. 
the range of fluctuations of business incomes. the 
explanation is tautologous, But when risk is. 
regarded in the sense of a psychic disinclination to 
put business ability or loan-capital to risky 

32 
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v.entui'es. the necessary inducement is included in 
an increased supply.price. It thus loses its signi" 
neancein the narrow definition of pure profit • To 
pr.oceed further than a mere.statementof risks and 
to. seek to explain them. leads to an investigation of 
the broader and more difficult problem of business 
Buctuaticins and cycles. The risk theory has, 
tberefore. failed to explain pront. The failure of 
the _pure-pront theories has been due to their 
~uniling after the will-o' ~the-wisp of a fourth 
fActor of production. distinct from "land," 
labour, and -capital. It was an analytical surplus 
thaHhey denned as pure-pront. But they soon 
Eor'gptthat it was their own creation and they thus_ 
meandered after the mirage of its source. 

The . statement that competition wipes (lut 
IXolit- is misleading. If it means monopoly or 
q\1asi-monopoly pront. the proposition is tautolo­
gous. If it means competitive pront, it is untrue. 
Competition snatches each other's custom. and 
thus aHects _ both . receipts and costs. leading to a 
greater fluctuation of pronts. The statement seems 
to be the result of an over-abstraction of the very 
process by which a business man can take remuw 

neration for both his ability and property. • t It is 
necessary. then. ". wrote T urgot. 10 t. that besides the 
interest :of. .hi. .capital. the. undertaker should 
every .. ."year .: draw: a pront to recompense. him 
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for his care. his laboUl'. his talents and' his 
risks. and to furnish him in addition, ,with that 
wherewith he may replace the annual wear and 
tear of his advances.-which he is obliged to con­
vert from the very first into effects which are' 
susceptible of change, and which are moreOver 
exposed to every kind of accident." Each of 
these items, no doubt. is a cost from the'long~ 
period point of view. Any excess over the linme.;. 
diate and actual payments leg.lly binding upon 
him, is an income to him-profit in common 'par­
lance. Each of these items of T urgot is to hemet 
from the excess of his sale proceeds' over ' his 
business expenditure and legal obligations. It is 
immaterial what we call any of these items--cost 
or profit; the entrepreneUl' has one way only' to 
meet this cost or realise this profit, viz., by the 
surplus of business receipts over business costs; 
~ e may define or refine the term profit in any 
way we like. but we cannot ignore the actual 
process open'to a business man to take his share 
without confusion and blunder. Both costs and 
surpluses have to be realised by the volume of his 
sale. Competition causes fluctuation of. this 
volume, although it stabilises prices. 

The long critical survey of the theories of our 
predecessors seems to point out that the' more 
fruitful way of looking upon profit would be to re­
gard it not as an uncertain income, nor as a residual 
income. nor as the1ncome of any specially created 
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factot of production, but to consider it as an income 
indirectly acquired by 'social resources through 
the sale of some economic goods, which provide 
for the needs of society and which require co­
operation of all these resources for purposes of 
production. The true nature of profit is thus 
to be associated with the indirect mode 0/ acquisi­
tion of income. The receiver of profit is he who 
submits his economic resources to earn an indirect 
income. The service for which he receives it is 
the provision for social wants. The ultimate means 
by which he acquires it are the very same resources 
which earn rent, interest and wages; only the mode 
of earning is different. The immediate medium 
however is the commodity he supplies and sells. 
The provision for the needs of societY requires 
the co-operation of all three physical sources of 
productive. services. But some owners, by option 
or compulsion, choose to co-operate for a stipu­
lated rate, directly determined by the markt:t pro­
cesses of exchange. Some others, by pleasure or 
pressure, have to earn their living or leisure by the 
sale of goods needed by society. This method 
of earning income, by the conversion' of their 
productive resources into wares for sale. and not 
by the direct sale of their services, constitutes what 
we call business enterprise. 

Society places no economic value on business­
men's services as such. except through the valua­
tion o( their wares. The organisation which seeks 
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to satisfy social needs mainly through the sale 
of wares made by one in expectation of its being 
needed by another, is called exchange economy or 
money economy or business economy, 

The peculiarities of this type of economic 
organisation which characterises our modern society 
and its ,relation to the necessary functions of a 
modern business man will be brieRy indicated in 
the next chapter, 



CHAPTER VIII 

THE PECULiARITIES OF THE PRESENT ECONOMIC 

ORGANISATION AND THE l\10DERN ENTREPRE: 

NEUR'S FUNCTIONS 

Economic' activitieS, though they spring frorn 
the same human needs and pursue the same ideal 
of economising efforts, have undergone a distinc­
tive change in the modern organisation of produc­
tion. Neither the institption of property, nor of 
money, nor of division of labour, nor even of 
factory labour is a new experience of economic 
life. It was known·even in Roman civilisation. 
But with the invention of machines and mecha­
nical means of utilising non-human power, the 
whole scheme of economic organisation has 
assumed a new character. There seems to be no 
limit to the possible division of human . labour, 
until it can be substituted by an inanimate 
machine. The practice of money-exchange had 
facilitated no doubt the separation of ~different 
kinds of labour, but the possibility of such division 
was always limited by the market of the consu­
mers. Cheap and rapid transportation': has 
extended the market in space. . Mechanism of 
credit transaction has expanded the market in 
time. Ma~hinery driven by stearn and electricity 
has divided eacli craft into minute processes. has 
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made "the employment of labourers more inter­
dependent; has rendered the process of production 
of a commodity more complicated. Mechanised 
process of' production with its increased sub; 
division of processes necessitating exchange, and 
the monetary system facilitating such exchange, 
have interacted upon each other and have 
considerably hastened the progress of modern 
society. The' consequence is that the productive 
unit has been continually growing in size, the 
venue of production has shifted from family to 
factOry, and people now work with the direct aim 
of obtaining money. .. The more money came 
to stand for everything' else, the more possible did' 
it become for each person ...... to think only how 
he could obtain as much money as possible by 
the sale of his fruits or his labour, very sure that 
by means of this money he can get all the rest." 1 

This reflection of T urgot has been substantiated 
to a degree probably undreamt of by him. It is 
to emphasise this peculiarity of the present, econo­
mic organisation that Prof. Mitchell describes it 
as .. Business Economy." Its dominant feature 
is •• that economic activities are now' carried on 
mainly by making and spending money." 

•• InStead of making the goods their families 
need, men • make money • and with their ' money 
incomes buy for their 'own, use' goods made. ,by', 

1 Twgot:' RcBectiOl'lll, Sec. 48; 
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unknown hands. The exceptions to this rule 
presented by the domestic work of house-wives, 
by the consumption of their own produce by 
farmers, and by agricultural leases for shares of 
the crops, are continuations of an earlier order, 
in which most families subsisted chiefly upon 
goods produced by their own efforts and them­
selves consumed most of what they produced:' I 

For an adequate understanding of the entre­
preneur's functions and his income. it is necessary 
to redtember that the motive behind his economic 
activities to-day is money-making first and fore­
most. and the concrete satisfaction of his real needs 
is an indirect and comparatively remote factor. 

The second feature that requires attention and 
empliasis; because of its systematic neglect by the 
orthodox economists, is that the >mechanisation of 
the productive processes has opened up new possi­
bilities of creating property or means of owner­
ship, thaf is, newer opportunities for converting 
saving into income-earning investment. 

Thirdly, while the family is still the dominant 
unit of consumption, the productive unit to-day is 
not the family, but what we now call .. business . .,' enterprIse. 

A business enterprise is defined by Professor 
Mitchell as .. an organisation which seeks to rea­
lise pecuniary profits upon an investment of capital 

I MitcheU : Busineaa Cycles (1927). pp. 63.64. 
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by a .series of transactions concerned with the pur­
chase and sale of goods in terms of money. The 
goods dealt in may, be commodities of any ven­
dible kind from coal to newspaper; they may be 
services, such as transportation, storage, or techni­
cal advice; they may be rights, such as bank 
credit, securities, or insurance against specific 
risks. . The enterprise may , produce! or fabricate, 
or store, or transport, or distribute, or merely hold 
the title to the goods in which it deals." 8 

The reader, who has been trained in Marshal­
lian phraseology like the writer himself, will kindly 
note that Prof. Mitchell in the above passage 
means by "profits" the. income from an enter­
prise, and" capital " means not "capital goods" 
or wealth besides "land," but money-values of 
the entire resources devoted to production. There 
is no essential contradiction between this definition 
of Prof. Mitchell's" business enterprise," and 
Marshall's "business ;" the only difference is that 
one is defined in terms 01 money-values and the 
other in terms of goods produced for consumption. 
For according to Marshall,' ',' business may be 
taken, to include all provisioD. for the wants of 
others which is made in the expectation of pay­
ment direct or indirect from those who are to be 

• Ibid. p. 86. 
• Marshall: Principles of Economics (6th. edn.), p. 

291. 

33 
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h~nefit~d. It is thus contrast~d with th~provision 
for ow: own wants which each of us mak~ for 
himself. and with those kindly services which are 
prompt~d by family affection and the desire to 
promot~ the well-being of others." 

Fourthly. the size of the business units is exer­
cising a significant influence upon the organisation 
.and commercial aims of the enterpris~. Th~ 
industri~. of which the typical enterpris~ are 
small in siz~, are less dominated by purely com­
mercial' aims, I~s characterised by " business " 
method and are less dependent upon credit and 
money-market. 

Fifthly. all business enterprises are inter-related 
industrially. commercially and financially, so. very 
intimately indeed that none can suffer or prosper 
without involving others with them. There are 
different industrial series. each of which seeks to 
supply us with a particular finished product, like 
bread, cotton shirts, woollen coats, leather shoes. 
buildings. cycles or motor cars. The raw material 
of one enterprise of such a series is the finished 
product of another. One such series, for example, 
dealing with cotton, would embrace cotton farms.; 
ships, railways. spinning mills, weaving factories. 
wholesale dealers. retail sellers, and tailoring 
shops. Again none of these series are self-suffic­
ing. The above series, for instance. from cotton 
farms to tailoring shops, is dependent upon other 
industrial series. e.,. , buildings, mechanical 
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eqriipments, power, furniture, stationery, ttansport, 
professional services and sundries. 

Now these different enterprises within an indus­
trial series as well as enterprises beloilging to 
different series are connected with one another by 
commercial bonds of purchase and sale. These 
commercial bonds which unite the different enter­
prises and industries lead to an inevitable financial 
relationship with one another, often of a complex 
character due to the credit system of exchange. 
Financial interrelation further arises tei-day from 
the corporate form of business organisation, which 
enables the same capitalist or group of capitalists 
or a holding corporation to acquire a controlling 
interest in apparently independent enterprises." 

These are some of the most important features 
of the present economi~. organisation, in which 
entrepreneurs have. to earn an income for their 
resources, personal or materiar. This income 
constitutes profits and the mode of earning it is 
what we have described as business enterprise, 
that is, provision for divergent needs of society. 
But provision for these needs or .. the wants of 
others which is made in the expectation of pay. 
ment direct or indirect from those who are to be 
benefited" (in Marshall's definition of 'business') 

• For a detailed analysis, see Mitchell's Business 
Cycles (1927), pp. 100.5; and Veblen's The Theory of 
Business Enterprise, Chaps. 2, 3, 5 and 6. . 
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mUlit be interpreted broadly to include all kinds 
of needs, 'present or future. actual or ideal. for 
consumption or accumulation. for living or for 
rest. or leisure. It is necessary to realise that the 
~trepreneurs' profits are earned not only by' the 
provision of goods for consumption or satisfaction 
of wants. but also by the provision of various 
kinds of producer's goods needed for producing 
consumption goods, and by the provision for 
converting people's necessary means of living into 
durabl~ means for purchasing leisure or vice 
lIei-sa. 

'Men in a society need means for pur­
chasing leisure as much as they need means 
for 'living. By leisure, let us remember, we 
mean freedom from compulsory labour. ' We 
all wanf not only (i) to procure the means of 
our satisfaction. material or moral, spiritual or 
intellectual. but also (ii) to secure the means for 
purchasing our leisure. voluntary or involuntary. 
lluch as accident. disease and unCfll1ployment: or 
education. culture. or any other intellectual. moral 
Or spiritual putsuit which may not bring to us any 
pecuniary fruit: or mental rest and recreation. or 
even idleness. 
, Now the traditional means for procUring this 

leisure. is property. The older lorms o{ property 
were chiefly land, cattle, and precious metals. 
M~ical revolution has placed at· the dispOeBl 
of society newer forms of property in the shape of 
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plants and machineries of all kinds and newer 
products obtained with their aid .. 

We should distinguish· however between the 
two main motives of saving or accumulation of pro­
perty. From time immemorial. foresight and pru­
dence led men to save a part of their income either 
(a) to meet contingencies. or (b) to procure further 
income for greater comforts. And here we have 
to remember that all kinds of property are not 
capable of achieving both these objects.· Con­
tingencies like ac~ident. sickness or old Bge or 
other kinds of compulsory idleness may be tided 
over by means of a hoard of precious. metals. or 
even some durable utensils or furniture or such 
movable property as live-stock and cattle. These 
may be exchanged at the time of need. But 
these kinds of accumulated wealth are not 
income-bearing and hen,ce they cannot be reckoned 
as productive capital. 

The lirst mentioned motive of saving is future 
provision to insure for a possible need.' The 
effectiveness of saving must be relative to the pro-' 
portion between the durability of the commodity 
representing the saving and the length of time for 
which insurance is to be made. This is why the 
scope and opportunity for. saving depends upon 
the discovery of durable goods. . 

Primitive man perhaps. saved in food. But 
food like hunted game. or fish does not keep. 
This • keep • or durability is however necessary in 
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saving, if it is to satisfy the future need it is meant 
to serve. Thus when food improves from 
perishables to storables, the purpose of saving is 
better served and the scope and opportunity for 
saving is much enlarged. This mode of saving 
was discovered in reared animals. A stormy day 
or illness thus did not necessarily mean starvation 
for primitive man, because there was the saving 
of stored food-in the form of live-stock to satisfy 
the need that was foreseen and provided for. 
The saving is effective to the extent of the dura­
bility of the commodity saved up: This explains 
why for purposes of saving perishable goods have 
always been sought to be replaced by articles of a 
more durable nature. •• whose value would not 
be destroyed by time. .. This explains why early 
accumulations took the form of money or precious 
metals. It is to be noted also that the effective­
ness of an individual saving which is chidly 
wanted for future food and clothing, depends on the 
possible exchange of the commodities saved with 
'these consumable products. They would be avail­
able from those who would desire to make a 
similar provision at the time by the interchange of 
their surplus consumables for some durable goods.. 

But the second object of saving, viz.. a further 
gain of income. cannot be achieved by mere 
durability. A, greater income is obtainable only 
from higher productivity. This means that the 
form that saving must take should be a kind of 
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investment that can secure a higher return than 
the current one. This evidently depends on inven­
tive and progressive factors. In other words. the 
effectiveness of saving for this second purpose is 
dependent upon a higher productive capacity. 

Orthodox economic.s teaches us that saving 
depends upon (a) the motive or will to save. and 
(b) the capacity to save. that is. the surplus 
productivity of the present efforts over essential 
present needs. But it does not point out 
that saving depends as well upon the opportu­
nity to invest. Where the motive of saving is an 
income. there can be no saving unless an oppor­
tunity to invest renders this motive of saving rea­
lisable. 

In the Principles of Economics,8 Marshall points 
out that in India people do indeed save at great 
sacrifice. but they spend all their savings in lavish 
festivities at funerals and marriages; and not for 
any permanent provision for·the future. This is 
all true. But the reason is that their motive of 
saving could not reach the stage of permanent 
provision for the future. because they had no 
scope or opportunity for investment. The knowledge 
as to how to transform saving into investment which 
could enable them to provide for the future was 
lacking. The only form of income-earning pro­
perty the:y know of ill land. which is beyond the 

6 Sixth edition. p. 225. 
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capacity of ordinary peasants to own. even in the 
somewhat improbable event of a transfer of the 
land from the land-owning class to them. So their 
motive of saving is necessarily confined to 
such· future contingencies as funerals and 
inarriages--expenses. not· optional as Marshall 
thought. but compulsory. enjoined by religious 
and social decrees. 

Marshall overlooks here the bearing of saving 
upon investment and forgets that the motives of 
saving are· limited by the possibility of their reali­
sation and these motives are frustrated whenever 
the end is unrealisable. Motives of saving can 
never take the shape of a future provision. unless 
there exists a possibility of turning saving into 
investment. 

So. in the case of Indians. the only way of provi­
ding for their future lies in having male children. 
who are bound to provide for their subsistence and 
comfort to the best of their ability through the pres­
sure of social injunctions as well as religious fear. 
The necessary provision for old age or misfortune 
among the poor people of the East is thus made 
not by saving in property but by founding a 
family. Children to them are not a luxury. but a 
:tecessary type of insurance for old age. The son 
~succeeds the old father in the farm or in the pro­
fession. as the case may be. Apart from its 
social aspects. the arrangement in a stationary 
society is economically sound and advantageous. 
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The son getil the benefit of an assured employ­
ment for his living, the father ga:ins' the assurance 
of leisure in old age. A poor man who is" child­
less has to hoard for his old age and to obtain his 
subsistence with difficulty even with his hoarded 
silver, in a society which knows no residential hotels 
or income-bearing investment, safe and sufficiently 
remunerative for the illiterate petty savers. 

It is clear from the above that though any kind 
of exchangeable property may realise' the objecf of 
saving for possible contingehcies, it is n~ttheonly 
mode of making a future provision. Property is in 
fact a mode of luxury, open to the comparatively 
rich. Again, for society as 'a' whole, the second 
object of saving for a continuous income depends 
upon the possibility that saving should take a form 
that can increase the productivity of the ~isting' 
employable resources. Mechanical progress did 
not only create newer forms of pr~perty, but also 
the possibility of earning an income from them. 
Railways and ships replace bullock carts and row­
ing boats for purposes of transport. Not only does 
transportation get chealler and more efficient 
thereby. but it also offers an opportunity to those 
who want to save and invest instead of merely 
hoarding. to earn an interest instead of merelyaccu­
mulating in order to meet chances of rainy days or 
old age. Interest from investment is thus clearly 
the outcome of technical inventions and improved 
methods of production. 

34 



266 THE THEORY OF PROFITS 

Marshall recol{nises that "progress of know­
ledge and intelligence furthers it (saving) in many 
ways," 7 though he does not expressly point out 
that the demand for, and hence the opportunity of 
turning saving into investment, is dependent to a 
considerable extent upon the discovery of investment 
'goods in the form of. auxiliary capital. Marshall 
clearly points out however that a rise in the rate 
of int~est .. is often an indication of an increased 
efficiency of our productive resources." • Now, 
does it not recognise in a way that the rate of 
interest earned in productive processes depends on 
the progress of technical arts and their achieve­
ments in turning saving into productive investment, 
i.e., upon the art of improving production with 
newer mechanical appliances? 

It will now be seen that though the facility for 
saving was continually on the increase with every 
discovery of durable goods, the opportunity of savers 
to earn a continuous income came only with the 
discovery of such goods as could aid the entrepre­
neurs in a more labour-saving and mechanised 
form of production. This opportunity of earning 
an income must undoubtedly have stimulated fur­
ther saving to a certain extent. But it is necessary 
to recognise that the motive of an income is not a 
primary or necessary urge to saving from the 

• Marshall: Principles of Economics (6th edn.). p. 236. 
8 Ibid. p. 236, third paragraph. 
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individual point of view. The motive is evidently 
the outcome of an alternative method of earning 
income that the system of private property has 
evolved. Entrepreneurs of the post-mechanical 
revolution period were in need of newer producer's 
goods to cheapen their processes of production and 
this seems to be responsible for the- greater urge 
and incentive for saving,-saving not for such­
natural and necessary contingencies as old age or 
unfortunate days, but for the artificial greed of a 
greater income, The entrepreneur's need thus 
gave an opportunity for rich men's greed. This 
seems to be the essential relation between saving 
and capital. 

SAVING AND CAPITAL. 

The modern entrepreneur, in providing for the 
ordinary wants of the community, thus performs 
incidentally another service to it. He enables the 
community to derive an income from saving, creates 
the possibility of converting saving into investment 
and of earning interest, - by reducing the cost of 
production through a process that requires more 
material aids and less labour. And what is more, 
he makeS the purpose of saving ideally effective 
by giving it a form that not only earns an income 
but also lasts till an indefinite future enabling the 
saver to face all possible chances. 

Fortunately or unfortunately for humanity, by 
deliberate choice or by pressure of circumstances, 
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ali a teS1,Ilt of the institution of property or by way 
of Ii series of fortuitous historical accidents. the 
fulIilment of both these economic purposes of 
society has devolved upon the shoulders of the 
modern business men. They have to provide for 
the means of living for the masses and they have 
also to satisfy the demand for goods that can pur­
chase leisure for the pleasure-loving rich or for 
the intellectual and religious classes for whom 
leisure is a requirement. 

From the individual view-point. saving or 
properly-making may thus be regarded as a pro­
vision to purchase a claim to idleness. a certificate 
of right to make other people work for one's 
living. or to secure a portion of the product made 
by others. not as a robber. as Proudhon professed 
and preached, but like an honest economic trader 
who exchanges some present labour or claim for a 
future right. 

Entrepreneurs' demand for saving arises nom 
their need for some newer forms of capital goods 
or a greater quantity of them. 

Now. any .new creation of wealth means a 
withdrawal of resources (material and personal) 
from the current products to the newer ones. 
And this withdrawal is likely to cause a deficiency 
of the current products in a stationary society 
which follows the same method of production and 
which requires, therefore. the same amount of 
resources for producing the same amount of 
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commodities, The maintenance of the current 
products up to their usual amount is possible. 
however, in a progressive society that adopts an im­
proved method of production I)Uld thus requires a 
less amount of the resources for producing the same 
amount of goods, The improved process leaves 
a surplus of resources that is available for the pro­
duction of the new goods. 

The first course involves a sacrifice· of the 
accustomed quantity of consumption; an abstinence 
ishere necessary for the sake of a new variety. But 
the second course does not lead to the sacrifice of 
the accustomed standard while introducing the 
new. 

In a stationary society. therefore. a new pro­
duct or variety always means a. sacrifice in the 
consumption of the accustomed 9uantity. But 
this does not result in any new saving or accumu­
lation of the resources. anY new creation of capital 
goods. for the amount of resources available for 
income-bearing investment has not increased. 

But if the new product is not a direct good of 
consumption. a direct means of satisfaction. if it 
is only an indirect good for production. a produced 
means of improving production. this withdrawal 
of resources means a real sacrifice. It will have 
no compensating satisfaction. and will result in a 
new investment and creation of capital goods. 

Similarly any restriction of consumption in any 
society. stationary or progressive. results in a 
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release of resources which can be devoted to a 
possible creation of new capital goods-new by 
quantity, quality or variety. 

We should remember however that restriction 
of consumption does not necessarily lead to the 
creation of new capital goods ; creation depends on 
the released resources available being actually so 
realised. 

It may be helpful to remember here that there 
are chiefly three forms of business capital: (a) 

workmen's subsistence, or consumption goods that 
support labour on an accustomed standard of 
living, (b) raw materials to work upon, (c) plants, 
tools, machineries, powers, etc., that aid labour. 
The two forms (b) and (c) constitute capital goods 
or producer's goods proper. 

Restricted consumption and a lowering of the 
standard of life of people, releases a part of land 
as well as of labour that can be utilised for the 
creation of new capital goods. Thus land 
may, be devoted to raising new (in the sense 
of an additional quantity or a variety) raw 
materials, and labour to new work. But plant and 
machineries, thus released, are likely to remain 
idle as an immediate effect. This is because 
machines are highly specialised tools, too immobile 
to take to any new use. Similar considerations 
may also apply to land as well as labour. 
Lands released may not be made to grow any and 
every kind of raw material, and labour, unless 
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unskilled, cannot be directed to every kind of new 
work. 

This is why a sudden restriction of consump­
tion, if forced upon ~ociety, may sometimes cause 
a dislocation of industry by dearth of labour, idle­
ness of some lands, and even unemployment of 
skilled labour. It may not lead to an immediate 
creation of new capital goods. 

The conclusion that is sought to be drawn 
from the above. is this: a sudden whim of the 
consuming society to grow more thrifty may not 
mean any fruitful saving or creation of capital. 
unless there is a real demand 'for it in industry. 

All that the consumers can do under the cir­
cumstances is to hoard specie. if any. or money. 
that is. certificates· of purchasing power reserved 
for any prospective use in industry. 

But if there is any real demand for new capital 
goods. that is. produced means of production (not 
means of satisfactiml) in an industry. the consuming 
public can be forced to make a saving. This has 
been pointed out by D. H. Robertson and some 
German economists. The device for doing it is to 
lower the value of money or to increase the price­
level. This may be regarded as the second 
method of creating capital. 

The maker of' new capital-goods is put in 
possession of a quantity of purchasing power. with 
which he is in a position to withdraw the necessary 
amount 9f land. labour ~d capital goods from 
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their' accustomed employments. The result is a 
dearth of the products, from the production of 
which these resources are withdrawn, and an 
increase of their prices (assuming that no improve­
ment in methods makes up the effect of the 
decreased resources in their production). 

This dearth of consuming, goods and the 
consequent restriction of consumption is t!>e neces­
sary price for the creation of the new capital. The 
new capital is thus formed out of" abstinence .. 
of consumption. 

Now if this creation of capital is financed by 
bank-credit through the process of inflation, i.e., 
by uncovered reserve, this saving is forced upon 
the public against their will. But if this is financed 
out of the accumulation or voluntary saving of the 
public due to their deliberate restriction of con­
sumption, the labour thus thrown out of employ­
ment by the restricted consumption may find 
employment in the creation of new capital goods 
and the purpose of saving is realised in the 
investment. 

But a third way of creating capital or turning 
saving into investment is also possible, when 
there is an improvement in the production of con­
sumption goods. For the saving of labour thus 
effected may easily be utilised for creating new 
capital goods without any restriction of consump­
tion or abstinence. Society here gets an opportu­
nity of increased consumption, but it prefers to 
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wait for it till some future time. Here !laving is 
effected through a surplus of income over unres­
tricted expenditure and hence it is a reflex of pro­
gress. Inventors and discoverers create this possi_: 
bility and entrepreneurs materialise it into actuality; 

.. The demand.for capital goods" must not, 
therefore, be regarded as .. the demand for future 
income':' as Prof. Knight asserts in his Rislt. 
Uncertainty and PTofit! But the demand for-saving 
II).!!y be so interpreted. The demand for capital 
goods is the entrepreneurs' demand for business 
extensions or opportunities for earning profits. 

The above analysis _ makes' it clear that the· 
function of the entrepreneur is not confined to the 
provision of the means of living in the form of: 
various consumable commodities and services: it 
extends to the proviSion of the means, by which 
people can live a life of leisure (a life free from 
compulsory labour). in the form of various kinds 
of productive goods. 

From the broad social point of view. besides 
the two functions mentioned above, viz., (a) pro­
vision for consumption goods as means of living, 
and (b) provision for production goods as means 
of procuring leisure for people who want to live 
without compulsory labour. the business man does 
also perform incidentally some other important 
servIces. He acts as the employer of the social 

• See p. 163. 
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resources, lana, .labour and capital. He is 'the 
distributor of the national dividend and the pay­
master of all who co-operate to' meet the social 
needs. He is the risk-taker in production, organi­
!ling production of a commodity in anticipation of 
its demand. If we look at him ,hrough the eye's of 
a consumer, he is the consumers' trusted agent, on 
whom they rely for the satisfaction of their" needs. 
He is the social house-keeper, the centre to which 
the productive activities of entire society con­
verge, as well as the centre from which the indivi­
dual satisfaction of every co-operating member of 
the community radiates. Society relies upon him 
to distribute its productive resources to the best 
possible advantage. He is expected to apply the 
social resources, according to the theory of the 
mathematical maximum. Now In Robinson­
Crusoe economy, one's satisfaction is maximum 
when the marginal utility of efforts or of any'homo­
geneous kind of sacrifice, is equal in all kinds of 
enterprise. This is the source of our belief that a 
position of equilibrium is also a position of ~axi­
mum well-being. In a society based upon money­
economy, satisfaction and sacrifice are alike 
measured in money, and the demand-price of 
commodities and the supply-price of co-operating 
resources act as the only barometers of consumers' 
needs and producers' sacrifice to guide the entre-· 
preneurs in their task of maximisation. That a 
position of equilibrium between the market demand 
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and supply prices neeq not mean a . maximisation 
of social well-being is shown by Marshall in his 
doctrine of Maximum Satisfaction. This is elabo­
rated by Prof. Pigou in his Economics of Welfare. 
Subject to these restrictions and qualifications. 
rather large and wide, social efforts and sacrifices 
are brought to a state of equilibrium through . the 
guidance of the business man. This is however 
true only imperfectly and in a very broad sense. 

The distribution of the resources of procluction. 
w; should remember, is the counterpart and reflex 
of the distribution of consumers' purchases. This 
distribution depends, as Marshall points out, upon 
three classes of decisions as to (i) the relative ur­
gency of wants, (ii) relative. advantages of differ­
ent means to attain each end, and (iii) the margin 

'of application of each means to each. end." And 
this kind of economic distribution based upon 
these classes of decisions is enforced upon the 
business man by the very logic of .. business eco­
nomy," for his incapacity in this respect will land 
him in bankruptcy or loss. 

From the technical view-point of production. 
the business men are simply labourers of "a highly 
skilled industrial grade," who' arrange' or • engi­
neer' its general plan, and superintend its details.u 

From the financial view-point of production, 
they are .. middlemen " intervening not only 

10 See Marshall's Principles of Economics. V. iv. 4. 
\I Ibid. IV. xii. 2. 
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between" the manual worker and the consumer." 
as Marshall describes them in a passage.u but 
middle-men between the owners of all social 
resources that seek employment and the consumers 
as a whole; In the language of Marshall. .. they 
'. adventure • or • undertake ' its risks; they bring 
together the capital and the labour required for the 
work." 

Erom the view-point of individuals struggling 
for an income in the present •• business economy" 
of our society. they are merchants first and 
foremost. purchasing the services of land. labour 
and capital of various kinds and grades on the one 
hand. and selling the commodities needed by the 
consumers on the other. the difference of money­
values in the transactions contributing to their in­
come or profits. This constitutes .. the relation 
between the making of goods and the making of 
money within each enterprise. A business' :enter­
prise can serve the community by making goods 
~nly on condition that. over a period of ye8i:s. its 
operations yield a profit." .. 

The .. subordination of service to money­
making .... Prof. Mitchell 10 rightly points out ... is 
not grounded in the mercenary motives of busi­
ness men. but is one of the necessary results of 
pecumary organisation." The entrepreneur. 

II Ibid. IV. xii. 2. 
18 Mitchell: Business Cycles (1927). p. lOS. 
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whether a farmer or manufacturer. or a speculator 
or merchant. can only earn his income in one 
way, namely, as a merchant. by purchase and' 
sale and by a difference between his expenditure 
and receipts. This explains 'the peculiarities, of 
his income and the various ways and means he' 
has discovered to swell it. This we shall review in 
the next chapter. 

It is necessary to add a few words onthe coni-
. .Jllex composition of the modern class of bus mess 

men who' play such an •• active r6Ie in determin­
ing what use shall be made of the country's 
natural resources. industrial .;quipment. imrestrnent 
funds, brains and brawn." The classical business 
man. or capitalist-employer. who employed labour' 
and pocketed the profits and who combined in .. 
him the ownership and control. i~ now a dis­
appearing. though by no means an extinct. species. 
In the joint-stock company or corporation form of 
business organisation which dominates the bulk of 
large-scale enterprises. it is difficult to identify 
anyone who closely resembles in his function' 
the simple capitalist-entrepreneur of private enter­
prise. According to Prof. Mitchell. .. the old 
capitalist-employer has evolved on the one side 
into a business management ". and .. on the other 
side into a set of technical experts." lB The 
tt management" includes .. the more active 

1 S Ibid, p, 159.' 
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directors and high officials, often with the addition 
of one or two financial advisers, legal counsel, and 
large stock-holders." 1< Sometimes a single man 
dominates affairs; "the stock-holders elect his 
candidates to office, the directors defer to his 
judgment, the officials act as his agents." Here 
everything is a •• one-man" show. Another 
development of modern organisation is the growth 
of a class called "promoters." The promoter's 
special function is to exploit new resources. to 
develop new processes, to create new products, to 
cultivate new tastes. This he does often by con­
trolling a substantial part of the fluid funds of the 
market and is thus in a position to exploit both 
the investing public and the entrepreneurs working 
with an insufficient capital. The technical experts, 
who attend to the industrial side of production stand 
in a purely advisory relation to the business men 
who undertake the financial responsibility of pro­
duction. "That is an inevitable result of eco­
nomic organisation on the basis of money-economy 
in its present form . For the crucial factor in 
deciding the fate of a business enterprise is not the 
perfection of its mechanical processes, the excel­
lence of its personnel work, or even the cleverness 
of its selling methods ... The final test is the ability 
of an enterprise as a whole to make profits." U 

14 Mitchell: Business Cycles (1927), p. 158. 
15 Ibid, p. 162. 
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This 'fact is responsible for the mechanicaJ. 
character of conducting business enterprise and 
this explains the necessity of the financial interests 
dominating over the industrial. . 

The test of economy from' the social view­
point is the saving of human energy and labour 
to purchase a given volume of satisfaction. The 
test of -efficiency from the view-point of the entre­
preneur is his saving in money costs. Society is 
interested in the maximum utilisation of the whole. 
of the social resources. land. labour and capital 
for the benefit of mankind, that is. in their fullest 
possible employment consistent with social. wel­
fare. present as well as future. But the entre­
preneur is interested only in utilising them to the 
extent of his personal advantage and pecuniary 
gain. This kind of sac~ifice of sodal interests is 
inevitable in any economy which seeks to satisfy 
all kinds of social needs through private enter­
prise. open in practice only to a particular section 
of the community. This is why we find that the 
state has often to supplement the activities of the. 
private entrepreneur in the maintenance of roads. 
canals. ports. or lighting houses, etc. This is 
not the result of money economy. It is' due to the 
economic enterprise being dependent upon the 
resources which are the object of private property. 
In some agricultural areas as in Bengal. the 
farmers had to be protected against the neglect of 
their interests by landlords by recognising their 
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right of occupancy in the lands they had been 
tilling for Ii. number of years. For want of a 
similar protection the Scotch husbandmen and 
fishermen had to leave their country for 
AmeriCl\n woodlands-just to make room for 
the deer forests of their landlords. In the 
case of capitalist-entrepreneurs the neglect of 
labourers is not so wanton or whimsical. The 
mechanical mode of earninG their own income by 
protecting their own or their clients' capital neces­
sitates no doubt the neglect of other interests. 
The unemployment of labour however is not a wil­
ful device of the entrepreneurs ; nor is it due to the 
monetary economy. It seems to be due to modern 
enterprises being, firstly, financially dependent 
upon private capital. and secondly. industrially 
aependent more upon capital goods than on labour. 
as a result of technical inventions and large-scale 
production. But in the larger interest of society 
the labourers are now protected in all civilised 
countries by the recognition of a right of occupancy, 
analogous to that enjoyed by the cultivators of the 
soil in Bengal, to the industry they have worked in 
for a time, in the form of Unemployment Insur­
ance. This has been wrongly christened as 
.. doles" by an unthinking or hostile capitalist 
press that looks at it from a wrong angle. 

The so-called mercenary motives of the business 
men are the inevitable outcome of the necessity of 
their having to earn a living or income through 
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the sale. not of their ability or property directly to 
society. but of some economic product produced 
with their aid. . When a man works to satisfy his 
needs directly by his own exertions. his motive of 
course is utility. pure and simple. But when he 
obtains his satisfaction not by producing commodi­
ties for his direct consumption, but by getting them 
in exchange of the wealth he commands.· be it 
labour or property, his sacrifice merely pUrchases 
an income whose utility is • instrumental' iii the 
phraseology of Pantaleoni. But this objective in. 
come is still subjectively related to the sacrifice 
which is the means of its acquisition. In the case 
of a business man his income is totally torri off 
from any subjective relation to his sacrifice. His 
income has a direct relation only to the commodity 
he provides with his sacrifice. He cannot say. 
nor can he think, that more sacrifice will bring him 
more Income. There is no direct correlation be­
tween his income and sacrifice except through the 
mediation of his saleable ware. Thus. not only is 
his economic remuneration a mere indirect means 6f 
his satisfaction. as is the common lot of almost all 
income-earners in modern society. but even his 
economic means of acquisition is not his sacrifice 
but an objective means, viz.. the product of his 
business enterprise. The very method of earning 
his living. therefore. forces him to think not only 
of his income. but also of all economic resources 
he applies. including his own. in terms of pounds. 

36 
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shillings and pence. To denounce him as merce­
nary on this ground is not only unjust but also 
senseless. This is the only way in which produc­
tion can be carried on and social needs satisfied in 
an economy based upon private property and 
enterprise, specialisation and exchange. 

The money-motive of acquisition has an inhe­
rent tendency rio doubt to regard all means of 
acquisition as mere mechanical aids to income­
earning. From a moral or subjective point of view, 
this is undoubtedly undesirable. But the exchange­
economy engenders this feeling. and it is further 
encouraged by large-scale production which increas­
ingly divorces the association of producers from 
the consumers by production for markets unknown 
and distant, both in space and time. The corpo­
rate form of organisation. by facilitating a kind of 
.. absentee" capitalism. analogous to absentee 
landlordism. makes the shareholders' attitude to­
wards investment much more mechanical. They 
look more to the rate of return than to their neces­
sity for the income or their capacity for consump­
tion. And the Directors. as the managers of the 
shareholders' capital. are forced to become in re­
turn more mechanical in their aim: they have to 
satisfy their employing capitalists with a satisfactory 
return for their capital. as a mark of business ability 
or on pain of dismissal. Thus the modern 
development in business organisation makes 
it habitual for the entrepreneurs and capitalists 
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to think and expect in terms of a rate of return in 
place of the aggregate income itseH. unlike the 
habitual attitude of the poorer· wage"earners of 
society. 

The critical reader is likely to feel dissatisfied. 
and rightly too, that no straight answer has yet 
been given to the question as to who are the 
entrepreneurs in the present organisation. He will 
possibly observe that a division of labour has 
taken place in the present regime not only among· 
the common labour~s but among the entrepreneurs 
as well. Nevertheless the functions they used to 
perform must still be there. All this is no doubt 
true. But it is necessary to remember that 
although the functions m~y not have essentially 
changed, the mode of performing those functions, 
which is as much associated in our minds with the 
conception of an entrepreneur as the functions 
themselves. may have considerably altered. And 
this fact prevents us from identifying the modern 
entrepreneur with his early prototype simply by 
the mark of productive functions. 

Marshall notes that the .. employer" is often 
identified with the receiver of profits. But an 
" employer" need not be the same as the receiver 
of profit.'" IE we remember the origin of • entre­
preneur' in J. B. Say's dissection of the employing 
capitalist and its adoption by Walker in America. 
we should identify him as a business manager. 

16 Principles of Economics {6th edn.l, p. 297. 
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who 'engineers' the business (in Marshallian 
phraseology) industrially and not as one who under­
takes risks. that is to say, financial responsibility. 
Marshall however always looks upon a business 
man in both these aspects. and distinguishes the 
employer in the sense of the technical organiser of 
production from the undertaker of financial risks. 
He cites instances 17 where an undertaker. like one 
who collects supplies from the cottage industries, 
can pocket profits and still he is not an employer . 
On the other hand, directors and managers of 
modern corporations are mostly employers, paid in 
wages and not in profits. There is a mental 

• 
reluctance on the part of many of us to regard 
them as entrepreneurs, so w"ell-established has 
been our association of the idea of entrepreneurs 
with independent employment and profits. :With 
the growth of corporation forms, of business enter­
prise, we. therefore. find a tendency to regard the 
entrepreneur as a financial risk-taker (Marshall's 
undertaker) rather than a technical supervisor or 
organiser, This accounts for Hawley's definition 
of enterprise as risk-taking with profit as its 
reward. 

All these different associations of ideas about 
the entrepreneur are summarised by Edgeworth." 
when he distiftguishes between its four types : 

17 Ibid, p. 295. 
18 Papers, Vol. I. p. 16. 
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( I) The classical writer' s capitalist, .. who 
from funds in his possession pays the wages of 
labourers, or supports them during the work; who 
supplies the requisite buildings, materials and 
tools, or machinery; and to whom by the usual 
terms of the contract, the produce belongs to be 
disposed of at his pleasure." (J. S. Mill, Prin­
ciples, II, xv, I.) 

(2) Walker's entrepreneur, .. not an employer 
because he is a capitalist, nor in proportion as he 
is a capitalist. (The Wages Question, p. 228.) 

(3) Hawley's entrepreneur, who undertakes 
risks, of which class the most prominent, .though 
not the only, species is the investor in joint-stock . 
compames .• 

(4) Walras's entr~preneur. innocent of the 
taint of profits. 

If we remember that four distinct ideas of (i) 
ownership of produce. (ii) organisation (technical). 
(iii) risk (financial) and (iv) profit are generally 
associated with the conception of an entrepreneur, 
we can leave it to the reader how he would choose 
to define an entrepreneur. But it is necessary to 
notice that neither risk nor labour function 
(organisation) has any direct bearing upon profi~, 
except through their transformation into an econo­
mic product. They are both incidental services in 
providing the product. If we want to retain the 
association of the entrepreneur with profit,-and 
this 'appears to be the prevailing tendency at 
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present.-the best way out of the difficulty seems 
to be to define entrepreneurs as those who take 
remuneration for their co-operation in production 
indirectly through the product of the enterprise. 
From the view-point of material production. the 
conception appears to be rather shadowy, for it 
makes no essential difference in the concrete produc­
tive function whether the capital is supplied by a 
shareh'older or a bond-holder. or the management 
is conducted by capital-owners or by their salaried 
officials. The only difference between the two 
groups lies in the financial responsibility involved 
in the material or physical production: one group 
undertakes financial risks incidental to production; 
while the other group co-operates on a contraC: 
tual basis. The distinction between profit-earners 
and contractual income-earners thus appears to lie 
in the financial processes of production and not in 
the industrial. Shareholders and bond-holders are 
not to be supposed to furnish capital in the indus­
trial sense of concrete economic goods other than 
.. land." but capital in the financial sense of all 
kinds of property, tangible or intangible. which 
helps to secure a money income. Capital in this 
sense forms the financial basis of production. 
That is why profit is calculated on capital. From 
the financial point of view. the whole of the 
property or the resources which are invested in 
production is the means for earning profits. 
The method of production in modern society is not 
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a communal co-partnership of the different agents 
of production. It is conducted under ~ system of 
private property and private initiative of a person. 
natural or legal. The industrial organisation of 
every productive enterprise is thus based upon a 
necessary frame of the financial interests. of those 
who acquire the right to its products. The inter­
ests of the owners as owners must necesjlarily be 
financial. 

To repeat the argument in other words.-From 
the social view-point of physical output. produc­
tion is a co-operation of the owners of different 
agents of production. F rom the private ·indivi­
dual's view-point of earning an income. pro­
ductive enterprise is only a financial ·investment. 
the necessary means of obtaining money-profits. 
Capital in the financial ~ense is thus. the natural 
basis for calculating profit. M. H. Dobb" is 
quite right in complaining that no satisfactory lcal­
culation of profits. is obtairiable on a basis of per­
centage rate on capital. For the value of capital 
is itself governed by its income and in the long run· 
the capital of a business is merely the capitalisa­
tion of its expected profit. This however is the 
inevitable outcome of corporation securities emerg­
ing as a property. This is why Veblen" ironically 

\9 Capitalist Enterprise and Social Progress, p. 73. 
10 Veblen: The Vested Interests and the Common 

Man (London. 1924). p.67. 
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remarks: .. intangible assets will not hold water'" 
The modern method of corporation finance, he 
explains, has eluded the charge of .. watered 
stock;' for one cannot find what is "capital .. 
in the old classical sense. 

The financial view of a business enterprise,­
that is, the private individual's as opposed to the 
social view of it,-has led some American writers" 
to look upon •• the ownership of the business unit" 
as .. a distinctive function of the entrepreneur;' of 
which the remuneration is profit. A superficial 
analogy naturally suggests itself, viz., that as the 
ownership of land, labour and capital yields rent, 
wages and interest, why should not ~he ownership 
of a business unit be regarded as yielding the 
income of profit? The obvious error in this kind 
of thinking is that though anything that is eco­
nomically valuable is owned in a regime of private 
property, yet ownership cannot account for the 
value of the property: it is rather owned and made 
a property because it is valuable. Land, capital 
and labour earn an income, not because they are 
owned but because they are valuable. Ownership 
is an incident of income of all kinds . For, the 
medium of earning it, in common with every item 
of wealth, is the object of private acquisition, and 
is regulated by the law of a land with regard to 

01 See Charles A. Tuttle' s article. The Function 
of Entrepreneur. American Economic Review (192n. 
pp. 13·25. 
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property. Any saleable commodity forms the 
medium of earning profits. Sale of human beings, 
wherever slavery exists, may yield profits. The 
ownership of enterprise or its product is thus a 
mere incident of profits. 

But this mental attitude seems to stress an 
underlying truth. viz.. the necessity of getting an 
economic control over the resources before they. 
can be organised for production. What ·orthodox 
economics generally stresses and emphasises is the 
entrepreneur's position and importance in his in­
dustrial function of physical or material production. 
;What the general emphasis fails sufficiently.to im­
press is that the task of organising the diffa:ent 
factors for purposes of production is impossible 
within the present legal structure of society. un­
less someone first brings them together. First a 
possible union of different factors.: then the 
organisation. The usual way of bringing them 
together in the present regime of private property is 
to own or hire them. The full economic control over 
their use alone makes it possible for the work of 
organisation to be proceeded with and applied. 
There is unfortunately no term to describe this 
important preliminary service of linking up t}le 
different factors that the owner of a business enter­
prise or business capital performs. Promotion is 
more an exploration of the possibility of an enter­
prise than an acquisition of control over the 
resources that the preliminary financing does. 

37 
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Enterprise refers to the attempt of production 
and organisation refers to the arrangement of the 
assembled resources to ensure economical pro­
duction. But the intermediate form that this 
process assumes. the concrete embodiment of the 
attempt that enterprise makes and the possible 
source of the economic arrangement that organi­
sation seeks. seems curio~sly neglected as of no 
economic moment. 

In a socialistic regime where everybody is a 
virtual government servant and all the resources are 
government property. production will take place 
through a union of economic factors by mere 
dictation. In a communal society (not of the 
Ru~sian type of a communist-dictator's regime) 
production will continue through a co-operation of 
resources •. regulated by tradition and custom. as 
interpreted perhaps by a council of headmen. 
But in the modern society of private property and 
free initiative. the union of resources preparatory 
to production can only take place through the 
transference of control of the requisites of produc­
tion from their original owners to those who pro­
pose to utilise them for purposes of production. 
Now these are no other than the capitalists who 
undertake the financial responsibility and assume 
the risks of production. This is why there can 
be no business without capital. 

Unless we take care to distinguish between the 
industrial and the financial aspects of a business 
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undertaking and unless we hold firmly to the fact 
that the primary function of a business man is to 
provide goods, needed directly or indirectly by 
society, as a means to secure a money-income for 
his property and labour, the subsidiary or inciden­
tal function such as risk or labour of organ­
isation is sure to lead us to confusion. Whatever 
services may be required of a business man or of. 
his hired ass~ciates, they are all to be devoted to 
one purpose, viz., money-income through a com­
modity needed by society. 

Let us attentively read, for instance, M. H. 
Dobb's description" of the entrepreneur'!! func­
tion: .. Though the Entrepreneur Function is 
connected with the bearing of uncertainty, it is 
connected incidentally rather than essep.tially ..... . 
The principle elements 'of this function, as applied 
to any economic society, will be the capacity for 
Adjustment and Innovation ......... they are con­
cerned primarily with deciding things rather than 
with doing things ..... 

The description is unimpeachable if we .look 
at it from the industrial view-point of material 
production. But Adjustment and Innovation are 
no less incidental to production of money values 
as the uncertainty· bearing is to the production of 
physical output. The analysis of the entrep~eneur's 

so Dobb : Capitalist Enterprise and Social Progress, 
pp.38·39. 
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functions as an industrial agent. however accurate 
and penetrating. does not furnish us with any 
direct clue for explaining his profits. It is neces­
sary to realise that he earns his income not as a 
producer but as a virtual merchant. The produc­
tion means to him only acquisition for purposes of 
sale. The whole of the productive process is to 
be looked upon as a complicated process of pur­
chasing the commodity he seeks to sell to society . 
The direct means of acquiring his income or profit is 
the commodity produced and not his services in 
production. So whenever we try to explain his 
remuneration by his productive functions (in the 
industrial sense). we fail. as we stop our analysis a 
little too short. A cheap purchase of goods does 
not enable a merchant to earn an income by itself. 
for it is only one part of his mercantile transaction. 
oiz., its acquisition. If he has to sell it cheaper 
still for want of a demand. his success as a pur­
chaser all goes to nothing. Similarly with the 
entrepreneur: his cares. skill and ingenuity. his 
.. sleepless nights," and agonising anxieties may 
all fail to secure him a living, although they may 
succeed in producing an excellent product. unless 
he can find a market for it. The instances of poets 
and writers living in misery. while their publishers 
roll in luxury, amply illustrate the futility of the 
industrial function of an entrepreneur as an ex­
planation of his income. 

The financial function of the entrepreneur is 
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equally impotent to explain his remuneration. 
Financial responsibility points to the fact that 
whether the product can be sold or not, 'he must 
pay the agents which serve him to procure the 
product. Now this is the inevitable outcome of the 
contractual arrangement by which he obtains their 
co-operation. They give up their respective claims 
to the product of their joint sacrifices, only on the . 
condition that they will have their sfipulated 
rewards. The fi~ancial responsibility is thus an 
alternative deScription of the price by which the 
entrepreneur acquires his exclusive title to the 
joint-product. 

Similarly risk in the financial sense points to 
tlie fact that the costs incurred for production, that 
is, the price paid for acquiring the title to the pro­
duct may not be adequately covered by the price 
of its subsequent sale. It refers to unstable prices 
to which the owner of every economic good is sub­
ject. Risk of loss, like the chance of gain, in­
heres in any kind of property or ownership. As 
the product must be his, before he can sell it. 
risk is incidental to production or acquisition of a 
commodity. 

Profit can, therefore, be explained only by the 
virtually mercantile 'nature of his social function as 
a whole. His main function in society is to pro­
vide commodities for the satisfaction of specific 
social needs. This means that he has to sell the 
commodities to consumers. But he cannot sell 
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unless he produces them first. His production 
and cost are thus nothing but a virtual method 
of acquisition or purchase and its price. Both 
his physical and financial sacrifices-his labour 
and risk function or responsibility-refer to the 
cost of his acquisition or production. Thus 
they relate only to' a part of the process by which 
he serves the community. and secures his profits. 
Th~e are thus functions merely incidental to his 
main social service. 

Profit is thus secured as the combined effect 
of his skill both in production-purchase and sale. 
Profit is the result of his skilful provision of social 
needs. Production is to be so manipulated that 
the sale-price of the product to . its consumers 
remains higher than the money spent by the 
entrepreneur. 

Commodities are the commonest medium of 
earning profits. But the meaning of commodities 
need not be confined to produced goods only. 
Profit may be earned by land as well as by 
legal rights or securities. that is to say, by any­
thing that is marketable; and they are all commo­
dities in the broad sense of economics. Farmers 
and manufacturers earn it in the same way as a 
merchant or a speculator. But the method of 
acquiring the commodity is different. Industry 
acquires it by production and commerce by pur­
chase. 

In the light of these discussions, it seems 



MODERN ENTREPRENEUR'S FUNCTIONS 295 

advantageous to identify entrepreneurs as the 
receivers of profit and to associate profit with the 
mercantile method of earning one's income. The 
source of profit however lies, as we shall find later, 
not in the method of earning it but elsewhere. 

We can now sum up the distinction between 
the earners of profit (entrepreneurs) and those of 
other incomes provisionally as follows : 

First, we may broadly distinguish "between 
them as those who invest and those who merely 
lend "their resources. Secondly, we can differen­
tiate the two groups by the nature of the distribu­
tion between them of risks that are inher~nt in 
production. The risks of a fluctuating or unremu­
nerative rate of income are "mainly undertaken by 
those who invest their resources. These risks are 
usually known as financial risks, The risks of un­
employment are chiefly shouldered by those who 
lend them for a stipulated rate. Thirdly, from the 
stand-point of social consumption we can distin­
guish those who ~ctually supply the diverse means 
of social satisfaction from those who merely assist 
the former. Fourthly, from the view-point of 
direction and control, we can subdivide society as 
follows: (a) those who acquire exclusive control 
of the entire social resources in order to distribute 
and organise them with a view to maximise their 
.. private net product ;" (b) those who surren­
der their personal or material resources to be so 
controlled. to earn an assured income. Fifthly, 
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we may draw a line between the two groups by 
the limited or unlimited nature (legal) of the 
transfer of one's property which is devoted to pro­
duction. Profit is earned by the unconditional 
transfer of one' s resources to all kinds of risks inci­
dental to production. The hire-price incomes are 
earned by the conditional transfer of the resources 
one .owns. Lastly, a distinction may be made 
between (a) those who acquire the exclusive right 
to a joint product by purchasing' the claims of 
other co-operators, and (b) those who sell theu. 
right to it in return for a pre-determined price of 
collaboration. 

This last distinction seems to be most helpful 
in elucidating the nature of profit. 



CHAPTER IX 

THE PROCESS OF EARNING BUSINESS INCOME OR 

PROFITS AND THE FACTORS THAT AFFECT 

THEM. , 

A brilliant analysis of the sources of profit from 
the business man's point of view is given by 
E. Atkinson.' He points out three distinct sources 
of profit in a productive organisation, e.g., a 
factory: 

(i) Speculation in the stock of the f~ctory, 
(ii) Manufacture of the product, and 

(iii) Subsequent dealings in the produced good 
by middlemen after the owners of the 
factory have sold them. 

Now Atkinson's analysis obviously refers to the 
fact that the earning of profits need not be con­
fined to an industrial organiser: they are earned 
by the merchant imd the speculator as well. And 
the common method of them all is to acquire the 
ownership of some goods they choose to deal with 
and sell them higher. Thalis to say, the process 
by which profits are procured is in its essence 
mercantile. 

If we take speculation in the broad economic 
sense of dealings based upon fluctuation in prices, 

J The article, The Margin 0/ Profita. in Century. 
Vol. XXXIII. 

38 
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J. M. Keynes' profits, defined in Chap. IX of 
his " Treatise on Money" as the increased "value 
of the accumulated wealth of the entrepreneurs,'" 
resemble profits of the /irst class in Atkinson' 8 

classification. They. are not a part of the national 
income, if we measure that income in terms of 
industrial goods and services . From the social 
view-point they are mere paper-profits, an inflated 
value of the same volume of goods measured in 
terms of the money-of-account. But they are not 
identical. Profits of the speculator in stocks may 
come from the previous output while Mr. Keynes' 
profits are obtained from the current output includ­
ing both consumption and capital goods. There 
is a second difference as well. By speculation we 
mean dealings in anticipation of a change in price. 
Keynes considers results from any actual change 
in price. Following a classification suggested by 
Prof. Seligman 8 we may name Mr. Keynes' profits 
as aleatory or chance profits. Speculation profits 
are really a variety of aleatory profits, with this 
important difference that while chance profits are 
all sporadic, speculation profits may be both spo­
radic and regular. Mercantile profits may be re­
garded as due to place speculation. But it is more 
important and usual to mean by speculation .. time 
speculation based on price fluctuations after the 

• See p. 124. Vol. I. 
S Principles of Economics, Chap. 23. 
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lapse of an interval of time." The regular specu­
lation by bona fide experts tends to steady prices. 

Monopoly profits are secured by obstructing the 
free play .,f competition by some natural barriers 
or artificial restriction. 

An eulogium of competitive profit may be read 
in its description by Prof. Seligman:' .. Thus in 
ordinary enterprises profit is the great .. lure of· 
energy. and competition the great destroyer of 
profit. Competitive profits. the union of both. are 
hence the symptom of progress. They exist. only 
by being continually renewed: they are not a tax 
on the community. but a draft on nature. Profits 
are a result of price. not a cause of price. Produc­
tion at a lower cost creates profits; competition 
forces price down to lower cost and eliminates 
profits. Profits can be maintained only by the 
creation of a continually newer cost level lower 
than the new price." 

Here the underlying supposition is that profit 
can be earned under competition only by lowering 
cost and the cost can be lowered only by improving 
organisation for production. But as we have 
already noticed in Chap. VI. this need not be the 
only method nor is. it the usual method for earning 
competitive profits. With the same up-ta-date 
method of production followed by competitors. cosl 
of production may differ with the different volumes 

• Principles of Economics •. p. 358 (1929 edition). 
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of output, and profit depends as much on a price­
cost margin as on the volume of sale. A compe­
titor, with the better technique and skill for alluring 
and deceiving his clients, for intimidating both his 
rival producers and his unfaithful customers who 
would bestow occasional favours upon others, 
may extract profits at the expense of other produ­
cers, whose goods might be technically superior , 
but whose capital or cunning is relatively inferior. 
The typical characteristic of competition to-day is 
that the productive capacity of each competitor is 
usually greater than his marketing opportunity. 
This is why the individual cost of production often 
decreases, as the output increases. The cost falls 
continuously as the actual output approaches the 
individual optimum. 

With this background in our mind's eye, we 
can with equal propriety draw the following picture 
of competitive profits, imitating the language of 
Prof. Seligman: 

In ordinary enterprises profit is an index of 
great waste of social energy, and competition the 
great producer of profits. Competitive profits 
are hence the symptom of decay and deterioration 
of social economy. They are a tax upon the 
community. being the outcome of the robbing of 
some entrepreneurs by their rivals of a legitimate 
return for their productive energies, with a 
prodigious waste of social resources that might have 
been turned into useful products of social benefit. 



FACTORS AFFECTING PROFITS 30j 

Profits are thus a part of the social cost of pro­
duction and price; the huge waste of competitive 
activities doubling the injury done to social welfare. 
as they divert resources not only from product:Ve 
channels but also direct them to ignoble ends. 
The capacity nf robbing custom -from one's compe­
titors creates profits. Competition thus forces 
the price up to the higher cost of wasteful adver-­
tisement or other tactics equally costly and unpro­
ductive socially. 'Competition yields profits for the 
successful. though only at the cost of inflicting cor­
responding losses upon those who, fail. Competitive 
profits can be increased or maintained only by a 
continual renewal of the wasteful cost for increasing 
or maintaining custom by invading the market of 
the competitors. by persuading. Hattering. deceiving. 
intimidating. robbing or by any other means 
equally unfair. 

Prof. Seligman' s eulogy is therefore blind of 
one eye. Let us read for instance the equally blind 
denunciation of the business man and his profits 
by Thorstein Veblen:' .. The all-dominating 
issue in business is the question of gain and loss. 
Gain and loss is a question of accounting. and the 

• Veblen: The Theory of Business Enterprise (1904), 
pp. 84-5. 
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accounts are kept in terms of the money unit, not 
in terms of livelihood, nor in terms of the servicea­
bility of the goods, nor in terms of the mechanical 
efficiency of the industrial or commercial plant. For 
business purposes ......... the last term of all tran-
sactions is their outcome in money-values. The 
base-line of every enterprise is a line of capital-
isation in money-values ......... The businessman 
judges of events from the standpoint of 
ownership, and the ownership runs in terms 
of money." The description is no doubt an 
accurate and faithful account of facts. But 
is the businessman in any way responsible for 
the environment? And is it not the environment 
that determines for him the mode of his activities? 
The institution of property in society forces him 
to own or occupy the resources, and he is unable 
to fulfil his function without owning or acquiring 
the right of control over them. The money­
exchange determines for him the standard in 
terms of which he has to calculate the productivity 
and organise the resources for the purpose of 
particular production. An animal can live its life 
and seek its food upon land only by securing a 
terra firma for its feet, and by learning how to 
use them. Similarly the business man can live 
his life and seek for his living in modern society 
only by securing a terra firma of private ownership 
(temporary or permanent) and by I';arning how 
to transact business in terms of money-unit; 
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Now all these four kinds of profits-Aleatory, 
Speculative, Monopoly and Competitive-can be 
earned by the same industrial unit; e.g., a 
factory. And the mode of ~arning them all is 
the same, viz., to acquire the ownership of a 
product and then to sell. The. mercantile nature 
of transaction, makes it essential that the cost of 
acquisition should be regulated to the prospective 
price of subsequent sale. The calcuiation is 
necessarily made 'in terms of the monetary unit. 
The cost of production of the commodity. of a 
factory owner ,-which is his cost of acquisition­
consists of the money prices he has to piiy fOl' the 
raw materials, labour, loan-funds, power, build. 

ings and ground-space, transportation, taxes, etc. 
Besides these costs of acquisition he has to incur 
other expenses for distributing the commodity to 
his prospective cust.omers and also for storing it 
until they find it convenient to purchase. From 
the proceeds of the sale he has to recoup these , 
expenses before he can pay for the resources, 
material (capital) or personal (business ability), of 

those who have submitted them for production 
without stipulation or sale. 

Two sets of persons and two sets of resources 
thus co-operate for the production of goods needed 
by society. Those who lend their resources get 
their remuneration in the shape of predetermined 
contractual rates, such as rent, wages and interest. 
Those who invest them ( that is to say, employ them 
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in the hope of securing an indirect income through 
the commodity they have acquired or converted 
into) get their remuneration in the shape of profits. 

If the amounts. of " land," labour and capital 
goods -the three classes of physical sources of 
productive services,-are denoted by N, L and C 
respectively, and the small c added as a suffix 
signilj.es the mode of their employment for national 
production by contract, while the suffix e signifies 
their employment by investment or enterprise, the 
aggregate return may be represented in terms of 
the national resources as follows :-

Land 
Labour 
Capital 

(I) (2)l 
= Nc + Ne 
=Lc+Le[ 
=Cc+CeJ 

yield a net return, 
consisting of con· 
sumption and new 
capital goods. 

The vertical series (I) earn rent, wages and 
interest, whose monetary rates may be represented 
by r, wand i. The vertical series (2) obtain 
returns out of which the wastage of 01dcapital 
goods has to be first replaced,. before they can 
earn profits. Let the rate of profit earned be 
represented by p. The amount available for 
distribution as the national dividend must thus be 
considerably less than the aggregate return 
obtained. The total money-value of the national 
income, as earned by these investors, enterprisers 
and lenders of resources, will thus be :-

(r.Nc+w. Lc+i.Cc) +p(Ne+Le+Ce). 
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Now the employment of these resources -pro- . 
duces· a current output O. consisting of consump­
tion goods R and the net increment of mvestment 
goods. C. Let P and P' denote the price-levels of 
R and C goods respectively. The actual money­
value of these goods forms the monetary source of 
all social incomes and particularly determines the 
level of profits." 

Profit can thus be earned as a difference 
between the money-prices of the goods produced 
(both consumption and investment) and the total 
payments mad~ by the entrepreneurs or enter­
priser-producers as a class in the shape of the 
hire-prices of the properties and services loaned by 
their stipulating co-operators (besides the cost of 
replacing the capital goods used up. or providing 
against their obsolescence. deterioration and 
decay). That is to say. 

(Ne+Le+Ce)p = (R.P+C.P')­

(r.Ne+ID.Lc+f.Ce) 

-The factors which directly affect the aggregate 
profits of the . entrepreneurs as 1\ elass are, 
therefore. price-levels of the goods. \1olume ·of 
goods sold. loan-prices of the different kinds· of 

• The notations which are used in this chapter -lire 
the same as those of J. M. Keynes and are taken literally 
from hi. .. Treatise on Money," so that the reader can 
find out easily the differences and interrelations between 
profits in our serise and profitS in Mr. ICe)'l1e8' s~iWo. 
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re$ources. and the amount of the resources 
b~~ciwed "for ~mployment (besides the factors that 
determine the wastage due to obsolescence and 
depreciatio~ of capital). If we remember that 
the aggr~gate receipts from the goods supplied by 
b~siness enta-prises "are obtained "and obtainable 
Qnly from th~ illcomes earned by the leitders of 
r~ourceSas"~eil as"by the ~nterprisers themselveS. 
it is, ~lear that for" society as a ~hole the - t~ud 
lJIo~ey~valu~oi,th~pr~ducts m~st be"eq~al tQ the 
total" moriey-~~iue ~{th~ p~~ductlve ~~ices. '" 
" " " No;';th~se ~.h~definepure p~ofit as the surplus. 

if any. ;; excesS ~i th~' agi~gate rate of relJlunera: 
tio~ ~f land. labour and capital and do not distin­
guish. M we ,have do~e.between the ret~r~ 
obtained by th~ alternative"mo'des of their "employ­
m,e~t by. cc?'f!!J:i~t,~nd ~nt~£~ise. and lumJl together 
their incomes earned in both.of these ways as. rent. 
wages and Jl)tC)!"~t. ~ll ~G~io~siyfi~d"" that for 
the closedeco1l6niy- oFsbciety" 'Iis-liwhole. there 

r ~ • - . 
exists no profit at -e.ll.- '-This -will "explain the expo-
i\itiQn,Qf ,p,ure" ~rofit" by. :Walt~ "and Pareto.- It 
bCc.omCli o.ii'cibVl~~s"triitli'when'we reflect:tliat- fOl 

ihe,~tli~~co~m:UI1o!tY: the:p~oducers a"';d ~qnsum""er"8 
Bie_tI\es~~e~~p~sons :whai, they produce iti.1ill 
consumed;- -aie individual 8avi~gs. so far as they 
ere invested. are- only: .entrepreneurs' consumption 
in the form of capital goods". Again. as there are 
only three c;lasses of" physical sources of produc~ 
"uve 8.ervices, no profit ,is discoverable as the 



remuneration belonging to a fourth factor. ilnlesti 
one re-defines pure profit as the excoess of the 
remuneration earned by the entrepreneurs' land. 
labour and capital above the level stipulated for the 
lenders' contractual shate. As Walras' system 

r 
comprises an interweaving of the markets for three 
types of products.-commodities. services and 
new capital-and his productive services ai-e land. 
labour and capitill. there can be no separate 
remuneration ex hypothesi for the entrepTeneuT in " 
the community as a distinct factor~ This explains 
why we have attempted thr~ughout" to keep the 
conception of an excess or surplus off out" mind. 
with a view to getting a true insight into th~ nature 
of profit. 

Walras' equilibrium system brings into promi­
nence the interdependence" of social -incomes ancf 
activIties. Expressed in terms of our equations. 
this equilibrium postulates that. 

R. P.+C. P'.·= {T. Nc+w. LC+i.Cc}+ 

p{Ne+ Le+Ce} 

where p is to be interpreted as the normal rate of 
remuneration for" the entrepreneurs' resources. 
which induces them to continue producing the 
same amount of output. and contractual prices are 
such as to ensure their fullest employment. Any 
disturbance in the price-level will affect profits. 
which will aff~t the scale ofptoduction; which 
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@gain :willaffect in its turn bot~ the price of the 
i~ource!l and the income of the lenders and this 
last again .. will react upon profits. A kind of 
~ontinuous process of disturbance like wave-motion 
tends to be propagated thereby. 

A normal rate of profits with its corresponding 
equilibrium in the output of production is. there­
fore •. dependent upon (i) a stable price-level, 
(ii) an unaltered process of technical production 
or alteration of such a kind as requires the employ­
ment of the same amounts of the different re­
sources. (iii) an unvarying taste of consumption 
goods or variation of a kind that demands no alter­
ation in the quantity of resources emplo>:ed. together 
with an unchanged taste in the desire of saving 
in relation. to consumption, .(iv) a stability in the 
rates of rent. interest and wages. a change in any 
of which is bound to disturb the demand for con­
sumption goods or the demand for saving ~nd 
investment. and thus react upon the cost of the 
proc~ of production.' profit, price-level and so 
on. (v) even a stability il.l the relative competitive 
strength of the producers. 

We thus see how a normal level of profits. as a 
share of the annual national income. is dependent 
upon a stable behaviour of the economic system. 
for the pursuit of production. 

In other words. when the· price-level and the 
volume of output of both the consumption and 
I,lvestm.em . goC)d.. are 80 related to the productive 
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system that "very . factor of production i,nclud~ 
the entrepreneur' s resources gets its normal rate of 
remuneration, the money-';alue of the natioilar 
income becomes exactly equal to the incomes ex-. 
pected and we have industrial equilibrium. At this 
equilibrium position or normal state, the national 
income, the' earnings, and the money cost of 
production become identical from the view-point 
of society. This is possibly why 'Keynes defines 
them as identical. " All regular expectations such 
as regular monopoiy, speculative and competitive 
profits are to be included in the national income 
and identified with costs, for production cannot 
be maintai~ed at this normal level unles; these 
expectations are realised. This normal eq~ilibrium 
value of national income is Keynes'E. ' 

Now supposing there comes a sudden change 
in price, which has not had the time to influence 
the volume of production, a fortuitous profit wili 
result. The name profit is applied by Keynes 
only to this kind of profit. 

Regular monopoly. speCulative or compehhve 
profits are thus excluded from his definition of 
profitS. and are to be included ixi. the nor~al na­
tional income. E. A normal level of wages. 
interest and rent. together with a normal level of 
regular profits that influences the motive and 
regulates the activity of the entrepreneurs. presumes 
for the national, income a ~ormal value of E. 
Chance. aleatory or forniitousprofits thus appear 



with 'a change in the value of the national income 
from its normal volume (E). 

Actual money-value of the national income 
depends on the price-levels and volumes of goods. 
and its normal value is determined by profit. rent. 
interest and wage levels and the volume of 
resources employed. Keynes' E stands. as 
we aave seen, for the normal volume of the 
national income. identified with the normal money 
cost of production (from the view-point of society) 
and normal earnings of the factors of production. 
The deviation of the actual volume of national .in­
come (as measured by RP+CP'). from the 
normal volume E (as determined by. the normal 
wages, rent. interest and profit levels. and total 
volume of the resources employed). measures for­
tuitous' ptofits for the entire community. Keynes' 
Q in the following equation represents' this 
deviation and measures the volume of these"- for­
tuitouii'profits.' Thus, 

Q=RP+CP'-E 
"",CP'-(E-RP) 

= Value of the new inveStment goods (I) 
- surplus of the aggregate income over 
the expenditure on consumption. goods. 
i.e.. saoings of the community (5) 

==1-5. 

, Keynes: .. A Treatise on Money," Vol. I. 
pp. 135-7.' 
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So far we have a curious parallelism Qf 
th"aught belW~en Walras and Keyn~. At the 
state of equilibrium there can be no proht. Profit 
means with both. an excess above the cost 0/ pro-· 
duction (a quantitative concept). Keynes' E. the 
normal national income or receIpts must he equal 
to . the total' normal cost of current output in­
chiding th~ n"o~~a:l ;em~neration ~f the entrepre­
neur.' So. there is no p~ssibility of pr~fits fo~ 
society asa~hole:' Si~ilarly with the . syst~mof, 
.waha~. th~ concl~sion of which is thus su~maris-
ed by Gide 'and Rist : • ' 

, ........ ,' .. We ha~e this curious result: the ,entre­
preneur. receiving for the products which he sells 
just exactly what hepaiq for producing them •. 
makes no profit at all. 

. Both Walras andPareto fully admit the parl!--
, doxical natur~ of the statement. Of cour~e it •. ~ 
under~tood that it can only happen ~nder. a: regi'!l~ 
of p~fe~tly free competition. care being also taken. 
t9 ciisti~g~ish belWeen .profits and int~~t. a thi~g 
thalia n~ver done app~~tly by Engli~h ~o~a.: 
~~ts:, who. irea~ both inter~t an~ profit ~ c~ns'ti~ 
tuent dements, of cost of production. But it is not 
so wonder"ful as it seems at fiist sight. . It simply 
~~. a r~turn to :the well-known formula that 
under a regime of free competition, selling price 

8 A History of Economic Doctrinea (1915). pp. 

534·35. 
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must necessarily coincide with cost of produc­
tion .. , 

So there can be no profit. according to Walras. 
because there is no excess of recei pts over costs 
under conditions of perfectly free competition at 
the position of equilibrium. Actual profits can. 
therefore. exist owing to the prevalence of the con­
ditions of disequilibrium. 

It is regrettable that Mr. Keynes has practically 
discarded the healthy Eng !ish tradition of defining 
profits as the business income earned by any factor 
of production and has joined those who want to 
define profits quantitatively as the excess of receipts 
above the cost of production. The reader will 
note that the statement of Gide and Rist that 
English economists never distinguish between pro­
fit and interest requires a qualification. We have 
shown by numerous-quotations that all English 
economists from Adam -Smith right down, to 
Marshall distinguish between .profit 'and interest as 
the business-income and, loan-income -of trade 
capital respectively. The'modern' scientific school­
men are however too prejudice-blind- -to' see and 
read a plain meaning into- their- plain -language . 

.It is also necessary to -notice that 'competltlon­
makes the selling-price eoincide with the cost-of. 
production. only when cost refers to what'Selig. 
man calls •• socially necessary cost •• from the view­
point of society and -not to the cost of an individual 
producer. And it is . this difference between the 
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common seljing-price and the individual cost of an 
entrepreneur which the English economistll. 'undei': 
standby profit. 

But Keynes has done a great service to the 
elucidation of the theory of profit by indirectly 
pointing out a great truth with the greatest possibie 
lucidity: it is that profit;· in the sense of a surplus 
above the cost of production. . cannot exist for 

. society as a whole but for monetary disequili­
brium. His Q is the index of this disequilibrium 
and is measurable. as We have ~een in the formuia: 
quoted above. by the difference between I and S. 
the value of the new investment and savings. 

l;Iere in the analysis of the relation between 
savings and the value of new investment. we have 
a remarkable difference between ~alras and 
Keynes; and Keynes' 1:onclusion is radically' 
divergent. WalrasasSumes' that the amount of 
investment is necessaril1 equal to the . amount of 
saving. 'but accorllingto Keynes. this is nonhe 
case. .. Saving' can occur 'without any corres­
ponding -investment." • Again investment' . carl . 
exceed saving, not by" voluntary abstention from: 
consumption." which alone is Saving in Keynes' 
sense. but by .. involuntary abstention." 10 or ."forc~ 
ed saving" as we now call it in imltation of the 
German authors. 

9 Keynes:" A Treatise on Money," Vol.. I. 
pp. 172-3. 

10 Ibid, p. 175. 
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It is therefore dear that we can look upon Q. 
the fortuitous profits. both as a kind of •• forced 
saving" extracted out of the unsuspecting public 
without their knowledge and against their will. and 
as a kind of unexpected. unsolicited, but not unwel­
come, surplus gains which .. come showering" 
upon the entrepreneurs" as rain from douds," 
as c;lescribed by· J. B. Clark. Mr. Keynes points 
out t.hat the entrepreneurs "cannot but get rich 
quick whether they wish it or desire it or not." U 

as a result of these occasional showers of wind­
fall profits. This is all due to inHated prices or 
monetary disequilibrium. 

These fortuitous profits or losses, though they 
do not add to or subtract from the aggregate 
concrete wealth of the community, cause neverthe­
less individual financial gains or losses, by trans­
ferring command over wealth from one set of 
persons to another. This is fully explained by 
Keynes in the sections on" Savings and', Invest­
ment •• and by Prof. Pigou in Economics 0/ W d­
/are." The entrepreneurs gain at the expense 
oHhe consuming public by a forced-up level of 
prices. What is ,important for us to remember is 
that the prOcess by which these fortuitous profits 
are obtained is an inflation of monetary prices. and 
this can be measured in one way as the difference 

It The Economic Consequence. of the Peace. p. 221. 
l' Pigou: Economics of Welfare (1920). p. 812. 



between the volume of voluntary saving of 
the community and that of the value of .new ro­
vestment. 

Now business men. as individuals aruoous for 
earning an income. cannot but take advantage of 
any divergence in the prices of goods which would 
bring them monetary gains. The prices and 
exchange are the only media through which they 
can earn their income-all kinds of profits. 
aleatory. speculative. monopoly or competitive. 
The different nomenclature Or analytical sub­
division of an economist does not alter for them 
the process by which they can pay for the resources 
lent or. invested. or replace the capital wasted and 
consumed in the productive process. 

Profit always comes to a business man in the 
form of the difference between receipts obtained 
by the sale of his commodity and the expenditure 
necessarily incurred for its acquisition. His 
receipts are a product of the price of the commo­
dity and the volume of its sale. His expenditure 
amounts to the summation of a series comprising 
the price of every material or Service he utilises. 
multiplied by the quantity he employs. Besides the 
hire-price for land or buildings. for credit accom­
modation by bankers. and for labour and skill and 

... advice of various employees. he has to pay for 
the raw materials and services performed by other 
entrepreneurs. including the services of the 
government. local or central. for which he pays in 
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taxes, "This is why we find that business fortune 
ill affected by all kinds of influences from sun and 
rain. heat and moisture. sun-spots or disturbances 
in "the electro-magnetic fields. to ladies' fashion. 
political agitation. or improvements in the technical 
methods of production. transportation. or even 
financing industrial needs. But they affect the 
business man through the prospects of his mone­
tary receipts or through the cost of the various 
items of his multifarious expenditure. The factors 
that affect his profits may thus be physical. psychic. 
religious. ethical or political. that is. non-industrial 
in their origin. but the medium through which they 
ean affect must be monetary and financial. 

So far as the prices of any materials or services 
are beyond his individual control. the entrepreneur 
submits to them as he submits to fortuitous changes 
in price-level. gaining or losing as the case 
may turn -out to be. These "price-changes. in 
other words. stand in the same relation to the 
prospect of his private profits as lhe chance 
change in the purchasing power of the mone­
tary unit itself. " All that we can say is that a 
change in the price-level has the possibility of 
affecting his competitors equally. But actually 
they may affect them differently. for the burden 
of financial bonds will vary from firm to firm 
according to the llature of their contractual terms 
and "the periods covered by their contractual 
obligations. 
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Thes~ fortuitous profits, therefore, are not de-· 
pendable as a source of gain. Theyare likely to 
prove negative as well as positive. i'\nd so the 
activities of an entrepreneur cannot be rationally 
influenced or regulated thereby. These for-· 
tuitous profits, let us repeat, refer to the gains of 
the· business men I)Jld investors as a class at th~ 
expc;nse of the rest of the community, 

But so far as any change of prices, either in 
. the items of his receipts or of expenditure, can be 
foreseen, he will try to regulate his purchase and 
sale in. terms of the anticipated prices. To the 
extent he is successful in correctly estimating the 
future, he is rewarded with speculation profits. 
As production is now-a-days carried on in anticipa­
tion of demand and is usually a prolonged process, 
profits of every enterprise are necessarily specula­
tive to a large extent, The different trades how­
ever vary in the ~rder of· importance in which the 
speculative element stands to other factors of pro­
fit. In some industries the importance of specula­
tion may be very high indeed and the· business 
Ilbility that can rightly read the present situation 
and foresee the future movements of price is 
often rare and can therefore secure large profits. 
The theory of risk, that is, Huctuation· both 
of the price and the marketable output, as a 
popular explanation of profit, . is, as we have 
Been, built largely on this fact. This refers 
mainly to relative qifferences of gam among 
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individual entrepreneurs, due to a combination of 
fortune and foresight. 

Both the fortuitous and speculative profits are 
largely dependent upon spontaneous changes in 
the market prices. Their origin however is dilfer­
ent. The one is due to monetary disturbances, 
and the other to changes in demand and supply 
for all kinds of causes, natural or institutional, in­
dustrial or behaviouristic. either of a general 
character or of individual significance to an enter­
prise. A third way of making profit lies in artifi­
cially controlling the price of a commodity by re­
stricting its supply. The exclusive control over the 
supply of a commodity is called monopoly, and 
profits arising therefrom are monopoly profits. This 
control over supply is the surest way of obtaining 
profits and there is, therefore, a universal tendencY 
to form monopolies to secure this gain. The 
different forms of combination. such as temporary 
association like • corners' or partial associations 
like 'pools,! or more developed organisations like 
• kartells •• culminating in the perfectly unified in­
terests like AmeriCan Trusts. are all attempts to 
secure this gain. 

A monopoly. once formed. ~tries to increase 
profits . through what are called discriminating 
prices. different prices being charged to different 
customers by dividing and sub-dividing the market 
in such a way that the custom belonging to one 
part may not be transferred to another. Railway 



FACTORS AFFECTING PROFITS 319 

.rates are the classical example of this method 6f 
collecting profits. . 

Competitive profits ex hypothesi cannot be 
secured through the factor of an inflated price­
margin. Competition in the field of marketing pre-' 
sumes that the selling price is the same .for all the 
competitors. though flot their individual cost of 
production. To the extent this assumpti(ln is found 
to be untrue. we are to treat them as cases of 
. quasi-monopoly. ;Whether the inAation in price 
is due to purely monetary causes or to causes 
that disturb the normal conditions of production or 
mark~ting. profits due to'chance or speculation are 
not usually the primary economic motive that 
actuaies an entrepreneur to take to business' enter­
prise. He cannot depend on these factors to make 
his living. Competitive profits are gains which 
he usually expects and on which he mainly 
relies to earn an rncome for his labour 
or capital. Competitive profits are secured under 
conditions on which the entreprenear can rely: he 
cannot afford to depend for his income on the ·un­
foreseen. uncertain or incalculable. but accidentally 
favourable influences that raise the market-price 
above their normal level. 

;We have seen that the margin of price over 
cost per unit of output is not the only factor that 
affects profits. More important is the volume of 
transactions or sale. for cost is also often affected by 
it. A second method is thus open to a competitor 
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:for increasing his receipts and prolits at the same 
market-price by securing a greater custom and a 
larg'er clientele. A considerable amount of money 
and _skill is, therefore, usually spent to retain old 
custom and to attract new ones. It is necessary to 
recognise that what we call wastes of advertisement, 
etc., are the necessary means to retain or obtain 
custom for the purpose of keeping up the very 
existence of an enterprise. When we remember 
that not only are the rival mem:bers of an 
industry competing with each other to obtain 
a share of the consumer's expenditure, but 
each industry is also competing to wrest custom 
from others, the risk that each enterprise runs 
of losing its custom must be admitted to be 
considerable. Even disinterested scientific advice 
and moral preaching may favour the fortune 
of one set of industries at the expense of 
others. J. M. Keynes with his broadcasts on 
over-saving is indirectly encouraging in England 
the withdrawal of custom away from capital­
goods or . even durable consumption-goods 
industries in favour of those producing commo­
dities of comparatively transient pleasure and 
satisfaction. Sir Josiah Stamp and religiouli 
churchmen, with their advocacy of saving, are en­
couraging production and consumption in the 
opposite direction. Hungry business Inen will 
preach . and persuade by advertising in their own 

way. 
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The .. wastes of competition .. are \hus the 
prime needs of an individual undertaking in order 
to maintaIn Its existence. By tactful 'persuasion, 
fair dealing and other means a .. good will" 
is created and a business connection is built· 
up. Every firm establishes in this way a 
special .. market" .pE its own, consisting of 
a number of customers who get accustomed to 
deal with it and whose continued favour' ~ay be 
tonfidently relied upon. With the same selling 
price, a firm can often exercise such a psychologi-, , 

cal influence over the minds of the' consuming 
public that new customers will run for the manu­
factures of a particular brand and trade-mark, not 
because they have any justification for believing 
that the products are bett~, but because they feei 
that their purchase would be safer from those 
whose names are comparatively well known. 
Successful competitors thus continually contest for 
the expansion of their individual markets, invade 
and conquer their rivals' territories, and earn 
profits by propaganda at the expense of those who 
fail. An establishment of .. good_will' J and 
business connection is thus a standard method for 
the earning of competitive profits. 

On the expenditure side, anything that reduces 
,cost is evidently profitable. Every enterprise is 
thus encouraged to improve methods and to guard 
them by secrecy or, whenever possible, by law in 
the form of patents and brands. This method of 
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earning profits by continued efforts and improve­
ments in reducing the cost of the process of pro­
duction is, as we have seen, responsible for the 
Dynamic Theory of Profits. 

This kind of industrial improvement however 
is now mostly a common property of the scientific 
world and the scope of benefiting by them indi­
viqually is limited, except in the case of compara­
tively big businesses. But one of the most 
important causes that make for a differential 
advantage in competition is the capacity of a firm 
to command larger and cheaper credit. This is 
pointed out by both Veblen and Marshall: "The 
competitive earning capacity of business enterprises 
comes currently to rest on the' basis, not of the 
initial capital alone, but of capital plus such 
borrowed funds as this capital will support." a 
Marshall points out that a business man of 
ability will" increase his capital and credit; and 
be able to borrow more, and at a lower rate of 
interest. " 14 

It has already been shown how profits depend 
on the volume of business or sale. The total 
volume of business transaction depends on two 
factors, (a) the magnitude of the turn-over and 
(b) its rapidity. The rate of aales-tum-over can 

13 Veblen: The Theory of Business Enterprise (1904), 
p.97. 

14 Marshall: Principles Df Economics (8th e>dn.), 
p. 601. 
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be accelerated by competitive success in sales. 
This we have already considered. The magnitude. 
of the turn-over can be enlarged by obtaining a 
greater command of working capital. chiefly for 
materials and inventories. For this. business men 
generally look to the short credit-markets of the 
bankers. and not to the long capital-markets of the 
investors. The use of credit can thu~ increase 
the effective earning capacity of the capital 
invested by the entrepreneurs. 

Now it is possible for some busjness men to 
command a larger or ~heap& credit. The business 
man borrows by using his capital as collateral 
sec~l1t1es. The funds .he can borrow thus depend 
on the valuation of his industrial equipment .based 
upon its earning capacity. A prospering firm can. 
therefore. borrow a larger amount than another. 
although froni the view-point of purely industrial 
capacity their positions might be equal. This is 
because its capitalilled .. good-will .. itself stands 
as a separate basis for collateral securities. An 
initial difference in business fortune thus works 
to a further differential advantage in the power of 
borrowing for further gain. Again. the security 
of a lender lies not only in the present capitalised 
value of the enterprise. but also in its prospective 
pOSItion. This consideration sometimes enables a 
prospering enterprise to borrow not only largely 
but cheaply liS well. The banker would furnish 
credit to him at a cheaper rate, on the immaterial 
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<security of his prospective profits and anticipated 
good fortune. 

It will thull be observed how an unequal 
opportunity for earning competitive profits can 
emerge from the differential credit capacity of the 
competitors. Not only the bankers but the public 
as well often lend their capital to different busi­
ness men at different prices. nominally upon the 
material credit they command. but really upon the 
psychic credit they enjoy in the hope and faith 
entertained by the lenders in their continued 
prosperity. This is why we find it possible for 
corporations and large firms to borrow capital oil 
long and practically perpetual terms at differential 
rates of interest in the shape of various kinds of 
stock graded upon different securities. From the 
economist's theoretical point of view. the funds 
assisting production are all capital. whether they 
come from borrowed credit or share capital. But 
from the business man' s private point of view. 
credit is simply an auxiliary factor contributing to 

'ilbe -financial productivity of his invested assets. 
which alone are to be regarded as capital. From 
the standpoint of the commercial and financial 
process actually operating. the money receipts 
and profits depend upon the total annual turn­
overs. built upon the entire volume of credit and 
capital; but as credit is paid for by interest. 
it is the invested capital that is legally entitled to 

profita. 
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This need not be regarded as a paradox-, for 
this is indeed what we should expect. This is 
only a financial interpretation or monetary tran:­
slation of the business process of earning profits, 
which we have described so often in terms of 
industrial factors. Just as "land," capital goods 
and labour, of both sets, which work for stipulateq 
rates as well as for prospective gains, produce the 
industrial goods. but products, according to the 
productive-distributive arrangement, belong only 
to the entrepreneurs, so we have here the same 
thing expressed in' financial terms and monetary 
units. One set of the resources of production, 
.. land," labour and capital goods, is expressed 
entirely in terms of their aggregate ,market values, 
but the other set in terms of financial cost. The 
cost represents the price for which the owners of 

,the former purchase the services of the latter to 
exercise, complete control over the entire resources 
technologically necessary for production, and thus 
acquire the exclusive title to the joint product. 
The entire financial assets devoted to business 
are composed of two streams. One covers the 
industrial assets that form the nucleus of pro­
duction, faces risks of loss and undertakes the 
financial responsibility for ensuring payment 
of rent, wages and interest and repayment of 
the principal borrowed from the lenders. The 
other represents the funds borrowed at stipulated 
rates. 
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The view-point of a business man is that of an 
owner. The method of control is financial and 
the commercial process involved in the technologi~ 
cal production is carried on by purchase and sale. 
The business man, in order to become the exclu­
sive owner of the product. acquires full control 
over the industrial agents. How? Both by the 
funds he owns and by the funds he borrows. 
His own funds are insufficient; so he borrows. 
He borrows by placing his own funds or the 
property into which it has been converted, as the 
security to ensure payment both of the interest and 
the principal of the funds transferred to him by the 
lenders. This constitutes his risk,- and this stands 
for the lenders' safety, assurance and guarantee. 
The funds owned and invested form his business 
capital. The funds borrowed on the security of 
this business capital are what we call credit. 

With the joint assets of both these funds. the 
businessman purchases the productive services of all 
the industrial agents. "land," labour and capital 
goods. He can acquire the right to the service of 
some by hiring. and the right of using some can only 
be acquired by owning and purchasing them out­
right. as is the case with all kinds of raw materials 
that are physically consumed in the productive 
process. In a sense he acquires the right of using all 
three factors by purchases, virtual or actual: hiring 
is purchasing the right of use for a stipulated time 
and for some limited purposes, while purchasing is 
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acquiring the right of use without any limitation of 
time or purpose. Thus both his capital and 
credit are the financial means of production. as 
the three agents are the industrial means. It is now 
easy to see why ., busirress capital •• must always 
earn profits. while credit involves only the payment 
of interest. 

Unless we clearly remember this meaning of 
.. business capital .. and distinguish it clearly from 
the dassical economist's industrial capital, in the 
sense of capital goods, confusion will ensu~. 
Money-values of capital goods. in a' sense cOm­
plementary to " land .. and labour. or in the sense 
complementary to consumption goods in Keynes' 
use of the terms, must not be regarded as ,. busi­
ness capital." It is very necessary to recognise 
that the two terms .. business capital" and factor­
ial .. capital" of the economic text-books. lie, as 
it were. at altogether different planes of economic 
thought. A large amount of error and confusion 
must hence occur, if we mix together these in~ 
congruous concepts belonging to different planes 
into our reasoning. Business capital and credit 
are concepts of one plane. while the factors. land. 
labour and capital. belong to another . 

.. Business capital." in other words. are the 
financial assets of the owner of an enterprise. 
which form the nucleus of productive arrange­
ment and constitute the basis cn the security of 
which credit is obtainable or the .ervice of the 
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industrial resources which co-operate by contract 
is procurable, 

This interpretation of the meaning of .. busi­
ness capital" enables us to see clearly why risk. 
in the sense of financial risk, is inherent in the 
conception of business, and also why risk is 
always regarded as an attribute of capital in the 
sense of .. business capital." both in popular 
speech and in business language. 

This explains why J. B. Clark insisted upon 
'attributing risk to capital. He was always think­
ing in terms of business capital, as his writings 
and illustrations in connection with the contro­
versies with Hawley unmistakably show. It 
explains again the insistence of Hawley on 
associating risk with the enterpriser rather than 
the capitalist. on the ground that none but the 
enterpriser can put capital to risks. no matter to 
whom it may legally belong. The fact is that it 
is the entrepreneur's entire resources. which-are 
financially defined as business capital, that under­
take financial risks. The source of the confusion 
lay in not distinguishing between the industrial 
and financial functions of the entrepreneur. an 
idea traceable to Hawley. and amplified and 
developed by Thorstein Veblen. 

We can evade this confusion if we remember 
that. financially speaking. there are only two factors 
of production. capital and credit, of which tha 
joiht product ill grOM monetary receipts. and 
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whose net product is distributed as profits. Indus­
trially speaking, the factors are .. land," labour 
and capital goods, the physical product of which is 
the commodity produced: "·land "or 'durable 
capital goods like buildings earn rent when hired 
and earn profits when invested. Consumable capital 
goods are always purchased outright by business 
men: they confer profits on those who produce it 
or sell, or on th9se who produce with it· something 
for sale. but they can never earn interest. Interest 
can only be earned by the. fluid fonn of finance 
funds. and not- by the concrete form of capital 
goods themselves. Similarly labour earns wages 
when its services are hired. and profits whEln thet 
are devoted to enterprise. 

It may be helpful to consider here that the 
fixed capital services may be distinguished as a 
separate factor from the fluid capital services in 
more than one sense.; on the same ground and 
with similar justification as the enterpriser' s 
services are distinguished from those of the· 
ordinary labourer. 

The long-term and short-term capital seem to 
render different kinds of services and certainly 
come from different sources, The long-term or· 
fixed and embodied capital provides plants, 
equipments and services for mechanising 
production or for extending the market or 
business connection; while the short-term or free 
and fluid capital financially helps to subdivide 
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the stages of industrial production, facilitates 
the flow of raw-materials through various inter­
mediate processes till they ripen into finished 
goods, the flow of the finished product to the 
final consumer, and interchange as well as 
payment of services. These may be regarded as 
their respective industrial functions, that is. 
functions connected with the technological pro­
duction and distribution of goods. 

Again, saving or accumulation or property­
creation proceeds from two kinas of motives,-{a} 
to expend the accumulation at a future date, or 
(b) to enlarge one's future income without any 
intention of decumulation. Smaller investors 
generally save with the /irst motive' and larger 
investors with the second. Short-term or long­
period investments are chosen according as the 
investors intend them mainly for contingency or 
income from property. These may, therefore. 
be regarded as their respective social functions, 
that is. functions connected with people's desires 
and needs. 

Business capital. mostly though not exclu­
sively. consists of long-term investments, while 
credit similarly is composed of short-term bank 
deposits. 

Business capital may thus be broadly asso­
ciated with some basic services not only in the 
technical organisation of production, but also in 
the IOcial organisation to meet the needs of those 
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who r"quire leisure, that is, an income without 
compulsory labour. 

Is it wrong, the reader may question; to speak 
of rent, wages and interest as the incomes of 
" land," labour and capi~al-the three- .factors-, 
of production? If by capital we mean man-made 
goods, as we must when we speak of it as a 
physical factor of material J.'roductioR. f,om the 
industrial view-point of society, evidently interest 
is never directly associated with it: But if we 
regard these factors not as society's but as the 
entrepreneur's factors of production, the classifica­
tion is perfectly logical, and interest is certainly the 
remuneration paid on his borrowed money capita\. 

Under the present regime of private property, 
all wealth is owned by some one or other. The 
entrepreneur has to deal with the owners of 
" land," labour as well as .. goods .. other than 
.. land." He requires fluid funds of money, as 
money is the medium of exchange by which 
he is to purchase many of the necessary goods 
and services. Money must be regarded as re­
presenting the right of the people to their indivi­
dual share of the national dividend in the form of 
the undistributed goods left in the possession of 
the entrepreneurs. Money is thus an indispen­
sible means for the entrepreneur to exercise his 
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function and is. therefore, a factor of production • 
from his particular point of view. 

The exercise of his functions necessitates 
financial contractual relations with the three other 
classes of owners. viz., owners of (j) money­
capital, (ii) "land" and durable capital like build­
ings. and (iii) labour. The fourth class is the 
class he himself belongs to, the class which pos­
sesses and distributes consumers' as well·as produ­
cers' goods. He has to obtain goods from the 
members of his own class mostly by purchase and 
not by hire. His expenditure which forms the 
basis of his aqtivities and income. does. therefore. 
consist of (a). purchases of goods outright ·from 
other entrepreneurs. and (b) hiring the services 
from landlords. financiers and labourers. These 
different payments to different sets of owners con­
stitute for him the financial factors of m,aterial 
{industrial} production. His " factors of expense .. 
constitute for him the financial "factors of produc­
tion." Of these expenses. the purchase price of 
goods made by other entrepreneurs need not be 
considered as a separate factor ; for this payment 
does not go to the owners belonging to a different 
class. The financial factors of production for the 
entrepreneur as a class are thus fully represented by 
the payments made to the other classes of owners. 
When an entrepreneur pays his price for the 
goods and services purchased from fellow-entre­
preneurs. their services for co~operation are paid for 
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mdirectly by the profits they earn from his purchase 
price. The hire-prices are, therefore. the only 
kinds of payment, which need be assumed as 
financially necessary for industrial production for. 
the entrepreneur class. The hire-prices are paid 
for the three classes of things owned by the 
three other classes of people. This is why land 
including all durable goods .for hire. labour. and 
capital in the sense of loan-funds. may' a)so be 
regarded as the three business factors ·of produc­
tion. for which the entrepreneur pays. rent. wages 
and interest. 

Now the way of reducing expenCIiture is not 
confin.ed to improving the productive process or to 
obtaining credit at a cheaper price. It can evi­
dently be kept down by any manoeuvre of bar­

,gaining which can succeed in paying the other 
factors something less. This skill of bargaining 
either with labour or with other entrepreneurs who 
sell services or commodities is another source of 
profit. 

The existence ,:,f differential competitive profits 
may also be due to the difference in the ability of 
management. The importance of managing skill 
has increased considerably. since the credit system 
of financing has increased risks of price-fluctuation. 
and since the increasing size of the representative 
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busin es units has enlarged the volume of 
capital put to risk. The test of skill in routine 
management is broadly the capacity to minimise 
waste of materials and' idleness of labour or 
machinery, and to regulate output and stock of 
inventories to the volume of sale. AlI this reduces 
cost of production. The rent theory of profit finds 
its justification here . 

. The skilI of management does also include the 
capacity of exhibiting a show of prosperity, which, 
though it may not deceive the bankers, may yet 
alIure the public to subscribe eagerly to the stock 
that the firm may issue to add to its effective 
capital. 

These are briefly the dominant factors that 
affect the profits of business enterprises under any 
conditions, static or dynamic, stationary or pro-

·'gl\essive. The importance of the factors will.vary 
however with the prevalence of different circum­
stances. If profits be broadly defined as the 
remuneration that the resources are ordained to 
receive indirectly through the sale of the coinmo­
dity they help to produce, there can arise no 
question as to whether there can be any profit in 
the Clarkian static state. But if we take profit, in 
the sense of pure profit, as the surplus of the actual 
remuneration over the prevailing standard 
of the market-rates for interest and business 
ability, etc., the question reduces itself to the con­
sideration as to whether the actual rate earned by 
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investment and enterprise can be different from 
the rate fixed for the borrowed resources by the 
competitive process of the market. Pure profit. 
as an unstable short-period surplus. is obviously 
possible under any conditions. Actual profit at 
any time may evidently diverge from: the level 
that is adopted as the standard. But pure profit, 
as a stable or long-period surplus, is a cotlcept of 
doubtful validity under the static assumptions. As 
the Clarkian static state presumes a " perfect mo­
bility but no motion" of all kinds of social resources, 
an inequality between the two rates is, of course, 
ex hypothesi untenable. No general statement, 
however, seems possible with regard to a station­
ary state. where capital does not grow and produc­
tive process knows no change. Some agricultural 
districts of Bengal remarkably satisfy the five static 
conditions postulated by J. B. Clark. Even the 
population is kept at the static equilibrium, the 
fecundity of the poor peasant women .due to 
poverty being neutralised by the seasonal sweeps of 
cholera and malaria. Agricultural profits earned 
by the cultivators in these districts are often lower 
than the industrial wages. The following reasons 
will explain this anomaly: (I ) first, the opportunity 
of employment in non-agricultural industries 
(which are located in towns) is limited; (2) second­
ly, people accustomed to family life and senti­
mentally attached to hereditary holdings and home­
steads are not willing to leave their hearth and 



336 1HE THEORY OF PROFITS 

home for urban surroundings;'(3) thirdly, many 
of them feel it more honourable to employ them­
selves than to be employed by others. It will be 
seen, therefore, that opportunity and willingness 
to move,-the external and internal conditions 
that determine the mobility of resources,-are the 
important factors that create a Clliference between 
the 'contract rates and profits. The mobility of 
the resources is likely to be seriously impeded, in 
the stationary society, where the people are cus­
tom-ridden and traditional in their outlook and are 
perfectly content to live the life of their forefathers 
and to keep to the environment sentimentally 
congenial to tliem. Again we should remember 
that in any stationary society competition is sure 
to be tempered by custom, and opportunity limited 
by heredity, as we see in any ancient village ec0-

nomy, and so the problem of pure profit will be 
-replaced by one of fair and custo~ary profit. 

It need not be presumed that entrepreneurs 
even in a dynamic or progressive society must 
necessarily earn more than the wages and interest 
procurable in the market: first, because mare "care 
and skill .. are usually required to earn profit than 
to earn wages, and secondly, because they are 
self-appointed, self-employed and employers of 
other people, with free option to serve or employ 
others. The exchange economy of private enter­
prise does not care to remunerate anybody accord­
ing to his "care and skill." The hypothesis of 
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option or "free enterprise' , in theory is often 
falsified by the limitation of opportunities for 
employment in practice. Many are to be found" 
who are employers and entrepreneurs by compul~ 
sion, as there are none to employ the resources 
they own. 

We have discussed in this chapter the factors 
that affect what are known as. gross profits. This 
is the only real thing 'in the income of a business. 
Pure profit is simply an abstraction, obtained by 
deducting from the gross profits something chosen 
as the standard compensation, and cost. The 
artificiality of the conception and of the arithmetical 
nature of the process by which it is derived are 
obvious: Weare to deduct interest at the market­
rate. But as there is no one rate for interest, 
which rate is to be taken ~ Consider a joint-stock 
company: its managing ability is paid by wages. 
So it ought to be easier to find out the rate of its 
pure profit. From the dividend we are to subtract 
the current rate of interest. Who is to decide, 
which rate? There are not only several bank 

-rates, central as well as private, prevailing in the 
market, but the corporation itself may be paying 
different rates of interest to different classes of 
stock-holders. The rates, we may argue, vl!l'Y 
with the degree of the risks run and the securities 

43 
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offered. This is quite true; but in the case of 
share-holders the risk is absolutely unlimited or 
rather limited to the whole extent of the amount 
invested; there are no securities to serve as col­
lateral. What is the rate of interest an economist 
will allow them? And would this be the standard 
rate common to all enterprises, private and joint­
stock~ and in all industries? Once we begin to· 
differentiate between industry and industry, locality 
and locality, firms and firms, the bubble of pure 
profit will burst under the strain. 

Similar difficulties arise if we want to deduct 
an allowance for managing ability from the gross 
profits of a private firm. The amount deducted 
cannot but be arbitrary to a large extent. 

But however arbitrary may be the basis of the 
standard. or however artificial the mode of its 
calculation. pure profit is useful as a crude measure 
of differential profitability; it is helpful as an out­
ward index of business success, and valuable as a 
general guide to the entrepreneurs' activities. No 
enterprise can be regarded as a success unless it 
brings an income which is higher than the interest 
the investment can obtain as money-capital. to­
gether with the wages that an active entrepreneur 
can procure as an employee. Hence pure profit 
messures the success and fortune of a business by 
the excess of income that one's property and person 
earn in the form of investment and enterprise over 
what they do as a loan-fund and as hired labour. 
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Our criticism of pure profit is directed to its value 
as an economic concept which claims to elucidate 
the nature of profit. It is not· concerned with 
the concept of pure profit as a practical or handy 
measure of business success, nor as a palpable 
index of higher opportunity for earrung· incomes 
that investment or enterprise may offer over loans. . . 



CHAPTER X 

THE NATURE OF PROFIT 

In the previous analysis it has been pointed 
out that the concepts of business capital and its 
income called profit are financial concepts that 
relate to the private wealth of individuals. their 
legal rights and obligations over commodities or 
technical factors of production. Briefly. they 
relate to private property. These should be 
carefully distinguished from the economist's , 
industrial concept of capital, that relates to a 
part of the aggregate wealth of the whole 
community -the part that is technologically 
devoted to further production. Confusion will 
result. if we put them together on the same 
plane of economic thought. It is thus clear that 
profit, the return for business capital. is 
a property income. in the sense of the income 
derived through the medium of wealth and not of 
personal efforts. This need not contradict O\IJ 

previous description, often reiterated, that both 
capital (in the economist's sense of capital goods 
other than If land ") and labour. in the forms of 
investment and enterprise, earn profits. For it 
will be recalled that profits can only be earned 
indirectly through the medium of marketable 
wealth in some form or other. Even the business 
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ability of an independent enterpriser, Senior's 
fruit-seller, for example, with his profits of more 
than 7000 p.c., has to earn this income through 
the ownership of a saleable commodity. So profit 
is certainly an income from property. 

But all varieties of income derivable from pro­
perty are not profits. Concrete capital goods like 
land, buildings, tools or maChines earn rent, wheri 
loaned. Money capital earns interest, when I~t. 
The income obtained from the loan of property,. 
in other words. appears iq the form of rent or 
interest. But the income that property yields by 
the excess of its market-value over the cost of 
purchasing the claims of other people who have 
co-operated in its production or acquisition is profit. 
When one property is deliberately utilised to secure 
an indirect income through another property, 
the former is said to be inIJested in the latter. 
Similarly when the labour-power of a man is 
deliberately devoted to obtaining a share in any 

property with a view to earning an income through 
it, it is called enterprise. Investment and enter­
prise mean the deliberate employment of one's 
property and person respectively in acquiring a 
new property with a view to obtaining an income 
from it. The investor is one who so employs his 
property and the enterpriser is one who so employs 
his labour or personal efforts. The entrepreneur 
is either an investor or enterpriser who receives 
this income of profit. 
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The value of property and labour so devoted 
is called business capital. The expenses of 
purchasing the claims of other people who have 
co-operated in the production or acquisition of the 
new property are called costs. If the value of the 
new wealth so procured is higher than the cost of 
acquiring all foreign interests in it, the excess is 
termed pront. So pront is the surplus of the 
sel!ing value of any deliberately acquired property 
over the price of its purchase from other proprie­
tors. It is thus an income that one attempts to 
realise as an actual or virtual trader. 

Now an enquiry into the nature of an income 
involves an examination of one or all of the follow­
ing questions with regard to it :-

(a) Who receives the income? 
(b) What is the mode of earning it ? 
(c) What is the medium through which it is 

obtained ? 
(d) What is the necessity for its payment ? 
( e) What is the nature of the service that is 

rendered by its recipients to individuals or to society 
to justify its receipt? That is to say, what is the 
utility of their service to the community, or what is 
the disutili ty experienced by them in rendering it ? 

(I) Wherein lies the possibility of securing 
this income? ;What are its possible sources? 
What are the conditions of its appropriation ? 
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It has been shown already 1 that disutility can 
only explain the difference of incomes earned by 
men of the same grade of skill possessing equal 
properties and opportunities in different employ­
ments relatively to one other. It cannot account 
for the absolute level of an income: The econo­
mic organisation does not care to remunerat", 
anybody according to his toils and cares. ~ 'Physical 
fatigue may sap his health and strength, mecha­
nical monotonY may stupefy his intellect, social 
odium may depress his feelings, degrade his 
character, or drive him to despair; but they 
do not nece8!lariIy bring him an income. Econo­
mic value or income has little to do with ethical 
justification based upon any kind of pain-c~sts, 
physiological or psychological. In defining profit 
so as to bring out its nature, we need not; therefore, 
take account of risks or other kinds of disutility 
that may accompany investment and enterprise. It 
is accordingly proposed to define profit as follows : 

Profit is the indirect return that a property 
brings to its owner· for the labour or capital 
employed by him in acquiring it exclusively, by 
production or by purchase of all the titles to it 
from all other claimants who may have co-operated 
in its production. Profit always accrues in the 
form of a difference between the actual market 
value of the property thus acquired and the cost 

1 See Chapter VII. p. 244 et .eq. 

v 
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of purchasing all foreign claims to it. The amount 
of profit is determined by this difference. 

It will thus be seen that profit is the income of 
entrepreneurs as investors or enterprisers. only 
because they realise their income indirectly with 
the help of an acquired property. It may be 
regarded as the income accruing from the sale 
of vendible goods or as the income emerging 
from the ownership of any kind of property. 
simply because they form a part of the indirect 
process by which the income is to be gathered. 
The income is earned or obtained in the process 
of seIling a property specifically acquired for future 
gain. The necessity for earning or obtaining this 
remuneration lies in the need of the enterpriser Ot 

the investor for an income to live upon. to provide 
for contingencies and accidents. and to enjoy 
rest. leisure and amenities of ,,_ civilised life. or 
opportunities for self-expression. self.develop­
ment and self-realisation. cultural or spiritual. 
intellectual or aesthetic. The utility of the differ­
ent kinds of service that is rendered by the entre­
preneur to -society has been -fully discussed in 
Chapter VIII. His main function islo supply 
the various means for satisfying the consumer' 8 

needs or to provide commodities. Incidentally 
he procures also an income for those who need or 
seek to live upon property. The value of his 
services to consumers depends on the urgency. 
importance as well as cheapness of the means of 
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satisfaction supplied to them. The value of his 
services to individual labourers and capitalists lies 
in the opportunity he provides them for the 
efIlployment of their person and property. The 
sole and sufficient economic justification for his 
income lies in the value of his service to society 
and not in any real cost or pain-cost sacrifice 
with which his service may' be associated..·. 

The caus~ of profit, that is to say, the possi. 
bility of earning or obtaining this income is not 
to be ascribed really to the incident of money or 
exchange, if we take profit i~ the wider sense of 
the classical economists as the income of the capita-

• 
list class who "advances the whole expenses, includ-
ing the entire remuneration of labour." The 
profit of the capitalist as well as the rent of the 
landlord owe their origin to the same cause, viz., 
the condition that . makes it possible to procure an 
income from the possession of ·property. The 
cause of profit, in this sense, like that of any 
property-income is ., that labour produces more than 
is required for its support."· J. S. Mill is certainly 
justified (if we remember the sense in which 
he uses the words "capital" and "profit "), 
when he says: ,. the reason why capital yields a 
profit, is because food, clothing, materials and 
tools, last longer than the time that was required 
to produce them; so that if a capitalist supplies 

S J. S. Mill: Principles of Political Economy 
(Alhley's edition, 1909), p. 416. 
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a party of labourers with these things. on condi­
tion of receiving all they produce. they will. in 
addition to reproducing their own necessaries and 
instruments, have a portion of their time remain­
ing, to work for the capitalist. We thus see that 
profit arises. not from the incident of exchange. 
but from the productive power of labour; and the 
general profit of the country is always what the 
productive power of labour makes it. whether any 
exchange takes place or not .•• 8 That the source 
of a possible income from land. that' is to say. 
property in the form of land. arises from the sur­
plus produce of the" cultivator's labour alone." 
was also shown by T urgot 4 much earlier. 

But if we confine profit to the sense given to 
it by our definition. the cause of profit ~I1 be 
found to lie. associated with the mode of earning 
it, in a possible divergence between the selling 
value of a property and its cost of acquisition. 

, Evidently the phenomenon of profit in this sense 
is essentially bound up with the system of private 
property and exchange. The importance of profit 
among economic incomes will increase in a society 
with the growing volume of interchange. that 
the efficiency of transportation on: the one hand 
and the facility of currency and credit on the other 
tend to bring about. Communism abolishes 

• J. S. Mill : Principles of Political Economy (Ashley'. 
edition, .1909). p. 417. 

• T urgot: ReReetion., § 17. 
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profit. not really by abolishing the consumer's 
freedom of choice. as Messrs. Foster and 
Catchings argue; but by abolishing private 
property as the alternative source of earning 
an income and by obviating the. necessity of 
exchange as the channel of distributing the national 
dividend. For if th~ workers are paid in money 
and not in kind. and if the communistic society 
produces articles of consumption. that can serve 
even as partial . substitutes for each other. any 
particular department of production cannot pos­
sibly avoid occasional losses. The consumers' 
purchase may certainly fail to exhaust the entire 
output produc~d. if a commodity is unable to 
adequately satisfy their tastes or wants. . 

Now. the divergence of the aggregate selling 
price of an acquired prop.rty from the cost of 
purchasing all foreign claims to it. which yields 
profit in our sense. may arise from seve{al causes : 

(a) The selling prices of a commodity may 
spontaneously differ in different markets. and the 
entrepreneur may purchase it from one market 
and sell it in another. This is the source of com­
mercial profits. 

(b) The prices may also spontaneously differ 
in the same market· owing to changes in the con­
ditions of demand or monetary causes. Aleatory, 
fortuitous or windfall profits owe their origin to 
these causes. But to the extent these changes are 
foreseen. they may give rise to speculative profits. 
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(c) The prices of different commodities, formed 
out of the.same materials. often differ. because they 
occupy different places in the scale of our subjec­
tive preference or valuation. We prefer fruits to 
vegetables though they grow on the same soil. 
Vegetables are more important to us as table 
delicacies than as rank vegetation. We value a 
chair'more highly than the log of wood. of which 
it is made. Iron is more useful as steel than pig­
iron. These differences in the form-utility of a 
raw material. i.e .• its value in the shape of various 
useful products. offer scope of enterprise for its 
advantageous cultivation. extraction or transforma­
tion. and give rise to agricultural. mining and 
manufacturing profits. 

The process of growing or extratting a raw 
material and its subsequent exploitation' into sale­
able goods invariably entail expenses. The pro­
bability of positive profits. therefore. depends on 
the condition th at the consumer' s price and 
demand for the finished product leave a surplus 
above the actual costs incurred by its producer. 

All these three sources of profits may be re­
garded as natural or spontaneous sources. for they 
are the outcome of broad social causes. 

(d) The prices of commodities may some­
times be made to differ between places or periods 
of time by the artificial control or deliberate mani­
pulation of the physical or financial conditions 
of production or marketing. Monopoly and 
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illegitimate speculation profits are derived from 
this source. 

( e ) The costs of production of the different 
entrepreneurs who supply a given commodity in any 
particular market. mostly differ, due to differences 
in the productive processes adopted' and in the 
efficiency of organisation and management; or to 
differences in the terms of contract. 'on which 
different materials or services or money-capital are 
secured; or to luck. that is to say. Huctuation in 
physical returns. as in agriculture, or accidents or 
opportunities of connection. custom and credit. 
etc. Ordinary or competition profits are secured 
from these sourt<lS. 

(I) Lastly. the quantity actually marketed 
may differ from the individual optimum output. 
affecting thereby both receipts and costs. and thus 
affecting profits. This is also an important source 
of ordinary profits or losses. 

The sources of profit may. no doubt. be classi­
fied according to the nature of economic dealings 
from which profit is lI~ught to be earned. as (i) 
production (including fishing. raising of live-stock 
and cultivation. extraction and manufacture of 
materials). (ii) ,exchange or commerce. (iii) 
storage or speculation. and (ill) transportation. 
This is merely a classification of enterprises. 

They do not indicate however the cause of profit. 
that is to say. the financial conditions which offer 
the possibility of entering upon enterprises. and 
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of earning an income from them. From this latter 
standpoint. the sources of profit may be enumerated 
as (a) variations in the general price· level. or 
disturbances or disequilibrium of the monetary 
system ; (b) divergence between the tastes of the 
different consumers, together with the unequal 
distribution of the purchasing power amongst 
them.-which makes the 'individual demand-prices 
vary between customers. places or periods of time; 
(c) differences in the costs of production. due to 
(i) the unequal efficiency of entrepreneurs. (ii) 
their dissimilar processes of production. or (iii) 
their diverse contractual relations with labourers and 
capitalists; and (d) varying opportunity or capacity 
of business men for manipulating prices. 'Dte cause 
of profit in this sense may be said to lie irt a net price 
difference-the difference between the prices of 
the same commodity. or difference that exists 
between the price of a given commodity and the 
prices of other commodities and services of which 
it is the product. 

But the explanation may appear at first sight to . 
be no more than a piece of circular reasoning. That· 
the prices of the innumerable variety of goods. ser­
vices and legal rights (circulating within the system 
of exchange) form an interrelated system. that all 
the prices are mutually interdependent and are 
continually influencing each other.-are the com­
mon ideas of economics to-day. We can easily 
extend this analysis of the mathematical school and 
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point out further as its corollary. as Prof. W. C. 
Mitchell' has done. that there exists a definite 
margin between the buying and selling prices of 
consumer's goods in the hands of retailers. whole­
salers and merchants; a margin between the prices 
of the consumer's commodities and those of the 
various producer's goods and services required to 
produce them. Now "these diversities.in the' 
margin are themselves established and kept toler­
ably regular by the quest of profits,' • according to 
Prof. Mitchell.· But we have asserted that the 
possibility of profits lies' in the price-margins.7 So 
here the reasoning appears to be moving in a 
vicious circle: ptice margins determine profits. and 
profits determine price-margins. But the argument 
in its inner essence is not really circular. Price 
margins determine profits in the sense that the 
possibility of earning profits lies in price-differences. 
natural or artificial. spontaneous or manipulated. 
The assertion that profits determine price-margins. 
refers however not to the opportunity of earning 
this income but to the .necessity of an income for 
those whose services. both material and personal. 
are utilised in the process of satisfying social needs. 
The immediate cause of profit. in the sense of 
conditions that give rise to this income. is certainly 

, W. C. Mitchell: Business Cycles (1927). pp. 108·16. 
6 Ibid. p. 109. 
7 This is also the view of Prof. Mitchell. Vide Busi­

ne" Cycle •• p. 107. 
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a price-margin. but the necessity of a price-margin 
and hence of profit lies ultimately in the entre­
preneur's need for living. 

It is no doubt true that these price-differences 
are an integral part of the system in which the 
prices of economic goods of all sorts are inter­
related. It is also true that this price-system 
with" its price margins is to be necessarily maintain­
ed in the industrial system so long as the system 
of private enterprise dominates society and so long 
as the entrepreneurs have to earn their means of 
living in the shape of profits. But this alludes 
to the indispensability of profits as the necessary 
income of the entrepreneur for livelihood in the 
economic system as a whole. The prospects of 
securing positive profits on the part of' an indivi­
dual entrepreneur. that is. the circumstances which 
insure him an individual income for himself in 
return for his investment and enterprise. depend 
upon the condition that his individual assets exceed 
his individual liabilities. that the value of the 
property he sells exc~ds the cost of its acquisition. 
This implies not only a harmonious price-system. 
but also the entrepreneur's technical competence. 
commercial ability and marketing facility commen­
surate with his individual output. The factors 
which affect the profits of an individual business 
unit have been fully analysed in Chapter IX. 

The cause of profit may sometimes be 
understood in another sense. It may refer to 
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the cause that explains the origin of the systt:m. 
of enterprise and wages, of investment and hire, 
of employers and employees appearing in the 
economic order. Prof. Frank H. Knight 8 regards 
uncertainty, as we have seen, as .. the cause of 
the existence of the "enterprise and the wage 
system" and of pro6.t in this sense. But it. 
has been shown· that the system of enterprise 
and wages is not· an inevitable consequence of 
uncertainty. The necessity of employment or 
enterprise is rather the outcome of large-scale 
administration ; of the ~ecessity of insuring for a. 
class of proprietors an income from property with­
out personal efforts; or of the economy of planning 
and organising, of the specialisation of men a"ud 
machinery, of social division of labour; or of 
absence of opportunities for independent employ­
ment. It has also been pointed out that the 
concentration of uncertainty (uncertainty that is' 
inherent in ·production) upon the entrepreneur's 
income is a pure convention: it depends largely 
upon the arrangement·of distributing the produce. 
The cause of profit, in this particular sense of the 
necessity of maintaining a body of employers, 
may be found in a complex of considerations such 
as, the difficulty of administration, the necessity of 

• F. H. Knight: Risk. Uncertainty and Profit. 
pp. 270-71. 

9 See Chap. VI, pp, 179-83. 
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assuring an income to property-holders without 
labour. as well as the wisdom of entrusting the 
work of organising production to those who can 
do it best. However paradoxical it may appear. 
the employers do sometimes appear in society as 
a result of unemployment. People sometimes get 
self-employed. as they find no opportunity of 
earning an income by hiring their property or 
person to somebody else. Th~usands of Indian 
peasants doomed to ploughing their petty holdings 
with the help of usurious loans and upon payment 
of rack-rents. are instances in point. 

L..----. The cause of pure profit. that is. the deviation 
of the entrepreneur's actual profits £ront the 
standard profits calculated on the value of the entre­
preneur's invested capital and labour at the market 
rates of interest and wages-. has to be. looked for 
elsewhere. This deviation can be explained on 
the grounds of uncertainty of physical or financial 
returns for one's investment and enterprise. 
that is. by causes whose effects are unknown. 
immeasurable or uncontrollable. But this explana­
tion. as we have seen in Chapter VI. is tautolo­
gous.l for it only shows that a surplus results 
because of the fluctuation of the aggregate returns. 

,- The cause of pure profit in this sense can!lot 
obviously differ from the complex of causes that 
are responsible for industrial fluctuations. 
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The appearance of pure profit. in the sense of 
the deviation of the actual profits from the 
standard of cost-profits." can also be accounted for 
in another way. A surplus may ensue. when the 
money expenses incurred upon ,the so-called 
factors of production are reduced as a result of the 
improved process of production or organisatiolJ 
adopted by the entrepreneur'. or if the expenses 
entailed in attracting custom are more than offset 
by the net returns accruing therefrom. The 
surplus profit (i.e .• the arithmetical excess above 
the standard profits) earned by these individualis­
tic efforts of the entrepreneur is often called 
Efficiency profits. in contrast with the Scarcity 
profits or profits that arise from broad social ca~ses 
such as changes in population. in savings. in 
tasles. in technology or in industrial structure 
of business organisation-causes that cannot be 
traced to the purposive activities of an individual 
entrepreneur. ~ The Efficiency and Scarcity 
profits may also be described in a sense as Earned 
and Unearned surpluses. as is done by Prof. 
F oreman.12 This is merely a division of profits 
according as they are a product of individualistic 
efforts or not. It echoes the sentiment of the 

10 See Chapter IV. pp. 107-8. 
lISee' Foreman' s Efficiency and Scarcity Profits 

(University of Chicago. 1930). pp. 44. 148. 279·80. 286-88. 
to Ibid. pp. 15. 40-2.. . 
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superannuated socialistic ethics that no .economic 
income is justifiable unless it is the fruit of physical 
fatigue or the product of mental toil. 

The diyision of pure profit into dynamic and 
differential· profits seems to be a more scientific 
description of this surplus than Scarcity and 
Efficiency profits. or Unearned and Earned sur­
pluses_ For. here we can look upon the surplus 
profit as a kind of disequilibrium index. as a 
measure of maldistribution of the. Clar kian factors, 
capital and labour. between the diverse industrial 
employments_ Here we can locate the sources 
of this surplus as (a) dynamic changes that cause 
inequality in the marginal return of the factors in 
.different enterprises. or as (b) conditions. that are 
responsible for the temporary immobility of the 
factors, that often exists even under static conditions 
and hinders the equality of returns_ The former 
refers to conditions that disturb the state of equili­
brium and the latter relates to frictional circum­
stances that obstruct its establishment_ Both of 
these indicate absence of equilibrium, or of equality 
between the returns of the resources, invested and 
hired. and account for the divergence between the 
entrepreneur's actual and estimated returns. the 
money receipts and money costs, his actual income 
and standard profits-that is to say, pure profit_ 
These two kinds of pure profit. dynllmic and 
differential, may thus be described also as dis­
equilibrium or non-equilibrium pure-profit_ 
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Now. it is very necessary to note that equili­
brium here refers to the state of the equality of 
marginal returns of each of the three factors of 
production. Disequilibrium means the disturbance 
of this equilibrium by new conditions or causes 
that make the marginal returns linequal. Non­
equilibrium means non 'attainment of this position 
due to the obstructions that confront a· given ~et 
of conditions or. causes that tend to produce this 
equilibrium. The standard' cost-profits of the 
pure profit theorists refer . to the income of the 
entrepreneur earned at this equilibrium position of 
equi-marginal productivity of all three factors. 
They form the base-level from which pure profit 
is measured. It presumes perfect mobility of the 
factors between diVErse kinds of employment in 
the long run. The mobility of factors, as a matter· 
of fact. is never equal between the diverse kinds 
of employment. Unequal opportunities' for 
employing them as well as unequal disutilities 
incidental to different occupations impede the flow 
of the factor~ from one position to another. 
Broadly speaking, the employer's resources are 
less mobile than the resources which he hires. 
The hired resources earning contractual incomes 
have their mobility equalised over different employ­
ments by an additional reward. so far as the 
disadvantages peculiar to an employment obstruct 
their flow; and opportunities for their employment 
become equal by the competition of entrepreneurs. 



358 THE THEORY OF PROFITS 

But In the case of the employer's resources, 
the opportunities for independent employment 
are never equal, This inequality of opportunity 
will explain the difference in the levels of income 
earned by the hired and invested resources. 

Competition equalises opportunities for· em­
ployment of the hired resources, but not of the 
invested ones. Competition compensates how­
ever for the excessive dis utility of an occupation 
by an extra payment in both cases. Com­
petition need not, therefore, enforce perfect 
mobility or equality of marginal productivity of all 
three factors. But the pure-profit theorists assume 
perfect mobility and equal marginal productivity 
along with competition and equilibrium. This 
assumption precludes them from taking accou~t 
of the divergence between the marginal producti­
vities of the hired and the investecf resources. They 
are, therefore, unable to explain pure-profit except 
as a short-period phenomenon. Now it is easy 
to see that the system of property in lands and 
other natural resources together with various 
kinds of legal rights and privileges, is a permanent 
source of the inequality of opportunity between 
one member of society and another, besides their 
inborn talents and mental gifts. It has been 
already pointed out that the conventional arrange­
ment for the distribution of the national dividend 
has concentrated upon the shoulders of the entre­
preneur the entire financial burden of uncertainty 
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that inheres in production. Now. talents of 
men naturally. and the systems of property and 
enterprise conventionally. limit the supply of 
entrepreneurs and of business capital. They 
restrict the free movement of the factors from 
dependent services to independent employments. 

The classicists' conception of equilibrium how­
ever does not involve a me~hanical equality of the 
marginal returns of the factors between the 
diverse employments. in· terms of concrete 
commodities. It implies instead the equality 
of the net marginal profitability to entrepreneurs. 
.. Dilferences in the risk or agreeableness of 
different emp'oyments and natural or artificial 
monopolies' '-that is to say. unequal disutilities 
and opportu':"ities-may cause inequality of the 
physical or financial returns and hence of profits 
in different employments. Inequality of returns 
or profits is not, therefore. incompatible with 
classical equilibrium. The position of equilibrium 
with the classical school connotes a state of 
"no motion." but ··not of .. perfect mobility." 
It refers mainly to the effective motive of the entre­
preneur to move the factors. The factors are 
not mooed, either because the entrepreneur 
who has command over them has no opportunity 
to transfer them. or because such a transfer would 
n~t add to his net advantages and net profits. 
Within the limits of individual opportunities. 
offered by a given social distribution of wealth 



360 THE THEORY OF PROFITS 

arid privileges on the one hand and natural 
distribution of talents on the other. this position of 
equilibrium may well be described as the state of 
psychological equilibrium in the minds of the 
entrepreneurs as a class. which leaves them under 
no motive to alter their individual scale of produc­
tion., The remuneration that the entrepreneurs 
severally expect to earn at this position of equili­
brium is what is called normal profits. It thus refers 
to the amount of expected (not actual) profits. 
which does not induce the entrepreneurs .. either 
to increase or decrease their scale of operations." 

Not only the dynamic changes off. B. Clark but 
also monetary disturbances and improvements in.· 
the individual business ability or ptarketing 
facility. may disturb this equilibrium and give 
rise to abnormal profits. 

Normal profits are different frotn the standard 
profits. with reference to which pure profit is 
calculated: Standard profits. it may be repeated. 
presuppose equality between the returns obtained 
from the hired and the invested resources. due 
to perfect mobility. Pure-profit theorists implicitly 
assume that competition enforces this mobility. 
Normal profits admit inequality between them even 
under the stress of competition; for competition does 
not involve the conception of perfect mobility with 
the normal-profit theorists. but only the presence 
of numberless rival producers with small in­
dividual outputs. 



NATURE OF PROFIT .361 

The cause of pure profit is thus attributed by • 
all the pure-profit theorists of America. from 
J. B. Clark down to Prof. Knight and even Prof. 
Foreman. to want of competition in the sense of 
immobility of labour and capital. The English 
writ~rs on the other hand. bot4 classical and neo­
classical. recognise the existence of the differences 
in profit even under perfect competition in the 
sense of innumerable rival producers. 

It may be observed in ·this connection that 
two things seem to distinguish the classical ana­
lysis from that of the modern school. First. the 
classicists thought in terms of the active agents of 
production; while the modern school think in 
terms of the entrepreneur' s passive instruments 
and materials of production. Product is a 
mathematical function of the diverse materials. 
and services, or the mechanical result of some 
passive elements according to the modern 
theorists; while product is the creation of some 
active agencies, according. to the classicists. Differ­
ences in productillity were, therefore, always 
attributed to the quality of an agency by the 
classicists and not to the quantitative variation of a 
homogeneous factor, as with the modern school· 
of marginal analysts. The change in the method 
of analysis may have something to do with the 
ct,ange in the method of production. The pre­
ponderatingly mechanical nature of modern pro­
ductive processes may have influenced the modern 
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economists to look upon the product as the mecha. 
nical effect of some passive elements rather than 
,the deliberate result produced by an active agent. 
Secondly, the c1asical writers looked upon profits 
as a class income, the income that the capitalist­
employer required to keep up his activities. . The 
mobility of labour and capital could not, therefore. 
be regarded by the classicists as being mechanical­
ly dependent upon the arithmetical differences 
of the marginal productivities of a factor in two 
different employments. The movement of factors 
in their line of thinking could not but depend upon 
the motive of the entrepreneur; and his motive 
was always net profits. not gross products. The 
earlier economists did not. therefore. fail. to notice 
that the movement of factors was affected both 
by the entrepreneur's opportunity and disuiility in 
different occupations. 

The conception of classical equilibrium. for the 
same reasons. centered round the motive of the 
entrepreneur . For. according to their analysis. 
society depended upon the entrepreneur for all 
kinds of productive activities. 

The economists who think and reason in the 
terms of the three factors have to conceive of the 
equilibrium somewhat differently. Obviously there 
can be no equilibrium. 80 long as the factors can 
move from one employment to another. Now the 
factors naturally move after the lure of their re­
muneration.; and every factor. according to the 
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marginal productivity Itheory of distribution they' 
worship, is remunerated according to its marginal 
productivity. So the movement of factors cannot 
cease until their marginal productivities in different 
occupations become equal. Thus the equilibrium 
position is with them one of equi-marginal 
productivities. . 



CHAPTER XI 

THE RELATION OF NORMAL PROFITS TO INDUSTRIAL 

EQUILIBRIUM 

The employment of various kinds of social 
resources for purposes of production wholly 
depends, as we have seen, upon the. economic 
activities of business men. They are interested 
in employing these to the extent that they obtain 
thereby an opportunity for earning an income or 
profit. Production and satisfaction of social needs 
thus depend upon profit. The system ';f excliange 
and price-margins between different classes of com­
modities offer the possibility and opportunity of 
earning profits. The prices of the consumer's 
goods as well as the prices of the producer's goods 
including "land," labour and capital should be 
in such a harmonious relation to one another as 
to ensure a satisfactory income to the employers 
of social resources in production. If the volume 
of production in any branch of industry suffers 
a check somehow or other, its effects are com­
municated to other industries in three ways: first, 
a diminished volume of the purchasing power 
now commanded by its employers and employees 
would check the demand of other commodities in 
other industries. Secondly, the industry to which 
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it supplies its finished goods as raw materials. 
would be forced to curtail production, thus givmg 
rise to unemployment and diminished income. 
Thirdly. even the industry from which it draws 
its raw materials would suffer similarly and un­
employment would be the result. Thus the mis­
fortune of one branch refuses to remain confined 
to its particular locality and diffuses itself to the 
whole of the productive organisation. This indicates 
roughly how the whole mechanism of industrial 
equilibrium depends for its sinooth working on a' 
satisfactory earning of profits. 

Not only the material well-being but also the 
industrial economy of society demands that the 
entire social resources, " land." labour and capital, 
must be fully employed and utilised to their 
utmost possibility., .. This does not, of course, mean 
that labourers must be made to work like machines. 
We cannot forget even for a moment Marshall's 
warning that" the most economic use of man as 
an agent of production is' wasteful 'if he is not 
himself developed by it ... 1 The first test of social 
economy is that the resources are all employed. 
The second test of economy is that all these re- , 
sources are so devoted to divergent uses that their 
marginal return to social satisfaction in every use 
Ix =omes equal. The corresponding test of social 
economy. in terms of money value (with all its 

1 Marshall: Principles 01 Economics (8th edn.), p. 265. 



366 nIE ntEORY OF PROFITS 

imperfections) • is the maximisation of financial 
returns with the fuIlest employment of the entire 
social resources. But the .. business economy" 
under the organisation of individual entrepreneurs 
guarantees no such employment. Society does 
not undertake to pay. the entrepreneurs any remu­
neration for their efforts or activities as such. nor 
for ;mploying other people or their property. 
The entrepreneurs are self-appointed. self-remu­
nerated. They supply only the goods that yield 
them profit. They satisfy the demands of society 
to the extent that it pays them to do so. The 
employment of different social resources. both 
absolutely and relatively. is thus incidental to the 
necessity for meeting this demand in orc;ler to earn 
profits. 

Now the fundamental condition of industrial 
equilibrium is that none of the. employable re­
sources in society should seek new employments. 
It implies that the different factors of production 
should be all employed and in the same ratio as 
they exist in society or seek employment. 

The absolute volumes of employment of the 
factors depend upon the aggregate demand for 
current output on the one hand and the aggregate 
of the individual outputs that the entrepreneurs 
severaIly finei profitable to supply on the other. 

The relative volumes of employment of the 
factors depend on the technical processes of pro­
duction appropriate to each particular kind of 
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goods, and on the organisation of the industry in 
question relative to its aggregate output. 

A given OUtplolt may often be produced by 
several alternative processeS and the volume'of 
employment available for different kinds of resour­
ces may thus change with the introduction of a 
new method of industrial production. Machinery 
may replace .. land " and labour to a considerable 
extent without any decrease in .the physic8I volume 
of the current output. If this new method be­
comes more profitable, the' business men will 
obviously prefer it. 

Again, there are. different methods of pro­
duction for different commodities, some of which 
may require more machines than men, while some 
others may need fewer machines but more men. 
;With the same processes of production operating, 
if the demand for different commodities changes 
relatively to one another, it is likely to disturb 
the relative volumes of employment of the differ­
ent productive resources. Any effective change 
in the relative volumes of employment is likely to 
be reRected in the demand for new investment 
goods. For, the entrepreneurs cannot change 
the methods of proJ'uction without their aid. So 
the proportion of consumption goods to invest­
ment goods in the current output may serve 
as an indirect measure of the changes in the 
character of the consumer's demand under the 
circumstances. 
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Let' us rentc!mber however that the choice of 
a particular commodity or a process for purposes 
of -production is invariably made on the co,nsi • 

. deration of its profitability to the entrepreneur 
( within the limits of his individual opportunity 
and capacity) . 

• It is. therefore, clear that the aggregate out· 
put, the technical method of production, and the 
nature of the commodities produced-which de­
termine for the factors their absolute and relative 
volumes of employment-are each regulated to 
a considerable extent by profit. 

Industrial Equilibrium can thus be maintained 
in so.ciety, only so long as the income secured 
from busip.ess does not supply any II\otive to any 
entrepreneur to alter his individual product or 
output or method of production in a way that 
would leave some resources unemployed. 

There are thus three elements, broadly speak. 
ing, that may affect the industrial equilibrium 
through profit: (a) the aggregate output, (b) the 
technical method of production, and (c) the 
nature of the ·products for consumption. 

Of these affecting elements, the aggregate 
current output consists of (a) consumption goods 
and (b) investment goods. The demand for con­
sumption goods depends on population, volume 
'Of individual incomes and the portion of incomes 
devoted to savings. The demand for new 
investment goods depends either on the growth of 
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aggregate consumption, or on the prospect of profits 
from a more labour-saving method of prodtictioO:, 
as well as on the advance of technological arts .. 
The aggregate output, therefore; tends to change, 
as population, savings, standard of consumption 
and productive process change. It is to be noted 
also that unless the entrepreneur can adjust the 
supply of investment goods to the proportion of 
individual savings, the current output changes as 
a result of the change in the demand for consump­
tion goods. 
. Secondly, the process of production may alter 

as a result of the progress of science and arts in 
general and technology in particular. 

Thirdly, the nature of. consumption may 
change with the taste of the consumer. 

Fourthly, profitability may vary from business 
to business as . a result of· . (i) monetary 
disturbances that may change the relative prices of 
commodities, (ii) progress in technology and im­
provements of productive processes, (iii) variation 
in the supply of credit or labour, i.e., savings and 
population. and (iv) changes in the industrial 
organisation as well as in the quality of the agents 
of production. . "-

Ultimately, therefore; the sources of distur~ 
bance to industry may be traced to the changes 
in the following: (a) industrial organisation, (b) 
technical processes of production. (e) price-levels. 
general or particular, (d) population. (e) savings, 

47 



370 1HE THEORY OF PROFITS 

(I) opportunity for investment, (g) the consumer's 
tastes: and (h) the aggregate volume of consump­
tion. 

Suppose we start with a situation where all the 
employable factors of production are fully employ­
ed. The maintenance of this position in an entrepre­
ne~ system implies that the amount of profits earned 
by each and every entrepreneur is sufficient, and 
just sufficient for him to keep content with pro­
ducing the same volume of output. That is to say, 
the profit or income which is. the guiding motive 
of business activities, is so adjusted to the volume 
of output and to the interconnected system of 
prices-of both the finished com~odities supplied 
and of the technical factors required for production 
-that the net advantages or opportunities of earn­
ing profits through alternative channels of produc­
tion are equal. 

This equilibrium does not however point to 
an equality of the rate of profits on the capital 
invested. The same grade of labour, let us note, 
need not earn the same wages; wages may possibly 
differ from one another according to the inequality 
of opportunity for employment or to differences in 
disutility involved in the work. Equilibrium simply 
indicates an equality of opportunities for earning 
profits along diverse channels open to an entrepre­
neur who commands the same resources and 
incurs no additional disutilities or risks. 

In the light of the analyses already made. it will 
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now be clear that the industrial equilibrium ot 
society must imply either of the following: 

(1) that there should be no change in (a)' 
population. (b) volume of savings. (c) industrial 
organisation, (d) technique of pr~duction. (e) price­
levels. (f) scope of investment. (g) the consumer's , , . 

taste. or (h) the aggregate volume of consump-
tion;; or 

(2) that they should so change relatively to one 
another that the system of . interrelated prices 
remains undisturbed and offers no new opportunity 
for profit to the entrepreneurs. This means that 
the aggregate consumption. industrial organisation 
and technical methods of production should so 
adiust themselves to the consumer's tastes, growth 
of population and of savings seeking employment. 
that (i) all the savings may find scope of invest­
ment, and (ii) all gainful workers may find oppor­
tunity for employment. 

The Clarkian analysis of static equilibrium 
proceeds on the first set of assumptions. J. B. 
Clark does not mention investment or price-levels 
as separate factors. The reason probably is this: 
as the opportunity . for ii'vestment depends upon 
(a) the organisation and technique of production. 
(b) population, and (c) its standard of living, it is 
not regarded as an independent variable. The 
stability of the system of prices is obviously an 
implicit lISSumption. 
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THE IMPLICATIONS OF INDUSTRIAL EQUILIBRIUM. 

The industrial equilibrium, therefore, need not 
necessarily involve the static conditions of J. B. 
Clark, nor the assumptions of a stationary state, 
as conceived by the classical school." or as modified 
by Marshall. 

• For the classical concept of the "stationary 
state," ~ee J. S. Mill's Principles 0/ Political Economy. 
Book IV. Chapter VI. The stationary state of the 
classical economists, as contrasted with the static state 
of 1. B. Oark. appears to have heen grossly misinterpreted 
by Prof. L. Robbins of London. The learned critic 
claims to have independently discovered a distinction 
between the two concepts in 1928. which had been 
pointed out by Prof: F. H. Knight in his Risk. Uncertainty 
and Profit in 1921. Prof. Robbins, it seems. has failed 
to keep in mind the difference between the stationary 
.tate and the character of economic effects produced 
by it. The static state is a state of equilibrium. but 
the stationary state of the classicists is not. This 
preliminary confusion will explain his misinterpretation 
of Adam Smith and 10hn Stuart Mill. misreading of 
Ricardo. and his misconception of Marshall's position 
with regard to the classical idea of stationary state. 

The stationary state of Adam Smith and Ricardo 
refers to the situation when wealth and capital of the 
community cease to grow. The problem they tried to 
solve was this: in the absence of any improvement in 
the productive process. what effect ~ould be produced 
on the economic condition of the people. if capital 
ceases to grow with the "natural growth" of population 
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It seems to depend on the mutual adjustment 
of at least four independent variables : 

( 1) changes in the organisation and technical 
methods of production; 

(2) growth of population; 
(3) stability of prices; 
(4) changes in the inStitutional behaviour of 

the community as regards ( a) their tastes for 
different kinds of consumption goods. (b) their 
desire for savings. and (c) their aggregate demand 
for current output. that is to ~ay. the demand for 
consumption. as the demand for investment goods 
is limited by the technical demands of industry. 

at a "constant rate"? Adam Smith found that it would 
be "dull." Ricardo pointed out that it would reduce 
wages to the 8ubsisteni:e~level, unless the second' 
principle that determined wages. viz" "the prices of 
commodities on which they are expended," resisted this 
fall. 

J. S. Mill complained that the assumption of the 
growth of population at a constant rate was illegitimate. 
and the classical conclusion was. therefore. untenable. 
The growth of population is capable of voluntary regula­
tion and must not be thought of as the inevitable con-. 
sequence of an irre.istibl~ natural law. The stationary 
state. that is to say. the cessation of the growth of wealth 
and capital, need not be. therefore. necessarily one of . 
misery. 

But it is Marshall who modi6es this concept. He 
treats the stationary state purely as a methodological 
device. a tool of analysis. He turns it into a "logical 
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Now inasmuch as organisation and technical 
methods of production determine the relative 
proportion of labour and capital demanded for 
production and. together with the aggregate output. 
determine the absolute volumes of demand for 
them, we can analyse the industrial equilibrium as 
composed of three di1ferent kinds of subsidiary 
equilibrium : 

(I) A tendency to a kind of equilibrium that 
we shall call tecl,nological equilibrium. This equi­
librium means that the relative proportion of the 
factors. as the technique of production demands for 

fiction" created for convenience of analysing complex 
facts. Marshall's object again is not to trace the 
economic effects of stationary capital (in the absence of 
any improvement in productive arts) upon a growing 
population with its standard of life changed or un­
changed. His object i. to trace the in8uence of real 
costs upon value. by keeping off the in8uence of time 
and the re8ex inOuence of demand upon supply. He. 
therefore. changes the concept entirely except its name. 
He makes the stationary state a state of equilibrium. 
where .. the general conditions of production and con­
sumption. of distribution and exchange remain motion­
less." But he points out that this motionless state of 
general conditions need not mean absolute stationariness 
of population. Population and capital may both grow (as 
Mill assumes in his analysis). but only "at about the 
same rate." provided that .. there i. no scarcity of land; 
and above all. where the character of man himself is 
a constant quantity." (Vide Principles. 8th edition. 
pp. 366-68.) 
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efficiency. should be equal to the actual proportion 
in which they exist. or rather seek employment 
in society.· The technological equilibrium thus 
depends on a continuous process of readiustments. 
It assumes that the technical . methods of produc­
tion and industrial organisation are elastic and 
adaptive enough to absorb the whole of the annu~1 
increase in savings as well as in population. It 
may be noticed here that the economic tendency 
has long been to modify the o~ganisation and tech­
nique of production so as to provide employment 
for new capital only, but not of labour except as 
an incidental necessity. The "improvements" 
have rather deliberately worked towards creating 
an increased employment for capital at the expense 
of labour. The criterion of "improvements" is 
that the cost of a machine must be less than that 
of maintaining a labourer or labourers whom it 
replaces. 

(2) A monetary equilibrium in the sense of 
stability of price-levels. both general and relative. 
The general price-level ~ust be stable enough not 
to give rise to wind-fall pronts. The relative price­
levels must be harmonious enough not to change 
the prospects of profits,\o that they may not induce 
nor enable an entrepreneur to change his product. 
alter his output. or modify his method of production. 
Prices again must not so change that they force 
the consumers to alter their accustomed volumes of 
savings or expenditure on oonsumption goods. 
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(3) A kind of equilibrium between the changes 
in the institutional behaviour of the. community 
and those of the industrial environment. We 
may subdivide it still into the following three ele­
ments : 

(a) changes in the tastes for 'Commodities must 
not be out of harmony with the intrinsic qualities 
of the natural resources, out of which they are 
grown or extracted. For example, the people of 
a country, the soil of which is most fertile for rice 
but unsuitable for potatoes, cannot afford to 
develop a taste for the latter without impairing the 
productive efficiency of its lands. 

(b) The growth of voluntary savings .and the 
sCOPe of their investment, asdetermihed by the 
technical requirements of industry, must be equal to 
each other. Keynes has drawn special attention to 
this element by treating it as a necessary condition 
for monetary equilibrium. 

(c) The growth of wants, e.g., in the form of 
a higher standard of living, must be commensurate 
with the growth of population in the sense that the 
demand for labour created by increased consump­
tion must be large enough to absorb the natural in­
crease in 'the supply of labour. It is necessary to 
notice here that a mere increase in the number of 
ordinary labourers does not increase the demand for 
goods. to such an extent that it would provide for 
their employment in full. The reason is that under 
the capitalistic system flf production, a labourer can 
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produce and must produce much more than what he 
needs or is allowed to consume. The surplus must 
go to the employer as his share of the product. 
The employer. the entrepreneur. or the capitalist 
can take his share either in the form of invest­
ment Iloods or of consump,tjon goods. Now the 
amount of investment goods produced. which only 
is capable of yielding a futu!e income. is always 
limited by the technical requirements of industry or 
by the scope of foreign investment. The investment 
goods can, therefore, pay only a part of the capital­
ist's share. The remaining portion must be taken 
in the form of consumption goods. In the case 
of the richer capitalists whose standards of living 
are already high enough. it may often be im­
possible to accept their share in the form of con­
sumption goods. This may sometimes create 
a serious deadlock. and disturbances in the industrial 
system may ensue. We shall have to examine this 
case a little later. 

These three kinds of equilibrium must be in 
mutual harmony to maintain the industrial equili­
brium. that is to say. to prevent unemployment 
or under-employment ..,of any kind of social 
resources. 

THE TECHNOLOCICAL EQUILIBRIUM. 

Of these the operation of the first kind. Iliz •• of 
the technological equilibrium. may perhaps be 

, better understood and its importance better realisecl[j 

48 
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if we try to follow the process as to how the 
problem of an increased output of goods necessitated 
by an increased population is differently solved in 
a stationary economy like the old village community 
of India and in a progressive economy under 
mqdern civilisation. 

The growth of a stationary society like the old 
Indian village community follows a curious biologi­
cal behaviour. as we find in the simplest living 
things. e.g .• bacteria. worms. coral polyps and sea­
anemones. Growth is followed by a detachment. 
A part of the parent body is torn off and lives its 
life just like its parent. As in these lower forms 
of life. so it is in these primitive forms of society. 
The overgroWB population of a villag~ community 
will form another village. living the same kind of 
life. Their needs will be met, by the same tradi­
tional methods of production. and the size of the 
productive unit will reinain practically the same. 
The doubling of population will only mean a 
doubling of the number of the productive units 
which satisfied the need of the community. A 
brieEsketch of such a community, as contrasted 
with that of modern civilisation, will perhaps make 
it clearer. 

The village is self-sufficient for ordinary needs 
of life. The division of labour extends to main 
occupations only. Each caste comprises a group 
of. workers. and it supplies a specific commodity 
needed.by the community. The demand is, ~tain. 
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market assured. choice of work limited. Hired 
labour and capital often assist an entrepreneur. 
but their remuneration is based upon a customary 
standard which is itself derived from a customary 
standard of living. The predominant unit of 
production is the family, as is the unit of consump­
tion.Every working family.is thus. assured. of an 
employment and all. income. They seek for most 
of ,the necessaries and conventional luxuries of 
life directly for themselves and not through the 
inter-medium of money. Their normal habit of 
thought runs in terms of ~ommodities and not 
of money. As the process of production is mecha­
nised to a very slight extent, the saving. which 
ia open however only to the comparatively pros­
perous. usually takes the form of land and 
precious metals. 

The wants are simple. limited to a few staple 
commodities; and their total volume is small. 
being confined to a single village. The scope of 
subdivision of labour is thus narrow. the market 
being so small and so little diversified. Thus one 
or two potter families are sufficient to supply the 
entire demand for all kinds of c"oking pots. water 
jugs. and storing 'jarS"" of the whole village. 
Similarly with the cultivator. milkman, oilman. 
weaver, priest, barber, washerman. carpenter. 
cobbler. blacksmith. goldsmith. musician. astro­
loger. writer and fisherman. Though the inter­
dependence between different classes or castes 
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is very close for purposes of consumption or 
common needs. they are less dependent upon one 
another for plying their individual crafts. 

The raw materials needed for each craft are 
mostly within its own competence to provide for. 
The potter commands his clay. the farmer his 
plough. bullocks and seeds. and the fisherman owns 
his boat and makes his own net. Implements to 
aid labour were quite simple and rude. As a 
native of the city of Dacca. the writer can perso­
nally attest the truth of the remarks of Karl Marx 
that the 'muslins of Dacca' (spelt as Dakka in 
, Das Kapital '). which" have never been surpass­
ed in fineness" were "produced without capital. 
machinery. division of labour. or any of those 
means which give such facilities to the manufactur­
ing interests of Europe." 

This means that each occupation representing 
a separate industry is an almost independent whole. 
The consumer again is so near to the producer. 
The primitive rural economy is thus little depen­
dent upon trade or exchange. Commerce or trad­
ing was necessary only for the disposal of the 
surplus produce or rare products of one village or 
town to another, as is the case in modern inter­
national trade. 

As the industrial organisation was so simple. 
so small in size. so self-sufficient. so little 
mechanised and capitalistic as to be manageable 
mostly with the resources of an individual producer. 
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and as it was so little dependent on commerce. 
the modern financial-commercial-industrial inter­
dependence of industries was unknown and incon­
ceivable. 

When industy is organis~d on such a small 
scale. and the representative size of a productive 
unit is so small and so 'independent. it is no 
wonder that an extension of demand is here met 
by a multiplication of the microscopic . productive 
units. and the growth of such a village community 
is to be attended by a separation of the inconve­
niently overgrown part to form an independent 
entity and replica 'of its parent. iust as the 
growth of many bacteria is followed by binary or 
multiple fission. 

. But the growth of the modern industrial orga­
nisation is never followed by the simple process of 
separation. division. fission. It reorganises itself 
in a way that it may better meet the needs due to 
its growth. Its structure gets more complex 
during the process. The growth of the size of an 
industry is, therefore. always attended with a re­
organised complex structure and a different process 
of production appropriat& to it. The representa­
tive business unit has to follow suit and change its 
method and structure. and a growth in its size is 
often the result. 

It is. therefore. clear that there are . generally 
two ways open to a productive enterprise to meet a 



382 THE: THEORY OF PROFITS· 

groWing demand • ...:..ancient and modem. stationary 
(in the Marshallian sense) and progressive. Ibi 
size is always--in the ancient as well as in the 
modern-determined by the optimum size of 
production relative to a particular process of pro­
duction prevalent at a particular time. i.e., in a 
particular environment. It is the law of life and 
growth that a thing tends to develop to the extent 
of its capacity to benefit by its environment. The 
,industrial capacity of a society in any particular 
branch of production is reflected in the art of 
·organisation and in the process of production. 
The . size. of ,die productive unit naturally tends 
to be one at which maximum economy of the 
productive reso~ces is available; this.is what we 
call the optimum size. This tends to be the re­
presentative size of any branch of production 
unda; competitive conditions. unless there are 
preseitt in the industrial environment conditions 
which offer an unequal opportunity to the different 
productive units, A particular process of pro­
duction is. thus associated with a corresponding 
size of the most economic method of production. 
A' "rocess of production. let us remember, is 
nothing but an organization of the industrial 
technique for utilising various productive materials 
to their utmost possibilities. A particular process 
of production involves an organisation of its co­
'Operating factors, both qualitatively and quantita­
tively. in such a way that the utmost possible 
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productive economy is realised thereby. If the 
qualities of the factors are assumed to.be given; 
the condition of maximum economy relative to a 
particular process can well be expressed in terms 
of their quantitative relation Blone. Suppose that 
the different technical factors of production (in 
contradistinction to the ffiree sources of these 
factors, viz., "land," labour.andcapital) are related 
quantitatively in a certain proportion to one another. 
Now if we want to measure thll quantity of these fac­
tors in terms of the social resources with which the • material inlerests of the markedly distinguishable 
classes of society are associated, it is necessary 
to reduce them to. the terms of "land," labour 
and capital. The condition of the most dlicient 
material production can thus be mathelJlatically . 
expressed in a form that we introduc!!d in con­
nection with our analysis of the theory, of ~arginal 
productivity (Chap_ V). If the quantities of the 
three factors actually employed were measl,lted in 
terms either of their money-costs or of their com­
mon equi-marginal return at the point of maximum 
efficiency in a given process of production, and 
if these quantities wen .. related to each other under 

. the given circumstances in the proportion of I : 2 : 3. 
the conditions of maximu.m material. prodqctivity 
as realised. by the optimum size· of . prod'\l.ction 

. would be'given by die equation, 
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where P = the total product and A an arbitrary 
constant." 

The conditions of technological equilibrium 
· which demands that all the employable factors 
· should be employed fully and in a way that brings 
out their maximum productive efficiency in terms 
of • physical output, can be easily obtained from 
the above equation. If we lind the average (pro­
perly weighted) of all the proportions of the 
factors. as it is necessary to employ them in the 

· different industrii! according to the different pro­
cesses of production followed, the proportions 
being expressed in terms of equations analogous 
to the one that is given above. this average propor­
tion will indicate the conditions of technological 
equilibrium. If the average proportion. thus 
calculated. differs from the actual proportion of 

· the factors seeking employment. there can be no 
equilibrium consistent with the maximum pro­
ductivity of social resources in terms of material 
goods and services. 

The technological equilibrium is thus wholly 
dependent upon the industrial art of production. 
It has no direct relation with monetary factors 

• nor with the socio-psychic tendencies or institu-
· tional behaviour of society. 

Suppose there are two processes of production 
open to a representative entrepreneur to meet an • 

S The significance of the constant has been fully ell' 

plamed in Chap. V, pp. 134-5. 



'NORMAL PROFITS AND INDUSTRIAL EQUILIBRIUM 385 

increased demand: one, let us assume, on which 
he organised his business unit. and with which 
he produces his individual optimum output. (The 
optimum output or the maximum return position 
is to be presumed. for otherwise the question of 
adoption of an alternative process 'Cannot arise. 
With a pre-optimum o\1t'put of production. he 
will evidently follow the same process with an 
increasing advantage till the optimum limit is 
reached.) Tha other is a new process. more 
economic, but requiring a I~rger size for optimum 
output. If the demand upon his productive unit 
is persistent and shows a prospect of permanency. 
evidently he will reorganise his productive unit. 
i.e •• adopt the new~r process. provided monetary 
and financial considerations do not otherwise 
block his way. And if this represents the generai 
tendency prevailing in the industry, we say that 
the normal size of the productive unit has 
increased. The form of the equation expressing 
the conditions of technological equilibrium has 
changed. Instead pf P=Ax!yizt. P is now, say. 
equal to Axlylzi. That is to say. the new 
technique requires the factors in a different· 
proportion. From tht"stand-point of the technique 
of production, the position of equilibrium is 
the point of optimum output and maximum 
productivity. the point where the increasing 
return ends with an increasing association of any 
particular factor and diminishing return sets in. 

49 
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The conceptions of increasing and decreasing 
.returns of the physical factors (not their money 
costs) in terms of material products (not their 
money values) . are relative to this point of 
maximum productivity and optimum output • 
.corresponding to the particular process of produc­
tion In vogue. Agriculture is subject to diminish­
ing returns only in this sense: relatively to the 
process of production current to that industry. th"e 
productive units of supply have all reached their 
optimum sizes of maximum productivity. The scope 
of increasing the aggregate output by a simple 
multiplication of the present type of establishments. 
akin to the biological method of " binary fission •• 
common to primitive life. is presumed to have 
reached its limits. Increased production thus 
enforces a disproportionate association of the 
productive factors. "an inappropriate apportion­
ment of appliances for production." and diminish­
ing return is the outcome. Land is the nucleus 
of agricultural production. as plant is that of the 
industrial. The limitation Df land. therefore. 
destroys the optimum proportion of the requisite 
resources. when an increased demand forces an 
increased production upon the agricultural orga­
nisation. Diminishing return thus begins to 
operate. Diminishing return is thus the result of 
the limitation of a factor' , caplV".ity to expand 
as required by the. technical pTOce~, of optimum 
production in response to an increastcldemand. 
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that is. its inelasticity of supply. But supply 
here refers to the amount of a given quality. 
The diminishing return may also operate, when 
the supply of a factor is not limited absolutely. but 
relatively to a quality. It also operates. for instance. 
when the additional supply available is of an inferior 
quality. The classical concept of diminishing 
returns is based more directly upon the qualitative 
scarcity of.a factor than upon its absolute quanti-
tative scarcity. . 

The laws of returns are relative to a given pro­
cess of production. and to the optimum proportion 
of the factors qualitatively appropriate to the pro­
cess. Suppose that the industrial processes operating 
in the community require the factors in the pro­
portion 1 : 2 : 3. but the amounts of actual supply. 
stand at a different ratio. Now a time is bound to 
come with a progressive increase in demand. when 
some one factor will be found to be in relative 
scarcity compared to others. with reference to the 
industrial demand for them all. The relative 
scarcity of one factor implies however that another 
factor must be in rdative abundance to it. This 
means that if we try to get at the optimum position' , 
with the full employment of this relativdy abun-
dant factor. an increased supply of the scarce 
factor will continually increase the productivity of 
their combinat~on till the appropriate proportion is' 
arrived at. That is to say. the dastic factors yidd 
increasing r~turn as a result of their increasing 
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co-operation with the limited amount of an inelastic 
factor, till it just begins to be scarce in relation 
to them; the productivity becomes maximum 
at this position. The diminishing return sets 
m, when' an increased production is attempted 
on the limited amount of this scarce factor 
in an . increasing association with the other ones. 
This is why agriculture may offer increasing 
return in a new country for some til1lle. The 
return is increasing so long as land is relatively 
abundant and the appropriate amounts of labour 
and capital that are technologically necessary for 
the maximum return are relatively scarce. So long 
as the productive factors are all abundant. pro­
ductive units of optimum size may mult~ply with 
an increasing demand for their products without 
evoking diminishing returns, till the total amount 
of anyone factor available is all exhausted. 
Once that limit is surpassed, we have to face 
production under diminishing returns. We cannot 
evade this catastrophe except by our ingenuity in 
devising another process of production which can 
attain the same result with a less amount of that 
resource, whose inelastic supply is causing dimi­
nishing marginal productivity of the other co-opera­
ting agents. Imagine the case of an economically 
insular England, (regarding her as a closed economy 
with no foreign trade); the subsistence of her 
population has to be obtained from her own soil. 
Suppose the process of agricultural production 
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remains the same as the traditional, but population' 
continually increases .. The demand for more food 
will lead to the multiplication of farms with a 
proportionate increase in the demand of 
all factors. land. labour and capitaL But 
when all the available jI!=res of cultivable 
soil are taken up. any further increment 
of food supply can only be obtained on a dimi-. . 
nished return. The simple test as to whether 
diminishing return prevails or not would be 
to find out from the census statistics if a greater 
percentage of population have taken to food­
supply, or if. a greater proportion of capital is now 
devoted to it. (Our hypothesis is that it is a closed 
economy.) If we look at the problem from the 
industrial view-point of physical output in relation 
to human labour-which is roughly the view-point 
of the classical school-the conception of dimi­
nishing returns (with its implicit counter-part in­
creasing returns) is very definite and real. But it 
relates to a particular factor of production (as it 
related to human labour with the classical school) 
and not to the volume of all the factors summed 
up in terms of any abstratt unit or to their aggre­
gate money-cost. The fact of a maximum rate of 
material return obtainable from a particular process 
of production is the real source of the economic laws 
of returns. The laws of returns lose much of their 
definiteness and social significance when we asso­
ciate them with the _~ney cost of an entrepreneur. 
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in place of the different kinds of social resources 
utilised for production . For there may possibly be 
many processes of production contemporaneously 
existing, from which the entrepreneur may extract 
the same amount of money profits: limited as his 
capacity is to earn profits by the amount of finan­
cial resources he can command, he may adopt 
such a process as will give the greatest employ­
ment to a particular factor in which he is specially 
interested. Money-prices, both of the products 
and their producing factors, form a mutually 
interdependent system, as a result of which the 
maximum point of financial returns and profitabi­
lity may be in a constant lIux, due to purely mone­
tary causes, irrespective of the position of optimum 
output or maximum productivity in terms of mate­
rial goods. 

It is always preferable not to associate our ideas 
of increasing or decreasing return with the ideas of 
money costs or money returns. Returns should 
refer to the physical output, and outlay to the 
volumes of the different types of industrial requisites 
for production. Dr. Sraffa's strictures' on the laws 
of returns are appropriate, as they refer to money­
costs of the entrepreneur in the sense of diminish­
ing and increasing costs. But his criticism would 
have missed its aim, had it referred to the amount 

• P. SraJfa: The Laws of Returns under Competi­
tive Condition.. (The Economic Journal. 1928. p. 536 
et seq.) 
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of material produce and not to its value, correlated' 
to the amount of the .physical resources employed 
and not to their money costs. ~he classical school 
evidently referred to the physic;al volumes of the 
productive resources and not to money costs. 
Marshall relates them to cqq.crete amounts and 
not to money values: .. Increasing return is a 
relation between a quantity of e.ffort and sacrifice 
on the one hand, and a quantity of product on the 
other." • .. To measure outlay and output in 
terms of money," Marshall warns, "is a tempting, 
.but a dangerous resource : for a comparison of 
money outlay with m~ney returns is apt to slide 
into an estimate of the rate of profit on capital. ". 
Similarly with decreasing return. Marshall 
recognises that "the tendencies ...... of diminish­
ing return have their roots ...... in the technical 
conditions of industry" He also ascribes increas­
ing return specifically to economy of organisation. 
Marshall admits the presence of increasing returns 
in agriculture when land is inadequately developed 
or an improvement takes place in the process of 
production. He even treats the diminishing return 
as an ultimate tendency in agriculture.• Still he 
does not correlate the two' laws as the pre-maxi­
mum or post-maximum tendencies of returns with 

5 Marshall: Principles of Economics (8th edn.),p. 319. 
U Ibid. pp. 319-20 . 
T . Ibid. P • .170. llote (I). 

S Ibid. p. 153. 
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reference to a particular method of production. 
He treats them as two distinct and opposite 
tendencies, one due to man's efficiency in 
organisation and the other due to nature' s 
resistance. This obviously indicates the influence 
of Ricardo • . 

The laws of return appear to be most definite 
when we think of them as quantitative relations 
between the returns in shape of concrete goods 
on the one hand. and a particular varying 
factor of production (in its industrial relation to 
some given quantities of the other factors in a given 
process of production) on the other. This is the 
way we have represented them; for thus they 
throw a greater light on the technological equili­
.brium. Prof. Pigou follows Marshall and defines 
them also as quantitative relations. but between the 
total physical output and the aggregate real costs of 
all the factors of production.· He points out how­
ever that the conception sometimes gets hopelessly 
vague. when thus defined. .. When changes in 
the relative value of the factors of production are 
liable to occur in consequence of changes in the 
scale of production of an industry." concludes 
our learned Professer. .. it is not possible to assign 
a clear meaning to costs. and therefore. is not 
possible to construct a costs function." I. The 
clear meaning is lost because of the very process 

• The Economic Journal. 1927. P. 193. note (I). 
lO Ibid. p. 192. 
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. the Professor adopts for the expression of total costs 
in terms of the units of a particular factor. But 
the loss of meaning is only relative anc\ not absolute 
-relative to our present situation. The return and 
cost are of practical significance to us as units of 
benefit and sacrifice. The entrepreneur' a means of 

•• 
acquisition or medium of, sacrifice is' 'money. 
Society as a whol~ is most interested at a time in a 
factor which is comparatively scarce and which 
hinders for the time the most. efficient utilisation 
of other resources. The relation of the product 
to an abstract aggregate of all the factors is. there­
fore, of no practical significance to society. But 
if a particular class of society, representing the 
ownership of or other interests il\ a particular 
factor. acts as the entrepreneur, or if a particular 
factor somehow or' other becomes the common 
medium of payment in society, the expression of 
aggregate cost in terma of the units of a particular 
factor will have a clear and definite practical signi. 
ficance for that class, or at that stage of society. 
Prof. Pigou' a illustrations will make this clear. 
The two processes of production are considered : 
Co the cost of producing 500 units of output is a 
units of factor A plus I> units of factor B plu. c 
units of factor C, while that of. producing 1000 
units is 2a units of A plus 41> units of B pl~s ic 
units of C. "11 Now suppose "when 500 units of 

11 Ibid, p. 190. 
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output are being produced. a units of factor A. 
b units of factor Band c units of factor C have 
equal values. but that when 1000 units are being 
produced. a units of A. !b units of B and I tc 
units of C have equal values."" "There is no 

" ks P f .. . k· rea~on. remar our ro essor. 10 rec orung 
aggregate real costs, for preferring either of 
these relative valuations to the other. But. 
according as we choose the one or the other of 
them. the ratio between the aggregate cost of 
producing 500 units and 1000 units will appear 
entirely different." On the data given above 
the Professor calculates that "with the former 
valuation I 000 units will cost U times ,as much 
as 500 units: with the latter 2f times as much." 
With the latter valuation the latter process costs 2" 
times. only if we calculate the aggregate cost 
in terms of the units of A. Similar calcula­
tions in terms of the units of Band C give us I H 
times and 3t times as much respectively . To a 
modern entrepreneur these calculations will not be 
helpful for deciding as to whether he should adopt 
the latter in preference to the former process of 
production. But suppose that the entrepreneur is 
a medieval feudal chief who undertakes produc­
tion by payments in the shape of a grant of lands, 
-even to-day a Bengal landlord pays his priest, 
barber, washerman. domestic servants. etc .• by a 
grant of lands ; or. suppose that he is a capitalist, 

Ii Ibid, p, 191. 
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who pays in concrete consumable goods-this is a 
nearer approximation to our present position ; or 
suppose that he is a proletariat dictator. who pays 
the landlords and the capitalists by the amount of 
labour-hours at his command; this calculation will 
now be found to have a he,lpful meaning. With 

'the latter valuation the latter process wiiI not be 
profitable to anybody except ~e B class entrepre­
neur. who makes his payments in units of B. As 
passive recipients of income and with the former 
valuation. the A class will have an indifferent 
attitude, for the volume of employment of A is 
the same with both 'processes: B will gain enor­
mously. for its employment will be 4b instead' of 
2b: and C will lose employment. If production is 
dictated by class-interests. this kind of calculation 
will have an immense practical value for the 
advancement of particular class interests. But if 
society is interested in the economy of a particular 
kind of resource-for instance. it may aim, to 
provide greater leisure for the workers or 
it may be necessary to economise its land or a 
particular kind of capital-no kind of valuation in a 
common unit is helpful or necessary. It will adopt 
that process of production which will economise 
the resource which calls for economy. Once we 
agree that it is the economy of human efforts that 
society should aim at. the valuation of cost in the 
common unit of human labour will acquire a 
helpful meaning to the social economist. 
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These considerations will show why the con­
cepts of increasing and diminishing returns are of ' 
better service to a social economist, when they are 
defined in terms of the industrial relation that the 
physical volume of the product bears to the con­
cre~ volume of outlay of anyone factor with refer­
ence to the position of maximum return or the 
optimum output appertaining to a given process of 
production. A particular factor yields increasing 
or diminishing return according as its increasing 
association takes place in a pre-optimum or post­
optimum position of production according to a 
particular process. 

From the stand-point of the community, the 
returns are to be regarded as diminishi~ or increas­
ing, according as the production of each unit of 
output involves the employment of a greater or 
smaller quantity of one factor, while the employ­
ment of others remains the same. Whenever the 
actual outputs of the typical enterprises of an 
industry surpass their individual optimum outputs, 
apIiropriate to the processes of produ~tion prevail­
ing and pursued, the diminishing return results. 
An industrial firm which is forced to moduce an 
amount greater than its individual optimum out­
put, is as much subject to diminishing return in 
thia sense as an agricultural farm producing 
beyond its optimum. A curtailment of production 
in either will alike result in increasing the returns. 
Firms or farms that are producing on the other 
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hand below their optimum fail to realise their fun 
efficiency. The tnost efficient position of material 
productivity. therefore. points to production of 
this optimum output. If production took place 
under the guidance of this kind of industrial 
motive. viz .• getting maximum possible returns out 
of'the physical resources. the normal equilibrium 
position would have coiniid~d with the output 
where their material return was the highest. 

It is necessary to realise' that increasing as 
well as diminishing returns, as defined above. 
have the same social significance. as far as the 
economy of productive resources is concerned. 
Both mean production under diminished (not 
diminishing) returns or increased (not increasing) 
cost from the view-point of the community. Pro­
duction under increasing returns means that the 
cost is higher or the return is lower than that 
obtainable at the optimum position. That is to 
say. when the actual output happens to be lower 
than the optimum. the loss of productive 
materials to society is not in any way less than 
when the actual output surpasses this optimum. 

The normal condition prevailing at present. as 
Foster and Catchings have asserted (with support­
ing quotations from President Hoover) is a greater 
productive capacity of the industrial plants than 
there is a demand for their product in the market. 
Hence competition at present normally forces a 
manufacturing enterprise to produce less than its 



398 THE THEORY OF PROFITS 

capacity, i.e., to produce at an increased cost. 
Similarly the writer can assert from personal expe­
rience that agricu1ture in India is normally con­
ducted under increased costs. The reason is the, 
uneconomic position of the representative agricul­
tur/ll holdings with an average size of .five acres. 
If we remember that,every process of production. 
has a c:orresponding 0liimum output, and the size 
of the holding occupies the same position in agri­
culture as the plallt-capacity does in industry. in 
its relation to output. the cause of increased cost 
in_ our agriculture will be found in the under­
employment of the farmer' s managing ability, the 

, corresponding cause in the case of modern. manu­
factures being the under-employment ~f the indus­
trial plant. The true relation of output to outlay 
or .cost can only be understood in its proper light, 
if we compare it with the optimum size and 
optimum output. The laws of returns, as defined 
above. are relative to this optimum. Increasillg or 
decreasing returns are descriptions of the same 
state of things: returns increase when the actual 
output moves towards the optimum. and diminish 
when it moves away from it. 

But this is not the sense, the reader may be 
warned. in which economists usually use the 
terms or the common man understands them. 
The two laws of returns have never been sym­
metrically stated by economists in a way that they 
form an antithesis. They convey to the common 
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mind a kind of historical association between the 
output and the price of the main classes of 
commodities. The common man associates dimi­
nishing returns with agriculture. simply because 
the home-price of agricultural products sho~s a 
historical rise with the growth of population and 
demand. Similarly he assocIates manufacture with 
increasing return. as its price shows a fall 
historically with the expansion of its output. 
Economists at present protest h9wever that the laws 
of returns are logical rp.lations. and not historical 
ones; and the relation is between the physical 
output and the cost of production-not the price. 

The most fashionable economic interpretation. 
of these laws. in other words, is that they express 
a logical relation between the physical output and 
its money cost of production. T,he meaning we 
,have adopted also points to a logical relation. But 
the most significant difference is that while our 
meaning implies a given process of production. 
the current interpretation assumes different pro­
cesses for different output. The only rational 
explanation that can be attempted to account for 
the diminishing return applying to agriculture. if 
we accept this latter meaning. would be that while 
newer methods have succeeded in reducing the cost 
of manufactures. they have failed to do so in agri­
culture. This explanation seems reasonable. It 
can explain the increasing returns of the massive 
agriculture in Russia and in America. 
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Suppose we accept the economist's common' 
interpretation of these laws. Let us assume that 
there are 'different processes of appropriate 
production corresponding to several different out­
puts, Even in that case, Marshall's distinction that 
one is due to human organisation and the other is 
due' to 'inelasticity of nature's response, seems to be 
capable of being absorbed under one and the same 
organisation. as expressed in the art of produc­
tion iii any particular branch of industry. The art 
of production may be less developed at any given 
stage of civilisation in one branch than in another. 
When Neolithic man discovered, agriculture, it 
must have been regarded as yielding an i[)creasing 
return to his industry or labour. for it' provided a 
greater scope of organisation than in hunting for 
meat and skins. When we think of increasing 
returns mainly as a result of general economic 
progress and not of an increased scale of produc­
tion. we simply compare the productive capacity of 
different ages with different skill in organisation and 
different processes of production. Just as the 
concepts of diminishing returns in agriculture and 
of increasing returns in manufacture are reflective 
of an unequal development in the two spheres of 
the same artfulness or organising skill in produc­
tion. the economic progress of modern age i. 
similarly a relative concept indicative of man'. 
greater artfulness in production, compared to a 
past age. such as the Neolithic. 
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The technological equlibrium. therefore. points 
to produc~ion not under decreasing nor under 
increasing returns. but under optimum conditions. 
Internal and external economies lose their signifi­
cance at this position of maximum economy of 
social production. Again an economy which is 
internal t«;, a particular enterprise is external to aU 
others who utilise its product in their production. 
Thus it is that the internal economy in the industry 
of transportation appears as an e,xternal economy to 
other industries which profit by it. Even if we look 
to the financial economy in place of the industrial, 
we can see how the internal economy in the supply 
of credit by banks acts as an external economy to 
all who require its aid. 

If every entrepreneur is producing his individual 
optimum output with a process of production to 
which his resources are equal. he will have no motive 
to alter the output. Why ? Because profit depends 
on output and on prices. With a stable price-system 
assumed, his profit will be maximum when his out­
put is optimum, for his receipts and disbursements 
will be simultaneously highest and lowest at this 
optimum position. 

If the prices differ. a different process of pro­
duction may yield him greater profits. thus tending 
to change output and relative volumes of employ­
ment of the different factors: this means indus­
trial dis-equilibrium. . 

51. 
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If the organisation and processes of production 
undergo a new scientific revolution as in the appli­
cation of non-human power to machinery, this 
will again disturb the equilibrium. For here the 
employment of resources will not be affected by 
mere gradual readjustments. but by a wholesale 
reorganisation of industry on a new basis. Indus­
trial Revolution was due to this kind of innova­
tions. 

Technological equilibrium. therefore. presumes 
an absence of this kind of new scientific inventions 
that may revolutionise the relations of the factors 
inter se. It presumes. in other words. an absence 
of all kinds of dis-continuous changes of the 
industrial environment. 

MONETARY EQUIUBRIUM 

Industrial equilibrium. we have seen. depends 
also on the stability of the system of prices. 
or monetary equilibrium. 

Monetary equilibrium does not call for any 
further remarks here besides those already made. 
except to draw attention to Keynes' condition for 
equilibrium. viz .• 1 =5. That is. the value of new 
investment goods must be equal to the value o( 
savings. in order to maintain the stability of 
general price-level. We shall presently" examine 
the cause of their deviation. 

13 See pp. 409-15 below. 



NORMAL PROFITS AND INDUSTRIAL EQUILIBRIUM 403 

Let us now proceed to consider briefly the· 
importance upon industrial equilibrium of the 
changes in the institutional behaviour of the 
community. particularly in its habit of consumption 
of commodities. and of spending and saving 
incomes. 

THE EQUILIBRlllM OF INSTITUTIONAL 

BEHAVIOUR . 

It is easy to see that ~ny sudden change in the 
habitual behaviour or customary conduct of the 
consuming public will throw the whole machinery 
of economic organisation for production out of gear. 
A change in the apparently non-economic be­
haviour of the people. such as preference for urban 
life. or modification in religious practices. super­
stitious observances. and social tendencies like 
birth-rate or death-rate. may mean an enormous 
dislocation of economic equilibrium. Our village 
priests and astrologers as professional classes are 
having harder times with the growing efHux of the 
middle class people from villages to towns, with 
younger generations being less orthodox in 
religious observances and less superstitious in 
believing in planetary influences. An epidemic 
may benefit doctors. nurses. medical stores, 
and funeral undertakers. while a sudden fall in 
the birth-rate may inflict hardships upon midwives 
and may affect the fortune of the manufacturers 
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of child's wares from feeding bottles to perambula­
tors,:When we come to a change in the taste 
for foods. the styles in dress, or the fashion in 
dwelling houses. it may sometimes lead to a 
national disaster, The growing taste of the 
German people for wheat in place of rye has 
at present adversely affected the fortune of 
Germany's agriculture; the rye-fields are unsuitable 
for a profitable cultivation of wheat and the 
prospective wheat competition from Russia is 
being regarded as a menace. The Indians' 
preference for Khaddar (home-spun cloth) has 
affected the fortune of factories in Manchester . 
The Bengal peasants' fancy for corrugated iron 
roofs in place of thatched ones has destroyed an 
important rural industry and has created a new 
import trade. 

These instances are intended to show generally 
how certain tendencies in social behaviour may 
affect the industiral equilibrium. 

Let us now enquire. why the habitual standards 
of saving and consumption must harmonise with 
the needs of industry for the investment of capital 
and the demand of society for the employment 
of labour. 

We shall particularly examine in this connec­
tion how the habit of the capitalist class to accept 
the bulk of their income in investments may affect 
the industrial equilibrium of society. 
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HABITS OF SAVING AND CONSUMPTION AS RELATED 

TO INDUSTRIAL EQUILIBRIUM 

Individuals work in society with a view to 
secure both their living and leisure. The means 
for purchasing leisure is . if. primiti~e discoverY, 
oiz., property. Latid perhaps was the first form 
of property by which the 'owner could make 
others labour for his living. The limit of property's 
share in the national income has long been pointed 
out by the Physiocrats, It is their much ridi­
culed produit net. Income frOIp property can 
never exceed the difference between the total 
income and the income that is necessary to main­
tain the actual labourers--this is the substance of 
their teaching. T urgot explains: •• These laws 
[human conventidhs and civil laws] could 
guarantee to the man who took no part in the 
work himself only that portion of the produce 
which the land gives over and above the recom-

d th I , t .... pense ue to e cu tlva ors, 
Civilisation has since progressed much further. 

money-exchange has replaced barter, credit has 
superseded gold, the possible forms of income­
earning property have' extended, not only to 
durable consumable goods like houses and cars, 
and investment-goods like plants and machineries, 
but also to intangible rights like corporation 

• 
!. Turgot: Rellections. Sec. 17. 
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securities based upon good-will. Savings have 
now come to mean a demand for an income from 
property, a demand for earning leisure or a mode 
of living without compulsory labour. Besides 
finding the means of society's maintenance, the 
taskpf meeting this demand for leisure. i.e., the 
task of finding the appropriate forms of property 
that can purchase leisure, has also devolved upon 
the entrepreneur somehow or other. The entrepre­
neur meets this demand by the "round-about" 
method of production. The needs for livelihood 
and leisure are both satisfied by the same process. 
But here. as in die Physiocratic agriculture. the share 
of the proprietor has to be limited to an amount. 
not exceeding the surplus over the work~'s needs 
for consumption; and the form in which the 
property-holders can take th<air share is also con­
fined to the actual products turned out by the 
productive organisation. 

Let us try to think of it a little more con­
cretely. Let us assume that the 10 p.c. of the 
population of a community lives on property­
income and the 90 p.c. on wages; and that both 
the labour and the capital of society are fully 
employed. Suppose that the organisation and the 
technique of ·production so improve that. with an 
increased volume of capital (income-eaming 
property) formed out of the capitalists' savings. 
the needs of the whol~mmunity can now be met 
by the labour of the 50 p.c. of the population 
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r instead of 90. The unemployment of the 40 p.i:. 
would be its inevitable consequence. The volume 
of unemployment here may be taken as an indirect 
measure of the technical economy effected, as the 
aggregate volume of the social demand for goods 
is assumed to remain unchaQged. 

Now what would be the effect of this techni­
cal economy in production upon the distribution 
of the social income? The real income of the 
community in the form of concrete goods and ser­
vices does not alter in amount ex hypothesi. The 
money-income too need not alter, if the general 
level of prices contin;"'es unchanged. Supposing 
that the level of wages ~emains the same as before, 
the share of labour, nnancially speaking, would 
now shrink in proportion to the contracted volume 
of its employment. The whole of the amount 
saved. by the entrepreneurs in wages, viz., the 
wages of the 40 p.c., would now go to swell the 
capitalist's share. This is no doubt true, so far 
as the nnancial distribution of social income is 
concerned. But how can the capitalists actually 
realise their share in a concrete form under the 
given circumstances ? 

It is easy to see that if there is a further scope 
for new investment within the community or out­
side it, the capitalists can take their share in the 
form of investment goods. So long as their 
savings, i.e., the excess of their income over 
the accustomed expenditure on consumption, 
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does not overreach the scope of investment, 
no difficulty arises from the growth of income 
and savings. But when there is no such scope 
of investment. the capitalists must appropriate 
their share in the form of consumption-goods. 
For, if they insist upon saving the amount of 
their increased share. though there is no scope 
of employing it in the form of an investment. 
the result will be that a portion of the con­
sumption goods produced will be locked up as 
inventories or as an unsold stock. This portion will 
be equal to the value of the wages of the 40 %­
the increase of the capitalist' s share as the result of 
improvements. The purchasing power of labour 
is limited to the volume of their wages. They 
can spend on consumption the full amount of their 
wages. but they cannot spend more. The portion 
of the total output they can buy .riust be necessarily 
limited. therefore. to the amount of wages. So 
the capitalists must agree either to consume 
their share instead of saving it or hold it in 
the form of unsold stocks or inventories. The 
holding of unsold stocks is evidently a loss. The 
only way in which they can escape out of this 
impa.se is to sell the goods in a foreign land. 

But within the country itself there is no chance 
of getting these commodities sold without losses. 
To avoid these difficulties, the production may no 
doubt be curtailed. But the curtailment is to be 
pushed not only to the limit of the consumption of 
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the 50 p~c. wage-eamers, but to a lower figure still, 
for the reduction of output must mean lesli employ­
ment of labour, reduction of wages and hence of 
sales. This means also unemployment or under­
employment of technical plants, i.e .• losses in rent, 
interest and profits. Hence one inevitable result 
of technological improvements and new· invest~ 
ments is to create both unemployment and losses. 
unless production.can be extel'lded in response to 

. an increased home-market or to a demand for . . 

investment in foreign lands. 
This result, let us repeat. is conditional upon 

the capitalists' refusal· to take payments in con­
sumption goods. Of course, their consumption 
need not be confined to perishables or ~­
perishables like food or motor-cars, it might extenc\ 
to durable goods like castles, Taimahals. or 
Pyramids. So long as their share of property is 
realised in the form of goods includible in t~ 
current output of society. this demand can be 
met. 

But if the capitalists refuse to take this share 
in the form of non-investment goods. even when 
no new investment is possible.-when their greed 
for investment. in other words, exceeds the limits 
of the entrepreneur' s need for them-there is no 
wayof satisfying their claim. It is a sheer physical 
impossibility. 

The drift of our previous analysis may be 
summed up as follows: F.irst. within a closed 

52 
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economy the scope of new investment and hence 
of an increased share of property is not only 
limited by the technical advance in capitalistic 
production, but also by the aggregate demand for 
consumption goods. Now inasmuch as the 
purchasing power of labour is limited by the 
volume of their wages, production should be 
undertaken not on the basis of the aggregate 
population and their needs, but on the basis of the 
employed section of the community and their 
income destined for consumption. 

Secondly, with the concentration of capital in 
a comparatively few hands, the income of the 
capitalists practically ceases to be realised in the 
form of consumption goods. Their income swells 
the volume of automatic savings. and it cannot but 
seek realisation in the form of. new investments. 
In the absence of any scope for continual invest­
ments of a progressive kind. either at home or 
abroad, the savings of the community cannot but 
exceed the scope of new investment. 

Disequilibrium may thus result not only from 
the volume of savings running ahead of current 
investment. but also from the previous invest­
ment exceeding what the aggregate demand of 
the community for consumption goods should 
warrant. 

In cases of overinvestment. however. the 
obvious remedy is to increase the capitalist' 8 

IItandard of consumption. The products of the 
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overinvested capital, that cannot be disposed of to 
the wage-earners, must be consumed by the 
capitalists themselves . 

.. Why not sell to labour at a lower price? .. 
one may question. The ~wer is that a lower 
price means a virtual transfer of the capitalists' 
share to the labourers. The same fixed· mone~ 
income of labourers will buy them a greater 
volume of the physical product-now at a lower 
p~ice. If the whole surpluli of the capitalists' 
share that they are unwilling to consume, has to 
be disposed of at prices low enough for the 
labourers. this means that they forego their share. 
Financially speaking. it would mean that the 
investing capitalists suffer so much losses. 

The income of the labourers is limited by the 
wages they have received from the entrepreneurs 
as their. due share. How can they buy with it 
the produce that belongs to the other share? 

This clearly shows that in a society where and 
to the extent that there is no scope or opportunity 
for new investment. the capitalist class or savers 
(meaning all who earn an income through 
property) must take their share of the national 
dividend in real products, or they must forego 
their share in favour ';f the non-savers or non­
capitalists. if they care to maintain the normai 
rates of income from their property. That is. 
they must spend on consumption goods the entire 
amount by which the opportunity of new 
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investment- falls short of the value of their proper 
share. 

An increased consumption by the capitalist 
will appear to be doubly necessary, if we are to 
provide employment for the annual increase in 
the ,number of gainful workers of a progressive 
community and thereby maintain the industrial 
equilibrium. For, we have already pointed out 
that the needs of employment of a given annual 
increase in labour, under modern conditions of 
technical economy which enables an ordinary 
labourer to produce much more than the value of 
his customary standard of consumption or of 
wageS, cannot be met except by a more than pro­
portionate increase in the consumption of the 
capitalists. 

Now we have already seen from Keynes· equa­
tion, how a difference between the values of I and 
S gives rise to fortuitous profits and disturbs the 
monetary equilibrium and stability of prices. 
Here in the above analysis we have tried to peep 
behind Keynes' equation in order to find out 
why S tends to exceed the value (I) of the new 
investment goods. This may be due, as we see, 
to the behaviour of the capitalist class in refusing to 
realise their share of the national income adequate­
ly in the form of consumption goods. The share of 
property in the national dividend is much greater 
than what its owners have the capacity or appetite 
to cob.Sume: 80 they naturally want to be 
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paid in income-bearing capital goods·(C). But 
when entrepreneurs are unable to increase their 
demand for them, a deadlock is thereby created. 

In view of the importance ·of this conclusion, 
we shall repeat it in a different form. Mr. Keynes 
traces disequilibrium (monetuy) to discrepancy that 
may arise between the value (I) of the new invest­
ment goods and the volume ot savings (5). Our 
analysi_eeks to trace this discrepancy further up 
to its source, viz., the motive and the conduct of 
the capitalist class in th~ acquisition and disposal 
of his income. Whell the capitalist saves or has 
to save, not for a flow of income to increase his 
enjoyments, but for a fund of capital-values for 
further accumulation-when the capitalist, in other 
words, seeks to create properties not for satisfying 
his future needs of consumption, but for gratifying 
his greed Jor ostentation in capital accumulation-· 
the volume of savings cannot but exceed • in the 
long run the scope of their investment in the home 
country. And this conduct is the direct outcome 
of the concentration of property in society. 

The root of the trouble, if the above argument 
is valid. seems to lie deeper in the system than 
what appears on the surface in the form of over­
investment or over-savillgs. Over-savings are 
almost an inevitable outcome of the concentration 
of the capital of the community. Over-investment. 
in the sense of the higher capacity of the industrial 
organisation for production than what the 
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community's demand for consumption warrants. 
seems to be a social necessity. not for the satisfaction 
of society's current needs. but for the employment 
of the entire labour population of the community 
under the modern technical economy of capitalistic 
production. The source of the troubles. therefore. 
seeins to lie in the refusal of the property-holders 
to receive their share of rent. interest and profits in 
the form of consumption. that is to sa.]. non­
investment goods. Losses and unemployment are 
thus the inevitable outcome of the concentration 
of capital, coupled with the capitalists' ignorant 
obstinacy to insist on payment in investment goods 
only. 

If our analysis is sound, the source of the evil is 
not to be sought in the socialist's property as such. 
nor in the communist's profit-economy. Veblen's 
attack on the" capitalised good-will" being made an 
over-ho!ad cost of production, and Mr. Hawtry's 
denunciation of "pure profits" as "the privilege 
of trading good-will." may appear to be morally 
justifiable. as profits are thereby made to earn 
profits on the principle of compound interest. But 
they do not tend to produce an instability of the 
economic system. 

The real trouble is not with mere appro­
priation, nor even with mere concentration. but 
with the capitalist's greed for income,. that must 
not come in to them except in the form of income­
earning property. This is a demand which it 
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is impossible to satisfy. unless the community halt 
an unlimited market for foreign investm~ts. 

I nexpansivity of the capitalist's expenditure 
on non-investment goods at a rate that the tech­
nique may demand for the full employment of 
society's supply of labour. thus appears to consti-

•• 
tute the source of instability of the modern system 
of capitalist production. 

The source of the instability of modern capital­
ism appears to lie in the capitalist's habit of 
accumulation. heedless of society's need for it. or 
of his own. 

A question may' naturally occur to us: Is 
reduction of interest-rate a remedy for this dis­
equilibrium? It is a remedy, or a palliative, 
according to the extent that it increases the share of 
labour at the expense of property. But it cannot 
completely remedy the situation. unless the capital­
ists agree to forego in this way all the excess of 
their savings over the scope of investment. For 
the non-capitalist class cannot take up the capital­
ists' share of the product. even if it so desires. 
for they would always lack this extra purchasing 
power. Capitalists may distribute away all that 
is due to their share in excess of their capacity 
for investment and consumption. by accepting 
lower rates of interest and profit. Or they may 
increase their consumption to the fullest extent of 
their dues. But there is no third way by which the 
entrepreneurs can pay up their dues in the absence 
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of an opportunity for foreign investment. The 
demand for home investment as 'well as for the 
employment of labour can only increase with the 
increase of their consumption. 

Let us remember that the apportionment of 
incomes in the form of money represents the 
financial distribution of individual claims over the 
national dividend. Savings simply represent a 
method of the personal distribution 9f one's 
income. Individual saving is not a method of 
appropriating one's share. Investment and con­
sumption are the only two ways by which an 
agent of production can realise his share in the 
social distribution of the current output. 

Industrial equilibrium, we may sum up, is 
attained or· maintained when entrepreneurs do 
not find any venue of profitability in shifting 
the resources of production from one branch 
to another. Our assumption has been that 
every entrepreneur produces his optimum output 
with the particular process of production 
suitable to his technical and financial capa­
city and most conducive to his profit. We 
assume that though there are different processes of 
production with corresponding optimum outputs 
known to the producers, they offer the entrepre­
neUT$ no motive for a change, because the special 
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market they individually command will not ma~ 
it profitable. The cost of production of thill opti­
mum output comes to correspond to Marshall's 
normal supply price," when it represents the 
mode average, i.e., the most fashionable or. the 
most frequent individual . output within the 
industry. The normal supply-price is the price 
just sufficient to produce a given.outp1,lt, and it is 
correlated to a margin of production, where "the 
marginal unit is a whole process of production 
rather than a parcel of goods." We say it corres.­
ponds with the normal price under the 
stipulated conditions, because "the course Qf 
action which may be e~pected " from the entrepre­
neurs under the motive force of profits realises its 
goal here and the force spends itself out under 
the circumstances. 

We have broadly discussed above the main 
elements of the industrial equilibrium. Let us now 
briefly enquire into the pyocess by which the sta­
bility is restored to the system, when its equilibri\!m 
is upset for some reason or other. 

THE INTER-EQUILIBRIUM PROCESS OF 

ADJUSTMENT 

Let us now suppose that a disturbance sets in, 
a rise in the demand for a particular good steadily 
takes place. Evidently the whole industry will 

I. See Principles of Economics, V. v. 5 IUld 6. 
~2 
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tend to expand and draw the necessary resources 
from other industries. The whole industrial system 
thus disturbed will tend to reach another 
position of equilibrium. But any and every 
firm belonging to the industry will not give 
us an idea as to how the readjustment is taking 
place. For the forces which act upon the eco­
nomy of an individual firm are quite dillerent 
from those which influence the industry as a 
whole. An able and enterprising business man 
can expand the output of his firm. even when 
the whole industry is decaying. by swallowing up 
the custom of the dying firms and taking to a 
newer process more suitable to his ne", scale of 
production. His individual growth is only limited 
by his individual managing ability or capacity 
of commanding credit or capital on the one hand. 
and by the custom it can cater for on the other. 
It may rob the custom from a fellow-producer. 
by what we call competition. provided the capital 
and credit at his disposal together with his ability 
cxime up to what is needed by the new process 
and new output. We have seen how every 
advance in the expansion of his business places 
him at a position of greater advantage than his 
competitors. how he can even obtain credit at a 
cheaper rate. Thus a change in the individual 
ability or fortune or competitive advantage may 
sometimes lead to a readjustment of individual 
sizes of business without any change in the 
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aggregate output of the industry or in the pro­
portion of the different resources needed for it. 

The demand for a greater output of an indus­
try as a whole is in most cases due to a gradual 
change in the taste or habit of the people, or a 
slow introduction of a new means for satisfying 
a taste of the consumer or a need of the producer 
in his technological process of production. The 
demand for electricity ana. wireless. steel and gun­
powder. petrol engines and aerial transport planes. 
are illustrations of such·8 demand creeping into ' 
our society. But these are instances of progress. 
where human taste and industrial technique react 
upon each other. Let us turn our eyes to cases. 
where taste and technique remain practically the 
same. but environment changes in a way that 
encourages the dem~d for a particular means of 
satisfying the taste to obtain ~ greater economic 
expression. Let us think of a tendency of hack­
ney carriages being replaced by taxi-cabs. bullock 
carts by motor lorries. and rowing boats by steam 
launches. The instances are apparently those of 
a demand for a better quality of goods rather than 
a quantity. But these are really often the out­
come of efforts to meet the. demand of a quantity 
by means of a quality. The population of a city 
grows gradually. Its demand for extra accommo­
dation in housing may be met by more buildings 
of the same height. or newer buildings of a higher 
height. Its demand for extra transport may be 
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met by more horse carriages and bullock carts. 
or by taxi-cabs and motor lorries. The former 
method is the stationary way akin to the biological 
process of .. binary fission." the latter is the 
progressive way akin to the biological process of 
.. evolution. .. The former is the method of 
invariant reproduction and the latter is the method 
of productive variation. a fruitful field for a kind 
of competitive selection. analogous to th~t of 
Darwinian .. Natural Selection." 

Now the very fact of the growth of population 
postulates a certain change in the economic' en­
vironment. This change of environment is likely 
to offer unequal facilities to different. producers 
with different types of productive processes exist­
ing at the time. who would try to profit by this 
intensified demand. The new capital and busi­
ness ability that would be attracted to this industry, 
or the old firms that were planning re-construction, 
would obviously select that process whi.ch would 
hold out hopes of highest profit. Taxi-cabs and 
motor lorries are replacing hackney carriages and 
bullock carts in Calcutta. The growing popula­
tion has led to the growth of the city area. 
Normal distances of transport. both for passengers 
and goods. are continually increasing. T une-cost 
which was an indifferent item at the period of 
short destinations. has turned into an important 
consideration. even when the money-cost of the 
two alternatives is equal. This is a factor on the 
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side of demand, the influence of which is con­
tinually favouring the one at the expense of the' 
other. with the changing environment. On the 
supply side, these inequalities are growing more 
serious still: the contraction in the volume of the old 
trade has been accompanied by. a diminution in the 
economy of the organisation available to it. The 
cost of obtaining feed for the animalll and the cost of 
repairing carts and carriages are growing higher; 
while the wages of the drivers of motor vehicles. 
the cost of repairing and' replacing parts. and 
even the price of petrol are getting gradually lower. 
The improvement of roads of surburban areas is 
another factor that favours the motor traffic. This 
is a simple instance of how a changing environ­
ment may favour a particular process of production 
to develop and flourish. The influence of 
this environmental selection of "a particular 
variety may also be seen if we look at the present 
competition between the railways and the bus com­
panies of England. The railways with all their 
swiftness cannot serve the internal areas away 
from their lines as satisfactorily as the buses can. 
The factor which is favouring the buses is the 
environmental development of the excellent net­
work of metalled roads all over Great Britain. 
and for which they have to pay no cost. More­
over. the increased traffic is improving their 
organisation. as in a common agent for all com­
panies. which is minimising cost and increasing 
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efficiency at the same time. It is easy to see. 
therefore. that an increased demand for transport 
that is bound to develop with such a progressive 
and civilised country as England. is being utilised 
by the different means of locomotion with different 
advantages at present. 

These simple illustrations wilI show roughly how 
the enviroment exercises its selective inlluence on the 
growth of particular industries. Biological environ­
ment has a similar inlluence upon the development 
of a particular species. But an analogy between· 
the biological evolution and the economic develop­
ment is not on alI fours. Biological variation 
takes place at random; selection is guided entirely 
by environment; selected species itself is ignorant 
of it and does never seek to exercise any purposive 
direction of development. Here in the economy of 
human society. the environment no doubt exercises 
a selective inlluence upon some species of indus­
trial processes. but the agents benefited are £OIly 
conscious of it as also the agents put to a disadvan­
tage. The agents in human society do. therefore. 
seek to modify the environment in their favour. 
The system of 'l>rotective tariffs and laws may be 
cited as a typical example of this modification. 
The progressive institution of property in patents. 
copy-rights. trade-marks and "good-will." is 
another. 

Thus we see that the development of an indus­
try is often helped by the partiality and favouritism. 
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that is to say. congeniality of the environment, 
but in the growth of an individual firm this is not a 
direct factor of selective promotion. Environment 
benefits an individual firm only as a mem­
ber of a particular industrial species. An 
individual business enterprise, as we have noted 
already. thrives mainly by its individual opportu­
nities and abilities: its success in combining busi­
ness ability with the requisite capital at the initial 
stage, and in securing credit and building up a 
business connection later, determines its size .. the 
process of production it can adopt. and the degree 
of benefit it can thus derive from the environmental 
conditions. All these determine the supply-price 
of the commodity it provides, and the profits it 
earns. Two influences. we can sum up, act upon 
an individual firm: one, congenial environment 
helpful to the growth of the industry it belongs to, 
and the other, its innate potentiality (including 
individual· opportunities) . and organising ability 
(including competitive capacity) to exploit.the en­
vironment. Economies obtainable by a firm from 
its individual capacity and opportunity Marshall 
calls internal economies and those derivable 
through the industry from outside external eco­
nomies. 

Now if we want to have an idea as to how the 
environment. such as a changing demand, is influ­
encing an industry. we cannot. get it from a firm of 
the industry selected atrandom. For there.will be 
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found many firms which. from misfortune or in­
capacity-it is difficult often to dissociate the two­
may dwindle while the industry itself is prospering. 
Again there may be some with exceptional luck 
and pluck. that have prospered individually much 
more than what is most typical in the industry. 
The enterprises of Carnegies and Fords are abnor­
mal monstrosities; they do not represent the usual 
tendency of the steel or motor industries. So how 
can we lind out the general tendency of develop­
ment of an industry? Marshall suggests a way. oiz .• 
his well-known but much-abused. much-criticised. 
much-misunderstood. Representative Firm. A cri­
tic may be expected to enquire why Marshall mixes 
the internal and external economies' all together. 
The answer is simple: he does not mix. he simply 
correlates the two tendencies that are operating 
upon the typical firms. one exclusively due to the 
prosperity of the industry as a whole and the other 
exclusively due to its innate capacity of Adjustment 
and Innovation. to quote the happy expressions of 
Mr. Dobb. In terms of biology one reHects the 
influence of environmental selection and the other 
represents the tendency of individual mutation or 
variation. 

But it is the type of individual variation come 
into being. that determines for that variety whether 
it can survive the selection of the environment and 
thrive under it. Similarly it is the type of internal 
economies obtainable that determines for that type 
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of firms which embody them. whether it can reap 
. the external economies and thrive under them. 
There are many varieties of firms struggling. there 
are many variations in their internal economies. with 
the result that there are many differences too of an 
advantageous or disadvantageous sort in. their 
·capacity to benefit by their industrial envitonment. 
in their ability to derive the external economies. 
Competition selects t.'le advantageous variations 
and continually removes a large majority of the 
disadvantageous ones. so that .the average of the 
industrial species moves in the progressive dir~tion. 
The type of the firm that represents this moving 
average of internal economies with which it can best 
reap all the advantages of the continually increasing 
external economies of the progressive industry it 
belongs to. is what we should understand by 
Marshall's Representative Firm. 

We have already dwelt upon the essential 
interrelation between the optimum size or out­
put of a firm. its process of production and 
the extent of the market ; all these are depen­
dent again upon a proper combination of the 
individual abilities. opportunities and capital 
resources of entrepreneurs. Internal economies 
are associated with the size of a firm. for the size 
can express and represent in a shorthand fashion. 
the individual ability and opportunity of an entre­
preneur for .. Adjustment and Innovation "-the 
type of individual variation. The extent of the 
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,market a particular firm can capture. its capacity 
,to withstand competition. the process of produc­
tion it can adopt, the sort of plants and machineries 
it can utilise, that is to say. the extent of external 
economies it can derive-all depends on the 
,entrepreneur's individual capacity. i.e .• the size of 
the firm. If the business unit represents the ana­
logue of an organism in biology, struggling to hunt 
for food. which is profit, the internal economies 
may be regarded as its size, strength and the 
capacity of a like kind to exploit the industrial 
environment in its favour. It will now be clear why 
the external economies of an industry is 'to be 
associated with the internal economies of an 
appropriate size ; the proper utilisation of the 
external economies is not possible' otherwise. 
The firm that realises these conditions and 
combines these capacities is Marshall' s represen­
tative firm. The influence of the economic 
environment upon the industry that this Firm 
represents can be seen if we look to its external 
economies. 

With the help of the conception of a represen­
tative firm. Marshall attempts to form a picture as 
to what types of business organisation, what 
methods of industrial process. and consequently 
what sizes of a business unit are expected to 
flourish best when the industry shows a certain 
tendency of development. The representative 
firm simply represents our optimum size of output 
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corresponding to a process of production tliat is 
most promising and is going to be increasingly 
adopted with the development of the industry. 
It is thus a device for forming an idea of the ex­
pected long-period supply-prices of different out­
puts in the industry. where different outputs 
presume different processes of production as well 
as continuous changes in organisation. Prof. 
Robbins 1. seems to ignpre this interrelation iIi his 
criticism of Marshall's Representative Firm. 

The concept of th,e Representative Firm may 
be regarded as an analytical tool to help ~ to 
understand the transitional process of adjustment 
from one position of equilibrium to another under 
conditions ~f competition. It is immaterial whether 
we agree or not to recognise it as a tool helpful 
for purposes of understanding the process of 
adjustment and equilibrium. that takes place urider 

. conditions of progress. For. as Prof. Pigou often 
remarks. different devices might help different 
people quite differently. Everybody is entitled to 
choose his own analytical tools for the sake of 
clear conception or exposition. But we must 
remember that an increasing demand in a pro­
gressive state is never met by the stationary method 
of simple multiplication of any given type of 
plants. Every change in the demand for a product 
of an industry changes the whole industrial 

10 See Economic Journal, 1928, p. 387 et seq. 
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environment; for. as we have pointed out repeat­
edly. every industry is interwoven with the rest of 
the economic system by industrial. commercial and 
financial bonds. A simple multiplication of plants 
akin to the biological method of .. binary fission " 
is impossible. where the physical resources are 
limited and restricted. An increased aggregate 
output is to be usually associated. therefore. with a· 
dilferent process of production and a different size 
of the firms that adopt the new process with an 
altered volume of the market to support it. An 
implicit waste of resources and ability cannot but 
be assumed under the usual competitive conditions 
to maintain the market. That is why conditions 
within an industry are so unstable in ~p.y 'progres­
sive-and as progress takes place to-day always 
through the medium of machines-and capitalistic 
society. In semi-feudal stationary societies of pre­
modern India we find. therefore. a tendency to 
prohibit competition within their simple village 
economy. Instability meant industrial waste. eco­
nomic misery and moral degradation of these tiny 
communities. That is why the market to each 
producer was assured and protected with the un­
written law of communal customs. 

;Whether we recognise the existence or utility of 
a representative firm or not. we have to recognise 
the fact that when an industry expands. that type of 
firms only dominates the industry which can profit 
most by active adaptation or passive adjustment 
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to its industrial environment. The supply-price 
of these firms represents the supply-price for the 
whole industry. The competitive profits earned 
by these optimum-size or optimum-output. firmS' 
are normal profits. These normal profits constitute 
in Marshall's system the supply-price-the 
long period supply-price of all the elements com­
prised in his conception of what he' called 
' .. business. ability in command of capital." This 
consists of three elements: •• Th~ first is the • 
supply-price of capital; the second is the supply-
price of business ability and energy; and ~e 
third is the supply-price of that organisation 
by which the appropriate business ability 
and the requisite capital are brought together." 17 

Marshall explains : 11' .. In long periods ... all 
investments of capital and effort in providing the 
material plant and the organisation of a business • 
. and in acquiring trade knowledge ~d specialised 
ability, have time to be adj usted to the incomes 
which are expected to be earned by them: and 
the estimates of theSe incomes therefore directly 
govern supply, and are the true long period nor­
mal supply-price of the commodities produced." 
It has long perplexed the writer to find out what 
Marshall means by his third element. lJiz., "the 
supply price of that organisation by which the 

IT Marshall: Principles of Eco;'omics (8th edn.l, 
p. 313. 

18 Ibid. pp. 377-8. 
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appropriate business ability and the requisite capital 
are brought together." The third element refers. 
as is shown by an article of Marshall 19 himself. to 
" Insurance against Personal Risks. " the set of risks 
the business man incurs in working with borrowed 
capital. This will show how Marshall's represent­
at~v~ firm is practically identical with the type of 
firms that we described as having an optimum out­
put and which command industrially, commer­
cially, financially and competitively a position 
best suited to exploit the industrial environment. 

The above analysis is an attempt to show how 
the normal profits of the dominant 'type of firms 
(dominant in the sense of the most capable of pro­
fiting by the environment) regulate the Row of 
resources from one industry to another. That 
does not mean, we would once more repeat, an 
equality of profits between various firms and trades. 
They will differ. as wages differ. according to the 
inequalities of opportunities and unequal disuti­
Iities that are faced both by capital and business 
ability individually and also collectively to form 
an appropriate union, We would also repeat the 
teaching of T urgot. whom we have already quoted 
elsewhere. that in spite of different levels of pro­
fits in different industries. there obtains a kind of 

,. Q. J. E., Vol. I, p; 479. 
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equilibrium. "as between two liquids of unequBl 
gravity which communicate with one another at the 
bottom of a reversed syphon of which they occupy 
the two branches; they will not be on a level. but 
the height of one cannot increase without the 
other also rising in- the opposite branch." ,.. 

It is perhaps superfluous to remind the reader 
that the equilibrium that results from the flow of 
resources so as to secl1!'e a kind of hydrostatic 
equilibrium -of money profits between the diverse 
branches of industry. cannot be a stable position 
of industrial equilibrium. unless all the availaeie 
resources are fully employed. In the above 
analysis. we have ruled out chances of fortuitous 
or speculative profits by assuming a stable price­
system of all goods. The competitive conditions 
assumed excluded also the element of monopoly 
profits. Nevertheless an equilibrium of co~peti­
tive profits of the employed resources alone will 
not be a stable position of equilibrium, unless 
and until it includes all the employable resources 
of society. This has already been explained in 
the earlier part of this chapter. 

A USEFUL FORM OF THE CoNCEPT OF 

EQUILIBRIUM 

Here we are tempted to tackle a question 
which Prof. Mitchell" raises in his Business 

lOT urgot : ReHections, Sec. 78. 
"1 Mitchell : Business Cycles (1927), p. 462. 



!4n TIlE TIlEORY OF PROFITS 

-Cycles: -.. hi what useful way can' we conceive of 
the equilibrium of the whole system ••• when that 
system includes factors which cannot be combined 
into two opposing totals ? " 

The best way seems to us to conceive of an 
equilibrium in which the entke resources of the 
";'hole community find their full employment-the 
industrial equilibrium as we have named above. 
The reason is simple: does not the very concep­
tion of an economy imply the fullest employment. 
maximum possible utilisation of one's resources 
and reduction of wastage to zero? Both unem­
ploYment and underemployment mean waste of 
resources. loss of well-being. and oftell moral de­
terioration. not to speak of the ecOnomic loss of 
wealth. 

The equilibrium need not necessarily be conceiv­
ed to be of a mechanical kind like the equilibrium 
of the two scales of a balance (its root-meaning). 
It can be best conceived. as Turgot conceives of 
it. as a kind of hydrostatic equilibrium of different 
liquids of unequal gravity into an inter-communi­
cating vessel with many limbs. Under the attrac­
tion of the gravitating force of profits, the different 
national resources--"Iand." labour and capital­
flow into the various branches of the community's: 
multi-mouthed industrial bowl until their move­
ment comes to rest. There must be no clog to 
amest their flow; there must be no crack to allow 
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any leakage. The whole of the Bational resources 
must be utilised. 

If an unfettered system of regulating industry 
through profits or an unbridled system of property 
or other kinds of vested interests, or an uncontrolled 
system of population leads to unemployment and 
waste, evidently the economic interests of society 
must demmd a restrictive regulation to ensure their 
economic use. The test of equilibrium is that the 
volume -of unemployment remains zero. The 

• 
measure of disequilibrium is the volume of un-
employment, not only of labour. but of" l8{'d .. 
and capital as well. It means, of course. in a 
progressive society continual readjustment. 

lW e:have seen how such an industrial equili­
brium presumes a co-ordination of three kinds of 
subsidiary equilibrium. besides avoiding any 
sudden introduction of a revolutionary type of 
scientific invention and an unequal competition. 
:The industrial equilibrium demands that the 
natural ratio of the different resources conforms to 
the technological ratio of maximum productivity. 
It presurpes that the general system of prices 
remains the same, and the monetary system be­
haves in a waY that I = S. in the language of Mr. 
Keynes' equation. Thirdly. the institutional be­
haviour of aociety is to run in a WaY that does not 
upset industrial efficiency, or monetary balance or 
relative opportunities for employment. 'We have 
seen _ how the capitalists' behaviour (in insisting 
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upon obtaining incomes always in the form ,of 
income-yielding investment goods) may lead to 
disturb that balance. As the whole industrial 
systent is guided by the index of profits. and as 
profits depend on the stability of the price-system. 
on yolume of production. and on the transforma­
tion of the entire money-incomes of indiyiduals 
into commodities for consumption or investment. 
any disturbance anywhere in the system is bound 
to lead to unemployment. 

Now one of the most dominant causes that are 
working at present to upset -the industrial equili­
~ium. seems to lie in the capitalists· habit of 
continuous accumulation and their refusal to take 
their share in any other shape than in investments. 

It is necessary to remember that the whole of 
the goods produced have to be consumed (in the 
economic sense) as a whole by the consumers 
and producers. The limitation of the scope 
of inyestment for any reason whatsoever. 
makes it essential for the propertied classes to 
receive their share in consumable goods. For we 
must not forget that speaking from the phYllical 
and industriQl point of view. the capitalists do not 

realise their share of national income until they 
spend it. though it may be in capital goods. as in 
the case of investment. So long as their money 
incomes. which represent their individuual claims 
oyer the concrete goods turned out. are not spent 
(either in investment or consumption). the 
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corresponding quantity of gooda remains locked up 
as unsold inventories in the storc-.8 of the entrepre­
neurs, leading to losses, curtailment of production 
and unemployment. We stress this point. because 
of the the fact that the defect. though institutional, 
is curable. It is necessary for the capitalist. to • 
realise that he'must take the share of his '~ake' 
in a concrete manner. it cannot be -left to remain 
undistributed without clot'ging the whole machi­
nery of national production. He has to realise 
.that unless he agrees to modify his habit of 
consumption and accumulation in a way that 
the industrial system of his country may require 
for its equilibrium. it will stille the life -of the 
community, and pave the way for his own des­
truction. This ought to be the warning of the 
economist to the capitalist, if the present regime 
of economic organisation based upon private 
capital is to be preserved. and if the present con­
centration of property is to be maintained. 
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