DAMAGE BOOK

TEXT FLY AND
TEXT LIGHT WITHIN
THE BOOK ONLY



UNIVERSAL
LIBRARY

OU_150862

AdvdEdl
TVSHIAINN



QSMANIA: UNIVERSITY LIBRARY
o331/ K UL pcionNo. [{ {08
Author \l\/yu.m- €.\

e R g, O sl and. Proil

This-book should be returned on or before the date last marked below.






LONDON SCHOOL OF ECONOMICS AND POLITICAL SCIENCE
(University of London)

Series of Reprints of Scarce Tracts in Economic
and Political Science

1. Pure Theory of Foreign Trade and Pure Theory of Domestic Values.
By Alfred Marshall. 1930; 28, 37 pp.  5s.

LonpoN ScmooL ofF Economics.
2. ALecture on Human Happiness. By John Gray. (1825) 1931; 72,
16 pp. 5s. : Lonpon ScmooL oF Economics.
3. Three Lectures on the Transmission of the Precious Metals from

country to country, and the Mercantile Theory of Wealth. By Nassau
W. Senior, .(1828) 1931; 96 pp. 5s.

Loxpox Scmoor oF Economics.
4. Three Lectures on the Value of Money. By Nassau W. Senior.
1931; 84 pp.  5s. Lonpon Scroor oF Economics,
5. Three Lectures on the Cost of Obtaining Money and on Some Effects
of Private and Government Paper Money. By Nassau W. Senijor.
(1830) 1931; 103 pp. 5s. Loxpon Scroor. oF Economics.
6. Labour’s Wrongs and Labour’s Remedy; or, The Age of Might and
the Age of Right. By J. F. Bray. (1839) 1931; 218 pp. 7s. 6d.

Lo~NpoN ScmooL oF Econowmics.
7. A Critical Dissertation on the Nature, Measures, and Causes of
Value; chiefly in reference to the writings of Mr Ricardo and his followers.
By Samuel Bailey. (1825) 1931 xxviii, 258 pp. 7s. 6d.

Lo~npoN SchooL oF Economics.
8. Lectures on Political Economy. By Mountifort Longfield.  (1834)
1931; 12, 268 pp.  7s. 6d. LoxpoN Scroor oF EconNomics.
9. The Graphic Representation of the Laws of Supply and Demand, and
other Essays on DPolitical Economy. By Fleeming Jenkin. (1887)
1931; 6, 154 pp.  6s. Loxpo~ ScuooL oF EcoNomics.
10. Mathematical Psychics. An Essay on the Application of
Mathematics to the Moral Sciences. By F. Y. Edgeworth, M.A.
(Barrister-at-Law).  1932; 150 pp. 5s.

Lo~xpo~ Scuoor oF EconoMics.
11, Grundziige der Theorie des Wirtschaftlichen Giterwerts. By
E. v. Bohm-Bawerk. (1886) 1932; 150 pp. 5s.

Loxpox Scroor oF Economics.
12.  Co-ordination of the Laws of Distribution. By Philip H.
Wicksteed. (1894, 1932; 60 pp. 5s.

LoapoxN Scroorn or FcoNomics.
13. Wages and Capital. By F. W. Taussig. (1896) 1932; ix, xviii,
352 pp.  7s. 6d. Loapox Scioon or Fconomics.
14. Tours in Fngland and Wules. By A. Young. (1784-1798)
1932; 336 pp. 7s. 6d. Loxvon Scuoor or EKcoxNomics.

15. Uber Wert, Kapital und Rente. By Knut Wicksell, Lic. phil.
(1893) 1933; 143 pp.  6s. LoxpoN ScrooL oF EcoNoics.

16. Risk, Uncertainty and Profit. By Frank H. Knight, Ph.D.
1933; x1, 396 pp. 10s. 6d. Lonpon Scioor ofF Ecovowmics.




EDITORIAL NOTE

This work was first published in 1921, as number xxxi
in Messrs. Hart, Schaffner and Marx’ series of prize essays
on economics. In recent years it has been out of print
and Messrs. Hart, Schaffner and Marx, the owners of the
copyright, have therefore generously granted permission
for its inclusion in the present series. The editors wish to
acknowledge their great indebtedness to the distinguished
author, Professor Knight, for providing an additional
embellishment in the shape of an extensive preface which
is virtually an additional chapter to the original work.
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PREFACE TO THE FIRST EDITION

TrERE is little that is fundamentally new in this book. Tt
represents an attempt to state the essential principles of
the conventional economic doctrine more accurately, and
to show their implications more clearly, than has previ-
ously been done. That is, its object is refinement, not re-
construction; it is a study in “ pure theory.” The motive
back of its ,prescnt} jon is twofold. In the first place,
the writer cheriéfies, in the face of the pragmatic, philistine
tendencies of the fffesent age, especially characteristic of
the thought of our own country, the hope that careful,
rigorous thinking in the field of social problems-does after
all have some significance for human weal and woe. In the
second place, he has a feeling that the “practicalism” of
the times is a passing phase, even to some extent a pose;
that there is a strong undercurrent of discontent with 18ase
and superficial thinking and a real desire, out of sheer in-
tellectual self-respect, to reach a clearer understanding of
the meaning of terms and dogmas which pass current as
representing ideas. For the first of these assumptions a few
words of elaboration or defense may be in place, in antici-
pation of the essay itself.

The “practical ” justification for the study of general eco-
nomics is a belief in the possibility of improving the qual-
ity of kuman life through changes in the form of organiza-
tion of want-satisfying activity. More specifically, most
projects of social betterment involve the substitution of
some more consciously social or political form of control for
private property and individual freedom of contract. The
assumption underlying such studics as the present is that
changes of this character will offer greater prospect of pro-
ducing real improvement if they are carried out in the light
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of a clear understanding of the nature and tendencies of
the system which it is proposed to modify or displace. The
essay, therefore, endeavors to isolate and define the essen-
tial characteristics of free enterprise as a system or method
of securing anddirectingcodperative effort in a social group.
As a necessary condition of success in this endeavor it is
assumed that the description and explanation of phe-
nomena must be radically separated from all questions
of defense or criticism of the system under examination.
By means of first showing what the system is, it is hoped
that advance may be made toward discovering what such
a system can, and what it cannot, accomplish. A closely
related aim is that of formulating the data of the problem of
economic organization, the unchangeable materials with
which, and conditions under which, any machinery of or-
ganization has to work. A sharp and clear conception of
these fundamentals is viewed as a necessary foundation for
answering the question as to what is reasonably to be ex-
pected of a method of organization, and hence of whether
the system as such is to be blamed for the failure to achieve
ideal results, of where if at all it is at fault, and the sort
of change or substitution which offers sufficient chance for
improvement to justify experimentation.

The net result of the inquiry is by no means a defense of
the existing order. On the contrary, it is probably to em-
phasize the inherent defects of free enterprise. But it must
be admitted that careful analysis also emphasizes the fun-
damental difficulties of the problem and the fatuousness
of over-sanguine expectations from mere changes in social
machinery. Only this foundation-laying is within the scope
of this study, or included within the province of economic
theory. The final verdict on questions of social policy
depends upon a similar study of other possible systems of
organization and a comparison of these with free enterprise
in relation to the tasks to be accomplished. This one *“con-
clusion” may be hazarded, that no one mode of organiza-
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tion is adequate or tolerable for all purposes in all fields.
In the ultimate society, no doubt, every conceivable type of
organization machinery will find its place, and the problem
takes the form of defining the tasks and spheres of social
endcavor for which each type is best adapted.

The particular technical contribution to the theory of
free enterprise which this essay purports to make is a fuller
and more careful examination of the role of the entrepreneur
or enterpriser, the récognized “central figure” of the sys-
tem, and of the forces which fix the remuneration of his
special function, The problem of profit was suggested to
the writer as a suitable topic for a doctoral dissertation
in the spring of 1914 by Dr. Alvin Johnson, then Professor
of Economics in Cornell University. The study was chiefly
worked out under the direction of Professor Allyn A. Young
after Dr. Johnson left Cornell. My debt to these two teach-
ers I can only gratefully acknowledge. Since the accept-
ance of the essay as a thesis at Cornell in June, 1916, and
its submission in the Hart, Schaffner & Marx competition
in 1917, it has been entirely rewritten under the editorial
supervision of Professor J. M. Clark, of the University of
,Chicago. I have also profited much by discussions with
Professor C. O. Hardy, my colleague at the same institu-
tion, and by access to his unpublished ““Readings on Risk
and Risk-Bearing.” Professor Jacob Viner, of the Uni-
versity of Chicago, has kindly read the proof of the entire
work. My obligations to various economists through
their published work are very inadequately shown by
text and footnote references, but are too comprehensive

and indefinite to express in detail.
F. H. Knigur
Towa City, Iowa
January, 1921






PREFACE TO THE RE-ISSUE

This essay having gone out of print, the London School
of Economics has done its author the signal honour of
including it as a number in its series of reprints. In
addition, I am accorded the privilege of writing a new
preface. Rather than undertake to bring the book
down to date in detail, or even to correct mistakes, I am
disposed to use this occasion to offer a few comments
on the type of economic theory it represents and the
lines along which received economic doctrine seems to
me to need development and modification, assuming
that such endeavour is to be carried on. There are
several statcments I want placed before any reader
of the book under a present date.

I

In the first place, as the contents show, I have from
the beginning of my concern with economics been
especially interested in the implications of theory, the
postulates necessary for theorizing, and hence the
divergences between theoretical conditions and reality.
This interest has grown through the yearssince 1915-16,
when most of the work was first written, as a doctoral
dissertation at Cornell University. These years have
been spent in giving courses in “theory” to university
classes. The period has, notably in the United States,
been one of general if rather blind revolt against
“classicism.” This environment, together with the
consequences of the popularity of economics and the
effort to teach it to a general mass of students without
scientific or social interests, and in addition the
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political drift in the European-democratic world away
from Liberalism and all its works—all has been
stimulating to reflective questioning. It has been my
special endeavour to clarify to myself the various
possible “‘approaches’” to economics, the subject of so
much confused discussion. The result, rather terrible to
confess, is somecthing of the order of a “system” of
methodology, or rather, methodologies. Though the
proposal to replace price-theory economics with some
other study seems indefensible, I am in sympathy with
the reaction against it to the extent of wishing to see it
expounded in integral connection both with emphasis
on what it does not do as well as what it does, and with
an adequate survey of what other types of treatment of
the same general subject-matter have to offer.
Economic theory based on utilitarian premises,
which is to say all “economic” theory in the proper
sense of the word, is purely abstract and formal,
without content. It deals, in general, with certain
formal principles of “‘economy” without reference to
what is to be economized, or how; more specifically,
price-economics deals with a social system in which
every individual treats all others and society merely as
instrumentalities and conditions of his own Privatwirt-
schaft, a mechanical system of Crusoe economies. It
discusses the use of given resources by given “owners,”
in accord with a given system of technology, to satisfy
given wants, all organized through a system of perfect
markets. Any question as to what resources, techno-
logy, etc., arc met with at a given time and place,
must be answered in terms of institutional history,
since all such things, in common with the impersonal
system of market relations itself, are obviously culture-
history facts and products. (It is true that in some
sense and some degree ‘‘economic’” motivation and
process, meaning the effort to secure maximum results
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of a given kind from given resources through carrect
allocation among alternative channels of use each
subject to ‘‘diminishing returns,”” may enter into
culture-history.—Cf. below, p. xviii.)

But there is another and deeper sense in which price-
theory data are inherently without content, as regards
the wants which drive the system. For such a treat-
ment, these must be viewed as wants for the goods and
services produced, bought and sold, and consumed.
But such wants are in a vital sense unreal as well as
abstract. Commodities and services are in a very
limited degree wanted for their intrinsic properties;
in the main they are symbolic of ends the substance
of which is a social relation or ideal value. The
classical economists fell into two disastrous errors
(the other to be noticed later) connected with taking
food and eating as the type of economic interest.
Eating itself is, in fact, a highly social interest, and the
least consideration of, say, clothing, not to mention the
“higher” wants, would have given a very different
colour to the treatment. Of course people want
nourishment and certain requirements for physical
comfort, but the means actually desired for meeting
even such needs depend on social standards historically
formed. In the great bulk of wants satisfied through the
market, a desire for “‘goods and services’ because of any
intrinsic quality is a minimal element. Any realistic
treatment of economic life, especially with reference to
its problems, calls for recognition of a fairly clear scale
of motivation, the strata of which range away from the
purely economic level where physical means are used
to realize ends which are quantitatively a function of
the means employed. A brief and partial list will
indicate the nature of the scale.

As compared with subsistence and comfort, a much
larger element in wants is @sthetic. The degree to
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which @sthetic appeal depends in some universal way
on intrinsic quality, how far it goes with the stable
features of a culture, how far it is a matter of fashion
or socio-historical accident, has long been for me
one of the most fascinating questions lying hardly
below the surface of economic discussion. Largely
overlapping with the @sthetic element in wants arc
the purely ‘‘social” wants merely symbolized by
particular economic goods, as the desire to win in a
game centres in points or pieces. Social wants fall
largely under such polarized forms as conformity and
distinction, freedom and power, never clearly separable
in analysis. Another element is the desire to make an
impression, ranging in form from angel to devil or as
widely along intersecting scales, or the form may be
indifferent. Less directly social elements in motivation
also refuse to fit the economic pattern. Such are the
appeal of familiarity and of novelty, the interest in
activity and achievement with the particular content
accidental, and the element of uncertainty affecting a
wide range of interests. (In this connection I still find a
fundamental significance in the analysis of uncertainty
in the essay, and am puzzled at the insistence of many
writers on treating the uncertainty of result in choice
as if it were a gamble on a known mathematical
chance; in particular, I may remark that I can make
no sense at all of Professor Pigou’s treatment of un-
certainty as a factor, in the first appendix of the
Economics of Welfare—or indeed, of his general concep-
tion of a factor.)

Finally, of greatest practical significance among non-
rational elements in motivation is the factor of valua-
tion. It seems to me that a large part of deliberate
action is affected with a desire to be right or correct in
some sense. But the wish to get the right, or best
possible solution of a problem cannot be classed with
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desires for a specific result; when interested in a problem
one does not even wish someone else to give him the
right answer. The consequences for economic theory
are far-reaching. It must deal with ends of action in
some sense or lose all connection with the concept of
economy, to say nothing of relevance to economic
problems. But the only conception of end which can be
regarded at all in the light of a scientific datum is a
desire for a describable thing or situation existing in an
individual mind. Now several lines of social-psycho-
logical theory converge in the view that most conscious
desire is ultimately a wish to play a role, to be some
kind of a person in some kind of a human world. It has
already been indicated that ideals of personality and
society cannot be described in terms of physical con-
figuration, hence cannot be brought into that realm of
subject-matter which is so recognizable from descrip-
tion as to be called ‘‘science.”” Such content belongs
rather to a universe of meanings and values (whether
good or bad, wise or stupid, is not in question).

But that is by no means the end of the difficulty.
It is equally important for any social theory to recognize
that there is a kind of description of such matters, which
is not scientific in the natural-science sense, and to be
clear that discussion has to go forward into an even
more intellectually troublesome field. As soon as such
ideals begin to be discussed, therc is an appeal to norms
having an imperative quality, an element of problem-
solving on a normative or moral level. For discussion
of ideals cannot be confined to pure description,—such
description as is possible. Indecd the same is true in a
different sensc of all science; it describes what an
observer ought to see, what he will see if he sees
correctly; the alternative is pure self-reveclation, mental
undressing, and any interest attaching to it is literary,
not scientific. Correspondingly, any social science
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implies recognition of and dealing with “real social
values.” The significance of all this is that economics
cannot be economic without being both political and
ethical. Such approach to scientific quality as is
possible is to be achieved by striving for a clear relation
between description and evaluation at different levels.
The difficulty here is that the tendency of expositors
is in the opposite direction; one interested in facts is
impelled to re-enforce truth with practical relevance,
and one interested in policy tries to strengthen his
appeal by giving his statements the colour of scientific
objectivity. It is little wonder that cconomic theory
has been slow in straightening out the relations
between price and value or between analysis and
propaganda.

On the basis of different conceptions of behaviour,
or different aspects of or elements in behaviour which
may receive more or less exclusive attention, there are
some half-dozen main types of treatment of economic
phenomena. (1) A statistical study of the physical
data, commodities and prices, with subjective or human
elements left out. Such a discussion is only by implica-
tion economics, and cannot be literally carried out,
since uses as well as physical properties inevitably enter
into the classification of commodities. (2) Treatment
in terms of motivation considered as fact. This is the
conception more or less closely approximated in
traditional economics, disregarding political exhorta-
tion by the authors. But since motives can only be
objectively defined and classified with relation to
observed results of action, this method runs into the
first if it pretends to literal objectivity. If it does treat
motives realistically, it must recognize that they are
abstract, relatc to social patterns, and differ from
actual behaviour through error in a two-fold sense,
error in reaching a goal and error in conception of the
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goal itself.  (3) Recognition of other elements in
motivation, social-symbolic, ethical, etc., will make the
treatment more realistic and true in a human sense,
less scientific in the sense of the objective sciences
of nature.

(4) The procedure of No. g runs inevitably into
considerations of social policy, but in such treatment
there is a kind of objectivity possible, policies and
results being treated as facts. However, the conceptions
are far from those of natural science, since the proce-
dures dealt with are essentially rules of the game and
the results different kinds of game or social constitution.
The instrumentalism of science would conceive of each
individual as pitted against all others in an endeavour
to manipulate them to his private ends. This cannot
be done by “scientific” methods, for the technique
takes mainly such forms as coercion, persuasion, and
deception, which have no meaning in the relations of
men to natural objects. The character of social result
implied needs no comment. (5) Outright preaching or
propaganda for any social policy which the author
considers desirable or desires. It is a matter of life and
death for economics as a science in the limited sense
possible to keep the desired and the desirable separate,
but the tendency is rather toward confusing them. In
connection with (4) and (5) it is also vital to preserve
the distinction between objectives in a fairly concrete
sense and objectives in the form of social relations.
The treatment of one such abstract relation, namely
Liberty, played havoc with the conceptions of the
classical economic tradition. These writers not merely
confused propaganda for liberty with analysis of a free
system but conceived of liberty in a largely erroneous
way as a means, with maximum pleasure as the end.
Liberty may be and certainly is desired by men apart
from any belief that they will make their decisions
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more wisely than might be done for them, from the
standpoint of their own economic well-being. Just as
obviously, liberty may be treated as a value, a duty, and
all modern Western legal systems do so treat it, in
prohibiting the individual from contracting it away.
(In addition, liberty may be advocated, within wide
limits, as an alternative to the government crippling
itself for possible useful functions by attempting what
it cannot perform.) The classical thinkers also tended
to forget that economic liberty is freedom to use
economic power and that consequently its content may
range from slavery to enslavement of others, depending
on the distribution of economic power. They even
appealed to the desire of every man to better his
condition, including that of his heirs, without noticing
that freedom to use power to get more power involves a
cumulative tendency to inequality.

(6) A heterogeneous group of ‘“approaches’ results
from centreing attention on history and historical
causality. As already noted, this standpoint is involved
whenever the exposition passes beyond the abstract
assumptions of a stationary economy to treat of content
or change in content. It is, indeed, common to appeal
to economic motivation to explain historical change,
this being the first article of the creed which has come
to be called Marxism, so largely swallowed by historians
who have never worked critically with economic
concepts. (While historians preach an economic
interpretation of history, economists work toward a
historical interpretation of economics, somewhat as
many psychologists are eighteenth-century materialists,
while physicists grow rationalistic, idealistic and
romantic.) In brief, changes in conditions affecting
economic life can themselves be explained in economic
terms if and insofar as they are the result of “rational”
abstinence (not ‘“‘waiting”) and investment. This
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applies to the three fields of change, affecting wants,
resources and technology. It is not without meaning to
view the balancing of present against future as similar to
any other economic comparison. But in addition to all
the limitations on the economic view of motivation
already noted, sacrifice of present to future necessarily
means sacrifice of a fairly immediate, definite, pre-
dictable, and secure future for one the opposite in all
these respects, and known to lic chiefly beyond the
life-time of the person making the choice. Economic
development involves the permanent conversion of
“present goods” into income, really a large income for
a short period into a small one in perpetuity. It is
doubtful whether the interest in the future ““as a whole”
can be considered as economically rational at all, and
it is certain that such an interest plays little if any role
in actual saving and investment; the rcal motives in
this case are almost or quite entirely what the real
motives of consumption are largely, i.e., symbolic and
abstract.

I must regard it as one of the major errors in the
classical tradition that it failed, and still largely fails,
to make a sharp and correct thcoretical distinction
between the working of a system under given con-
ditions, including movement towards equilibrium,
and changes in the given conditions or content of the
system itself. This is reflected in the current misleading
use of the concept of economic dynamics to refer to
such historical changes; it can properly refer only to
the movement of a system toward equilibrium under
given conditions. A related error is the treatment of
historical changes as tending toward an equilibrium.
None of them do so in the proper meaning of the words
—a statement which may be taken as a definition of
historical change, though the idca of irreversibility is
also involved. Historical changes are rather, in general,
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self-aggravating or cumulative. Progress (in any
direction) opens the way to further progress, unless
some cataclysm or the mysterious moral phenomenon
of decadence intervenes. (Historical change should not
be referred to as growth-—as I have carelessly done—
without pointing out that it involves growth in two
rather definitely opposed lines, wants and level of
provision; it is not possible to define objectively a fixed
total of either, but it is none the less necessary to
distinguish analytically between a change in the total
and a change in form or direction with total unchanged.)

11

Turning briefly to the detailed content of price
theory in its application to a historically stationary
economy, I should like to note a few ways in which I
think the material might be made more sound,
realistic and relevant than it generally is. (Many of
the points have received notice in print, by myself and
others, but are not incorporated into the accepted
fundamentals; I disclaim originality—anything very
original in economics would be wrong anyway—but
since such considerations are more regarded than
they ought to be, and readers may be reminded of
recent discussion, I may say that this is the line along
which I have presented the subject for a dozen or
more years.)

1. Nearly all suppliers of economic goods and
services, outside of a few fields in which the identity of
the seller is lost or production is according to specifica-
tions, enjoy some degree of monopoly. Each has a
monopoly within a certain market area, and competition
is effective only at the boundary between market areas.
The condition of equilibrium is equality between
incremental cost and incremental revenue; price,
which is to say product (see below) may or may not be
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classified within the market area. (a) A supplicr is a
business unit, or firm, individual or corporate, which
must not be confused with the technical unit, or plant
(contrast Pigou, Ec. of Welfare, p. 219). The size and
scope of the plant is a technical detail to the business
unit, like any other phase of machine or building
design. The relation between efficiency and size of
firm is one of the most serious problems of theory,
being, in contrast with the relation for a plant, largely a
matter of personality and historical accident rather
than of intelligible general principles. But the question
is peculiarly vital, because the possibility of monopoly
gain offers a powerful incentive to continuous and un-
limited expansion of the firm, which force must be
offset by some equally powerful one making for
decreased efficiency (in the production of money
income) with growth in size, if even boundary com-
petition is to exist. (b) A firm expands along several
dimensions or axes, and theory stands in neced of a
development of the concept of market area or field of
demand and supply. The detail of geographical area
has received some attention, rather superficial as I
view it; but more important is a commodity or service
area, a “‘utility surface” in another than the usual sense.
As a matter of fact, a commodity must be defined by
defining its market area (or the other way); all costs,
including transportation and every sort of selling cost,
correspond to dimensions in a commodity, and the
dimensions of a firm are found by summating those of
whatever products it sells either at different prices or
under different names. (¢) Generally speaking, the
expansion of a firm (involving more or less change in
size and re-spacing in various dimensions of its technical
units) cannot be represented by a reversible functional
relation; in consequence, real equilibrium will depend
on all the accidents and errors of the process by which
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it is reached as well as on the conditions to which final
adaptation is made.

(2) Currentinterestinmonetary and trade cycle theory
brings out a major omission in the standard presentation
of economic theory; it is one scientifically defensible, to
be sure, but practically serious since even professors of
cconomics, to say nothing of the public, do not generally
have scientific minds. In any case, the situation under-
lines the need for emphasis on the theoretical difficulties
of money. If the exchange-medium of a society has no
intrinsic service value, the velocity of circulation must
approach infinity, as the amount of uncertainty
affecting the individual’s need for money is reduced
toward zero; if it does have independent utility, its
valuc will approach that as a limit.

(3) The notion of equilibrium is one taken from
mechanics, and its use in economics carrics the assump-
tion that all the cause-and-effect relations of the
system can be represcnted by a set of simultaneous
equations. But to be meaningtul, such equations must
be “‘dynamic” in the correct scnse of the word; they
must embody some process of movement toward
cquilibrium and not merely describe conditions at
equilibrium; they must be analogous to equations of
motion. This calls for actual, continuous simultaneity
of cause and effect in every relation expressed. That
the facts do not fit such assumptions is obvious cnough,
and, more important for theory, it leads to a muddle
in the conception of the dimensions of economic
magnitudes. Most of the content of economic theory
must relate to lags between cause and effect, and these
are not got rid of by any juggling of concepts on the
pattern of acceleration in mechanics, and still less are
they adequately dealt with on the pernicious analogy
of “friction,” which covers so many sins in economic
thought.
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The entire application of mechanical categories to
economic analysis requires drastic overhauling, but
only the barest intimation of the problems of a realistic
economic dynamics can be given here. There is nothing
in economics corresponding to either momentum or
energy, or their conservation principles in mechanics;
of the three basic dimensions of mechanical process
only time is real for economics; there is no definable
economic space (hence no direction or velocity). and,
no mass. Yet the notions of force and resistance in a
more or less quantitative sense are unavoidable in
interpretinig the phenomena—much more so indeed
than in mechanics itselff—and the same is true of
equilibrium. There can be no question of a real
tendency toward equilibrium in detailed relationships,
or even apparently in the system as a whole. There is
also something more or less like inertia and friction,
though it must be inertia without mass and friction
without energy transformation. The force and resistance
relations in the movement toward equilibrium are on
one side mental, affecting the learning process (elimina-
tion of “‘error”) in the minds of consumers, managers
and owners of productive resources. This must be
broken down into the learning of new processes of
realizing ends and the very different “learning” of new
ends (a historical change), yet with no clear line
between the two. On the side of action, there is a kind
of “viscosity” which is in part a matter of the cost of
making physical changes being dependent on their
speed and in large part a matter of a more or less
definite replacement period for physical items, more or
less applicable to human beings. (The service life is
largely dependent on expectations at the time commit-
ments are made and during, the period of use, and, to
repeat what was just said in another connection,
economic equiibrium is always a function of the
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accidental details of the process of establishing it, as
well as of the governing conditions at the end.)

Even superficial study of mechanical principles
suggests many possibilities of oscillations, damped or
undamped. A careful working out of the parallelism
ought to shed light on economic cycles, and, in
combination with monetary theory, on “the” business
cycle.

4. The next heading to be mentioned ties up with the
question of dimensions from another angle, and
relates to the second main error mentioned earlier as
connected with taking food and eating as the type of
economic activity. The basic economic magnitude
(value or utility) is service, not good. It is inherently a
stream or flow in time, and hecomes an absolute
quantity, in which form it generally appears in ex-
change, only through a fwo-fold process of (a) integrating
over time, and (b) capitalizing. Where the turn-over
period or life of an item under a certain form and name
is very short, as in the case of foods, no important error
results from identifying the good with its service—
except-that such materials are really the embodiment
of accumulated services of persons and durable goods.
But in theory, all wealth is homogeneous capital
(except at the mathematical limit of infinitely durable
goods once in existence); the quantity in any item
depends on its net income yicld after provision for
perpetual maintenance (and replacement) and on the
rate of interest; the service life is a detail in the calcula-
tion, as is also the form with which the item is to be
replaced, if it is to be replaced. The rate of capitaliza-
tion (interest rate) is determined by the expected
productivity of new investment. I am convinced that
less damage has been done to economic thinking by
any other single error, unless it be that of labour cost,
than by the notion of production as production of
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wealth; production is the rendering of service, by
goods (wealth) and Ly persons; net additions to or
subtractions from wealth (capital) must be marked out
through a sharp separation of maintcnance (and re-
placement) from income, in accord with the only
possible accounting procedure. It would, indeed, be
still better if, by the use of distinctive terms net change
in capital wealth could be set apart from production
and income. correlative with consumption.

5. Last under these questions of mere accuracy of
formulation, we still have with us a distressing burden
of the false fundamentals of the classical (meaning
pre-Jevons-Menger) system. Such arc cost as absolute
instead of relative (when said to determine price);
wages, interest and rent as distributive shares; payment
for sacrifice, instead of for service; factors of production,
instead of concrete agencies (frce human beings and
owned agencies) on one hand, and abstract capital in
owned agencies on the other; also, the more modern
but cqually pernicious notion of utility, if given any
meaning but the purely abstract cffective motivating
power in a unit of (commodity or) service; and more
such antiquated lumber.

111

Having started out by insisting on the necessity for
economics of some kind of relevance to social policy—
unless cconontists are to make their living by providing
pure entertainment or teaching individuals to take
advantage of each other —I must in closing set down a
few observations on the conditions of relevance. These
observations cannot be very optimistic, from the stand-
point of the prospects of economics in the traditional
form, or that of the values which the age of liberalism
thought the main historical achievements of the race.
Looking at the recent course of governmental policy,
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in the home-land of free trade and elsewhere, one is not
encouraged as to the prospect of governments being
guided by economists or by sound cconomics, meaning
actually “‘cconomical” principles. Looking at pub-
lished economics as a whole in the same period, it is
impossible, for me, at least, either to find mystery or to
feel regret as regards the first part of the proposition.
But, looking deeper at the realities of social life and its
problems, there is no longer any mystery-~however
one may feel about it—ecither in the progressive
degradation of the text-books and literature by which
the public judges our profession, or in thc movement
away from “liberalism and all its works™ referred to
at the outset.

The first and main suggestion, louking towards a
more relevant economics, is that the inquiry into
motives might well, like charity, begin at home, with a
glance at the reasons why economists write books and
articles. These things arc also commodities, produced
competitively for a market, and the traflic contains
pointed indications at the nature and relative im-
portance of consumer and producer interests in the
wider ficld. In addition, the behaviour of economists
provides evidence regarding the possibilities of settling
questions--and  of settling them rightly—by free
discussion.

Fconomics finds itself in a vicious circle. To get
recognition and have influence, it descends to the
public’s level of thinking; then compctition for re-
cognition and influence take the place of the effort to
get things straight; finally, success in this competition
becomes the condition of membership in the profession
itself. Itis no doubt idle to say, now, that there “might
have been’ an cconomics profession made up of minds
exclusively devoted to the problem-solving interest and
working co-operatively at this task, instcad of more and
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more hawking their wares competitively to the public
by way of settling their “scientific’’ differences.
Whether such a profession might have exercised social
leadership, rather puts the same question in a general
form and brings out an cssential contradiction in the
notion of leadership in a *“‘frec” socicty. If the crowd
sclects its lcadership by acting as judge in an open
competition for the place, then the crowd is its own
leader, which is the literal meaning of democracy, and
the thinking which directs affairs is crowd thinking.
The réle of the individual is limited to suggesting and
competitively promoting ideals and programmes—if
even such activity can rcally originate in an
individual.

It is not casy to see, at this date, just what was the
naturc of the Enlightenment faith in popular govern-
ment. Perhaps the main ingredient was a belief that the
religion of property and a free market was too obviously
“the truth” cever to be setiously questioned, and that it
would reduce the of réle government to negligible
scope. Insofar as it was a faith in mass decisions in any
sense, the more or less defeusible element seems to have
centred in the ability of the mass of men to judge
personality, as to honesty and competence, an essen-
tially mystical faculty of “liking” the proponents of
right procedures to right ends rather than those
opposcd, without understanding the arguments in-
volved. At best it would seem to be necessary that the
contest should take the form, in the main, of some
kind of serious trcatment of issues, rather than pure
oratory, buffoonery or bribery. But in the nature of
the case, the crowd must determine the form of the
contest as wcll as judge the winner. The techniques
employed by the contestants will be those which
“work.” (But perhaps the democratic faith was itself
a mere case of crowd-thinking, for which it is as futile
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to seek an intellectual basis as in the case of any fashion
or craze.)

The one thing clear now is that crowds ‘““think™ very
little if at all, in the sense of impartial analysis or
criticism. And this is notably true under the conditions
of a political campaign, and one of the results of
modern technology is to give the governing process
much of the character of a continuous campaign, the
first principle of which is to create the crowd-mind.
Anything that appeals to the crowd-mind must be
simple and romantic; its favourite formula is credo quia
impossibile, its favourite policy, witch-hunting. It cannot
be expected to show anything but contempt for “‘sound
economic theory,” and indeed its thinking on such a
primitive issue as criminology is no better. But, the
question once raised and general discussion started,
there is no possibility of its “turning itself off,” no
chance of going back to unthinking acceptance of
leadership as it happens. Democracy must go through
to its inherent limit, or revert to tyranny.

The implication for this preface is that relevance in
economics depends on its being integrally tied up with
the fundamentals of institutional history. The heart
of this subject, again, from the economic standpoint, is
the rclation between the réles of conscious and un-
conscious, and rational and emotional factors, in
continuity and change. A little reflection on these lines
should make it less easy on the one hand to teach
“naive economism’ and on the other hand to assume,
practically in the same sentence, as American ‘“Institu-
tionalists” rather habitually do: (&) that it is all a
matter of historical forces, and () that it is all going to
be made over in short order, by the essayist or orator,
from his typewriter or speaker’s stand. In this connec-
tion, it seems to me that a peculiar importance attaches
to language as the basic institution, and basic “tool,”
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at once of rational and emotional communication,
which are the stufl’ of social and all human life. Not
much linguistics can be included in the general training
of economists, but students might be reminded of the
main facts. The controversy between the historical
and analytical views of law, might well, however,
rcceive rather detailed emphasis in any economics
study programme. Beyond that, the nced is for some
grasp of the infinitely complex, intangible and down-
right contradictory character of men’s interests, con-
scious and unconscious, and their interaction with
equally intricate mechanical, biological, neural and
mental processes in forming the pattern of behaviour.
The great vice is over-simplification, and the lcadership
which gets attention is as much addicted to it as the
inarticulate public. As between such conceptlons as
universal love, will-to-power, and economic interest, the
only question is whether any onc can be more absurd
than another as a theory or as an ideal of social
life.

Most pertinent for economists is the admonition to
achicve some defensible perspective in their view of
the role of intelligence, not forgetting the relation
between their own and other pcople’s. Most of us are
still hypnotized by Enlightenment ideas, both of its
nature and of its importance, and this situation has
much to answer for in the current reaction toward anti-
intellectualism. There is an intellectual element in the
social problem. Itis of two-fold nature, improvement in
technology, and correct allocation of resources, the
second being the economist’s field. In any social
order, and whoever makes the decisions affecting
consumption and production, there is a difference
between economy and waste, to which it is stupid to be
indifferent, and the principles of what is- (not too
happily) called ‘“marginalism’ are those of intelligent
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policy. But these tell nothing as to content, as to what
concretely should be done.

Moreover, in a deeper sense, it is doubtful how far it is
possible to speak either of intelligent political policy
or of political intelligence. [t is a late date to be
getting rid of the notion that intelligence provides any
solution for social problems. The existence of science
itself requires a scientific attitude, which is a moral-
asthcetic attitude, opposed to charlatanism and plain
faking (which are difficult in the face of experimental
tests, and casy in social science where such tests are
inapplicable). Even under “given conditions,” broadly
interpreted, there arc few social interests entirely
unaffected by conflicts of interest within society, and
no “intelligence’ can tell anyone where or how far to
pursue a special interest against that which is more
general. But the great bulk of social problems have to
do with the “‘given conditions,” the constitution and
laws of which make socicty socicty, which fix the
terms of co-operation and of competition, and of
association which is not primarily either. (And all
three types are inseparably mingled in any problem
situation.)

We ““intellectuals” may condemn the crowd-mind for
unintelligent conceptions of economy, but we should
recognize that the more vital problems are not problems
of economy, but of maintaining social unity in the face
of cconomic interests. And the foundations of unity lie
not in intelligence, but in habit, cmotion, and ideals of
value. Intelligence, as suggested before, is a very
ambiguous notion. In social rclations we may admit
that intclligence enables the individual to play the
game morec effectively, though even thenitisintelligence
of a very different sort than that which proves mathe-
matical theorems or invents machines. And equally,
intclligence may enable the player to cheat more
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cflectively, or convert the game into a fight. The
social problem is preserve respect for the rules, and to
make such rules as result in the best game for all,
players and spectators. This is a moral problem, and
no reasonable stretching of the word intellectual will
bring it under that category. Indced, if intelligence is
to be taken in the instrumentalist sense of power (to get
what one wants) now philosophically fashionable
(particularly in America, but it is the essence of the
whole utilitarian tradition, of which price-theory
cconomics was an integral part) then it is definitely and
clearly anti-social in tendency. If it is not counter-
balanced by moral forces, the development of such
intelligence must  disrupt society. For, while the
individual may have cverything to gain by preserving
socicty in some form, and may recognize the fact,
this will not and does not lead to agreement on any
particular form. Historically, political unity on any
considerable scale has originated rather in conquest
by force, and been maintained by habit, assisted by
fear and hostility toward other social groups, and by
religion and morality in which the need for unity
against external foes plays a dominant role. Truly,
the social problem is more difficult than it was con-
ceived to be in the Age of the Enlightenment now
apparently coming finally to a close, and is of a
considerably different character.

As to the part to be played by anything like a
scientific economics in helping to solve the social
problem, I do not pretend to have any clear or simple
formula. Negatively, one thing is beyond dispute; it
cannot be at all that of a natural science, unless
government is to be an absolutism in an absolute sense
never yet seen, and the economist an adviser to such a
government, the first prescription regarding his work
being that it must never directly reach the public “on”
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whom policies are to be carried out. Regarding any
published work, two things would appear requisite.
The first is that the writer have the utmost clarity
regarding his réle and what is involved when a member
of society sets himself up in the position of thinking
for society. This includes (secondly) equal clarity
regarding the process of group thinking in its relation
to group action. All of these questions are the opposite
of easy (and consciousness of the difficulties will not
tend to make one’s work a literary best-seller). Even
the most general considerations, which should be
axiomatic, are actually disputed. In any exposition
pretending to relevance it is, of course, assumed that
thought and expression are more than mechanical
process—yet men recognized as scholars and scientists
profess ‘‘behaviorism.”

In addition, group thinking or discussion involves
something on a still higher—and intellectually more
unsatisfactory—level. Discussion must be something
other than (a) assertion of a preference—*‘I want it
so”’; or (b) sales-talk in the interest of such a preference;
or (¢) “talk” as itself a mere commodity, produced to
sell competitively. (There is no objection to any of
these, but they are not discussion, aspiring to relevance.)
Discussion must be problem-solving, hence must
assume that there are problems and right solutions, or
at least better and worse solutions. These solutions
can be of the nature of “truth” or of “‘right”--asthetic
or moral; but truth is a form of right and right a form
of truth, and yet there is a contradiction for our minds
between the assumptions underlying the two lines of
interest and endeavour. Understanding of any matcrial
implies at least a theoretical possibility of manipulation
and control, which presupposes determinism in the mat-
erial itself, and a position of the subject who understands
outside of the material, in a relation of understanding
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and control over it, but without being understood
and/or controlled by it. Now any discussion of
any problem—scientific problems are also social—
which is not self-stultified from the outset, must be
addressed by one such more or less self-determining
subject or mind to another or others. We have no
systematic logic for this relationship, which is merely to
say, no answer at all satisfactory to the primal dilemma
of thinking: that man seems to be at once a part of
nature, made what he is, and controlled by nature;
and outside of nature, in the relation of maker, or re-
maker, and controller over nature. No thinking, about
cither nature or man, can make sense unless the second
relation is accepted as real. So the thinker about
society, if he adopts a natural-science position, must
assume that society is timelessly determined by its own
nature, which can only be changed from the outside,
by a “miracle.” But to have relevance to social action,
he must assume both that society can choose to change
itself and that he can participate in initiating the choice
and can influcnce its character—or else he must
assume that he is outside of society and can change it.
But in the second case, his discourse is an attempt to
control, not a discussion. Parallel to the man-nature
dilemma, we face a similar paradox that the individual
is at once a part of and outside of society.

The crux of the whole matter lies, I think, in the
concept of discussion. As a plain matter of fact, we do
not discuss problems with natural objects, and we do,
or may, with human beings. But discussion must be
contrasted with persuasion, with any attempt to
influence directly the acts, or beliefs, or sentiments, of
others. Discussion is a co-operative quest of an im-
personally, “objectively” right (or best) solution of an
impersonal problem. It cannot be an attempt to
“sell”” a solution already reached, or it is not discussion.
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This, I would say, is the basic crror, or heresy, of
modern civilization, and represents a kind of original
sin. The spirit of discussien is the essence of the
scientific spirit, but the antithesis of the scientific
method. The utilitarian-pragmatic philosophy in-
volves the fatal confusion of carrying the scientific
method, rather than the spirit, into social relations.
The result is inevitably conflict, and finally chaos or
tyranny, rather than agreement and unity on a basis of
mutuality. For the instrumentalist-scientific attitude,
generalized, becomes mutual utilization, mutual ex-
ploitation, which is a logical impossibility.

But again, utilization of other human beings is not
primarily economic utilization, for no distinctively
human interest is at bottom economic. They all centre,
as a matter of social-psychological fact, in a wish to be
a person of some kind in a society of some kind. The
real question is whether it is to be “my”” kind of person
and society or an ideal kind, acceptable to all. The
second alternative does not, however, eliminate the
competitive interest, provided that the interest in
winning is effectively subordinated to the interest in
having the best possible game for all alike. But the
“Adam” in man pulls in the other direction.

There is no better or more crucial illustration than
the situation of the economist. The positive pre-
requisite of a useful or true economics is merely that
it be aimed singly and whole-heartedly at finding and
exhibiting the universally useful and true (or nearest
possible approach to such an ideal) rather than at
personal aggrandizement in any sense. To this end, it
must be above reproach as to any desire to persuade,
to exert power, for any purpose. Radical critics of
economics accuse its expositors of being propagandists
for a class interest. That the authority of economics
has been claimed for what would now be classed as
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propaganda for special interests is, of course, true. The
“class” interest detail probably has a little validity in
Europe, where feudal traditions survive to some
extent; I do not think it has any at all in America,
where class means simply community of interest, and
there are literally more such classes than there are
individuals. But the “economic” character of effective
communities of interest is, in any case, chiefly accidental
and superficial. Itis paradoxical but true that men are
less likely to quarrel over food when it is really scarce
than when it is abundant enough to represent other
values rather than literal nourishment. Of course,
control over visible and tangible objects will always be
a mode of, and element in personal and group aggrand-
izement. But it is not in any distinctive sense economic
and is not the interest against which cconomists have
needed to be on guard in an age which attached
religious value to both science and liberty.

It seems to me probable that the first historical age
of humanitarian liberalism is passing, that Western
civilization will in the near future largely go over to a
sort of medievalism, but with a political orthodoxy
and priesthood in the place of the religious in setting
the criteria of thought and action. Free discussion,
in the form which it has actudily taken, has in fact been
experimentally proven a failure. It leads through chaos
to tyranny, or to tyranny as the alternative to chaos.
People cannot be encouraged, or allowed, to think
independently unless they can and will think more
or less impartially and correctly, and in that sense, by
that path, think alike. The failure, however, I wish
to argue, lay in the fact that social “‘discussion” was
false to the ideal of discussion, was not discussion, but
debate, a contest for personal aggrandizement. (There
were material prizes, but that is not the cssence of the
matter.) Social “science” and economics have not at
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all withstood the general movement, the naturai
implications of utilitarianism, scientificism, instrument-
alism. The best we can hope is that a few people will
learn the lesson and carry it forward to another
historical ]uncture when the “other man,” who is,
after all, likewise in humanity, the lover of truth and
right, and of mutuality and real co-operation, may
get another chance.

I'rank H. KnNigHT.

Chicago, August 1933.
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RISK, UNCERTAINTY, AND PROFIT

CHAPTER 1

THE PLACE OF PROFIT AND UNCERTAINTY IN.
ECONOMIC THEORY

EcoNomics, or more properly theoretical economics, is
the only one of the social sciences which has aspired to the
distinction of an exact science. To the extent that it is an
exact science it must accept the limitations as well as share
the dignity thereto pertaining, and it thus becomes like
physics or mathematics in being necessarily somewhat
abstract and unreal. In fact it is different from physics in
degree, since, though it cannot well be made so exact, yet
for special reasons it secures a moderate degree of exactness
only at the cost of much greater unreality. The very con-
ception of an exact science involves abstraction; its ideal is
analytic treatment, and analysis and abstraction are vir-
tually synonyms. We have given us the task of reducing to
order a complex mass of interrelated changes, which is
to say, of analyzing them into uniformities of sequence or
behavior, called laws, and the isolation of the different
elementary sequences for separate study.

Sometimes the various elementary constituents of our
complex phenomenon are met with in nature in isolation
complete or partial, and sometimes artificial experiments
can be devised to present them either alone or‘with attend-
ant conditions subject to control. The latter is, of course,
the characteristic procedure of physical science. Itsapplica-
tion to the study of industrial society is, however, generally
‘practicable. Here we must commonly search for man-



4 RISK, UNCERTAINTY, AND PROFIT

ifestations of the various factors in our complex, under
varying associations, or rely upon intuitive knowledge of
general principles and follow through the workings of in-
dividual chains of sequence by logical processes.

The application of the analytic method in any class of
problems is always very incomplete. It is never possible to
deal in this way with a very large proportion. numerically
speaking, of the vast complexity of factors entering into a

- normal real situation such as we must cope with in practi-
cal life. The value of the method depends on the fact that
in large groups of problem situations certain elements are
common and are not merely present in each single case, but
in addition are both few in number and important enough
largely to dominate the situations. The laws of these few
elements, therefore, enable us to reach an approximation
to the law of the situation as a whole, They give us state-
ments of what “tends” to hold true or “would” hold
true under “ideal” conditions, meaning merely in a situa-
tion where the numerous and variable but less important
“other things” which our laws do not take into account
were entirely absent.

Thus, in physics, the model and archetype of an exact
science of nature, a relatively small and workable number
of laws or principles tell us what would happen if simplified
conditions be assumed and all disturbing factors elimi-
nated. The simplified conditions include specifications as
to dimensions, mass, shape, smoothness, rigidity, elasticity
and properties generally of the objects worked with,
specifications usually quite impossible to realize in fact,
yet absolutely necessary to make, while the ‘‘disturbing
factors” are simply anything not included in the specifica-
tions, and their actual elimination is probably equally
impossible to realize, and, again, equally necessary to
assume. Only thus could we ever obtain “laws,” de-
scriptions of the separate elements of phenomena and thej
separate behavior. And while such laws, of course, neV‘
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accurately hold good in any particular case, because they
are incomplete, not including all the elements in the case,
yet they enable us to deal with practical problems intelli-
gently because they are approximately true and we know
how to discount their incompleteness. Only by such ap-
proximations, reached by dealing analytically with the
more important and more universal aspects of phenom-
ena, could we ever have attained any intelligent concep-
tion of the behavior of masses of matter in motion and
secured our present marvelous mastery over the forces of
nature.

In a similar way, but for various reasons not so com-
pletely and satisfactorily, we have developed a historic
body of theoretical economics which deals with ‘‘tenden-
cies”; i.e., with what “would” happen under simplified
conditions necver realized, but always more or less closely
approached in practice. But{theoretical economics has
been much less successful than theoretical physies in
making the procedure useful, largely because it has failed
to make its nature and limitations explicit and clear, It
studies what would happen under “perfect competition,”
noting betimes respects in which competition is not per-
fect; but much remains to be done to establish a systematic
and coherent view of what is necessary to perfect competi-
tion, just how far and in what ways ils conditions deviate
from those of real life and what ‘*‘corrections’ have ac-
cordingly to be made in applying its conclusions to actual
situations.!

The vague and unsettled state of ideas on this subject is
manifest in the difference of opinion rife among economists
as to the meaning and use of theoretical methods. At
one extreme we have mathematical economists and pure
theorists 2 to whom little if anything outside of a closed

1 Cf, Mackenzie, Introduction to Sacial Philosophy, p. 58. Also Bagehot,

Economic Studies, no. 1: “The Presuppositions of English Political
nomy.”

2 There are three types or schools of mathematical economic theory,
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system of deductions from a very small number of prem-
ises assumed as universal laws is to be regarded as
scientific economics at all. At the other extreme there is
certainly a strong and perhaps growing tendency to re-
pudiate abstraction and deduction altogether, and insist
upon a purely objective, descriptive science. And in be-
tween are all shades of opinion.

In the present writer's view the correct “middle way”
between these extreme views, doing justice to both, is not
hard to find. An abstract deductive system is only one
small division of the great domain of economic science,
but there is opportunity and the greatest necessity for
cultivating that ﬁeld;' Indeed, in our analogy, theoret-
ical mechanics is a very small section of the science of
physical nature; but it is a very fundamental section, in a
sense the “first” of all, the foundation and prerequisite of
those that follow. And this also may very well hold good
of a body of “pure theory” in economics; it may be that a
small step, but the first step, toward a practical compre-
hension of the social system is to isolate and follow out ta
their logical conclusion a relatively small number of fun-
damental tendencies discoverable in it. There is abundant
need for the use of both deduction and induction in eco-
nomics as in other sciences, if indeed the two methods are
theoretically separable. As Mill has well argued! we must
reason deductively as far as possible, always collating our
conclusions with observed facts at every stage. Where the
data are too complex to handle in this way induction must
be applied and empirical laws formulated, to be connected
deductively with the general principles of *‘ethology”
(we should now say simply “human behavior™). Em-
connected with the names of Cournot, Jevons, and Walras respectively.
Dr. Vilfredo Pareto, of the University of Lausanne (successor of Walras),
is now the most prominent exponent of the mathematical method. Among
“literary” pure theorists, Wicksteed, Schumpeter, and Pauntaleoni stand

out.
1 Logic, book vI, chaps. 1x and x.



IN ECONOMIC THEORY 7

phasis being laid on the provisos, in both cases, that in
using deduction the conclusions must be constantly checked
with facts by observation and premises revised accordingly,
while the empirical laws resulting from induction must in
turn be shown to follow from the general principles of the
science before they can be credited with much significance
or dependability, we see that there is little divergence left
between the two methods.!

! The relations between deduction and induction are intimate, and a
rigid separation or contrast between the two methods is misleading. A
more careful study of the fundamentals of scientific method will be under-
taken hereafter (chapter vir). We shall see that there is ultimately no
such fact as deduction as commonly understood, that inference is from
particulars to particular, and that generalization is always tentative and
a mere labor-saving device. The fact is, however, that we can study facts
intelligently and fruitfully only in the light of hypotheses, while hypothe-
ses have value more or less in proportion to the amount of antecedent
concrete knowledge of fact on which they are based. The actual pro-
cedure of science thus consists of making and testing hypotheses. The
first hypotheses in any field are usually the impressions of ““common
sense”’; i.e., of that superficial knowledge forced upon intelligence by
direct contact with the world. Study, in the Jight of any hypothesis,
corrects or refutes the guiding generalization and suggests new points of
view, to be criticized and tested in the samne way, and so the organization
of the material proceeds. The importance of generalization arises from
the fact that as our minds are built, it is nearly fruitless to attempt to
observe phenomena unless we approach them with questions to be an-
swered. This is what a hypothesis really is, a question. Superficial ob-
servation suggests questions which study answers. If and so long as it
answers a question affirmatively and the answer is not contradicted by
the test of practical application or casual observation, we have a law of
nature, a truth about our environment which enables us to react intelli-
gently to it in our conduct.

There is, then, little if any use for induction in the Baconian sense of an
exhaustive collection and collation of facts, though in some cases this
may be necessary and fruitfuh On the other hand, there is equally little
use for deduction taken as doing more than suggesting hypotheses, sub-
ject to verification. It is to be noted, however, that our common-sense
generalizations have a very high degree of certainty in some fields, giving
us, in regard to the external world, for instance, the “axioms” of mathe-
matics. Even more important in the present connection is the role of
common sense or intuition in the study of human phenomena. Observa-
tion and intuition are, indeed, hardly distinguishable operations in much
of the field of human behavior. Our knowledge of ourselves is based on
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The method of economics is simply that of any field of
inquiry where analysis is in any degree applicable and any-
thing more than mere description possible. It is the scien-
tific method, the method of successive approximations.!
The study will begin with a theoretical branch dealing with
only the most general aspects of the subject matter, and
proceed downward through a succession of principles ap-
plicable to more and more restricted classes of phenomena.
How far the process is carried will he a matter of taste and
of the practical requirements of any problem. In science
generally it does not pay to elaborate laws of a very great
degree of accuracy of detail. When the number of factors
taken into account in deduction becomes large, the process
rapidly becomes unmanageable and errors crecp in, while
the results lose in generality of application more signifi-
cance than they gain by the closeness of approximation to
fact in a given case. It is better to stop dealing with ele-

introspective observation, but is so direct thal it may be called intuitive.
Its extension to our fellow human beings is also based upon the interpre-
tation of the communicative signs of speech, gesture, facial expression,
etc., far more than upon direct observation of behavior, and this process
of interprelation is highly instinctive and subconscious in character.
Many of the fundamental laws of economics are therefore properly *in-
tuitive” to begin with, though of course always subject to correction by
induction in the ordinary sense of observation and statistical treatment
of data.

These brief statements must not be thought of as dealing with philo-
sophical problems. The writer is, like Mill, an empiricist, holding that all
general truths or axioms are ultimately inductions from experience. By
induction as a method is meant deliberate, scientific induction, the planned
study of instances for the purpose of ascertaining their “law.” And de-
duction means reaching new truth by the application of general laws to
particular cases. In the present view both of these processes are regarded
as suggestive merely, exhaustive induction and conclusive deduction be-
"ing alike impossible.

1 The reader will recall Comte’s arrangement of the sciences in the
order of generality of the principles they establish. Mathematics, the
properties of space and of quantity in the abstract, is applicable to all
phenomena — and tells us correspondingly little about any of them.
The laws of matter, of living matter, etc., are less general and more con-
cretely real. The same principles are applicable within any grand divi-
sion of knowledge.
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ments separately before they get too numerous and deal
with the final stages of the approximation by applying
corrections empirically determined.

The theoretical method in its pure form consists, then,
in the complete and separate study of general principles,
with the rigid exclusion of all fluctuations, modifications,
and accidents of all sorts due to the influence of factors
less general than those under investigation at any particular
stage of the inquiry. Ouy question relates to the advisability
of using this method in a tolerably rigid form in economics.
The answer to this question depends on whether in the
phenomena to be studied general principles can in fact be
found of sufficient constancy and importance to justify
their careful isolation and separate study. The writer is
strongly of the opinion that the question must be an-
swered affirmatively. Economics is the study of a particu-
lar form of organization of human want-satisfying activity
which has become prevalent in Western nations and spread
over the greater part of the field of conduct. It is called
free enterprise or the competilive system. It is obviously
not at all completely or perfectly competitive, but just as
indisputably its general principles are those of free com-
petition. Under these circumstances the study, as a first
approximation, of a perfeclly competitive system, in which
the multitudinous degrees and kinds of divergences are
eliminated by abstraction, is clearly indicated. The method
is particularly indicated in a practical sense because our
most important questions of social policy hinge directly
upon the question of the character of the “natural” results
of competition, and take the form of queries as to whether
the tendenciés of competition are to be furthered and sup-
plemented or obstructed and replaced.

That such a theoretical first approximation is indicated
in a theoretical sense, that it is the natural logical way of
going at the problem, conforming to the workings of our
thought processes, is sufficiently evidenced by the fact that
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this is what economists have always in fact done, ever since
there has been such a science or such a social system to
be studied. They have, to be sure, been criticized for do-
ing it, and severely. But in the present writer’s judgment
theorists of the past and present are to be justly criti-
cized not for following the theoretical method and studying
a simplified and idealized form of competitive organi-
zation, but for not following it in a sufficiently self-
conscious, critical, and explicit way. In their discussions
of methodology the historic economists have, indeed, been
as clear and explicit as could be desired,! but in the use
of the method as much cannot, unfortunately, be said.
It should go without saying that in the use of the scienti-
fic method of reasoning from simplified premises, it is im-
perative that it be ¢lear to the reasoner and be made un-
mistakable to those who use his work what his procedure
is and what presuppositions are involved. Two supreme
difficulties have underlain controversies regarding method
in the past. The first is the strong aversion of the masses
of humanity, including even a large proportion of “schol-

,ars,” to all thinking in general terms. The second difficulty,

on the other side, is the fact referred to above, that the
persons employing methods of approximation in econom-
ics have not themselves adequately and always recognized,
and still less have they made clear to their readers, the
approximate character of their conclusions, as descriptions
of tendency only, but have frequently hastened to base
principles of social and business policy upon very incom-
plete data. The evil results of the failure to emphasize the
theoretical character of economic speculation are apparent

1 Ct. Mill's Essays on Unsettled Questions, no. 5, which really leaves
little to be said on the subject. Also Cairnes, on the Character and Logical
Mecthod of Political Economy, and the discussions of methodology of the
English economists generally. The conception of the “economic man”
was one way of emphasizing the abstract and simplified character of the

premises of the science. Keynes's Scope and Logical Method of Political

Economy is an admirably clear and conclusive discussion of this whole
subject.
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in every field of practical economics. The theorist not
having definite assumptions clearly in mind in working
out the “principles,” it is but natural that he, and still
more the practical workers building upon his foundations,
should forget that unreal assumptions were made, and
should take the principles over bodily, apply them to con-
crete cases, and draw sweeping and wholly unwarranted
conclusions from them. The clearly untenable and often
vicious character of such deductions naturally works to
discredit theory itself. This, of course, is wrong; we do not
allow perpetual motion schemes to discredit theoretical
mechanics, which is built upon the assumption of perpetual
motion at every stage. But in cconomics a distrust of
general principles, fatal as it is to clear thinking, will be in-
evitable as long as the postulates of theory are so nebulous
and shifting. They can hardly be made sufficiently explicit;
it is imperative that the contrast between these simplified
assumptions and the complex facts of life be made as con-
spicuous and as familiar as has been done in mechanics.
The present essay is an attempt in the direction in-
dicated above. We shall endeavor to search out and piac-
ard the unrealities of the postulates of theoretical econom-!
ics, not for the purpose of discrediting the doctrine, but
with a view to making clear its theoretical limitations.
There are several reasons why the approximate character
of theoretical economic laws and their inapplicability
without empirical correction to real situations should be
especially emphasized as compared, for instance, with
those of mechanics. The first reason is historical and has
already been indicated. 'The limitations of the results
have not always been clear, and theorists themselves as
well as writers in practical economics and statecraft have
carelessly used them without regard for the corrections
necessary to make them fit concrete facts. Policies must
fail, and fail disastrously, which are based on perpetual
motion reasoning without the recognition that it is such.
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In the second place, the allowances and corrections
necessary in the case of theoretical economics are vastly
greater than in the case of mechanics, and the importance
of not losing sight of them is correspondingly accentuated.
The general principles do not hring us so close Lo reality;
there is a larger proportion of factors in an economic situa-
tion which are of the variable and fluctuating sort.

Again, in spite of the greater contrast between theory
and practice in the study of the mechanics of competition,
as compared with the mechanics of matter and motion,
the contrast is less familiar and more easily overlooked.
Our race has been observing and handling in a rude way
the latter type of phenomena ever since it has lived on the
earth, while competitive relations among men were es-
tablished only a few generations ago. In consequence the
habit of clear thinking according to scientific method, the
use of hypotheses and separation of fundamental princi-
ples from the accidents of particular instances, has become
in some measure built up in the minds of at least a respect-
able body of the more cultivated division of the race. Per-
haps it is even in some degree instinctive in certain strains.!

Finally, it makes vastly more difference practically
whether we disseminate correct ideas among the people at
large in the field of human relations than is the case with

1 Tt is necessary to admit that in fact only a pitifully small fraction of
the race have any particular theoretical sense in the mechanical field
either. Certainly a vast majority of literate adults with elementary ex-
perience with machinery have no real comprehension of the most funda-
mental principles of the transformation and equivalence of forces. As
far as their own insight is concerned, they could easily be taken in with
crude perpetual motion schemes, and an astonishing proportion are will-
ing to back their own judgment in such matters against what they know
to be the unanimous verdict of the scientific world. The recurrent dis-
cussion of such projects in our National Congress are familiar. A certain
mechanical “handiness” is probably all that is to be found in any but the
rare scientific minds, and these handy men are precisely the ones who
seem most likely to waste their lives and means over palpably absurd
enterprises. A large proportion even of competent engineers have neither
comprehension nor appreciation of physical theory.
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mechanical problems. For good or ill, we are committed
to the policy of democratic control in the former case, and
are not likely to resort to it in the latter. As far as material
results are concerned, it is relatively unimportant whether
people generally believe in their hearts that energy can be
manufactured or that a cannon ball will sink part of the
way to the bottom of the ocean and remain suspended, or
any other fundamental misconception. We have here at
least established the tradition that knowledge and train-
ing count and have persuaded the ignorant to defer to the
judgment of the informed. In the field of natural science
the masses can and will gladly take and use and construct
appliances in regard to whose scientific basis they are as
ignorant as they are indifferent. It is usually possible to
demonstrate such things on a moderate scale, and literally
to knock men down with “results.” In the field of social
science, however, fortunately or unfortunately, these things
are not true. Qur whole established tradition tends to the
view that “Tom, Dick, and Harry’’ know as much about
it as any “highbrow ”’; the ignorant will not in general de-
fer to the opinion of the informed, and in the absence of
voluntary deference it is usually impossible to give an
objective demonstration. If our social science is to yield
fruits in an improved quality of human life, it must for the
most part be “sold” to the masses first. The necessity of
making its literature not merely -accurate and convincing,
but as nearly “fool-proof” as possible, is therefore mani-
fest.

Whether or not the use of the method of exact science is
as necessary in the field of social phenonena as the present
writer believes, it will doubtless be conceded, even by op-
ponents of this view, that it has been employed in the great
mass of the literature since the modern science of economics
was founded. It may also be granted that the terminology,
concepts, and modes of thinking in our economic instruc-
tion and in general discussion are and for a long time must



14 RISK, UNCERTAINTY, AND PROFIT

be largely dominated by the established tradition. And it
will certainly not be denied that if the method of reason-
ing from hypothetical or simplified premises is followed,
its use must be thoroughly safeguarded by emphasizing the
character of the premises and the consequent conditional
or approximate validity of the conclusions reached. If,
finally, it is admitted that this has not been adequately
done hitherto, and that mischief and misunderstanding
have followed from the loose use of assumptions and looser
application of conclusions, then the call for such a study as
the present will be established.

The tendency toward a sharper separation of the theo-
retical portion of economics from the empirical portion,
and toward the clearer formulation of premises, can he
traced in the literature of the subject, and notable progress
in the right direction has recently been made. The work of
the mathematical economists and non-mathematical pure
theorists has already been mentioned. A considerable and
fairly satisfactory body of consciously and rigidly ““ theoret-
ical” (i.e., general and approximate) doctrine has been
built up. The work of Pareto and Wicksteed seems to the
writer especially worthy of note. Unfortunately it has not
achieved the recognition and been accorded the funda-
mental place in the general program of the science which
we think it should have; mathematical economics in par-
ticular seems likely to remain little more than a cult, a
closed book to all except a few of the “initiated.” In the
great mass of economic literature there is certainly still
wanting the evidence of a comprehensive grasp of general
principles and even more of the meaning and importance
of general principles in a scientific program. There is still
a need for thoroughgoing and critical comparison and con-
trast of theoretical assumptions with the conditions of real
life and of theoretical conclusions with concrete facts.
The makers and users of economic analysis have in general
still to be made to see that deductions from theory are
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necessary, not because literally true — that in the strict
sense they are useful because not literally true — but only
if they bear a certain relation to literal truth and if all who
work with them constantly bear in mind what that relation
is. It must be admitted that even the pure theorists have
not generally been assiduous in emphasizing the practical
significance of their work and its relation to the outside
body of the science; they have been too exclusively inter-
ested in the construction of their a priori systems, and per-
haps a little disposed to regard these as a disproportionate
part of economic science. Such a bias is natural and even
useful, but in a field where the relations between theory
and practice do not come instinctively to the minds of the
users of both, the supplementation of theory by works of
interpretation becomes indispensable.

Indication of progress in this field is furnished especially
by the discussion centering around the concept of normal-
ity in the work of Marshall in England and the related
notion of the static state espoused in particular in this
country by J. B. Clark.! The meaning and bearings of the
fundamental concepts are in the writer’s opinion much
better worked out by Marshall than by any other writer
generally read. But Marshall himself has adopted a
cautious, almost anti-theoretical attitude toward funda-
mentals; he refuses to lay down and follow rigidly defined
hypotheses, but insists on sticking as closely as possible
to concrete reality and discussing ‘““representative” con-
ditions as opposed to limiting tendencies. The gain in con-
creteness and realism is in our opinion much more than
offset by the obscurity, vagueness, and unsystematic
character of the discussion, the inevitable consequence of
burying fundamentals in an overwhelming mass of quali-
fication and detail. Professor Clark, on the other hand, is
frankly theoretical and insistent upon the deliberate use of

1 The static state idea is further developed along rigidly theoretical
lines by Professor Schumpeter in Austria.
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abstraction. But the writer at least is unable to agree with
him on the question of what abstractions should be made
and the manner of their use. While the specifications for his
theoretical state are more definite and explicit than those
of Marshall, they seem to us less correctly drawn up.!

The opposition to pure theory in general is based on a
failure to understand it, and especially common is the mis-
conception as to the meaning of static or normal hypothe-

“ses. It is not recognized that their use is inherent in the
methodology of science, is in fact the very essence of
scientific procedure; that it is not at all recondite or in-
tellectual in its appeal, but is mere practical common
sense. The aim of science is to predict the future for the
purpose of making our conduct intelligent.? Intelligence
predicts, as shown above, through analysis, by isolating
the different forces or tendencies in a situation and study-
ing the character and effects of each separately. Static
method and reasoning are therefore coextensive. We have
no way of discussing a force or change except to describe its
effects or results under given conditions.

The “static”” method in economics does merely this.
It inquires what conditions exist and studies the results
which recognizable forces at work (or changes in progress—
we know nothing about force; it is the assumed *‘cause” of
change, which is the only fact) tend to produce under those
conditions. It is “unreal” only in the simplification of its
problem; i.e., in taking the more conspicuous forces and
more important conditions and provisionally neglecting
others. This the limitations of our minds compel us to do.
We must first discuss one change at a time, assuming the
others suspended while that one is working itself out to its
final results, and then attempt to combine the tendencies at

1 We shall attempt to show that it does not represent, as Professor
Clark contends, the assumptions implicit in the classical economic theory.
(See chapter 11.)

t Cf. Dewey’s definition of reason as the method of social diagnosis
and prognosis. o ) e
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work, estimate their relative importance, and make actual
predictions. This is the way our minds work; we_must
divide to conquer. Where a complex situation can be
dealt with as a whole — if that ever happens — there is no
occasion for ‘“thought.” Thought in the scientific sense,
and analysts, are the same thing.

The reference to final results calls for a further word.
The concept of equilibrium is closely related to that of
static method. It is the nature of every change in the
universe known to science to have *“final” results under
any given conditions, and the description of the change is
incomplete if it stops short of the statement of these ul-
timate tendencies. Every movement in the world is and
can be clearly seen to be a progress toward an equilib-
rium. Water seeks its level, air moves toward an equality
of pressure, electricity toward a uniform potential, radia-
tion toward a uniforin tem perature, etc. Every change is an
equalization of the forces which produce that change, and
tends to bring about a condition in which the change will
no longer take place. The water continues to flow, the
wind to blow, etc., only because the sun’s heat — itself a
similar but more long-drawn-out redistribution of energy
— constantly restores the inequalities which these move-
ments themselves constantly destroy.

So also in economic phenomena. Goods move from the
point of lower to one of higher demand or price, and every
such movement obliterates the price difference which
causes it. The circulation of goods continues because the
life activities of man (the production of wealth) keep new
supplies forthcoming. The same applies to shifts in pro-
ductive energy from one use to another. There are really
as many static states as there are changes to be studied,
sets of given conditions to be asumed. Itis arbitrary but
convenient to speak of the static state in relation to given
conditions of the supply and demand (production and
consumption) of consumption goods. We shall see that

C
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there are in fact two other fundamental staticproblems; the
first assumes given supplies of consumption goods, and the
second, given general conditions under which the creation
of production goods and changes in wants take place; the
first is the problem of the market or of market price, and
the second that of social economic progress, often referred
to as economic dynamics.

The argument of the present essay will center around
the general idea of normality, viewed as an attempt to
isolate for study the essentials or general principles of a
competitive social economic organization. The aim will be
to bring out the content of the assumptions or hypotheses
of the historic body of economic thought, referred to by
the classical writers as “natural price” theory. By this is
meant, not the assumptions definitely in the minds of the
classical economists, but the assumptions necessary to
define the conditions of perfect competition, at which the
classical thought was aimed, and which are significant as
forming the limiting tendency of actual economic proc-
esses.!

As the title of the essay indicates, our task will be en-
visaged from the immediate standpoint of the problem of
profit in distributive theory. The primary attribute of
competition, universally recognized and evident at a
glance,.is the “tendency” to eliminate profit 2 or loss, and
bring the value of economic goods to equality with their
cost. Or, since costs are in the large identical with the

} We need not here more than mention the obvious fact that the
theoretical method is applicable to monopoly as well as competition
and has dealt with both. It has been, of course, a theoretically “ideal”
monopoly also — the real assumption being an exceptional instance of
perfect monopoly in .a general system of perfect competition. The con-
trast between theory and reality and the significance of the former is of
the same sort in both cases, and we shall also discuss the meaning of per-
fect monopoly in the proper connection. (Chapter v1.)

* It will be perceived that the word “profit” is here used in the sense
of ‘““pure profit,” a distributive share different from the returns to the
productive services of land, labor, and capital.
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distributive shares other than profit, we may express the
same principle by saying that the tendency is toward a
remainderless distribution of products among the agencies
contributing to their production. 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,” posi-
tive or negative. llence the problem of profit is one way of
looking at the problem of the contrast between perfect
competition and actual compctition.

Our preliminary examination of the problem of profit
will show, however, that the difficulties in this field have
arisen from a confusion of ideas which goes deep down into
the foundations of our thinking. The key to the whole
tangle will be found to lie in the notion of risk or uncer-
tainty and the ambiguities concealed therein. It is around
this idea, therefore, that our main argument will finally
center. A satisfactory explanation of profit will bring into
relief the nature of the distinction between the perfect
competition of theory and the remote approach which is
made to it by the actual competition of, say, twentieth-
century United States; and the answer to this twofold
problem is to be found in a thorough examination and
criticism of the concept of Uncertainty, and its bearings
upon economic processes.

But Uncertainty must be taken in a sense radically
distinct from the familiar notion of Risk, from which it
has never been properly separated. The term “risk,” as
loosely used in everyday speech and in economic dis-
cussion, really covers two things which, functionally at
least, in their causal relations to the phenomena of
economic organizalion, are categorically different. The
nature of this confusion will be dealt with at length in
chapter vii, but the essence of it may be stated in a few
words at this point. The essential fact is that “risk”
means in some cases a quantity susceptible of measure-
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ment, while at other times it is something distinctly not of
this character; and there are far-reaching and crucial differ-
ences in the bearings of the phenomenon depending on
which of the two is really present and operating. There are
other ambiguities in the term “risk” as well, which will be
pointed out; but this is the most important. It will appear
that a measurable uncertainty, or “risk ” proper, as we shall
use the term, is so far different from an unmeasurable one
that it is not in effect an uncertainty at all. We shall
accordingly restrict the term “uncertainty ” to cases of the
non-quantitive type. It is this “true” uncertainty, and
not risk, as has been argued, which forms the basis of a
valid theory of profit and accounts for the divergence be-
tween actual and theorctical competition.

As a background for the discussion of the meaning and
causal relations of uncertainty, we shall first make a brief
survey of previously proposed theories of profit. After a
summary glance at the history of the treatment of the sub-
ject down to recent decades, it will be necessary to dwell at
slightly greater length upon the controversy recently car-
ried on in connection with the explanation of profit in
terms of risk. The crucial character of the distinction
between measurable risk and unmeasurable uncertainty
will become apparent in this discussion.

Part Two (chapters 111-vi) will be taken up with an out-
line study of a theoretical, perfectly competitive society.
In the course of the argument it will become increasingly
evident that the prime essential to that perfect competition
which would secure in fact those results to which actual
competition only “tends,” is the absence of Uncertainty
(in the true, unmeasurable sense). Other presuppositions
are mostly included in or subordinate to this, that men
must know what they are doing, and not merely guess more
or less accurately. The “tendency” toward perfect com-
petition is at once explained, since men are creatures en-
dowed with the capacity to learn, and tend to find out the
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results of their acts, while the cause of the failure ever to
reach the goal is equally evident so long as omniscience
remains unattainable. Now since risk, in the ordinary
sense, does not preclude perfect planning (for reasons
which can easily be made clear), such risk cannot pre-
vent the complete realization of the tendencies of competi-
tive forces, or give rise to profit.

At the conclusion of this brief treatment of perfect com-
petition we shall devote a short chapter to limitations of
perfect competition other than the imperfection of knowl-
edge, and then take up in Part Three a careful analysis of
the concepts of Risk and Uncertainty (chapter vi), pro-
ceeding (in the remaining chapters) with a somewhat de-
tailed study of the effects of both, but especially of true or
unmeasurable uncertainty upon the economic organization
and of its bearings upon economic theory. The economic
relations of risk in the narrower sense of a measurable prob-’
ability have been extensively dealt with in the literature of
the subject and do not call for elaborate treatment here.
Our main concern will be with the contrast between Risk
as a known chance and true Uncertainty, and treatment
of the former is incidental to this purpose.



CHAPTER II

THEORIES OF PROFIT;! CHANGE AND RISK IN
RELATION TO PROFIT

IN view of the facts set forth in the introductory chapter
as to the relation of profit to theoretical economics, and the
vagueness in the minds of economic writers as to funda-
mental postulates, it is not surprising that the theory of
profit has remained one of the most unsatisfactory and
controversial divisions of economic doctrine. Considering,
however, the universal recognition of the *“‘tendency” of
competition to eliminate profit, it is perhaps somewhat re-
markable that the problem of profit itself has not, with one
important exception,? been attacked from the direct point
of view adopted in this essay, of an inquiry into the causes
of the failure of ideal competition to be fully realized in fact.
1t is, indecd, only within comparatively recent years that
the existence of profit as a rcally distinct share has become
established and the problem of its explanation given de-
finite status.

As in the case of most sciences whose subject matter is
some field of human activity, economic theory has been
much influenced by practice, and in particular the loose use

1 Excellent histories of profit theory are to be found in the introduc-
tory sections of several monographs on profit and make it superfluous to
go into this phase of the subject in detail. See especially the following:

Mangoldt, H. v., Die Lehre vom Unternehmergewinn. Leipsic, 1855.

Pierstorff, J., Die Lehre vom Unternehmergewinn. Berlin, 1875.

Mataja, V., Der Unternchmergewinn. Vienna, 1884,

Gross, G., Die Lehre vom Unternehmergewinn, Leipsic, 1884,

Porte, M., Entrepreneurs et profits industriels. Paris, 1901.

2 The exception is Professor Clark’s theory of perfect competition as
equivalent to the “‘static state” and the corresponding * dynamic
theory ”* of profit as the result of progress. This view will presently be
taken up and criticized.
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of terms in everyday affairs has given rise to serious con-
fusions in terminology. The concept of profit is bound up
in a certain type of organization of industry, a type realized
in various degrees in different places and times, and always
undergoing modification and development.

At the time when the English classical school of eco-
nomists were writing — i.e., in the later eighteenth and
early nineteenth centuries — corporations were relatively
unimportant, being practically restricted to a few banks
and trading companies. There was, of course, some lend-
ing at interest, but in the dominant form of industry men
used their own capital, hiring labor and renting land from
others. The managerial function centered in the capxtal-
ist, \[oreover, English industries were néw and rapidly
expandmg, competition was not highly devcloped; the
possession of capital seemed to be and was the dominant
factor in the situation. Only in more recent times has the
accumulation of capital, the perfection of financial institu--
tions, and the growth of competition transferred the center’
of interest to business ability, made it casy or at least
generally possible for ability to secure capital when not in
possession of it by direct ownership, and made common
the carrying-on of business predominantly with borrowed
resources.

Under these early conditions it was natural to connect
the income of the business manager with the ownership of
capital, and in all the classical writings we find the word
“profit” used in this sense. A further source of confusion
was the indefiniteness of the conception and use of the
ideas of natural and market price in the minds of the carly
writers. It is natural and inevitable that a distinction
which goes to the heart of the fundamental problems of the
nature and methodology of economic science should be
but imperfectly worked out in the initial stages of the
speculation. Only recently, again, has the analysis of
long-time normal price by Marshall and of the *“static
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state” by Clark and Schumpeter begun to give to econo-
mists a clearer notion of what is really involved in “natu-
ral” or normal conditions. To the earlier classical writers
this obscurity hid the fundamental difference between the
total income of the capitalist manager and contract in-
terest. The only separation considered necessary in the
explanation of distribution was to restrict the theory of the
business manager’s income to the explanation of “normal
profit,” which was regarded as substantially equivalent to
contract interest. Another barrier to the formulation of a
clear statement of the relations between interest and pro-
fit was the lack of an adequate understanding of the pro-
ductivity of capital, which also these authors did not pos-
sess and which has first been worked out in recent years.

The qualification of “near’” or “substantial” identifica-
tion of normal profit and interest is necessary, however, in
referring to the classical treatments. Even Adam Smith
and his immediate followers recognized that profits even
normally contain an element which is not interest on capi-
tal. Remuneration for the work and care of supervising
the business was always distinguished. Reference was also
made to risk, but in the sense of risk of loss of capital, which
does not clearly distinguish profit from interest.! Adam
Smith is explicit in regard to these elements, while Malthus
and M’Culloch were more so. J. S. Mill pointed out in
a somewhat groping way that the wages of management
are determined in a different way from other wages, and

1 For a fuller discussion of the views of the English writers, with cita-
tions, see Cannan, Theories of Production and Distribution, chap. vi,
sec. 2; also the same author’s article on ““Profit” in Palgrave's Dictionary
of Political Economy. In opposition to the German historians and critics,
who take the classical economists very literally, Cannan is sure that they
really held, like their French followers, a wage theory of profit. Between
the two views this seems the fairer on the whole, but it could hardly be
maintained that the difference in expression does not represent some
difference in thought. However, much of the contrast is undoubtedly
due to differences in the use of terms. Old words used to designate new

things necessarily become ambiguous, and “profit” is still correctly used
with several different meanings.
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noted also that profits, so called, include as a third ele-
ment a payment for risk, as well as wages of management
(and interest). The inclusion of interest in profit was op-
posed 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.

The early French writers, beginning with J. B. Say,
adopted a different view of profit, or at least a different
use of the word, insisting on a separation of profit from in-
terest and defining the former explicitly as a wage. The
difference in procedure may have been due, as v. Man-
goldt suggests,! to the different character of typical French
industry and the greater importance of the manager’s
personality in it relatively to the capital factor. It is
worthy of note that in the fourth edition of his “Traité,”
Say included in profit the reward for risk-taking; he had in
the earlier editions viewed this income as accruing to the
capitalist as such, but now transferred it to the entrepre-
neur. Especial mention should be made of Courcelle-
Seneuil, who insisted that profit is not a wage, but is due to
the assumption of risk.?

The older German economists varied widely in their

1 Op. cit., p. 19, note.

2 Article, “Profit,” in Coquelin and Guillaumin’s Dictionnaire de
U'économie politique, Paris, 1852. It is true that in another work (Traité
d’économie politique, 2d ed., 1867) Courcelle was not so explicit, and also
that in the same article he says that profit depends on the intelligence of
the entrepreneur and the favorable or unfavorable conditions under which
he works. This hesitation may explain Kleinwichter's classifying him
with the followers of Say and adberents of the wages theory. (See Das
Einkommen und seine Verteilung, p. 278.) It seems more probable, how-
ever, that Courcelle glimpsed the fact (which Kleinwiichter did not) that
the assumption of a “risk’’ of error in one’s own judgment, inherent in
the making of a responsible decision, is a phenomenon of a different char-
acter from the assumption of “‘risk” in the insurance sense. We shall
build largely upon this distinction later.
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treatment of profits. Some, of whom Schiffle is perhaps
the most notable example, follow the “English” view in
classing profit as essentially a return to capital. Others,
notably Roscher, adopt the “French”! attitude and treat
it as a form of wages. Roscher does not even use the term
“profit,” but substitutes Unternehmerlohn. Other writers,
such as Hermann and Rau, took a more or less intermediate
position.

Still another group, of more importance for our purposes,
contended that profit should be recognized as a unique
form of income, not susceptible of reduction to remunera-
tion for cither capital or labor. This position was taken in a
somewhat timid way by Hufeland 2 and more definitely by
Riedel, 3 but its most notable advocates were Thiinen and
v. Mangoldt. Thiinen’s great work, “Der Isolirte Staat,” ¢
defines profit as what is left after (a) interest, (b) insurance,
and (c¢) wages of management, are met. This residuum con-
sists of two parts: (1) payment for certain risks, especially
changes in values and the chance of failure of the whole
enterprise, which cannot be insured against, and (2) the
extra productivity of the manager’s labor due to the fact
that he is working for himself, his ““sleepless nights*’ when
he is planning for the business. Thiinen called these ele-

! These national designations of the two schools hold closely. The
only notable exceptions (aside from Courcelle) are on the one side, Rossi,
a French (naturalized Italian) writer, who strongly espoused the capital-
istic or English view, and on the other Samuel Read, who, while agreeing
with the current English treatment in terminology, broke with it in sub-
stance and agreed with Say and his followers. Read insisted on identify-
ing ““profit” with the return to capital, or interest, and treating the dis-
tinctive income of the entrepreneur as a wage. He also emphasized the
““compensation for risk” element in his “profit” (really interest), but
thought it due to no determinate causes and * outside the pale of science.”
This last phrase shows at least an insight into the unique character of
this sort of risk, since the assertion would certainly not have been made of
an insurance premium. See his Political Economy, Edinburgh, 1829, pp.
263 and 269, note.

2 Neue Grundlage der Staatswissenschaft, vol. 1. Giessen, 1807.

3 National QOkonomie, 1839.

¢ Appeared 1826. 3d ed., 1876. See 3d ed., vol. 11, pp. 83 fI.
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ments respectively Industriebelohnung and Unternehmer-
gewinn, and their sum Gewerbsprofit.

A most careful and exhaustive analysis of profit is con-
tained in the monograph of H. v. Mangoldt, already re-
ferred to. Proceeding on the basis of an elaborate classifi-
cation of the forms of industrial organization and a dis-
cussion of the economic advantages of the entrepreneur
form, this writer finds in the income of the business enter-
priser a complex group of unique elements. He divides it
first into three parts: (1) a premium on those risks which
are of such a nature that he cannot shift them by insurance;
(2) entrepreneur interest and wages, including only pay-
ments for special forms of capital or productive effort which
do not admit of cxploitalion by any other than their owner;
(3) entrepreneur rents. These last again fall into four sub-
divisions: (a) capital rents, (b) wage rents, (c) large enter-
prise rent, and (d) “entrepreneur rent in the narrower
sense.” They are all due to the limitation of special capac-
ities or characteristics (the last to special combinations of
such) and are called “premiums on scarcity ™ (Seltenheits-
primeten). This is, of course, a question-begging term
(though many writers have used it) since all incomes de-
pend in the same way on the limitation of the agencies to
which they are imputed. It would seem that every im-
aginable source of income is included in this minute and
subtle classification.

A special place in the history of theories of profit should
be given to the German socialist school, the so-called
“scientific” socialists, Rodbertus, Marx, Engels. Lassalle,
and their followers. These writers take the English classi-
cal treatment of profit-in a narrowly literal (one must Say
wholly uncritical and superficial) sense as including all in-
come accruing to capital, to which they add land. Com-
bining this with an equally blind reading of the labor theory
of value which was the starting-point of Smith and Ricardo,
they derive a simple classification of income in which all



28 RISK, UNCERTAINTY, AND PROFIT

that is not wages is a profit which represents exploitation
of the working classes. Capital is equivalent to property,
which is to be regarded as mere power over the economic
activities of others due to the strategic position of owner-
.ship over the implements of labor. It is analogous to a
robber baron’s crag, a toll-gate on a natural highway, ora
political franchise to exploit. Pierstorfl, in the monograph
referred to above, follows Rodbertus in the main, after
criticizing alternative views.!

After the publication in 1871 of Menger’s *“Grund-
sitze” had given a new interest and new turn to value
theory in Austria and Germany, a notable series of dis-
cussions of profit appeared in those countries. Those call-
ing for especial mention are the monographs of Gross?
and Mataja 3 and the treatments by Mithoff ¢ and Klein-
wiichter ® in Schonberg’s “Handbuch,” the last-named
elaborated in the author’s book already referred to. Gross
takes as his starting-point the plain fact that profit is the
difference between the cost of goods and their value, and
studies the position of the entreprencur in the two markets
in which he buys productive services and raw materials and
sells his finished product. He may be said to reduce profit
to bargaining power, in which, of course, superior knowl-
edge and foresight are recognized as playing a large part,

1 See also the article “Unternehmergewinn,” by Pierstorff in Con-
rad’s Handworterbuch der Staatswissenschaften. Dr. Thorstein Veblen's
conceptions of capital and profit show strong leanings toward the same
views.

2 Referred to above, p. 22 n. 3 Ibid.

4 G. Schonberg, Handbuch der Politischen Okonomie, 2d ed. (Tiibingen,
1885), pp. 670 f.

8 Ibid., pp. 220 f.

Other works in the same group with the above are:

E. Aug. Schroeder, Das Unternehmen und der Unternekmergewinn.
Vienna, 1884. (The same date of publication as Gross and Mataja.)

A. Wirminghaus, Das Unternehmergewinn und die Beteiligung der
Arbeiter am Unternehmergewinn. Jena, 1886.

E. Zuus, Swei Fragen des Unternehmer-Einkommens. Berlin, 1881.

A. Korner, Unternehmen und Unternehmergewinn. Vienna, 1893.
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but Gross does not work out a systematic treatment of the
nature and significance of risk or uncertainty. He thinks an
income which is a premium for taking risks is inherently
impossible, as gains and losses would necessarily balance.
Few other writers agree with this proposition. Socially,
profit is for Gross the inducement to follow closely the
economic law of cheapest possible production and most
effective utilization of goods.

Mataja’s analysis of profit is a more literal application
of Menger’s utility theory of value. He seeks to explain
price differences by means of the differences between the
various uses of “goods of higher order” in making differ-
ent kinds of ““goods of lower order” and ultimately different
consumption goods. His discussion does not get beyond a
statement of the problem.

Mithoff holds that the entrepreneur’s income consists of
rents, wages, etc., at market rates for the productive serv-
ices which he furnishes to the business, plus a “profit”
which may be regarded as remuneration for taking the risk
of its failure. He contends, however, that this profit is at
best a mere abstraction, a complex of a number of inde-
terminate surpluses, and that the entrepreneur income as a
whole alone has definite meaning or practical significance.

Korner is another writer who explains the entrepreneur’s
income in terms of superior bargaining power. His position
is figured as that of a watchman on a tower and is summed
up in the expression that his is a wider market than that of
the men he buys from and sells to, especially the laborer
whom he hires. The essential mystery of why the com-
petition of other watchmen on similar towers does not
eliminate his peculiar gain is not touched upon. The non-
socialistic German writers are usually particularly con-
cerned to combat the allegations of the socialists and fur-
nish a social justification of profit.

Kleinwiichter views profit from the social standpoint as
pay for taking the twofold risk of production — technical
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and economic, a distinction made by Gross — and for the
care of supervision. From the individual point of view it is
a speculative gain arising from advantage taken of differ-
ences between the prices of economic goods and the prices
of the agents necessary to their production. In his fuller
treatment in his book on distribution, Kleinwichter de-
votes most of his energy to a sarcastic polemic against the
English classical economic theory, according to which the
prices of commodities should equal their costs of produc-
tion or the sum of the wages, interest, and rent paid the
agents employed to produce them. No serious criticism of
this theory is attempted, however, nor any sign displayed
of a comprehension of its real meaning as a statement of the
limits of tendencies. The general conclusion that the exist-
ence of profit follows from a divergence between the con-
ditions of theory and those of fact is the starting-point of
the present study. It is, of course, a statement of the
problem, and not a solution of it; Kleinwichter virtually
explains profit by ridiculing the idea that it should be
thought to call for explanation.

In other than the German-speaking countries the sub-
ject of profit has not been prolific of independent mono-
graphs and treatises, but has usually been dealt with as an
integral part of the general theory of distribution (though
there are some exceptions in I'rance and Italy which would
have to be noticed in a fuller historical treatment). It is, of
course, impossible to take up even the important theorists
in all countries and summarize their views, while any brief
treatment by schools or groups would be misleading rather
than helpful. The writers already mentioned pretty well
cover the fundamental theories and standpoints, with ex-
ceptions yet to be noted.! A very common procedure is to
treat profit as a special case of monopoly gain, or to com-

1 A noteworthy innovation in the treatment of profit has been made
by a recent French writer, M. B. Lavergne, in his Théorie des marchées
économiques (Paris, 1910). In his view profit is the remuneration of the
idée productrice, which is elevated to the position of an independent pro-
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bine elements of monopoly position with other factors.
This method is apt to degenerate into a mere confusion of
the two income categories. The common use of the term
““monopoly profit”’ to designate monopoly revenue directly
incites to this confusion.

The first notable development in the field of profit theory
in America was the work of General Francis A. Walker.!
Walker effectually emphasized the place and importance of
the entrepreneur or “captain of industry,” and helped to
free economic treatises in English from the careless han-
dling of profit as an element in interest. His own “rent
theory,” however, in spite of its voguc at the time of its
promulgation, need not now detain us. Walker wrote be-
fore Marshall, Clark,? and Hobson 3 had shown that all
incomes are like rent in the mode of their determination,
and with that point once made clear the rent theory is,
reduced to a wage theory merely, and its special signifi-’
cance disappears.

More recently the center of interest in the discussion of
profit has shifted from Walker’s theory to two other op-
posed views, the “dynamic theory” and the “risk theory ”
respectively. The former is the view upheld by Professor
J. B. Clark and his followers and the latter is sponsored in
particular by Mr. F. B. Hawley.* Neither the connection

ductive factor. His book outlines an ingenious and suggestive theory of
distribution. See review by Professor A. A. Young, American Economic
Review, vol. 1, pp. 549 ff.

L Political Economy, part 1v, chap. 1v. See also “The Source of Busi-
ness Profits and Reply to Mr. Macvane,” Quarterly Journal of Economics,
vol. 1, pp. 265 ff., and vol. 11, pp. 263 ff. (Macvane held a monopoly theory;
cf. Quarterly Journal of Economics, vol. 11, pp. 1 ff. and 458 ff.) A view
similar to that of Walker has been advocated in France by Leroy-Beau-
lieu (Sr.). See Mémories de ' Academie des sciences morales ct politiques,
vol. 1, pp. 717 f, and Traité d’économie politique, part 1v, chap. 1x.

2 “Distribution as Determined by a Law of Rent,” Quarterly Journal
of Economics, vol. v, pp. 289 ff.

3 “The Law of the Three Rents,” {bid., vol. v, pp. 263 fI.

More exhaustive than either Clark or Hobson is Wicksteed, The
Cobrdination of the Laws of Distribution, London, 1894.
¢ It is not meant that these are the only noteworthy advocates of the
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between profit and changes in conditions nor that between
profit and risk is an entirely new idea, but hitherto neither
had been erected into a definite and ostensibly sufficient
principle of explanation of the peculiar income of the en-
trepreneur. These two theories call for somewhat fuller
freatment.

. The dynamic theory is a correlate of Professor J. B.
Clark’s theory of distribution in the profitless “static
state.”! Professor Clark outlines a systematic structure of
theoretical economics in three main divisions.

The first treats of universal phenomena, and the second of
static social phenomena. Starting with those laws of economics
which act whether humanity is organized or not, we next study
the forces that depend on organization but do not depend on
progress. Finally it is necessary to study the forces of progress.
To influences that would act if society were in a stationary state,
we must add those which act only as society is thrown into a

condition of movement and disturbance. This will give us a
science of Social Economic Dynamics.?

The static state is the state of “natural” adjustments of
Ricardo and the early classical writers.
What are called ““natural” standards of values and “natural

or normal rates of wages, interest, and profits are in reality, static
rates. They are identical with those which would be realized, if

views in question, nor that other American writers on distribution have
not been in some degree original in their treatment of profit. The dis-
cussions by the various authors — Davenport, Ely, Fetter, Fisher,
Johnson, Seager, Seligman, Taussig, and others — are accessible every-
where, Perhaps especial mention should be made of the chapter on profit
in Carver’'s Distribution of Wealth. Carver’s distinction between com-
pensation for risk-taking and the results of successful risk-taking points
to the direction in which a solution of the problem is to be sought. Other
writers also have seen the importance of a critical dissection of the risk
concept, but none have so far carried out the work. Unquestionably the
best of these textbook discussions is that of Professor F. M. Taylor in
his unpublished Principles of Economics, a work characterized through-
out by correctly reasoned and accurately stated theoretical argument.

! See The Distribution of Wealth, 1900; and Essentials of Economic
Theory, 1907.

2 The Distribution of Wealth, pp. 80, 81.
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a society were perfectly organized. but were free from the dis-
turbances that progress causes. . . . Reduce society to a station-
ary state, let industry go on with entire freedom, make labor
and capital absolutely mobile . . . and you will have a régime of
naturgl values.!

To realize the static state, we should have to eliminate
five kinds of change which are constantly in progress:

Five generic changes are going on, every one of which reacts
on the structure of society, by changing the arrangements of that
group system which it is the work of catallactics to study:

1. Population is increasing.

2. Capital is increasing.

8. Methods of production are improving.

4. The forms of industrial establishments are changing, the
less efficient shops, ctc., are passing from the field, and the
more cfficient are surviving.

5. The wants of consumers are multiplying.?

In the static state cach factor secures what it produces,
and since cost and selling price are always equal there can
be no profits beyond wages for the routine work of super-
vision.

The prices of goods are in these older theories said to he
“natural ” when they equal the cost of producing them;. . . in
reality their “natural prices” were static prices.3

The prices that conform to the cost of production are, of course,
those which give no clear profit to the entrepreneur. A business
man whose goods sell at such rates will get wages for whatever
amount of labor he may perform, and interest for any capital
that he may furnish; but he will have nothing more 1o show in the
way of gain. He will sell his product for what the elements that
compose it have really cost him, if his own labor and the use of
his capital be counted among the costs. We shall see that this
condition of no-profit prices exactly corresponds to the one that
would result from the static adjustment of the producing groups.

1 The Distribution of Wealth, p. 29.

2 Jbid., p. 56. 3 Jbid., pp. 68-69.

¢ Ibid. Professor Joseph Schumpeter, who has carried the static
analysis farther in some respects than Professor Clark, points out that in

D
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Profits are, then, the result exclusively of dynamie
change. “Obviously, from all these changes two general
results must follow: first, values, wages and interest will
differ from the static standards; secondly, the static stand-
ards themselves will always be changing.” ! The type of
dynamic change is invention; ‘““an invention makes it
possible to produce something more cheaply. It first gives
a profit to entrepreneurs and then . .. adds something to
wages and interest. . . . Let another invention be made.
... It also ereates a profit; and this profit, like the first, is
an clusive sum, which entrepreneurs grasp but cannot
hold.” It “slips through their fingers and bestows itself on
all members of society.”? Thus the effect of any one
dynamic change is to produce temporary profits. But in
actual society such changes constantly occur, and the re-
adjustments are always in process. ‘“‘As a result, we . ..
have the standard of wages moving continuously upward
and actual wages steadily pursuing the standard rate in its
upward movement, but always remaining by a certain in-
terval behind it.”’ 3

In another sense profit is dependent on “friction’’:
“The interval between actual wages and the stalic stand-
ard is the result of friction; for, if competition worked with-
out let or hindrance, pure business profit would be an-
nihilated as fast as it could be created. . . .” ¢ “Were it not
for that interval, entrepreneurs as such would get nothing,
the static state there is no entrepreneur, properly speaking. The con-
sumer, he adds, is really the entrepreneur; but it would seem preferable
to say that the function is absent and let it go at that. (Theoric der
Wirtschaftliche Entwickelung.)

1 The Duistribution of Wealth, p. 404.

2 Ibud., p. 405. 3 1bid., p. 400.

4 Ibid., p. 410. This is fa]lamous even under the aqsumptlom, since
the profits of change come largely in the form of readjustments of capital
values. The difficulty is, of course, avoided if “friction” be so broadly
defined that “perfect mobility” means the absence of all resistance to
the human will. But in a world where a breath could transform a brick

factory building into a railway yard or an ocean greyhouhd there would
be no need for economic activity or economic science.



THEORIES OF PROFIT 85

however much they might add to the world’s productive
power.”” t

The fatal criticism of this procedure of taking changes
in conditions as the explanation and cause of profit is that
it overlooks the fundamental question of the difference
between a change that is foreseen a reasonable time in
advance and one that is unforeseen. Now, if we merely
assume that all the “dynamic changes” which Professor
Clark enumerates, and any others which may be named,
are foreknown for a sufficient time before they take place, or
that they take place continuously in accordance with laws
generally and accurately known, so that their course may
be predicted as far into the future as occasion may require,
then the whole argument based on the effects of change will
fall completely to the ground. If the retort is made that
this is a supposition contrary to fact and illicit, the answer
is that it is only partly contrary to fact. Some changes are
foreseen and some are not, the laws of some are tolerably
accurately known, of others hardly at all;2 and the vari-

1 The Distribution of Wealth, p. 411. At this point Professor Clark
makes a statement which if followed out would lead to serious question-
ings in regard to his analysis: ‘‘Profit,” lie says (p. 411), **is the lure that
insures improvement, and improvement is the source of permanent addi-
tions to wages. To secure progress, this lure must be sufficient to make
men overcome obstructions and take risks.” (My italics.) It would scem
that effort and risk have some connection with the income of the *“entre-
prencur as such,” as well as change and friction. Along the same line is
the statement in his first chapter (p. 3) that “free competition tends to
give to labor what labor creates, to capitalists what capital creates, and
to entrepreneurs what the cotrdinating function creates.” When we ask,
as we presently shall, whether the “effort” and “risk” connected with
making progress, or the income fo which they give rise, are essentially
different from any other effort and risk and their incomes, we shall find
ourselves forced to answer in the negative, and to look outside the fact
of change altogether for an explanation of the unique income of the
entrepreneur.

2 It may be objected that in regard to some changes it is an absurdity
to imagine their being foreseen, since this would cause them to take place
at once. The statement doubtless holds in regard to some discoveries
of fact, which to anticipate would be to make them now. But not many
of the dynamic economic changes are of this sort. The accumulation of



36 RISK, UNCERTAINTY, AND PROFIT

ation in foreknowledge makes it clearly indispensable to
separate its effects from those of change as such if any real
understanding of the elements of the situation is to be
attained. It is evident that a society might be ever so
dynamic, as Professor Clark defines the term, and yet have
all its prices “natural” or constantly equal to production
costs, excluding any chance for the entrepreneur to secure
a net profit. It is fallacious to define “natural” conditions
as ‘““‘static” conditions.

No a priori argument is necessary to prove that with

- general foreknowledge of progressive changes no losses and
no chance to make profits will arise out of them. This is the
first principle of speculation, and is particularly familiar in
the capitalization of the anticipated increase in the value of
land. The effect of any change which can be foreseen will
be adequately discounted in advance, any ‘“costs” con-
nected with it will be affccted in exactly the same way as
the corresponding ““values” and no separation between the
two will take place.

It will be interesting to follow this line of thought some-
what farther, as suggested above in connection with Pro-
fessor Clark’s characterization of profit as the lure that
causes men tomake the efforts and take the risks involved in
progress. Itisinfact buta short step from the foreknowl-
edge of change to the fact that change in reality does not
usually just happen, but is largely itself the result of hu-
man activity. Itisevident that if the laws of economically

capital and increase in population are in fact relatively predictable and
the broader features in the development of wants are known and the
knowledge has no effect on the changes themselves. It is possible even
to predict discovery of natural resources without saying just where they
will be found, and the making of an invention without actually writing
the specifications. The probability that inventions will be made and
processes improved is in fact very frequently taken into account in mak-
ing valuations and determining business policies. The assumption that
all change might be predictable is contrary to fact, but not self-contra-
dictory, and we leave it to the argument as a whole to justify its useful-
ness as well as legitimacy.
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significant changes are known, those human actions which
give rise to such changes will be governed by the same
motives as the operations productive of immediate utili-
ties, and in the competition of resources for profitable em-
ployment returns will be adjusted to equality between the
two fields of use. Industrial progress would certainly take
place under these conditions quite as readily as where the
operations giving rise to it gave highly unpredictable re-
sults, but the rewards of making inventions, discovering
new natural resources, etc., with the speculative character
of the operations once removed, would be in no wise differ-
ent from wages, interest, and rent in any other line of pro-
ductive activity. They would be equal in amount, deter-
mined in the same way, in the same competitive market,
and in short would be wages, interest, and rent merely, and
not profit. And this is what does come about to the extent
that progress can be foreseen, which is to say in very large
measure. Dynamic changes give rise to a peculiar form of
income only in so far as the changes and their consequences
are unpredictable in character.

It cannot, then, be change, which is the cause of profit,
since if the law of the change is known, as in fact is largely the
case, no profits can arise. The connection between change
and profit is uncertain and always indirect. Change may
cause a situation out of which profit will be made, if it
brings about ignorance of the future. Without change of
some sort there would, it is true, be no profits, for if every-
thing moved along in an absolutely uniform way, the
future would be completely foreknown in the present and
competition would certainly adjust things to the ideal state
where all prices would equal costs. It is this fact that
change is a necessary condition of our being ignorant of the
future (though ignorance need not follow from the fact of
change and only to a limited extent does so) that has given
rise to the error that change is the cause of profit.

Not only may change take place without occasioning
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profit, but profit may also arise in the entire absence of
any ‘“dynamic” or progressive changes of the kind enu-
merated by Professor Clark. If conditions are subject to
unpredictable fluctuations,! ignorance of the future will
result in the smme way and inaccuracies in the competitive
adjustment and profils will be the inevitable consequence.
And the failure of an anticipated change to occur is the
same in effect as the occurrence of an unanticipated one.
It is not dynamic change, nor any change, as such, which
causes profit, but the divergence of actual conditions
from those which have been cxpected and on the basis of
which business arrangements have been made. For a sat-
isfactory explanation of profit we seem to be thrown back
from the “dynamic” theory to the Uncertainty of the
Future, a condition of affairs loosely designated by the
term “risk’ in ordinary language and in business par-
lance.

Lixcept for one or two passing references, Professor Clark
does not take up the subject of risk in the treatise from
which we have quoted.  In a short article on ““Insurance
and Profits™ * (written in refutation of Mr. Tlawley) he
takes the position that risk-taking gives rise to a special
category of income, but that it acerues to the capitalist,
and cannot go to the entreprencur, as such. Ilow he would
treat this income, what relation it would hear to interest, he
does not tell us. But it is no part of profit, which is de-
fined as “the excess of the price of goods over their cost.”3
“It goes wilhout saying that the hazard of business falls
on the capitalist. The entreprencur, as such, is empty-
handed. No man can carty risk who has nothing to lose.”
In his later work, the " Essentials of Economic Theory,”

1 It is necessary to ~tipulate that the fluctuations must be of sufficient

extent and irregularity that they do not cancel out and reduce to uniform-
ity or regular periodicily in a time-interval short in comparison with the
length of human life,

* Quarterly Journal of Economics, vol. v, pp. 40-54.

3 Ibid., p. 41. ¢ Ibid., p. 46.
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the subject of risk again receives scant attention.! Risks
are simply ruled out of the discussion, since “the greater
part of them arise from dynamic causes,” and the “un-
avoidable remainder” of static risk can be taken care of by
setting aside ““a small percentage of the annual gains [of
each establishment, which] . . . will make good these losses
as they occur and leave the businesses in a condition in
which they can yield as a steady return to owners of stock,
to lenders of . . . capital, and to laborers all of their real
product.”

It is clear that Professor Clark admits that his perfectly
competitive state implies substantially perfect knowledge
on the part of all members of society of present and future
facts significant for the ordering of their business conduct.
Dr. A. I. Willett * has supplemented the theory of the
static state in this field, and Dr. A. 8. Johnson has some dis-
cussion of it in his study of rent.?> Willett recognizes that
the disturbing effects of progress do not constitute the sole
cause of divergence between actual society and the theo-
retical ideal; ““the conception of the statie state is reached
by a process of ahstraction,” which “cannot stop™ with
the elimination of the five dynamic changes:

If all dynamic changes were to cease, the ideal slatic state
would never be realized in human society. There are other as-
sumptions which have to be made, such as a high degree of
mobility of capital and labor, the universal prevalence of the
economic motive, and the power of accurately foresecing the
Sfuture. . ..

It is the influence of the last of these disturbing factors on
static rates of wages and interest that we are to scek to deter-
mine. The ideal adjustment could be realized only on the condi-

1 Footnote, pp. 122-23.

2 The Economic Theory of Risk and Insurance, Columbia University
Studies in Political Science, vol. x1v, no. 2.

3 Rent in Modern Economic Theory. Publications of the American
Economic Association, 8d Series, vol. 111, no. 4. See chapter vi: “Rent,
Profit, and Monopoly Return.” (Both these monographs are doctoral
dissertations written under Professor Clark’s supervision.)
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tion that there were no discrepancies between the anticipated and
the actual results of economic activity. Production and consump-
tion must go on either with absolute uniformity or with a regular
periodicity.!

From the above admission that the static state is not an
adequate formulation of the conditions of ideal competi-
tion, it would be an easy inference in line with static theory
as a whole that some modification in the treatment of
profit would be called for. But this inference is not drawn
by the author quoted. He is not looking for and does not
find any connection between profit and risk. He agrees
explicitly with Clark that the entrepreneur takes risk only
as a capitalist, and that the income resulting is therefore
not profit. In his discussion of the reward for risk-taking,
Willett states even more emphatically than Clark had done
the contention that only the capitalist as such can take
risk or get the reward of risk-assumption. To him this
“seems to be a self-evident proposition,”? but he fails to
take account of the familiar fact that men may secure their
obligations in other ways than through pledging material
resources already owned and invested, as for example by
mortgaging their current income from all sources and their
future earning power.

In his discussion of profits referred to above, Dr. John-
son makes some reference to risk, but he also makes no
attempt to find in it an explanation of profit. He dis-
covers four elements in “the income of a fortunate and
capable entrepreneur.”

(1) A gain due to chance, offset by a smaller loss (borne, how-
ever, by some other entrepreneur); (2) a gain due to his own
power of combining labor and capital in ways more effective than
those usually employed in the community; (8) a certain share in
the first fruits of economic improvements; (4) a part of the gains

which entrepreneurs as a class secure through the fact that their
services are limited in proportion to the demand for them.

! Willett, op. cit., pp. 13-14. (My italics.)
t Ibid., p. 72.
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We need not stop to criticize this analysis in detail; it
might be pointed out that shares (2) and (4) are identical,
and that neither formulation would distinguish profit
from wages (and (4) not from any other income, as we have
remarked above); (8) is a reference to the “dynamic” ex-
planation of profit and is unclear without further elabora-
tion; (1) seems to point to a connection between profit
and risk, but this is not worked out. It is clear that these
discussions of risk, as emendations of the dynamic theory,
make no pretense of explaining the connection between
profit and uncertainty which our discussion of Professor
Clark's treatment showed to be necessary. Both writers
are, indeed. opposed to and attempt to refute the doctrine
that profit is the result of assuming risk.

The doctrine that profit is to be explained exclusively
in terms of risk has been vigorously upheld by Mr. F. B.
Hawley,! who finds in risk-taking the essential function of
the entrepreneur and therefore the basis of his peculiar in-
come. In Mr. Hawley’s distributive theory the entre-
preneur, or “enterpriser”” as he is called, plays a role of
unique importance. Enterprise is the only really produc-
tive factor, strictly speaking, land, labor, and capital be-
ing relegated to the position of “means” of production.
In regard to profit, the reward of enterprise, Hawley says: *

1 The most complete exposition of Hawley’s theory is in his book,
Enterprisc and the Productive Process (1907). Articles of carlier date in
the Quarterly Journal of Economics contain briefer statements.

2 An earlier attempt by Mr. Hawley to present the essentials of his
theory in the most compact form is superior in some respects and is
worth quoting:

“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 entre-
preneur, — among which items is a sum sufficient to cover the actuarial
or average losses incidental to the various risks of all kinds necessarily
assumed by the entrepreneur and his insurers, — but a further sum, with-
out which, as an inducement, the entrepreneur, or enterpriser, and his
insurers will not undergo or suffer the irksomeness of being exposed to
risk.

“This surplus of consumer’s cost over entrepreneur’s cost, universally
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- « - the profit of an undertaking, or the residue of the product
after the claims of land, capital, and labor (furnished by others
or by the undertaker himself) are satisfied, is not the reward of
management or codrdination, but of the risks and responsibilities
that the undertaker . . . subjects himself to. And as no onc, as a
matter of business, subjects himself to risk for what he believes
the actuarial value of the risk amounts to — in the calculation
of which he is on the average correct — a net income accrues to
Enterprise, as a whole, equal to the difference between the gains
derived from undertakings and the actual losses incurred in them.
This net income, being manifestly an unpredetermined residue,
must be a profit, and as there cannot be two unpredetermined
residues in the same undertaking, profit is identified with the re-
ward for the assumption of responsibility, especially, though not
exclusively, that involved in ownership.!

Mr. Hawley is in agreement with Professor Clark and
his followers in defining profit as “residual income,” and
as to the nature and basis of the special income connected
with the assumption of risk as an excess of payment above
the actuarial value of the risk, demanded because exposure
to risk is “irksome”’; but Hawley insists that residual in-
come and uncertain income are interchangeable concepts,?
while Clark is equally sure that the reward of risk-taking
necessarily goes to the capitalist as such and that the pure
profit of the entrepreneur is a species of monopoly gain
arising in cgnnectlion with dynamic disturbances, and that
his only income under static conditions would be wages of
management or covrdination. Hawley contends that such

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, whieh served as the inducement
to risk at the commencement of any industrial transaction must necessa-
rily, when determined and realized at its close, be regarded as the result,
reward, of the risks undergone.” (Quarterly Journal of Economics, vol.
xv, pp. 603-20.) (In the original the portion quoted is all in italics.)

1 Op. cit., pp. 106-07.

* Quarterly Journal of Economics, vol. vi1, p. 465; vol. xv, p. 88,
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income is wages merely, and not profit, and does not
distinguish between *“‘static”’ and “dynamic” conditions.
Coérdination, however, is in his view distinguished from
labor by the fact of proprietorship, “which is the very
essence of the matter in dispute.”! Profit cannot be the
reward of management, for this can be performed by hired
labor if the manager takes no risk, but this individual is no
longer an entrepreneur.

It is admitted that the entrepreneur may get rid of risk
in some cases for a fixed cost, by means of insurance. But
by the act of insurance the business man abdicates so much
of his entrepreneurship, “for it is manifest that an entre-
prencur who should eliminate all his risks by means of in-
surance would have left no income at all which was not
resolvable into wages of management and monopoly
gains” (i.c., no profit).2 To the extent to which the busi-
ness man insures, he restricts the exercise of his peculiar
function, but the risk is merely transferred to the insurer,
who by aceepting it becomes himself an enterpriser and the
recipient of an unpredetermined residuc or profit. “The
reward of an insurer is not the premium he receives, but the
difference between that premium and the loss he eventu-
ally suffers.” 3

The clue to the disagreement and to the straightening-
out of the facts as well is to be found in a confusion
fallen into by those on both sides of the controversy, in
assuming that the “actuarial value” of the risks taken is
known to the entreprencur. There is a fundamental dis-
tinction between the reward for taking a known risk and

1 “Enterprise and Profit,” Quarterly Journal of Economics, vol. xv,
p. 86.

2 Quarterly Journal of Economics, vol. vii, p. 464. It should be ex-
plained that “monopoly gain” for Mr. Hawley includes all income due
to limitation, and he finds that it forms a considerable portion of wages
and interest, all of rent, and a large part of profit. We have repeatedly
observed examples of this fallacy and remarked that there is no income
which is not due to the “scarcity” of the agent securing it.

3 Enterprise and the Productive Process, p. 111.
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that for assuming a risk whose value itself is not known.
It is so fundamental, indeed, that, as we shall see, a known
risk will not lead to any reward or special payment at all.
Though Willett distinguishes between ‘“‘uncertainty” and
“risk” and the mathematical probability of loss,! he still
treats uncertainty throughout his study as a known quan-
tity.? The same applies to Johnson; he also implicitly rec-
ognizes at various points that the true chance or actuarial
value of the risk may not be known, and devotes some
space ® to Thiinen’s emphasis on the distinction between
insurable and uninsurable risks; but he also fails entirely to
take account in his discussion of profit of the fact that the
risk involved in entrepreneurship is not and cannot be a
known quantity.

In a similar way Hawley repeatedly refers to the fact of
uninsurable risk as well as to “pure luck” and to “changes
that no one could have foreseen,” but he fails to inquire
into its meaning or to recognize its theoretical import.*
Once he goes so far as to say that “the great source of

1 Op. cit., pp. 27 ff.

2 Risk is defined as ““the objective correlative of the subjective un-
certainty” (p. 29), which varies with the mathematical chance of loss in
such a way as to be at a maximum when the chances for and against the
event are exactly even. But it is still to be regarded as a known quantity,
since the mathematical chance is assumed to be known. Willett nowhere
makes an explicit statement on this point, as Ilawley does (see quotation
in text on p. 42 above), but his discussion clearly shows that it is viewed
as a known quantity. He takes his illustrations from games of chance or
from the field of insurance, speaks of the influence of “a given degrec of
risk” (p. 63) on investors, etec. He does recognize the fact that the degree
of risk is not always known in fact, and discusses methods of estimating
the degree of risk; but (pp. 66 and 76) he expressly eliminates from the
discussion the consequences of error in estimating the true value of the
risk.

2 Op. cit., p. 112.

¢ The reader will recall that many of the early discussions of profit
(discussed in the early pages of this chapter), notably those of v. Man-
goldt and v. Thiinen, recognized the fact that some risks are insurable
and others are not. No explanation of the fact, however, has been given,
beyond phrases such as “in the nature of the case,” which imply that it
does not call for explanation.



THEORIES OF PROFIT 45

monopoly profit is to be found in the fact that the actuarial
risk of any given undertaking is not the same for different
entrepreneurs, owing to differences among them in ability
and environment’’;! and again, that “profit is the result of
risks wisely selected.” 2 Even here, however, he fails to
develop the point and draw the consequences from the fact
that the actuarial value of the risk undergone by any ven-
turer is not known, either to himself or to his competitors.

In a sense Mr. Hagvley comes still nearer to the crux of
the matter in Mence on the responsibility and risk of
proprietorshi he essential attributes of entrepreneur-
ship. The entreprencur is the owner of all rcal wealth, and
ownershipinvolves risk; the cosrdinator “ makes decisions,”
but it is the entrepreneur who “ accepts the consequences of
decisions.” * He admits that others than the recognized
entrepreneur are subject to risk; the landlord is also a pro-
prietor, and his land may change in value: the capitalist
especially requires payment for the large risks he runs, and
a part of both rent and interest is accordingly profit. A
person who invests his own capital in any form of opportu-
nity necessarily combines the two functions of capitalist
and enterpriser. The same should apparently apply to the
laborer, who is also admitted to run risks.

Mr. Hawley does not regard the term “risk’ as calling
for special definition, but it is clear that, like the other
writers, he treats it as a known quzfntity; he says this much

1 “The Risk Theory of Profit,” Quarterly Journal of Economics, vol.
viIi, p. 468.

2 Enterprise and the Productive Process, p. 108. Cf. Carver, “Risk
Theory of Profits,” Quarterly Journal of Economics, vol. xv, pp. 456 ff.,
and The Distribution of Wealth, chap. vir. Also A’ A. Young in Ely’s
Outlines of Economics, 3d ed., chap. xxv. The phrase *successful risk-
taking,” used by both Carver and Young, like Hawley’s “risks wisely
selected,” is certainly descriptive of the origin of profits. What is wanted
is an examination of the meaning of risk-taking which will elucidate the
conditions under which it will be successful and show the significant
differences between cases of success and cases of failure.

3 “Enterprise and Profit,” Quarterly Journal of Economics, vol. xv,

p. 88.
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explicitly.! He and his opponents alike have failed to ap-
preciate the fundamental difference between a determinate
uncertainty or risk and an indeterminate, unmeasurable
one. The only practical bearing of the question as to
whether the value of the risk is known which is recognized
by Hawley is to determine whether it is likely to be insured,
which is to say merely who will get the “profit” for as-
suming it; even this point is not very explicitly made.
Now a little consideration will show that there can be no
considerable “irksomeness” attached to exposure to anin-
surable risk, for if there is it will be insured; hence there
can be no peculiar income arising out of this alleged in-
disposition. If risk were exclusively of the nature of a
known chance or mathematical probability, there could be
no reward of risk-taking; the fact of risk could exert no
considerable influence on the distribution of income in any
way. For if the actuarial chance of gain or loss in any trans-
action is ascertainable, either by calculation a priori or by
the application of statistical methods to past experience,
the burden of hearing the risk can be avoided by the pay-
ment of a small fixed cost limited to the administrative
expense of providing insurance.

The fact is that while a single situation involving a
known risk may be regarded as ‘“‘uncertain,” this uncer-
tainty is easily converted into effective certainty; for in
a considerable number of such cases the results become
predictable in accordance with the laws of chance, and the
error in such prediction approaches zero as the number of
cases is inereased. Ifence it is simply a matter of an ele-
mentary development of business organization to com-
bine a sufficient number of cases to reduce the uncertainty
to any desired limits. This is, of course, what is accom-
plished by the institution of insurance.

It is true that the person subject to such a risk may
voluntarily choose not to insure, but it is hard to distin-

! See above, p. 42.
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guish such a course from deliberate gambling, and econo-
mists have not felt constrained to recognize gambling gains
in general as a special income category in the theory of dis-
tribution. If it is objected that practical difficulties may
prevent insurance even where the risk is determinate, the
reply is that insurance, in the technical sense, is only one
method of applying the same principle. We shall show at
length in our general discussion of risk and uncertainty
that if the risk is measurable, but the ““moral factor” or
some other consideration makes ordinary insurance in-
applicable, some other method of securing the same result
will be developed and employed. When the technique of
business organization has reached a fairly high stage of
development a known degree of uncertainty is practically
no uncertainty at all, for such risks will be borne in groups
large enough to reduce the uncertainty to substantially
negligible proportions.

The result of the foregoing analysis should be to show the
inadequacy of the two opposed theories of profit and to in-
dicate the reasons for it and the direction in which a tenable
solution of the problem of profit is to be sought. It has
been seen, first, that change as such cannot upset the com-
petitive adjustment if the law of the change is known; and
now, secondly, that an unpredictable change will be simi-
larly ineffective if the chance of its occurrence can be
measured in any way. In a well-organized society, if
business men know either (1) what actual changes are im-
pending or (2) the “risks” they run — i.e., what is the
probability of any particular occurrence, — the effect in
the long run is the same; the only result of such changes
will be a certain redistribution of productive energy which
will take place continuously and without any disturbance
of perfect competitive conditions.! The fact that predic-

! It must be understood that by laws and chances being “known,”
we mean that they are generally known, known to all to whom they are of
any concern.
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tion may involve costs, and likewise the organization for
grouping risks and eliminating their uncertainty, does not
negate the truth of the proposition, so long as these costs
are given elements in the competitive situation.

Yet it is equally evident that there is a principle of truth
in both the “dynamic” and the “risk” theories, and the
true theory must to a considerable degree reconcile the two
views. 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 of a unique
kind of risk, which is not susceptible of measurement.
The Clark school has confused change with a common but
not universal or necessary implication of change, and both
schools have followed everyday speech into the fallacy of
treating risk as a substantially homogeneous category,
where a fundamental difference in kinds of risk is in fact
the key to the whole mystery.

The meaning of “uncertainty,” and of the different
kinds of uncertainties, and their significance in competitive
economic relations, will therefore constitute the principal
subject which we have finally to investigate in the present
study. The next step in the progress of the argument will
be to lay a comparative basis for this investigation by at-
tempting to gain a clear view of the mechanism of com-
petitive valuation and distribution as they would be if un-
certainty and its correlative profit were entirely absent.
The next three chapters will therefore be taken up with an
examination of the conditions and workings of a perfectly
competitive society; of these conditions the crucial one
will constantly appear as the possession of accurate and
certain knowledge of the whole economic situation by all
the competitors.



PART TWO
PERFECT COMPETITION






CHAPTER III
THE THEORY OF CHOICE AND OF EXCHANGE

We turn now from historical and critical considerations
to the real work of construction. We have seen that the
historic body of economic theory rests upon the assumption
of perfect competition, but that the precise character of
this assumption has been partially implicit and never ade-
quately formulated. We do not criticize the older econ-
omists for making abstract assumptions in order to sim-
plify and analyze their problem, but contend that the
assumptions actually made and their implications need to
be brought to the surface and emphasized. To display
these implicit premises of theoretical reasoning is, we have
argued, to explain the problem of profit, the absence of
which is the essential distinction between theoretical and
actual economic society. This explanationwill immediately
take the form of a general inquiry into *‘Uncertainty,” the
presence or absence of which will appear as the most
important underlying difference ! between the conditions
which theory is compelled to assume and those which
exist in fact. The present chapter and the two next follow-
ing will be taken up with the attempt to define and analyze
perfect competition. The argument is to be regarded as a
condensed summary of classical economic theory, with es-
pecial reference to and emphasis upon those premises and
implications which have not been adequately emphasized
in the theory itself and have been liable to escape the ob-
servation of its readers. Aside from this special emphasis
the argument will differ not a great deal from that of J. S.
Mill and very little from Marshall’s “Principles.”
Economics is a human science; its foundations are laid in
1 Qutside of monopoly considerations. But see chapter v1.
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the principles of human behavior, and consequently we
must begin with some observations on the psychology of
human conduct which controls economic life. Economic
analysis may be truly said to deal with “conduct,” in the
Spencerian sense of acts adapted to ends, or of the adapta-
tion of acts to ends, in contrast with the broader category
of “behavior” in general. It assumes that men’s acts are
ruled by conscious motives; that, as it is more ordinarily
expressed, they are directed toward the “satisfaction of
wants.” ! At the very outset the science is thus subjected
to notable restrictions, since it is only to a limited extent
that our behavior, even our economic behavior, is of this
character. Much of it is more or less impulsive and capri-
cious. The conclusions of economic theory must in general
be admitted subject to the qualification, in so far as men’s
economic activities are rational or planned.

This limitation is far more sweeping in its scope and im-
port than is easily imagined. It raises the fundamental
question of how far human behavior is inherently subject
to scientific treatment. In his views on this point the
writer is very much of an irrationalist. In this view the

1 This is intended as a statement of historic fact, not a dogma of
necessity or desirability. To the extent that in behavior of any other sort
principles may be discovered of a sufficiently general applicability to en-
able useful conclusions to be drawn from them, there is no reason why
such principles should not be incorporated in the premises of pure theory.
On the other hand, it is indisputably legitimate to begin, as an early ap-
proximation to reality, with the assumption that all the bebavior of which
we treat is of the character which certainly belongs to a great part of it.
In any case we have to separate fundamental tendencies by such a proc-
ess of analysis (i.e., abstraction) if we are to know anything about them
individually. Here we are not concerned to inquire into the possibilities
of an economics of instinct and reflex, much less to build up the science;
we rest on the fact that the historic body of specu]atxon has dealt with
that section of behavior which we call “conduct,” and, in line with our
leading aim, point out the corresponding limitations of the conclusions
from the reasoning. It would be futile to insist further (for those who
have not grasped the point already) that limitations are no valid ob-
jection to a theory, — may even be a condition of its having any worth,
— but the limitations must be recognized and appreciated.
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whole interpretation of life as activity directed toward
securing anything considered as really wanted, is highly
artificial and-unreal. To be sure, this characterization seems
to hold good for an individual at a given time and place, if
the time is short enough. It is the way we think of our-
selves as acting, not for the sake of the action or experience
itself, but in order to some ulterior object. If, however, the
object is merely accidental and temporary, such “wants”
are of little service in interpreting an economic process
which must look far forward. It is the writer’s belief that
this view of behavior, even though it is the view taken by
the subject himself, is superficial at best. It appears that a
relatively small fraction of the activities of civilized man
are devoted to the gratification of needs or desires having
any foundation beyond the mere fact that an impulse
exists at the moment in the mind of the subject.

Most human motives tend on scrutiny to assimilate
themselves to the game spirit. It is little matter, if any,
what we set ourselves to do; it is imperative to have
some objective in view, and we seize upon and set up for
ourselves objectives more or less at random — getting an
education, acquiring skill at some art, making money, or
what-not. But once having set ourselves to achieve some
goal it becomes an absolute value, weaving itself into and
absorbing life itself. It is just as in a game where the con-
crete objective — capturing our opponents’ pieces, carry-
ing a ball across a mark, or whatever it may be —is a
matter of accident, but to achieve it is for the moment the
end and aim of being. And, as in a game again, so with
life generally, the social situation furnishes much of the
driving power, though again there are many who can be-
come intensely interested in solitaire.

The basis of a science of conduct must be fixed principles
of action, enduring and stable motives. It is doubtful,
however, whether this is fundamentally the character of
human life. What men want is not so much to get things
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that they want as it is to have interesting experiences.
And the fact scems to be that an important condition of
our interest in things is an element of the unanticipated, of
novelty, of surprise. We must beware of the temptation to
judge the nature of our conduct by the way in which we
think about it. To think about it is, of course, to rational-
ize it, at least to “think” in the scientific sense, which has
pretty well preémpted the word. Logical thought is in-
strumental in character, a device for controlling and using
the environment. It is, perhaps, a vice of Western civiliza-
tion that the habits of thought which condition our won-
derful material achievements tend to be carried over into
the sphere of our personal lives. The writer ventures to
surmise that this sort of thing is approaching, if it has not
already reached, a climax. The fever of achievement in an
external sense which now dominates our attitude toward
life may be cxpected to give place to a saner, more epi-
curean view. Men will think more in terms of thought,
beauty, and joy for their own sakes and less in terms of
what things are good for, what can be done or gotten with
them.!

Economics, as we have observed before, is the science of a
certain form of organization of human activities. The fact
of organization still further limits the scope of the dis-
cussion to the rationalistic view of activity as directed to
the satisfaction of wants conceived as given and permanent

1 Tt is impossible to follow out this line of thought to the length that
its importance really justifics. Considerations somewhat along the line
suggested are ably put forward in a lecture on John Ruskin as an Econ-
omist, by Patrick Geddes (The Round Table Series); also by Professor
H. W. Stuart in his essay on “The Phases of the Economic Interest,” in
the volume by Dewey and others entitled Creative Intelligence. Cf. also
Wesley C. Mitchell, “Human Behaviour and Economics,” Quarterly
Journal of Economics, vol. xxix, pp. 1 ff.

At the opposite extreme a presentation of economics uncritically ration-
alized and devitalized to the point of approximate chemical purity may be
found in the writings of Professor T. N. Carver. The old cconomists em-
ployed the concept of an economic man deliberately and intelligently; for
Carver he is literally the man in the street.
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entities. Conduct itself is necessarily forward-looking, but
organized conduct is still more so. Any machinery of or-
ganization implies relatively much taking thought, since it
requires time for its development and time for its operation.
A most essential feature of economic organization as it
exists is its anticipation of the wants of the consumer
over a long and ever longer period of production; and
this anticipation implies stability in the character of the
wants themselves.

A clear view of what we are doing demands special em-
phasis on this character of economic theory as the scicnce
of a system of organization. Human activity might be
relatively unorganized or it might be organized in many
different ways. History, and especially modern history. is
largely the story of progressive organization and its changes
in form. Organization is nearly synonymous with division
of labor. In organized activity individuals perform differ-
enl tasks, and each enjoys the fruits of the labor of others.
The two fundamental problems of organization are the
assignment of tasks and the apportionment of rewards.
In unorganized action each person performs all the tasks
by whose performance he benefits, and his reward is the
immediate, physical bhenefit of his own work. But when
men work together some machinery must be provided to
give each his special work and to determine the amount of
the results of others’ effort which he shall obtain and the
amount of his own product which he shall give up to
others.

Modern industrial society, the “existing economir
order,” performs this twofold task chiefly through free
agreement and voluntary exchange between individuals
themselves. Economic theory is the analysis of this
mechanism, viewed for the scientific purpose of simplifica-
tion as the only form of human relation. Going back to
medizeval times or to the American frontier, we find rel-
atively little joint activity, except for the division of labor
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between the sexes and in the family. Such organization as
existed for war, religion, etc., was not along free exchange
.lines. But there was always some commerce with different
regions, and this has always been worked out largely
through exchange. Astime passes we find that the greatest
change is in the development of organization, and espe-
cially of the voluntary, free exchange type, though, to be
sure, the functions of the political state develop also. We
can imagine that industrial progress might have taken a
very different form. The problems of the apportionment
of tasks and rewards might be solved for a complicated,
technical civilization by an autocratic, theocratic, or mili-
taristic giving of orders and rationing of produce in which
the individual would have no voice in the least detail either
of his work or his enjoyment.! Or, again, we might have
any one of numerous forms of democratic socialism. Some
(the anarchists) have imagined that organization might be
carried out without either exchange relations or a central-
ization of authority, simply by general consent. But it has
been and is done principally through competitive free
agreement, and our task is to study this mechanism and
not any other.
The first essential of the existing system is that it solves
its two fundamental problems fogether, as one. It is individ-
. ualistic; it apportions tasks through the apportionment of
rewards; it is an aufomatic system, in which the interrela-
tions of individuals are determined by self-sceking on the
part of each. The foundation of the process is the private
~ownership of productive resources — a synonym for indi-
vidual freedom. There is (as we shall see more at length as
we proceed) no difference in principle between the ownership
of one’s own powers and the ownership of other productive
resources. The essence of ownership is the association or
union of these two facts: (1) control of the agency, and (2)

! The extinct civilizations of Mexico, and especially of Peru, are
alleged to have been largely of this character.
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the right of disposition over its product. Modern society
(on the economic side) is organized on the theory that the
owners of productive resources will find their best use and
place them in it, because in that way they can procure the
largest returns for themselves. This system, therefore, in-
volves the assumption that even in a complex organization
the separate contribution of each separate productive
agency can be identified, and that free competitive relations
tend to impute to each agency its specific contribution as
its reward for participation in productive activity. And
to the extent that the system works at all, that we have an
economic order and not chaos, this assumption must be
justified.

From another point of view we may envisage the task of
organization in three steps or stages:

1. Society as an organized entity must decide the rela-
tive importance of different lines of consumption as a basis
for the guidance of production. Closely connected with
this task, and worked out together with it, is the apportion-
ment of existing stocks of goods, the product of past in-
dustry, in the satisfaction of existing wants. This twofold
problem is worked out in the consumption goods market
from day to day. The study of the process constitutes the
first main division of economic science, the theory of mar-
ket price.

2. Society must actually organize production. Every
available productive agency is, so far as the system is
successful, to be assigned to that task, and grouped with
others in that way which will enable it to make the great-
est possible contribution to the social dividend (of goods
equated quantitatively according to the value scale estab-
lished in the consumption goods market). The machinery
for the direction of productive resources to their different

_uses is organized in the market for productive resources.
The study of its workings is the second fundamental divi-
sion of the science. It falls into two subdivisions, short-
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time distribution theory and long-time value theory.! For
the purpose of this study the supplies of productive re-
sources must be taken as fixed, as well as the demand which
they are to satisfy. Both the prices of consumption goods
and the distributive shares are in fact much affected by
the third general problem cutting across both the others.

3. At the same time that society is employing existing
resources to satisfy existing wants it is also setting aside a
portion of its existing resources to incrcase the supplies of
those resources themselves, to improve the cffectiveness of
their use by working out better methods of production, and
to increase its own membership in numbers and quality by
providing for an excess of births over deaths and through
education and refinement. There is thus another aspect to
the problems of relative importances and of organization.
Decision must be made as to how much of society’s income
is to be diverted from present consumption and to be used
for the purpose of furthering social progress, and the di-
verted income must be applied to this purpose as effectively
as may be. The first part of the problem is solved in the
market by competition between present goods and the
prospective fruits of their investment, giving rise to a rate
of capitalization or of interest; and the sccond part is solved
by competition for savings between different opportunities
for their use.?

The fact that theoretical reasoning must take a large,
long-run view of life leads to a difficulty in the treatment of
wants which has been the source of much confusion. Our

1 For fuller statement see below, chapter v.

2 We must by no means be understood to assert or assume that these
things are done ideally or even in the best practicable manner by the free
exchange system of organization. In the first and third problems in par-
ticular, the formation of the social value scale and the use of resources in
furthering progress, its methods and results, are open to severe criticism.
But again we do not assert that there is any better method or solution
practically available. It is our business simply to analyze and describe the

workings of a purely voluntary, individualistic, competitive system in
relation to the fundamental tasks of organization.,
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wants have the character of intermittence and recurrence;
in any short period of time they are satisfied with a rela-
tively small amount of what the want calls for, and we
turn to the satisfaction of some other want. But if it is
a true fundamental want it comes back again, and from
a long-run point of view they all, with their satisfactions,
take on the character of continuity. The periodicity, al-
ternation between desire and satisfaction in the case of any
one and dominance of different wants in succession, drops
out if we look ahead a considerable distance so as to in-
clude a number of ‘“complete cycles,” so to speak. This
long-run point of view is the one necessarily taken by a
planned program of satisfying wants; it is evident that our
activities at a moment are not predominantly affected by
the thing we happen to be “hungry” for at that moment.
When we go into a store to make our purchases we do not
consult the momentary state of appetite or saticty in re-
spect of any particular need, but its long-run importance
in our existence viewed as a continuous process.

The problem of want-satisfaction is, therefore, a problem
in proportions, or relative rates. The question is not how
much absolutely of this or that, but how much — i.e., how
large a share — of our time or income is to be devoted to
each need or line of activity, how much per year or some
other period long enough to get rid of the fluctuations.
We can get the point of view by imagining that we had to
plan our lives for a year on the first of January and live out
the plan in detail. Economic discussion in terms of *“quan-
tities”’ of effort or satisfaction or choice between alterna-
tives, under the influence of motives as immediate desires,
is therefore elliptical, and more or less dangerous. The
quantities of economics are properly rates, the motives not
desires immediately present to consciousness, but detached
judgments of need or value.

A fundamental fact about wants is their habit of con-
flicting among themselves. In fact, conflict seems to be
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essential to the very nature of conscious desire. It is
questionable whether wants, as conscious motives to con-
duct, ever exist unless we are in a position of having to
choose, to adopt one line of conduct and renounce another.
Wants must be distinguished from needs which do not enter
into our planful ordering of life. We “need” iodides and
vitamines, and an infinite number of things of whose exist-
ence the race at large has been blissfully ignorant; but we
do not “want’’ them, because they give rise to no con-
flicts and hence no “conduct.” The common basis of con-
flict, and we may say of the existence of wants at all, is the
limitation in the means of gratifying some impulse or need.
When somemeansof satisfactionis limited in amount sothat
we have to plan its use and plan to increase its supply,
then it enters into the field of conduct and we have a want.
The most common and fundamental conflicts are between
claims for our own time and encrgy, and after these upon
some limited material agency or means employed as an aid
in satisfying ourselves. Our personal powers are, of course,
limited absolutely, and limited in fact still further, con-
ditionally, by the tendency of exertion to become disagree-
able, giving rise to a “want” to avoid it.' The confusion
to be avoided is that between a want, proper, as related to
consciously planned action, the weighing of alternatives,
and such things as supposed needs or metaphysical ex-
planations of the immediate fact.

1 Tt is outside our purpose to attempt a detailed classification of wants.
We may notice in passing the difficulty of distinguishing between really
different wants and different means of satisfying the same want. For
example, we may speak of the want for food, or wants for different foods;
one can supply the place of another within limits, but only within limits,
and finally the desire for variety itself becomes a want. In our view
wants must be classified for the purposes of economic science in accordance
with the actual market classification of goods. Nor shall we pretend to go
into the psychological problem of the basis of desire. Our discussion deals
with things in relation to conduct, and it is a matter of no concern
whether we want the things or the conscious states we expect to derive
from them, or what, so long as the relation between the acts themselves
and the material changes toward which they are directed is clear.
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The power of things to satisfy conscious wants, or
quality of being wanted, is utility in the economic sense,
which is equivalent to ‘“power over conduct.” Utility, of
course, must have the same fundamental properties or
dimensions as want; it is not, therefore, a quantity in any
simple sense, but a quality having intensity, or a rate. We
speak of the utility of a given amount of a thing, but this
again is elliptical; the psychological variable is in fact a
degree of utility of a certain rate of consumption of the
good. And as want is a correlate of conflict, utility is a
correlate of limitation; intensity of want and rate of supply
of means of satisfying it are strictly connected, each vary-
ing inversely as the other; that is to say, as a good is sup-
plied for the satisfaction of any want at higher rates it
loses degree or intensity of utility in that use and gains
(degree of) utility in the conflicting employment.! The
confusion between a want and a need or hypothetical
reason for having the want is manifest in the field of
utility in ascribing economic utility to “free’” goods, goods
that exist in superabundance. This is a pernicious error.
Such goods have no causal relation to conduct and no
place in a science of conduct. The confusion has doubtless
arisen from the fact that there are many things like air and
water which under some circumstances do come to have
power over conduct, or utility, though ordinarily they do
not. This fact brings home to our consciousness their
“potential” utility, the fact that they would have great
utility if cut off or subject to limitation; but they have
utility only when not free.

1 There seem to be and perhaps are exceptional cases where this de-
scription does not fit the facts; there seem to be, that is, absolute wants,
based on absolute limitation and not on limitation due to conflicting
demand for the means of satisfaction. These are certainly of negligible im-
portance in economics, however, and on scrutiny they have a tendency to
lose the character of “wants” altogether. It is hard to see how a science
can deal fruitfully in a constructive way with utterly capricious phenom-
ena; of course it must deal with them in the sense of recognizing that
they exist and form a limitation on the completeness of theory, but they
can hardly be taken account of in the theory itself.
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Diminishing utility is the scientific designation for the
general fact that as any want is satisfied relatively to
others! it diminishes in intensity, or, from the point of
view of the means of satisfaction, that the one loses in
utility and the other gains. The essential relation of con-
flict and relativity of utilities is somewhat obscured by the
existence of intermediate “means’ of satisfaction, and even
of series of such. But the further course of the analysis
will show that without significant exception there is always
in question a diversion of the ultimate means from one use
to another; it is a matter of alternatives, and the ground of
one want or satisfaction being alternative to another is the
dependence on a common, limited means of satisfaction.

The intermittence of wants, with wave-like alternation
of desire and satisfaction, tends to give a false conception
of diminishing utility. It is beside the point to talk of
boys eating successive oranges or other ‘‘dinner-table”
illustrations as is so commonly done. The serious error
resulting from this method is that it gives the impression
that there is a difference between the utilities of different
portions of supply. This also is fatal to clear thinking, as
will be seen if the contrast between such a situation and
that of laying in supplies for a long time in advance (or
even an ordinary shopping trip) is considered for a mo-
ment. The utility of any one unit is, in its effect on con-
duct, which is the only relevant consideration, exactly
like that of any other; the essential fact is that as there
are more units relatively, the utility per unit or utility of
any unit is relatively less.

1 We carry some wants to complete satiety because it takes less effort
than would be required to calculate accurately the most desirable place
to stop when this point would be near the absolute satiety limit, as in the
case of eating bread, for example. The fact may serve to illustrate the
fundamental “irrationality” of a perfectly “rational” attitude to life.
One of our most significant “wants” is freedom from the bother of cal-
culating things or making close estimates. Cf.J. M. Clark, “ Economics
and Modern Psychology,” Journal of Political Economy, vol. 26, nos.
land 2.
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The fact of relativity is important, because easily and
commonly lost sight of. Every valuation is a comparison;
we have no conception of an absolute utility or an absolute
standard of utility. The notion of value is meaningless
except in relation to alternatives of choice. Not only is
utility measured by another utility, — all things are
measured by things of their own kind as standards, —
but its existence is conditioned by that of the alternative; it
1s like a force in the physical world; action and reaction are
equal, a force cannot be imagined separate from an equal
and opposite force or resistance.

The case of conflict of utilities most crucial in economic
analysis is the familiar alternative of enjoying utilities at
the expense of effort vs. sacrificing the utility for the sake of
freedom from the exertion. “Labor” is usually thought of
in an inverted, positive sense as a disutility. It is im-
portant to see that there is sufficient practical reason for
this usage, but also that there is really no exception to
the general principle of alternatives without distinction of
kind. The point is that ““labor” is really the sacrifice of
some desirable alternative use of one’s time and strength.
If there is no alternative there is no sacrifice, nor any
motivation, valuation, or “problem” of any kind. In
truth, there is no distinction for conduct between a pain
and the absence of a pleasure; it is all a matter of choice
between alternatives, of *“preference.” The pleasure-pain
question belongs exclusively in the field of the inner con-
sciousness, and has no bearing on problems such as those
of economics.! The valid reason for the distinction between

1 Even “for consciousness” the difference between pleasure and the
absence of pain and conversely, though real, is of an “accidental” and
very elusive character; we cannot formulate a difference between the two
series or classify experiences between them. It is too obvious to call for
discussion that the same event will be a pleasure to one person and a pain
to another, and even pleasurable to the same person at one time and pain-
ful at another, according to circumstances, and, especially, expectations.
The difference fades out on scrutiny. An inheritance of a hundred thou-
sand, which is a pleasure to one to whom it is a surprise, may be an in-
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kinds of alternatives, for fixing our attention on something
chosen in one case and something avoided in another, is,
as will be shown more at length later on, that we are inter-
ested in measuring the alternatives, and we can come ncarer
a satisfactory quantitative determination of time and
effort than we can of the indeterminate uses that would
have been made of them if the labor of producing the
(measurable quantity of) gocds had not been performed.

The whole theory of conduct may now be summed up,
as far as it is relevant for our purposes, in a comprehensive
“Law of Choice’’: When confronted with alternative, quanti-
tatively variable lines of action or experience, we tend to com-
bine them in such proportions that the physically correlated
amounts or degrees of each are of equal utility to the person
choosing.!

tense grief if he has expected and made his plans for ten million. A prison
sentence is undoubtedly a source of joy to a man who counted on being
hanged, and it is ridiculous to say that it is ““really’’ only an escape from a
worse pain, or the inheritance a deprivation of a greater pleasure. The
comparison of alternatives and fact of preference is the real thing; pleas-
ure and pain are accidental and arbitrary matters.

1 The phrase “equal utility,” as we shall presently see, should be
taken to refer merely to the fact of indifference in choice, and not a com-
parison between quantities in the true sense at all. We avoid the expres-
sion ‘““marginal” utility, because of its implication that there is a difference
in the significance of different portions of the same supply. In speaking of
the utility of a supply, however, it is sometimes useful to have some word
to distinguish between the utility per unit and the utility of the supply
as a whole. When it seems advisable we shall use the expression “specific
utility” to indicate utility per unit.

The general method of taking the principle of choice as the starting-
point of economic reasoning and treating ‘* diminishing utility” in a com-
parative sense has been used with especial clearness and force by Wick-
steed (Common Sense of Political Economy), and is also adopted by Fetter
in his recent work (Economic Principles). Economists generally have been
coming to recognize that the psychology of the subject is properly be-
havioristic; that an economist need not be a hedonist (Jevons and Edge-
worth notwithstanding), and that he does not need even to consider the
issue between rival psychologies of choice. See Mitchell, “The Réle of
Money in Economic Theory,” Proceedings, Twenty-Eighth Annual Meet-
ing of the American Economic Association. The principle of relativity of
utility and value holds in the same way under any theory of motivation.
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A somewhat different statement of the principle of
choice may better emphasize the basis of the alternative
character of the alternative lines of conduct, the fact that
not only must one give up more of the one to get more of
the other, but that this is true in a quantitative sense,
that a definite amount of one is given up in return for a
definite amount of the other. The reason for this fact we
have found in the circumstance that the two kinds of satis-
faction are botlr dependent on some common “means”
or “resource.” Accordingly we may restate the funda-
mental law of conduct in this way: In the utilization of
limited resources in competing ficlds of employment, which is
the form of all rational activity in conduct, we tend to ap-
portion our resources among the alternative uses that are open
in such a way that equal amounts of resource yield equivalent
returns in all the fields.

This formulation makes it possibly a little more obvious
that the principle is a true statement of the goal of rational
planning. For, clearly, if a given unit of a given resource
is yielding in one use a want satisfaction preferable to that
which a similar unit is yielding in another, the yield of that
resource can be increased by transferring some of it from
the second use to the first until the importance of the one is
increased and of the other decreased to the point of equiva-
lence.!

B. M. Anderson, Jr. (Social Value, and Value of Money, chap. 1) advocates
a theory of absolute social value, defining value, as we have done, as power
to motivate conduct. It is hard to explain his failure to sce that this
notion is as relative as any other, is in fact the most obviously relative of
all. Motivation of conduct means of “this” conduct rather than some
other, and is obviously inconceivable apart from a situation presenting
alternatives between which comparison and choice must be made.
Davenport, also (Economics of Enterprise, chap. vii), while insisting on
the importance of relative utility in economic reasoning, treats utility
itself as an absolute magnitude. The present writer finds it impossible
to conceive such an entity.

! Close scrutiny makes it appear doubtful just how much real ex-
planatory value the viewpoint of the utilization of resources adds to the
bare principle of combining alternatives. It seems that what we call a

F
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It will be apparent that utility curves, as commonly
drawn, representing diminishing utility and increasing
sacrifice as absolute and independent magnitudes, and as-
cribing varying utility to successive units of commodities
(and of disutility of exertion), require considerable modi-
fication or reinterpretation if the foregoing reasoning is
valid. If utility is relative and in its essence a comparison,
such a curve can only represent one variable measured in
terms of the other, or each curve presupposes the other
already drawn. The réle of money in the process tends
to complicate and confuse the exposition still further.

The principles above stated in general terms can be
brought into relation with current treatments of the sub-
ject and with concrete fact if we begin by taking up a
simple case of choice between alternatives such asis con-
stantly dealt with in economic analysis. Let us take Mar-
shall’s ! example of a boy gathering and eating berries, but
with the stipulation that some re-wording would be neces-
sary to make the exposition accurately fit the case of
choice between (i.e., combination of) alternatives in a com-
prehensive, long-time, plan of conduct. We can hardly
suppose that the boy goes through such mental operations
as drawing curves or making estimates of utility and dis-
utility scales. What he does, in so far as he deliberates

““resource” is such, not on its own account, but solely because of the uses
to which it can be put, and its quantitative aspect, how much resource
there is, is still more evidently determinable only in terms of the use.
But at least the resource idea helps us to mediate in thought the fact of
the quantitatively alternative character of the opposed lines of utilization,
as is shown by the fact that we habitually make use of it. The form of tHe
unsophisticated psychosis in regard to sacrifices or ““costs” is in fact a
bit puzzling. If we ask what a thing has cost, we seem inclined to answer
first in terms of money oreffort, ete., i.e., of “resources’’; but when pressed,
we are likely to go back of the latter and evaluate the resource in turn in
terms of some other utility which might have been had for it. The ““on-
tologizing” of the notion of resources seems to be an illustration of an
“instrumental concept,” but one which it would be difficult to get along
without.
1 Principles of Economics, book v, chap. 1, sec. 1.
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between the alternatives at all,! is to consider together,
with reference to successive amounts of his “commaodity,”
the utility of each increment against its ““cost in effort,”
and evaluate the net result as either positive or negative,
either of a character to prompt the combined action of
production and consumption of that unit, or not of this
character. The *‘cost in effort” is evidently in fact the
sacrifice of some alternative use or uses of the effort. Even
that nondescript conduct called merely idling is still con-
duct, an alternative motive, and subject to the law of
diminishing utility or relative proportions like any other.
However, while to the eye of critical scrutiny there is no
“logical” distinction between an increasing disutility ex-
perienced and an increasing utility foregone, a ‘“‘psycho-
logical”” difference must be admitted; there is no difference
for conduct, but there is one for consciousness, to our
pecuniarily sophisticated consciousness at least.

If it is desired to represent the situation graphically
without the misleading implications of a comparison of
separate absolute variables, it can be done by omitting the
commodity axis as in the accompanying figure. The line
0Y is merely directed in space to show that “preference”
increases in a vertical direction. Quantities of commodity
are measured by a scale as shown, but the “utilities’” are
not fitted to any scale at all. If we call the curve U which
represents the desirability of the commodity, and the

1 Which, to be sure, is not very far. Nor is this any criticism of the
boy. Quite the contrary! It is evident that the rational thing to do is to
be irrational, where deliberation and estimation cost more than they are
wotth. That this is very often true, and that men still oftener (perhaps)
behave as if it were, does not vitiate economic reasoning to the extent
that might be supposed. For these irrationalities (whether rational or
irrational!) tend to offset each other. The applicability of the general
‘““theory” of conduct to a particular individual in a particular case is
likely to give results bordering on the grotesque, but en masse and in
the long run it is not so. The market behaves as if men were wont to
calculate with the utmost precision in making their choices. We live
largely, of necessity, by rule and blindly; but the results approximate
rationality fairly well on an average.
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other E for exertion, the one will show a (relative) fall in
' value and the other a (rela-
/ tive) rise as the production
E .
\ / and consumption of the
commodity increases. It is
\ / a matter of indifference
\ / whether the ascending curve
>< is thought of as a sacrifice
or a positive pain, whether
d ™ . X i
A1 ~——_y the growing motive to di-
“ vert energy from the use in
question is imaged as an
attraction or a repulsion.
0 The intersection shows that
at a certain point (on the commodity scale) the diversion
will take place.

Beyond this point the curves have still less meaning
for the reason that the E curve really represents nothing
definite, but merely any alternative whatever; as drawn
they indicate a rapidly increasing pressure against this
particular line of activity. The curves indicate no absolute
values of any sort; the vertical distance between them alone
has meaning, each being the “base’ for the other; this
distance shows what might be called the ““net utility” of
picking and eating the successive increments of berries, as
compared with all possible alternatives of conduct.

A still simpler and less ambiguous way to represent the
facts would be to draw on a Cartesian plane a single curve
of “net utility,” as in the accompanying sketch. This
curve will cut the X or commodity axis at the point where
some other alternative becomes preferable, and then fall
away rapidly into the ‘““negative utility” field. It will be
seen that the V values of the curve have only the vaguest
quantitative character. The boy not only does not ask
how much sacrifice is how many berries worth, but merely,
are these berries worth the sacrifice; he does not even ask,
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“by how much” are these berries worth “the’ sacrifice.
There is no true psychic
quantity involved; only
the commodity is meas-
ured or measurable. Still,
there is a certain feeling
of quantitative variability
in the degree of prefer-
ence, and such a curve is
not utterly false to the
facts of consciousness. The
only point of clearly de-
terminate locus on the \
curve is the zero point, and
it is questionable whether that is to be interpreted as a
quantitative equality between opposite incentives to ac-
tion or merely the absence of incentive altogether.!

It follows at once from the non-quantitative or indefi-
nitely quantitative character of the psychic variables?

1 The discussion assumes that the quantitative relation between the
alternatives themselves remains unchanged, that one is sacrificed for the
other in the same ratio throughout, or “ resources’ converted into both at
the same rate. In practice this is only exceptionally possible; in general
not only the relative importance of given quantities of alternative goods
will change as the supply changes, but in addition the amount of one which
must be sacrificed to obtain a given amount of the other will increase as
the supply of the first increases; i.e., a “law of diminishing productivity ”
(likewise a law of proportions merely) becomes operative in addition to
the law of diminishing utility (and works in the same direction).

Professor Patten has raised the objection to the utility analysis that
consumption also requires time, which must be saved out of the pro-
ductive operations. (See Annals, Amer. Acad. 1892-93, pp. 726-28. Cf.
also Edgeworth, Mathematical Psychics, p. 68, where the cnergy as well as
time required for consumption is considered.) It seems logically more
accurate, however, to include in production everything except the actual
experience of satisfaction, and if this is done the objection loses its force.
In our method of approach to the problem, viewing it as a matter of
choice between (i.e., combination of) alternatives, and taking the al-
ternatives simply for whatever they may be in the facts of the case, the
whole issue loses its relevance.

2 This may be expressed in technical phrase by saying that they are
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that the “‘surpluses’’ which have cut so much figure in eco-
nomic discussion are very shadowy and elusive things, if
not altogether unreal. If the ordinates of the curves dis-
cussed above mean nothing definite, of course the areas
under the curves mean no more. The fallacious notion of
the surplus follows naturally from the confusion between
momentary satiety and the correct standpoint, the estima-
tion of relative importance of things in planning ahead,
commented on above. The illicit use of “dinner-table”
illustrations in the exposition of diminishing utility shows
the same error. We cannot insist too strongly upon the
point that men do not determine the expenditure of their
income, generally speaking, on the basis of a comparison of
momentary cravings for things for instantancous consump-
tion. A child in a candy store would not do that. From
such a viewpoint there is a psychic difference in different
units of a commodity, and it might be possible to sub-
stantiate a surplus doctrine. But this is not the view-
point of economic reasoning, because in so far as men plan
at all, they do not expend their incomes and so fix the
prices of things and determine the utilization of social re-
sources and the whole structure of the competitive eco-
‘““ordinal”’ rather than “quantitative’; they are variable, but not meas-
urable, can be ranked, but not added. The nature of this attribute will lose
its mystery if any simple sensation, as a sensation, is considered for a
moment. It is easy to tell when one light is brighter than another, im-
possible to tell how much brighter. The intensity of light is indeed
“measured” by science, but it is done by a method analogous in principle
to the discussion of utility above. One light is removed to such a distance
that it becomes equal in intensity to the standard, and the distance is
measured. Obviously this does not involve the measurement of sensation
at all. Similarly, a thermometer does not measure the sensation of heat, or
a balance that of weight. A better illustration of “ordinal” variables is
furnished by the field of westheties (another form of *“value,” of course).
We can tell that one poem or picture is better than another, but no one
would seriously propose measuring the superiority. To be sure, in school
and in contests we may go through the motion of ““grading” such things
(even deportment!) on a pereentage scale, but no one whose opinion is

entitled torespect attaches any particular weight to the resultsof this
make-believe.
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nomic system, on the basis of that sort of calculation.!
If we take a-rational attitude toward the problem of value
— as, for example, by the device, previously suggested, of
placing ourselves in the position of one who had to deter-
mine the apportionment of his resources for a year or five
years in advance — we shall get a different view of it. Then
the earlier units are no different from the later ones, on
either side of the balance; up to a certain point the balance
is positive, then it suddenly becomes negative, and when
the balance is struck the debits and credits are equal.
There is a sort of Emersonian principle of Compensation
applicable to every item; each is worth what it costs, but
also costs what it is worth.

It does not at all follow that we have proved the pleasures
of life just equal to its pains. That question is irrelevant to
our problems, and our analysis has nothing to say about it.
It is not the province of economics to determine the value
of life in ““hedonic units” or any other units, but to work
out, on the basis of the general principles of conduct and
the fundamental facts of the social situation, the laws
which determine the prices of commodities and the di-
rection of the social economic process.? It is therefore not

1 That to a considerable extent purchases are based on momentary
impulse and not on an estimation of relative long-time significance, is,
of course, true, and perhaps increasingly so with the development of the
““anti-social” arts of window-dressing, display advertising, and salesman-
ship. This is one of the important “allowances” that has to be made in
applying economic theory to actual fact, until the progress of the science
reduces the phenomena to general laws and incorporates them into the
deductive system. (Cf. above, p. 52, and note; also p. 61, note.) Effects
balance out to approximate rationality under the law of large numbers.

2 The doctrine of the surplus is one of the few points where the writer
is compelled to disagree with Marshall on a fundamental matter of doc-
trine. (See Principles, 6th ed., pp. 125-33, esp. p. 129, note.) The ques-
tion relates to “scope and method,” however, rather than to fact or logic.
I simply cannot see any use for the notion in understanding humen con-
duct or explaining economic phenomena, and am convinced that the con-
fusion of viewpoint which underlies putting it to the fore has led to serious

error and the drawing of wholly irrelevant conclusions from economic
reasoning. Moreover, an appeal to ‘“unsophisticated common sense”
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quantities, nor even intensities, of satisfaction with which
we are concerned (though the limitations of language com-
pel the use of these terms at times), or any absolute magni-
tude whatever, but the purely relative judgment of com-
parative significance of alternatives open to choice. Now,
for conduct, it is self-evident that the importance of any-
thing 7s the effort or sacrifice necessary to get it. Two
things, each of which can be obtained at will by the sacri-
fice of the other, cannot conceivably have any other than
equal importance from this point of view, and it is mean-
ingless to speak of a surplus. The situation is especially
clear in an exchange system which fixed prices where
things can be converted at will at known rates by purchase
and sale. We submit that it is clearly impossible, in such a
situation, to conceive of things serving as motives to ac-
tion in any other than the established ratios of conversion
or substitution.

For understanding the psychology of valuation, the two
points are equally important: (1) that, logically, choice is
a matter of comparing alternatives and combining them
according to the law of rational procedure above formu-
lated,! and (2) that there is none the less a practical differ-
ence between two kinds of alternatives in an ordinary
situation. This difference is perhaps connected with the
distinction between our feelings of painfulness and pleas-
antness, but in its essence it relates to the quantitative
character of the alternatives (in their physical aspects, not
the psychic states involved). In the case just considered, of
the boy and berries, the difference is evident from the fact

seems to fail utterly to substantiate the existence of the phenomenon.
A man might pay, say, a thousand dollars for the “first’’ loaf of bread
(whichever one that is) rather than do without it, but it does not follow
and is not true that when he gets it for a dime he gets $999.90 worth of
free satisfaction. Various thinkers have perceived the mythical character
of these alleged surpluses; it is hoped that the argument above will sug-
gest the source of the error and so render it more easily identified and
avoided.
1 Pages 64, 65.
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that we use the berry alternative to measure the leisure
alternative. We speak of a certain quantity of berries and
the sacrificed altérnatives corresponding to them, not
of a certain quantity of alternative independently deter-
mined. The “trouble,” ‘“exertion,” or what-not is not
quantitative on its own account, it is measured by the
berries; it is “the”” amount of exertion, etc., connected with
a specified amount of the measurable commodity. This
result is inevitable because, as remarked above, “the” al-
ternative is not in fact some particular alternative, but any
alternative; it is not merely not measurable, but is hetero-
geneous and wholly indeterminate. It is this fact which
throws us back on the conception of ‘“resources” for ra-
tionalizing the deliberative process, making of it a quan-
titative comparison; it is this fact which gives its great
importance to the “‘time” measure of effort. Time does
not in any true sense measure the alternative or sacrifice,
and, as we have seen, its employment in any use is a sacri-
fice in the first place only because there are other uses for
it, which are the real sacrifice; but it is measurable, and our
intelligence, forced to have something quantitative to feed
upon, like the proverbial drowning man catches at any
straw.

In spite, therefore, of the purely relative character of
pain and pleasure and of the essential parity as motives of
all alternatives of conduct, it is pragmatically necessary
to distinguish in productive activity between the incoming
“economic” utility and the sacrificed (resources, repre-
senting) non-economic, unspecified alternatives in general,
between utility and disutility, or commodity and cost.
“Cost,” in this sense, is ““pain cost,” or “ opportunity cost,”
as one prefers; there is no real difference in meaning be-
tween the two.

From this long but apparently necessary discussion of
the fundamentals of valuation of psychology, we may pro-
ceed to consider a somewhat more complicated situation,
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as an approach to the study of the principles as mani-
fested in the field of exchange relations. We will suppose
an individual choosing between the production and con-
sumption of a large number of “‘commodities,”” in addition
to the alternative of not producing any of them, but of
putting his time, ete., to “non-economic” uses. This is the
situation of Crusoe on his island, of which many economists
have made use. The same law of choice will hold as before;
between any two alternatives or among all that are open,
the man will choose such amounts, or divide his time and
“resources” among them in such proportions, that the
physically alternative or correlated quantities of all are to
him equally desirable. The only difference is that the alter-
natives are more complicated than in the case of the boy
and his berries, and of a somewhat different character; in
particular, the presence of a number of economic alterna-
tives, involving concrcte, measurable sources of satisfac-
tion, is important.

In Crusoe’s mind there would undoubtedly be built up
something of the nature of a price system or value scale, if
he seriously attempted to get the maximum of satisfaction
out of the conditions of his environment. For an “intelli-
gent”’ use of his opportunities can be arrived at in no other
way. Ile must ascertain the ratios in which different goods
are to be obtained for subjectively equivalent sacrifices in
“effort,” and similarly form judgments of their relative
subjective importance to him, and attempt to bring the
two sets of ratios into coincidence. But a set of equivalence
ratios or scale of equivalént amounts of things is the essence
of a price system. Exchange is a means by which things
may be conveniently converted into or sacrificed for each
other in determinate amounts, and substantially the same
result follows from choosing between different lines of
production in a Crusoe economy. It is sufficiently evi-
dent that the quantities involved in such a calculation are
quantities of things and not of satisfaction or any psychic
magnitude.
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The role of the “resource” idea and the concept of
“cost” will also take on characteristic form in the Crusoe
case. The mental labor of evaluating everything in terms
of everything else must force recourse to a crude meas-
urement of “effort’’ as the common standard of value or
“medium of exchange” (it is almost like that) for medi-
ating the comparisons. It is clear that this is an “in-
strumental” but none the less very important device.
“Really,” it is purely a question of combining alternatives,
among which are those indefinite, ‘“non-economic” occu-
pations, exploring the island, chatting with the parrot,
sport or recreation of any appealing kind, or-“loafing and
inviting the soul.” But the indefinite, heterogeneous, and
uncertain character of these last, and the convenience
of “time”’ as a rough basis for an approximate evaluation
of the stuff they are made of, make it a matter of economy
to resort to its use as a common denominator of alterna-
tives. It will not be true that all things produced in equal
times will be equated, for there are elements of “irksome-
ness,”” etc., which have to be taken account of. Crusoe’s
value scale will probably be based on time as a ““first ap-
proximation” with mental allowances for the other factors
to be considered.

Measurement relations will be reciprocal, in this case as
always. The use of effort to measure other things amounts
to an evaluation of effort in terms of other things. Thus
we get the concept of a quantitative outlay cost meaning
something more than merely any sacrificed alternative.
As pointed out before, in stating in terms of “resources”
the general law of choice among alternatives, this con-
cept of cost has no very substantial independent meaning;
“when pressed” we reformulate our resource or effort (or
money) costs in terms of positive alternatives we might
have had; but as a mediating, instrumental idea, it is none
the less a useful and universally used notion. There is,
however, no occasion to speak of a possible divergence
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between outlay cost and value return, of anything like a
‘“profit”’ from operations.

There are many intermediate stages in the successive
complication of alternatives which might be discussed, and
which would shed light on various phases of economic
relations; but for present purposes it is best to pass at
once to the case of a group of people producing goods for
exchange in a free market. The relations among the want-
satisfying activities of a plurality of persons are based
upon another “conflict,” the conflict between similar wants
of different individuals, to a large extent dependent on
common, immediate means of satisfaction, while these im-
mediate goods are almost entirely dependent upon a com-
mon fund of ultimate productive resources. The effect of
the possibility of exchange is vastly to multiply and com-
plicate the alternatives open to any individual. He is now
free, not merely to make any possible combination of comn-
modities for production and consumption, but to com-
bine the production of some with the consumption of any
combination — on terms afforded by an established set of
exchange ratios, the investigation of which is the principal
problem before us. In order to study first the most essen-
tial features of exchange relations, it will be necessary to
simplify the situation as far as possible by a process of
“heroic” abstraction. We therefore explicitly make the
following assumptions as to the characteristics of our im-
aginary society:

1. The members of the society are supposed to be nor-
mal human beings in essential respects as to inherited and
acquired dispositions, differing among themselves in the
ways and to the degrees familiar in a modern Western
nation — a “random sample” of the population of the
industrial nations of to-day.

2. We assume that the members of the society act with
complete *‘rationality.” By this we do not mean that they
are to be “as angels, knowing good from evil”’; we assume
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ordinary human motives (with the reservations noted in
the following paragraphs); but they are supposed to “know
what they want” and to seek it “intelligently.” Their be-
havior, that is, is all “conduct,” as we have previously de-
fined the term; all their acts take place in response to real,
conscious, and stable and consistent motives, dispositions,
or desires; nothing is capricious or experimental, every-
thing deliberate. They are supposed to know absolutely
the consequences of their acts when they are performed,
and to perform them in the light of the consequences.

3. The people are formally free to act as their motives
prompt in the production, exchange, and consumption of
goods. They “own themselves™; there is no exercise of
constraint over any individual by another individual or by
“society”’; each controls his own activities with a view to
results which accrue to him individually. Every person is
the final and absolute judge of his own welfare and in-
terests.!

4. We must also assume complete absence of physical
obstacles to the making, execution, and changing of plans
at will; that is, there must be *“perfect mobility” in all
economic adjustments, no cost involved in movements or
changes. To realize this ideal all the elements entering
into economic calculations — effort, commodities, etc. —
must be continuously variable, divisible without limit.
Productive operations must not form habits, preferences,
or aversions, or develop or reduce the capacity to perform

1 Dependent members of the society must be completely dependent on
some particular individual in it. The wants of any dependent person will
then operate only through wants on his behalf felt by his sponsor, and we
need not consider them at all. 'We need simply regard the independent
members of the society as having normal solicitudes in regard to families,
etc., but each person enters into economic life on an absolute equality
with others or not at all.

The meaning of the above assumptions is not necessarily that they
form a complete description of the people and their relations. This is
but an emphatic way of saying that we here consider only their mar-
ket behavior, which is assumed to conform to these specifications.
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them. In addition, the production process must be con-
stantly and continuously complete; there is no time cycle
of operations to be broken into or left incomplete by sud-
den readjustments. KEach person continuously produces a
complete commodity which is consumed as fast as pro-
duced. The exchange of commodities must be virtually
instantaneous and costless.

5. It follows as a corollary from number 4 that there
is perfect competition. There must be perfect, continuous,
costless intercommunication between all individual mem-
bers of the society.! Every potential buyer of a good con-
stantly knows and chooses among the offers of all potential
sellers, and conversely. Every commodity, it will be re-
called, is divisible into an indefinite number of units which
must be separately owned and compete effectually with
each other.

6. Every member of the society is to act as an individual
only, in entire independence of all other persons. To com-
plete his independence he must be free from social wants,
prejudices, preferences, or repulsions, or any values which
are not completely manifested in market dealing. Ex-
change of finished goods is the only form of relation be-
tween individuals, or at least there is no other form which
influences economic conduct. And in exchanges between
individuals, no interests of persons not parties to the ex-
change are to be concerned, either for good or for ill. In-
dividual independence in action excludes all forms of
collusion, all degrees of monopoly or tendency to monopoly.

7. We formally exclude all preying of individuals upon
each other. There must be no way of acquiring goods
except through production and free exchange in the open
market. This specification is really a corollary from num-
bers 2 and 3, which exclude fraud or deceit and theft or

1 It goes without saying that our imaginary society is “isolated.”
Every individual who has anything at ail to do with it is in it and of it on
a par with all the rest.
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brigandage respectively, but it deserves explicit mention.

8. The motives for division of labor and exchange must
be present and operative. These have never been ade-
quately treated in the literature of economics in spite of
the fact that the subject has been discussed more or less
by countless writers on social problems from Plato down.
The principal conditionis diversification of wants associated
with specialization of productive capacities or dispositions,
or with physical restrictions on the range of productive
activity. An important fact in this connection in the real
world is the space distribution of the different resources of
the earth and the limitations on human mobility. In
addition the physical nature of the production process fre-
quently calls for the simultaneous prosecution of a number
of operations. For simplicity we shall assume that the first
two conditions alone are sufficient to restrict each individ-
ual to the production of one single commodity at any given
time. (Cf. number 11.)

9. All given factors and conditions are for the purposes
of this and the following chapter and until notice to the
contrary is expressly given, to remain absolutely un-
changed. They must be free from periodic or progressive
modification as well as irregular fluctuation. The con-
nection between this specification and number 2 (perfect
knowledge) is clear. Under static conditions every person
would soon find out, if he did not already know, every-
thing in his situation and surroundings which affected his
conduct.

The above assumptions, especially the first eight, are
idealizations or purifications of tendencies which hold good
more or less in reality. They are the conditions necessary
to perfect competition. The ninth, as we shall see, is on a
somewhat different footing. Only its corollary of perfect
knowledge (specification number 2) which may be present
even when change takes place, is necessary for perfect
competition. In addition to these differences in degree only



80 RISK, UNCERTAINTY, AND PROFIT

from actual life, we must lay down for the special purpose
of the immediate analysis two further suppositions quite
contrary to the facts. ‘

10. The first is that for the present there is to be no
productive property in the ordinary sense in the society.
Every productive agency or capacity is an inseparable
part of the personal endowment of some member of the
society. Material implements of production may be used
provided they are either superabundant, and consequently
free goods, or else are absolutely joined to their owners
(not subject to lease or sale) and not subject to increase or
decrease. The last characteristic, if not that of insepara-
bility, is, of course, really implied in the specification of
static conditions. We must also observe cxplicitly that
personal powers themselves are similarly fixed in amount
and character. The social consequences of the transfer of
productive goods between individuals, and especially of
their increase by “investment,” will call for extended dis-
cussion later, and must be isolated by a preliminary study
of a society in which they are absent.

11. The second “analytic’ assumption is also contained
in the preceding “idealizing’’ group. Under number 8 we
declared that division of labor was to be carried to the
point where each individual produced a single commodity.
In modern industrial life it is, of course, carried vastly
farther. But it is important to study separately a society
where production is organized through the exchange of
finished products only.! At a later stage we can then dis-
cuss the special problems of that further stage of organiza-
tion called secondary division of labor.

This isolation is of especial importance in view of the
fact that the distribution of products is very much com-
plicated when the agencies of production cosperate in the

! We might characterize such a society as a “handicraft” system in
contrast with “enterprise,” in which the operative has lost his responsible
status and lives, not by the production and sale of a commodity, but by
the sale of productive services to an entrepreneur.
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production of a single commodity, the product of a single
agent being then no longer immediately identifiable. The
problem of isolating the product of a single agency, where a
number work jointly, is, of course, the familiar problem of
“imputation’ or distribution in the technical sense, which
has been the greatest single center of controversy in eco-
nomic discussion.

The above list of assumptions and artificial abstractions
is indeed rather a formidable array. The intention has been
to make the list no longer than really necessary or useful,
but in no way to minimize its degree of artificiality, the
amount of divergence of the hypothetical conditions from
those of actual economic life about us. For the most part
these same assumptions, especially the first eight, and to
a considerable extent the ninth, are really involved at
one point or another in a large part of the discussion of
economic literature. If they are present, and necessary,
and when present whether necessary or not, there will
be no disparaging the importance of having their ab-
stract and unreal character brought conspicuously to the
surface.

Our next task is to form a picture of such a society in
action, and to discover the conditions of equilibrium or
natural results of the operation of the forces and tendencies
at work init. Weare therefore to imagine such a population,
set down in such an environment as described, starting
out de novo in the business of satisfying their wants. Each
person, on taking in the situation in its essential outlines,
will enter upon the production of some commodity, with a
view, through exchange with others, of securing the means
of satisfying his varied wants. After a brief interval of
time has elapsed, each will have accumulated a small stock
of his particular good, and we may think of them all as
meeting in a central market to exchange their wares.

The situation now presented is the familiar one in
economic discussion, of a group of individuals with given

G
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stocks of goods which have to be disposed of,! and we need
not dwell upon the process by which fixed rates of exchange
among all commodities will be established.? When the
process is finished the whole mass of commodities will have
been reduced to a single homogeneous fund of exchange
equivalence or value. Nor do we need to concern ourselves
with the mode of expressing and handling this fund; in
practice it would be inevitable that some sort of standard
exchange medium would be set apart; but it is immaterial
for present purposes whether there is some one kind of
money or as many kinds as there are different com-
modities.

If intercommunication is actually perfect, exchanges
can take place at only one price.®* We may imagine it to be
determined all around what the ratios are to be through
the medium of inquiries. Every individual, knowing the
worth of the thing he possesses in terms of everything else,
is in substantially the same position as a person spending a
given money income in a market where selling prices are
fixed by the seller and placarded. The good in his hands
represents exchange power, a “resource,” and he will ap-
portion it among the possible uses according to the law of
choice, so that each unit of it purchases equivalent utili-
ties, want satisfactions, or “importances.”

1 We treat theentire stock as for sale without reserve. The demands
of present owners for their own goods, which underlie any possible reser-
vation prices, are in fact no different from the demand of other persons,
and thesituation asawhole is most truthfully and significantly represented
as given quantities of goods over against given dispositions to own them,
since the question of whose disposition it is has nothing to do with the
price that will be established. We must, of course, include the demand of
present owners in the demand for every good; that it is “backed up” by
the good itself instead of some other good in hand has nothing to do with
the result. (Cf. Davenport, Economics of Enterprise, chap. v, pp. 48 ff.)

2 The problem of a perfect market is best treated mathematically
(i.e., symbolically) and has been well handled by mathematical econ-
omists. See Edgeworth, Mathematical Psychics, pp. 40 ff., and Marshall,
Principles, Appendix F, and Mathematical Appendix, note x11 bis.

3 Easily proved by disproving the contrary. If exchanges be thought
of as taking place at different prices the buyer at the higher price and
seller at the lower will get together at an intermediate figure.
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To show just how the price scale itself results from the
fact that individuals act according to the law of choice in
apportioning their purchasing power in a situation where
the prices are given, is the task of that branch of eco-
nomics known as the theory of market price. At any
given price (ratio of sacrificing one good for the other) the
more purchasing good is expended for any one commodity
the less becomes the amount of want satisfaction pur-
chased with each unit (relatively to the want-satisfying
capacity either of the good given up or of any other good
for which it might have been exchanged). From this it
follows that the higher the price of any good (relative to
others, including the purchase good), the less of it will be
purchased by any individual.! It is therefore theoretically
possible to construct a schedule, or curve, of the amounts
of any good that will be taken by any individual at every
price in terms of other goods, and by adding these amounts
for all individuals, to construct a similar schedule for the
society as a whole. But there is a fixed amount of each
good available in any given short space of time to be dis-
posed of, and it must all be sold at one price. Therefore,

1 These two propositions are often treated as equivalent in economic
discussion, but the relation between them is not so simple as that. To
prove the second from the first, suppose that at any given price the in-
dividual has determined upon the proper amount to purchase. (For the
sake of similarity with the pecuniary situation let us leave the purchase
good out of account and think of a comparison between two commodities
being bought with money which has no commodity value.) Now let the
price of one commodity rise, relatively to that of another. If the com-
modity which has risen in value is a very important one, it is probable
that the individual will spend as much of his resources for it as before,
quite possibly even more. But he will not buy as much of the commod-
ity, measured in physical units. For to do so he would have to spend cor-
respondingly less resources for the alternative good, and buy less of it.
But if he buys the same amount of one good as before, and less of the
other, the utility ratio between the two is upset (since it was in equilib-
rium), and a given amount of resources is buying less utility in the good
of which relatively more is purchased; resources will therefore be di-
verted from this good to the other. That is, he will buy less of the good
which has risen (relatively) in price. Q. E. D,
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in a perfect market each commodity will command a def-
inite price, which is the highest uniform price at which the
entire existing stock can be disposed of (including taking
out of the market by present owners).

The diagrammatic representation of the market-price
equilibrium is simple and obvious. The utility relations
involved in the figures and analysis for the boy-and-berries
situation above ! are applicable. The exchange situation
is shown in the accompanying sketch. The horizontal base
line is a scale of prices. The “demand’” curve D shows the

potential purchases at each

price, for any individual or

for the society as a whole,

according to the scale used.

The amount for sale is in-

dependent of price, a fixed
D physical quantity, and is
represcnted by a horizontal
line cutting the vertical or
commodity axis at the proper point. The horizontal value
of the intersection point gives the market price under the
conditions.?

It is especially to be observed that all the quantities in-
volved in this whole analysis are physical and not psychic.
If utility in the individual consciousness is not a true,
measurable magnitude, as argued, it is still more evident
that utility in any social sense, involving a sublimation of
individual utilities into a ““social” estimate is a wholly in-
admissible supposition. The concept of social utility is in

1 Pages 66 ff.

2 It is also possible, but complicates matters needlessly, to plot the
demand of others than present owners of the good, only, in the demand
curve, and draw an ascending curve to represent the sales at different
prices, taking account of the present holders’ reservation prices. The
same data will give the same price point whichever method is used, and
the one described in the text is the more significant description of the
situation, since there is no practical difference in the causes or motives
back of reservation prices and demand prices.

Supply

Amts. Taken

Prices
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fact a mere substitute for analysis. The whole problem is
precisely this of showing how an objective and uniform
price results from palpably subjective and variable in-
dividual preferences. This must be done by exhibiting the
interactions of individual offers and bids in the actual
market.! We in fact know nothing about any absolute
utility to any individual or about absolute amounts pur-
chased by any one. All that can be said about the ad-
justment which results from perfect competition is com-
prised in three statements: (1) Under the conditions (the
price alternatives as they are fixed) each individual achieves
the goal of rational action, maximizing the want satisfac-
tion procurable with his given resources (whatever they
are) in purchasing power, by distributing them among the
alternatives according to the law of choice; (2) the condi-
tions themselves, the prices or exchange ratios being the
same for all individuals, and the relative utilities adjusted
to equality with these, it follows that the relative utilities
of all goods (which any individual purchases at all) are the
same to every individual; (8) the exchange ratios will be
so adjusted that at those ratios no individual will wish to
exchange anything in his possession for anything in the
possession of any one else.

The emphasized expressions are so treated because of
current ambiguous or actually confused conclusions in re-
gard to the beneficence of the results of ideal competition.
To call this result socially ideal or the best possible, in-
volves assuming in addition to all the theoretical condi-

1 Seligman’s treatment (Principles of Economics, pp. 179 ff. and 192 ff.)
is a particularly glaring instance of the organism fallacy. B. M. Ander-
son, Jr.’s Social Value involves the same error. Anderson palpably con-
fuses social influences back of individual judgments and preferences with
social judgments and preferences in any proper sense. Of course the
individual is a social product, but consciousness is still an individual
phenomenon, and the conduct with which economists are concerned no
less so. It is individual purchases and sales which fix prices, not social,
unless in a socialistic state or one organized in some other way than
through free exchange between individuals, the kind economics deals
with,
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tions as to the workings of the process itself ! that the
initial situation, the distribution of goods before the ex-
changes commenced, was the best possible (i.e., either ab-
solutely ideal or absolutely beyond human power to mod-
ify). All that is true (and stated baldly it is little better
than a truism) is that free exchange tends toward that
redistribution of goods which is the most satisfactory all
around of any that can be obtained by voluntary consent
all around. :

It is self-evident that in ideal exchange the quantities ex-
changed are equal in value terms, and there is no chance
for anything like a ““profit”’ to arise.

The main condition of perfect exchange not realized in
real life is that of ‘“perfect intercommunication,” which is
to say perfect knowledge of what they are doing on the
part of all exchangers.?

In our actual system middlemen fix a price which in the
absence of monopoly is their best estimate of the theoreti-
cal price — which would just enable the visible supply to
be disposed of — and change it from time to time as the
rate of sales indicates it to be too high or too low. Itisa fa-
miliar fact that in consequence of imperfect intercommuni-
cation appreciably different prices for the same commodity
may obtain at different points in the general market area.
Certain factors aggravate the effect of uncertainty in dis-

1 See above, pp. 76-80.

2 The use of money does not affect the theory at all, and the use of
circulating credit not in any way that vitiates the argument, if it does not
change in value.

In one respect the actual situation is very much simplified as com-
pared with the theoretical, and the disparities which would otherwise
arise mitigated. The continuity of the process and the constant existence
of published prices means in general that sellers will not come into the
market at all unless they are willing to take the quoted price (or more)
and buyers not unless they are willing to pay that or anything less. It is
then easy to see how an excess of goods offered or an excess of purchase
offers will move the price downward or upward to the equilibrium point.

The real, practical problem, that is, relates to price changes, not to the
establishment of price, and is vastly less complicated than the latter.
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turbing the theoretical adjustment: (1) Inertia or inflexi-
bility of prices, due to habit, indifference, rounding off of
figures, etc.; (2) variations in the ‘““commodity” (and
fraudulent representations of variations which do not
exist); and this both in the crude physical ware, and still
more in by-perquisite utilities, convenience or fashionable-
ness of place of sale, ornamental containers, trade names,
personality of vendor, etc.; (3) consumers’ speculation;
consumers do not buy continuously for their current needs,
but lay in supplies or hold off, according to their prognos-
tications of the market.

When terms are properly defined and allowances made
for real commodity differences (which include all the
factors under number 2 above) the tendency toward a
definite and uniform price for similar goods is strong and
conspicuous, and a fair approximation to this result is
generally reached. There is, of course, the greatest differ-
ence in commodities in respect of this standardization,
from wheat and cotton at one extreme to artistic products
at the other.

When in our imaginary perfectly competitive society the
exchanges are finished and the goods consumed, everybody
will again start out to engage in production. But occu-
pations will not be chosen as before; there will now be an
established scale of prices of every good in terms of every
other, and in accordance with this price scale every one will
direct his effort and gauge its intensity, conforming, of
course, to the Law of Choice in making his decision. The
commodities produced will be thought of simply as pur-
chasing power over goods in general, and the immediate
alternatives are simply producing “wealth”’ and not pro-
ducing it, which means doing something, or nothing (which
is also doing ‘‘something”) entirely outside the scale of
quantitative comparisons, and this now means outside the
market sphere. livery man will, therefore, like Crusoe, or
the boy in the berry patch, carry his exertions to the point
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where utility and disutility — “really” sacrificed utility,
but of an unspecified and non-quantitative sort — are of
equal importance in the amounts which are alternative to
each other.

As production goes on and goods accumulate in the
hands of our “homines @conomici,”” they will be exchanged
as before, distributed among the exchange possibilities in
accordance with the Law of Choice; and the exchange
possibilities will continuously be modified by the same
process so as to be kept constantly at that point where
momentarily the utility ratios of every onc can he brought
to equality with the price ratios. But this process of ad-
justment and readjustment also tends toward an equilib-
rium; the investigation of this tendency toward a condition
in which production and consumption of all commodities
would go forward at unvarying rates falls in the province
of the second grand division of economic theory, one
branch of which is the theory of normal price.!

In a situation such as we have described, with the pro-
duction, exchange, and consumption of commodities going
on continuously, the value scale or system of quantitative
equivalences of commodities, becomes much more ob-
jective and definite than it could ever be in the economy
of an individual Crusoe. The constant presence of the
published scale of exchange ratios and the working-out of
the whole organization in terms of it must have a tremen-
dous influence in “rationalizing” the economic activity, in
impressing its quantitative features on men’s minds, and
enforcing precise calculations and comparisons. The re-
sult is that all goods are reduced to a homogencous aggre-
gate or fund of value units. This fund of value, as the
medium of solving the problems of alternatives, naturally
divides the economic process for each individual into two

! The other branch is the theory of distribution under static condi-

!.i(?ns, but under our present assumptions there is no such problem since
Joint production is absent.
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parts or stages fairly distinct in his thought. The goods he
produces being thought of merely as so much value in ex-
change, the problems of combining alternatives in pro-
duction is separated and simplified by the necessity of
considering but two alternatives, as we have noted above.
Similarly, the problem of consumption is considered in-
dependently, taking the form of the problem of expending
value in exchange, which is worked out on its own account
in accordance with the principle of rational choice or dis-
tribution of resources among competing uses. Thus value
in exchange on the expenditure side, becomes like the con-
cept of exertion to Crusoe; it is an instrumental idea, with
no ontological content, but extremely useful in solving the
problem of choice. The separation of the two halves of the
economic problem is much heightened in real life by the
storing-up of value in exchange, and the production of it
for the purpose of storing it up, against unknown contin-
gencies, with no thought of any particular use to be made
of it. The separation is still further heightened by the
tendency of the production of wealth to lose all connection
with the notion of consuming utilities and take on the form
of a competitive contest in which value in exchange be-
comes a mere measure of success, a counter in the game.

The further establishment and objectification of the
value-system will also involve a more definite evaluation of
productive sacrifices or ‘‘exertion,” really the “non-eco-
nomic” alternative occupations given up to perform pro-
ductive labor. This evaluation being in terms of value in
exchange, productive labor is in this sense brought into the
general value fund, though under the conditions we are now
discussing (independent individual production only) it
would not actually come into the market and be exchanged.
The evaluation of productive effort, i.e.,its measurement in
terms of an established scale of equivalences of economic
alternatives, furnishes a correspondingly substantial con-
tent for the notion of “outlay cost” in a quantitative or
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value sense, and men’s minds would undoubtedly work
largely in terms of this concept.

Now it is especially important to note that at this point
in the hypothetical construction we have first arrived at a
set of conditions where the outlay cost of a particular good
is not necessarily and axiomatically equal to the value of
the good itself. For, while the readjustment toward nor-
mal price or equilibrium conditions is taking place, the
“value” of the labor will be determined in the market
price situation at one moment, while the value of the good
which it yields will be determined at a slightly later time,
and there will typically be some difference between the
two. The value of the productive effort is that which the
good it produces has previously had, while the value of the
good it does actually produce will when it comes on the
market be something else. The difference, positive or
negative, between the value of a good and the (value of)
its cost is analogous to “profit.” Its occurrence is mani-
festly due to the fact that men must base their acts on past
conditions, or on uncertain inferences as to the future
based upon past conditions, and not on the actual future
conditions to which they really relate. As soon as men find
out accurately what goods are going to be worth after they
are produced, they will employ their productive energy
accordingly, and the profit differential will disappear.
And since this is what they constantly strive to do, with
some measure of success, the system will tend toward that
equilibrium adjustment in which no profit exists.

The theory of the normal price adjustment is precisely
analogous to that of market price, since there is no differ-
ence in principle (but only one in complication) between
the purchase of a good by the sacrifice of another in ex-
changeand its “ purchase” by thesacrifice of the production
of another good in its production. Both normal price and
market price theories are little more than corollaries from
the single fundamental Law of Choice.
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On the production side of the twofold alternative, the
utility or importance of any good is its purchasing power,
and the higher the price the more of it will be produced, for
the same reason that Crusoe would produce more of a
more wanted good or an individual in a market purchase
more of a similar one. But the higher the price of any
good the less of it can be disposed of. Now since the
amounts produced and disposed of are axiomatically the
same, the price will move

toward the point at which £ s
the natural amounts of pro- §@

duction and sales at that ’é-g

price are the same. Dia- 3§

grammatically, takingagain é '§

a scale of prices as a hori- '-55-".

zontal basis, an ascending 3:‘% b
curve will represent the é Prices

(rate of) production or sup-
ply at different prices (in terms of other goods), while a
descending curve will represent the (rate of) sales or de-
mand. The intersection of the curves gives the price point.
A slightly different way of viewing exactly the same
facts will make clearer the individual motivation and show
the bearings of the idea of value-cost. The demand curve,
viewed from the other direction, or with the axes inter-
changed, is in fact a cost of production curve. The amount
produced (in unit time, the rate of production) at any
price is the amount that can be produced at that price
without either profit or loss. For if any given price yields
a profit, resources will be diverted to, and if a loss, from
the production of that good; the real meaning of profit is
simply that resources being used to produce other goods
(and valued in the other uses) will yield more in the
production of the good in question; while similarly, loss
means that resources producing the good in question are
worth more in other uses (their value being determined
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by that of the best use). From the present point of view
the demand curve shows the possible selling prices of
different sizes of supply, and the condition of equilibrium
is that cost and selling price shall be equal. The inter-
section of the curves then shows on one axis the equili-
brium rate of production and consumption, and on the
other the equilibrium price. The character of the whole
analysis as an easy deduction from the Law of Choice is
clear enough without further elaboration.!

Space does not permit us to give more consideration to
these first fundamentals, and we must allow the above
brief and perhaps somewhat dogmatic treatment of con-
troverted issues to stand. It is difficult in the light of such
an analysis to see any real meaning in such questions as
the causalrelation between cost and value, and others about
which controversy has raged. Under competitive con-
ditions a value involves an equal cost and a cost an equal
value, so directly and obviously (since it is all a purely
relative matter of choosing betwcen alternatives in such a
way as to equate them) that the two are but little more
than different words for the same phenomenon viewed
from different standpoints. Cost is the value of the re-
sources embodied in a thing, which is to say the value of
some use for them; it may be an “economic” or a “non-
economic” (measurable and marketable or the opposite)
use, but if there is not a competing attraction of some
sort the “resources”” will not be “resources” at all, just as
if the thing itself is not wanted somewhere else it will not

1 1t will be noticed that our cost curve is one of increasing costs.
This is the only case to be considered from the present point of view. The
question of decreasing costs comes in at a later stage of the analysis under
more complicated conditions. It is obvious that to increase the pro-
duction of any good involves the diversion of resources from producing
other goods, which will raise their value while lowering that of the good
first considered, and since resources are valued according to the best
available use, this means increasing cost with increased output. At the
present stage of the argument there is no problem as to the cost of any

unit of commodity or yield of any unit of productive agency, since only
one kind of agency is used in making any one good.
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have (exchange) value, and we should say not even utility
if the word is properly defined.

The whole argument is merely an elaboration of the Law
of Choice (the correct form of the principle of utility), that
preference ratios between alternatives will by combining
the alternatives in the requisite proportions be made equal
to the externally given physical equivalence ratios, first in
the market and then in production. That *“goods’ are
largely alternative to each other in production (involving
the use of the same ultimate resources) is the condition of
our having an economic order, an organization of want-
satisfying activities based on free production and exchange.
We turn now to consider the further complications of the
competitive situation arising from the organization of a
plurality of productive agents in the making of a single
commodity.



CHAPTER IV
JOINT PRODUCTION AND CAPITALIZATION

THE present chapter will bring a greater semblance of
reality into the imaginary, highly simplified economic
system partially constructed above. Many of the features
of everyday life abstracted for simplification can now be
introduced in succession and their relations and bearings
separately studied. In this way we shall ultimately deter-
mine what is necessary to perfect competition and what is
not. It will be found that most of the simplifying assump-
tions hitherto made can be dropped without destroying the
conditions necessary to a perfect equilibrium in which costs
and values are identical throughout. Solong asweadhere to
the fundamental condition already emphasized, that men
know exactly what they are doing, that no uncertainty is pres-
ent, other elements of reality hitherto abstracted merely
complicate the process of adjustment without changing the
character of the result. Their elimination has served the
necessary end of simplifying the study of the fundamen-
tals of economic behavior and made possible the separate
study of these complicating considerations themselves,
which we shall now undertake.

The first step in this further development of the imagi-
nary social structure is to examine the nature and bear-
ings of organized production. Hitherto our society has
been arbitrarily restricted to the unorganized or individual
creation of goods; there has been only “ primary” division
of labor, through the exchange of products. We now turn
to consider ‘“secondary” division of labor, or division of
occupations within the separate industries, the cospera-
tion of a large number of persons in the making of a single
product. This added element in the situation gives us
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two serious new problems, though closely related; first, the
mechanism of the actual organization of productive groups
through free contract alone, and, second, the division of a
joint product among the individuals making different
kinds of contributions to its production. The latter is the
familiar problem of “imputation” (Zurechnung) or ““dis-
tribution” in the technical sense.

Practically speaking, we are now turning to the second
general problem of economics as it is met with in the real
world. For methodological reasons we have, indeed, found
it necessary to discuss a society in which specialized pro-
duction takes place, but not joint production. In reality,
of course, production is joint, practically without excep-
tion. The subject for discussion now is, therefore, the
general principles of social organization under free ex-
change where given resources are used (in the production
of goods) for the satisfaction of giren wants (and under
given conditions as to available methods of technical or-
ganization, etc.). It is the problem of the “static state.”
In order to keep the problems of the organization of pro-
duction and the division of the product as simple as possi-
ble and to introduce complicating factors one at a time,
no other changes are now to be made in the arbitrary speci-
fications of the system we are studying. In regard to pro-
duction particularly, we assume the absolutely continuous
creation of the complete article and its immediate exchange
and consumption when complete, and the absence of pro-
ductive “property” in the ordinary sense.! That is, there
are to be no material productive agents which are not either
superabundant, and therefore free, or else rigidly attached
to the persons of their owners, and no way is to be open
either to increase the productive efficiency of person or
thing or to decrease it through use. The only change now
introduced in the conditions of our problem is that at least

1 See above, chapter 11, pp. 76-80, for the assumptions under which
we are working.
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a large part of the commodities produced and consumed in
our society are to be made by groups of individuals, per-
forming a number of different kinds of productive work.
It is not necessary that every individual perform a unique
function; rather let it be typically true that considerable
numbers perform the same sort of work and that there are
gradations of similarity in the different tasks.!

The possibility of an automatic organization of pro-
duction through free agreements between individuals de-
pends upon a technological principle governing joint pro-
duction and not hitherto introduced. This new axiom is as
fundamental to economic thought and process as the prin-
ciple of choice or diminishing utility, and very similar to it
in statement. It is the principle of the variation of pro-
portions in the factors of production, already long famous
under the name of ‘“diminishing returns,” though its clear
and approximately accurate formulation in general terms is
a relatively recent achievement. This new law is a general-
ization from the facts of physical nature as the former is a
gencralization from the facts of human nature. Like the
other, and all other “laws,” it is an approximation, and its
approximateness must be kept in mind in making practical
applications of conclusions resting on it as a premise. Like
the other great axioms in economics, it is purely a princi-
ple of relativity, dealing with proportions only. Inthis re-
spect the current statements of the principle are generally
less misleading than in the case of diminishing utility,
there being less temptation to give it an absolutistic in-
terpretation. It does seem strange, however, that it took
economists so long (nearly a century) to recognize the
inherent reversibility of a change in proportions and to
draw the obvious inferences from the fact. We may ob-
serve finally that the new principle is much “truer”; i.e.,
more universally and accurately in conformity with the

1 See note above, p. 86 n., on indifference as to the presence and use
of money.
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facts, more dependable, than its psychological counter-
part.

In many other respects, also, there is similarity between
the two fundamental principles of proportionality, ‘the
psychological law of diminishing utility and the techno-
logical one of diminishing returns. A formal and accurate
statement of either presupposes continuous divisibility
of the variable element, which is not true to fact in a par-
ticular case, but which does hold good with practical ac-
curacy in a large market. In both cases divisibility breaks
down completely (in an individual case) for minimum
amounts. As there is a definite minimum quantity of any
consumption good required to give it any significance, so
there are limits to the proportions of productivity agencies
which will yield any effect at all. As to minima in the case
of consumption goods in the different sense of minimum
amounts necessary to life, this, though commonly assumed,
is ordinarily not true. It is only under very special circum-
stances that any particular commodity, as the market de-
fines and differentiates commodities (and this is the only
sound or relevant method), is indispensable.

In the case of both the law of diminishing utility and
that of diminishing returns, also, there are maxima to be
taken into account beyond which the good or agency ceases
to enter into problems of conduct at all, becoming a ““free
good” — better called a potential good, as we have seen.
The correct procedure is of course to treat superabundant
elements in production as we did those in consumption;
i.e., to take them absolutely for granted and ignore them
completely. Only the “possibility” of a situation arising
in which a thing would not be superabundant can give it
significance or lead to its being consciously considered in
any way.

In discussing the principle of diminishing returns a
special difficulty arises in the confusion of varying propor-
tions in a combination with changes in the absolute size

H
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of the combination as a whole. These things must im-
peratively be kept separate; in the writer’s opinion more
error has arisen over this point than any other single
matter in distributive theory. If the amounts of all ele-
ments in a combination were freely variable without limit
and the product also continuously divisible, it is evident
that one size of combination wduld be precisely similar in
its workings to any other similarly composed. But under
this condition the tendency to monopoly in the production
of every good would be unimpeded. For the competitive
system to work, it is necessary to postulate that the con-
ditions as to divisibility of factors are such that the bar-
gaining unit of any one factor is quite small in relation to
the total stock of agencies which more or less effectively
compete with that unit, and also that an establishment of
relatively small size in proportion to the industry as a
whole is more efficient than a larger one. Under these con-
ditions the first effect of competition must be to bring all
the plants within an industry to the most economical size,
and leave a sufficient number in operation to compete
effectively for the productive agencies which all use.!

The principle of diminishing returns in its now current
form runs somewhat as follows: As successive increments
of any one agency are added to fixed amounts of other

1 Competitive relations between similar establishments are much com-
plicated in real life by the fact that practically every business enjoys
a certain degree of partial monopoly. It does not turn out exactly the
same product (bundle of utilities) as its competitors. An extreme ex-
ample is the case of railroads where a part of the output, the through
traffic, is competitive while the other part, the local traffic, is monopolis-
tic. This whole question of the relation between the size of an industry
and the size of an establishment seems to the writer badly mixed up in
the literature. Professor Bullock has distinguished between the three
principles of diminishing returns with varying proportions between the
factors, diminishing costs in an industry as a whole and decreasing costs
in the single establishment, or economy of large-scale production. (Cf.
Quarterly Journal of Economics, vol. xv1, pp. 473 ff.) But no one, so far
as I know, has worked out these cost laws adequately. (Cf. also Daven-
port, Economics of Enterprise, chap. xxiv). Davenport does not go as
far as Ballock in the analysis of the problem,
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agencies in a combination, the physical product of the
combination will increase, but after a certain point the
output will increase in less proportion than that of the
agency in question and will ultimately decrease absolutely.!
A more general formulation, emphasizing the reference to
proportionality in contrast with absolute size, and the
reversibility of the law, might run as follows: When the
proportion of agencies in a combination is continuously
varied over a very wide range, there is generally a first
stage in which the product per unit of either agency in-
creases; then a stage in which the product per unit of the
relatively increased agency decreases and the product per
unit of the relatively decreased agency increases; and finally
a third stage in which the product relative to either agency
decreases. Since either agency may be the increasing and
the other the decreasing one, the first and third stages are
identical in meaning.?

! See F. M. Taylor, Principles of Economics, chap. 1v, for a very
thorough and sound non-mathematical discussion of the whole question
of variable proportions and diminishing returns. I must remark, how-
ever, that Taylor’s treatment of the economy of large-scale production
seems to me to be based on fallacy.

2 The second statement of the law is deducible from the first. All
that is involved in the law of diminishing returns is properly to be re-
garded as a deduction from the following self-evident premises:

1. The proportions of agencies in a combination may be varied without
destroying its productivity.

2. If to a certain amount of one agency (say, labor) another agency
(say, land) is added in amounts varying continuously from zero to in-
finity, a definite amount or range of amounts of this second agency
(neither zero nor infinity) will yield a larger total product than will larger
or smaller amounts. In other words, if the proportion of one agency to
another is increased without limit, the product per unit of the decreasing
agency will first increase and then decrease; i.e., there is a maximum
point, or range, beyond which in either direction the product (per unit
of the increasing agency) will decrease.

8. It is demonstrably true, and is necessary to the theory of distribu-
tion that extreme variation (short of infinity) in either direction will
yield a zero product.

It is most essential in regard to this law that it relate to any variation
in proportions irrespective of the absolute amount of any factor present
and of the direction of the change. But the conventional case of the ap-



100 RISK, UNCERTAINTY, AND PROFIT

It is requisite for an intelligent organization of produc-
tion and a determinate division of the produce among the
factors by competitive price forces that not merely the
product increase in less ratio than the factor, but that equal
arithmetic increments of factor yield decreasing incre-
ments of product. These two principles have entirely
different meanings, of course, but they are badly confused
in many statements of the theory of diminishing returns.
The second can, however, be deduced from the first, which
follows from the very nature of an economic situation, as
shown below. The relations of the various elements in the
problem can best be shown by reference to a graph. In the
accompanying figure, the horizontal or X distances repre-
sent quantities of the single variable productive factor in a

Vil \

plication of labor to land, or rather of land to labor, is easy to visualize
and suitable for illustration. Let us imagine a group of new settlers on a
virgin continent faced with the problem of how much of the unlimited
supply of land to use with their limited supply of labor. It is surely evi«
dent: (1) that they can use different amounts and still get some product
(Ax. 1); (2) that they can use too little or too much to get the largest
amount of product (Ax. 2); (3) that they might conceivably try to use so
little or so much land that no product at all would be secured (Ax. 8).
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combination, and the vertical or Y distances, the corre-
sponding total physical output of the group. In graphic
terms the point where diminishing returns begin is the
point (3) where this curve becomes tangent to a straight
line through the origin. Less than this proportion of the
variable agent cannot intelligently be employed even if it
is free, for the output could be incrcased by discarding a
portion of the other factors, if no more of the variable one
could be obtained at a uniform price. It is true, necessarily
and a priort, that there is such a point on the curve, that for
less amounts the product increases in greater ratio than
the factor. That is, for any point on the curve between this
point (3) and the intersection of the curve with the X
axis the tangent must cut the X axis positively. Now, if
below this point (3) the tangent to the curve cuts the posi-
tive X axis, if at this point it passes through the origin and
beyond this point it cuts the positive ¥ axis, then mani-
festly the curve is concave downward at the point in
question. And this is the graphig condition representing
decreasing increments of product. It seems reasonable to
assume that the same condition (concavity downward)
holds from point 3 to the maximum point (4), but this is
not demonstrable a priort. If it is untrue for a certain stage
in this interval between points 3 and 4 over the whole field
of industry, as represented by the dotted line in the figure,
there is indeterminateness in the competitive situation in
that interval and to that extent, but this is a rather in-
credible supposition.

It is immaterial what shape the curve has below point 8
so long as its tangent always cuts the X axis. No doubt in
any one industry the curve will show stages of increasing
returns interspersed with stages of decreasing returns, and
various proportions of combination of the factors are wise
and stable.!

1 It is to be noted that we must assume the size of individual establish-
ments to be nearly a matter of indifference.
The above reasoning proves also that the curve itself cuts the X axis
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If men are supposed to know what they are doing there
is no occasion for discussing the first and third stages at all.
The boundaries of the second stage represent extreme
limits where one agency or the other becomes a free good
and passes out of consideration altogether. Beyond this
point the product is absolutely diminished by increasing
one agency or the other, as the case may be, which is an
absurdity. The idenfity in meaning of the first and the
third stages is evident; the first stage when passing in one
direction s the third when reading the data in the opposite
order. It is a mere matter of the arrangement of results,
not of the results themselves. Beyond the limits of the
stage of ‘“decreasing returns,” therefore, or under cir-
cumstances where the law did not hold, there could not
exist an ‘“‘economic” situation. Unless the return per unit
of any agency does decrease it is not productive at all; its
use adds nothing to the output of the combination. If we
imagine increasing returns the agency is negatively pro-
ductive. This fact has been recognized in the case of land
in the common statement that additional land would
never be taken up until diminishing returns set in on that !
already in use.

The facts of variability in the proportions of agencies in
the productive organization, and of the variation of the
yield relative to the different agencies in accordance with
the principle of diminishing returns not merely make

positively as drawn in our figure, and does not pass through the origin.
It follows further from the symmetry of the relation between factors that
the curve will cut the X axis again beyond the maximum point and not
become asymptotic, as it should do if it passed through the origin. Pro-
fessor Taylor’s curve was incorrectly drawn in this detail as it should
either become asymptotic or else not pass through the origin.

1 Really on the other agencies applied to the land, but we follow the
usual formulation. The assumption must be borne in mind that men
know what they are doing and are motivated by the desire to maximize
production. In fact, the results are much distorted by ignorance, the
effect of tradition carried over from a place where land is scarce to new
countries where it is abundant, ingrained land hunger, etc., and in the
United States by the conditions of land settlement and preémption.
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possible the economic organization of society through free
contract, but in their absence the whole question of or-
ganization would be meaningless; there would be no such
problem. Unless there were open for use various com-
binations of various productivities, with the possibility of
comparing them, there would be no question of using any
one arrangement rather than any other. Organization is
called for, is possible, and is carried out only through the
fact that the separate contributions of separate agencies to
a joint product can be identified. The organization through
free contract under competition is possible and real and
effective in so far as such a system tends to give to the
owner of each agency the separate contribution of that
agency. Modern society is organized through the associa-
tion of control over productive agencies with the right t5
their yield. Only because the income is greater where the
product is larger is such organization possible at all. In the
absence of a law connecting distributive share with effective
contribution our social system would be no system, but
chaos. It is, therefore, inappropriate for economists to argue
as to whether the separation of contributions to a joint
product can or cannot be made; it is made; it is our business
to explain the mechanism by which it is accomplished.

The business man does find out how much different
agencies or units of productive power are worth to the pro-
ductive process or he could not carry on his business. It
is obvious that the business man, in bidding for the use of
separate agencies, must think in terms of the added con-
tributions of added units, — in technical economic par-
lance the “marginal” product, — and it is demonstrable
that when the units are sufficiently small the sum of the
separate, specific contribution of all the agencies exhausts
the total joint product.!

It is to be observed that when a new productive unit is
added to a productive combination the technical law of

1 Cf. below, p. 108 and note.



104 RISK, UNCERTAINTY, AND PROFIT

diminishing returns does not fully describe the variation in
the output. In consequence of this law alone, the added
physical product of similar agencies will rise in the position
from which the one in question is withdrawn and fall in
that into which it moves.! But in addition, since the trans-
fer decreases the total output of the commodity from whose
production the agency is withdrawn, and increases the out-
put of the industry into which it is moved, the price of the
former will rise and of the latter fall relatively. In an or-
ganized free exchange society, producers naturally estimate
product in terms of its exchange value and not of its
physical magnitude. The variations in physical contribu-
tion and in the value of that contribution when an addition
of any kind of agency is made, work in the same direction
and must be added to give the total decrease in the value
product. We shall call the aggregate variation by the name
of diminishing value productivity or simply diminishing
productivity, which must always be distinguished from the
diminishing physical returns.?

! The fall in specific or marginal contribution is an easy inference from
the law of the variation of product per unit. For a detailed demonstration
see Taylor, loc cit., especially pp. 101, 102. The “added product” of a
unit in the text above is what Taylor and most writers call *“ the marginal
product” of the “factor.”” For reasons which will presently appear 1
prefer to avoid the misleading terminology of factors and margins al-
together.

2 This terminology is more or less arbitrary, but is one way of straight-
ening out the current confusion and giving different names to different
things. Taylor (loc. cit.) uses both expressions ** diminishing returns” and
*“diminishing productivity,” in connection with the instrumental law;
in fact in virtually the same sense, and does not bring out the contrast
between the variation of physical product and that of value product.
Strange to say, he does not use the principle of diminishing returns which
he so well formulates in his discussion of distribution, but adopts a
different line of reasoning through different proportions of factors in
different industries without variability of proportions in single industries.
That this same principle is involved is recognized by Taylor, who thus
shows a considerable advance over Wieser. This author, it will be recalled,
uses the same theory of imputation which Taylor uses, but advances it in
place of the specific productivity theory, applied to industries independ-
ently, which he repudiates. (See below, p. 110.)
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It is unnecessary to introduce into our society any factors
or agencies other than labor in order to study the mechan-
ism of imputation. Groups of individuals more or less
specialized to and specializing in different productive
functions in the making of the same commodity represent
in principle all that is involved in the codperation of agen-
cies of whatever difference in nature. We may, therefore,
refer to these different functionaries as types of agencies,
or indeed as “factors” of production, though we shall
presently find reasons for avoiding this term, on account
of its misleading connotations. When the conditions of a
“static’ society — i.e., given conditions of the production
and consumption of goods — are correctly laid down, there
is, as we have seen, no room for property in any sense
which differentiates it from productive capacities inherent
in the person of the owner.!

This matter will be discussed at greater length as we
proceed. Let it merely be understood at this point that any
class or group of agencies, or “factor” of production to
which we refer, is formed on the basis of the physical facts
and includes those things which are actually interchange-
able one with another in the production process. If we
speak of “factors” at all, there will thus be not three, but a
quite indefinitely large number of them.?

As a matter of fact, a great deal of unnecessary mysti-
fication has been thrown around the problem of imputa-
tion. It is merely a case of joint demand, and the same
situation is common in the case of consumption goods.
There is really no more mystery or special difficulty about
separating the demand for labor or any particular kind of
labor, due to the fact that it is not employed alone, than
there is about constructing a separate demand curve for
butter, which is always consumed along with other com-

1 Cf. above, chapter 1r. )
2 As Davenport has remarked. (Cf. Economics of Enterprise, chap.
xx11.) But Davenport’s position will come up for criticism later on.

(Below, p. 124.)
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modities. The principle of variable proportions is the key
to the solution in both cases. Commodities always used
together and always in the same proportions would not be
separate commodities, as far as consumption is concerned,
but parts of one commodity, though they might still be
valued separately if the conditions of production were dis-
tinct.

Keeping in mind the above facts and the simplified con-
ditions under which we are working, it is not difficult to
picture the actual mechanism of the organization. Let us
begin as in the last chapter with a random adjustment and
follow through the successive readjustments to the equi-
librium condition. Suppose that groups of producers are
formed by guess in any chance way, the product of each
group as a whole being determined in the manner already
described and its division among the members of the group
arranged on any basis whatever. It is evident that the
desire of every individual to better himself will lead at
once to three sorts of inquiries. First, each person will
endeavor to ascertain his own value to the group of which
he is & member and compare it with the share which he is
receiving; and second, he will similarly inquire what he
might be worth to other groups. Third, as a member of a
group cach individual will interest himself in the value to
the group of other individuals in it and in the value which
individuals outside it would have if they could be pro-
cured for his group. As a result, (1) remunerations will
rapidly be readjusted toward the values which the individ-
uals contribute to the output of the groups with which they
work, and (2) all individuals will gravitate toward those
groups in which they can make the largest contributions to
output. Any individual receiving from his group more
than he is worth will be released or have his remuneration
reduced. Any individual receiving less than he is worth
will be able to secure his full value.! since we have specified

1 The mode of internal organization of the groups need not trouble us
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conditions under which perfect competition will exist
between the groups.

All productive groups would thus compete among them-
selves for the services of actual and potential members, and
the individuals in the soctety would compete for positions
in the group in a manner quite analogous to the existing
order of things. The standard of what a group could afford
to pay for a man is clearly the amount which he enables it
to produce more than it would produce without him. In
the final adjustment the individual’s contribution to the
income of the group is his contribution to the income of
society as a whole, which he is under pressure to make as
large as possible by placing himself in the position where he
is really most effective.! The tendency of a competitive

here. It might take any form which would produce effective common
action and responsibility. In life, it is, of course, generally worked out
through a responsible entrepreneur as intermediary, but it is necessary
to exclude such a functionary at this point in the argument, and in fact
his services would be superfluous, except, perhaps, temporarily while the
adjustment was being worked out. Greater violence is done to reality by
the specification of perfect competition among organizations for members,
This assumption involves, in the first place, perfect knowledge and inter-
communication throughout the society. In addition it calls for a large
number of groups exploiting every sort of service, and entire absence of
collusive action among them. The number of establishments in any line
of production depends upon the size of cach, which in turn depends on the
divisibility of the factors being combined. Hence the principle laid down
above (p. 98) that competition depends on a degree of divisibility in
productive factors. That division of labor is limited by the scope of the
market is true, but commodities sold in different markets do not repre-
sent the same aggregations of utilities, and are different commodities.

1 There is a difficulty in regard to the meaning of the value contribution
to a social total. Exchange values being essentially ratios, an aggregate of
exchange value has very little meaning. We cannot be sure that the value
income of society as measured by the market, in terms, say, of a particular
commodity, would be larger when the final adjustment was reached than
under any other arrangement, and, of course, it will not do to say that the
individual gets the physical commodities which he enables the society to
produce. The answer is that he will get the value of the physical contri-
bution which he makes, enough value income to buy it. The actual
physical contribution should theoretically consist of infinitesimal incre-
ments of practically all the commoditiesproduced in the society, perhaps
including an increment of “leisure.”
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organization is, therefore, toward that ideal adjustment
familiar in the literature of laissez-faire. In the final ad-
justment the organization could not be changed without
bringing uncompensated losses, and the total produce
would be divided among all claimants by giving each his
added product.!

The conditions precedent to this theoretical result are
indeed abstract; but they are the conditions of perfect com-
petition, and they are the conditions which actual society
more or less closely approaches. It is important both to
understand free competition because society does approach
it more or less closely as an ideal, and to be fully aware of the
artificiality of the conditions necessary to realize it perfectly.

Another way of formulating the condition of equlibrium
is to view the adjustment as a continual repricing of pro-
ductive services. This process would be more closely analo-
gous to the process by which the prices of consumption
goods are determined. We can think of each producer or
group as being in the market with a certain amount of
money to spend for productive power in the abstract. At
the price level established at any moment those productive
agencies will, of course, be purchased which make the
largest price contribution to product for a given price
outlay. But since the amounts of all agencies in existence
are fixed, competition will quickly force a readjustment of
prices to that point at which equal price amounts of all
agencies make equal price contributions to product, just as
in the former case equal price amounts of all goods must

1 For a full discussion and demonstration of the theoretical exhaustive-
ness of the distributive process as described above (though in a somewhat
different setting), see Wicksteed, Common Sense of Political Economy,
book 11, chap. vi, and The Codrdination of the Laws of Distribution,
passim. The reader will notice that the lines along which the adjust-
ment is supposed to be worked out above are very different from the
**dosing method”” familiar in American economic literature. (Cf. espe-
cially J. B. Clark, The Distribution of Wealth, chap. xiu1.) This latter
procedure seems to the writer unnecessarily abstract and unreal and more

difficult to follow than the realistic method of tracing out the effect of
competition among establishments.
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represent ““equal utilities” to all consumers. The organiza-
tion of the productive system as a whole is in fact quite
analogous to that of the expenditure of income. Productive
agencies are now the given resources of which the best use
is to be made by distributing them so as to secure equality
of remuneration for similar units in all employments. In
the organization as a whole, the two principles combine.
The money income may be omitted, as an instrumental
intermediary, and the result stated by saying that the real
resources of society tend to be so distributed among all em-
ployments that similar physical units everywhere make
contributions psychically equivalent to all persons in the
system in a position to choose between them.

It will now be in order to notice the more important ob-
jections which have been made to the productivity theory
of distribution, though many or all of them have already
been answered and probably would not be made against the
form of the theory presented above. To begin with, let us
insist on the complete separation of the theory of distribu-
tion proper from certain sweeping moral and social dog-
mas, which have been deduced from it. Professor J. B.
Clark, the leading American exponent of the theory, is
partly responsible for this confusion, through a few un-
guarded paragraphs in “The Distribution of Wealth.”!
The illegitimacy of these ethical deductions has been well
argued, however, by Professor Carver,? another expositor
of the theory, as well as by Professor J. M. Clark in de-
fending the theory itself.* We may, therefore, pass over the
strictures of those writers who do not like social implica-
tions which the theory does not have, which include a
considerable part of the criticism of Professors Daven-
port¢ and Adriance;® we shall take up briefly the ques-

1 See especially pp. 8, 9.

2 Quarterly Journal of Economics, August, 1901.

3 Political Science Quarterly, June, 1915.

¢ The Economics of Enterprise, chap. x.

8 “Specific Productivity,” Quarterly Journal of Economsics, vol. xx1x,
pp- 149 ff., esp. pp. 159 and 160.
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tion of the ethical aspects of the competitive system in
chapter v1.

Against the productivity theory itself an old and com-
mon criticism is that well stated by Wieser,! who attempts
to refutc Menger's presentation of it, and substantially
the same line of attack has been followed more recently
by Hobson,? who refers especially to Wicksteed. The con-
tention is that specific or marginal productivity cannot
afford a theoretically adequate method of distribution, for
the reason that the sum of the products of the separate
agencies, as defined by the theory, will be not equal to the
total joint product, but considerably larger. The amount
subtracted from the total product when “one unit” is
withdrawn will, it is argued, be much greater than can
be imputed to that agent alone, since the loss of any agent
will more or less dislocate the organization. It, therefore,
becomes impossible by this method to divide the total ac-
curately into parts ascribable to the separate “factors”
individually as the specific contribution of each. Wieser
proposes an alternative method, which is identical with
Professor F. M. Taylor's exposition of th2 productivity
theory itself.® Hobson dogmatically declares the problem
impossible.

The error i this line of reasoning lies in fixing the
attention upon a comparatively small organization and
comparatively large blocks or units of productive service.
When account is taken of the actual size of industrial

v Der Natiirliche Werth, 3. Abschnitt, ““Die Natiirliche Zurenchnung
des Productiven Ertrages,” § 22.

2 The Industrial System, chap. v, appendix, pp. 112-20. A somewhat
different (quasi-mathematical) line of argument to the same end is put
forth by R. S. Padan, Journal of Political Economy, March, 1901 (vol. 1x,
pp. 161 fI.).

3 Cf. above, p. 104, note. Taylor is right in the contention that specific
productivity can be imputed through differences in the proportions of
agencies in different industries alone without variability of proportions in
the industries individually. In fact, both elements come into play. We
have mentioned and shall presently discuss further the fallacy involved
in the concept of the “factor” of production.
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society and of the ordinary unit of most agencies, it will
be seen that the ‘“‘dislocation” is negligible; theoretically,
to be sure, the units would have to be of infinitesimal
size, separatcly owned and effectively competing; i.c., the
proportions must be continuously variable, in the mathe-
matical sense. But in the typical case the error resulting
from this assumption is not large in comparison with other
inaccuracies in the competitive adjustment. It is true that
there are exceptional cases where agencies are not highly
divisible, or even not divisible at all, and competition gives
place to a greater or less degree of monopoly. These ex-
ceptions are relatively infrequent in the mass of industry
as a whole, but are of considerable absolute importance, and
we shall have something to say later on in regard to unique
and indivisible agencies.}

Padan, in the article referred to, further attacks Pro-
fessor Clark’s exposition of the productivity theory on the
express ground that the amount received by any factor
would depend on the arbitrary size assigned to the marginal
unit. Thispoint alsois hypothetically sound, but irrclevant.
The size of the unit is not an arbitrary matter of method-
ology, but a question of fact, and Professor Clark may be
open to criticism only for sceming to imply the contrary.
The soundness of the theory, the possibility of competitive
distribution at all, in fact, depends on the actual division of
productive agencies into bargaining units of small size.?

1 See chapter v1.

2 We may notice here another point raised by Padan, the bearing of
increasing returns upon the theory. It is generally recognized that in the
earlier stages of a hypothetical dosing process, increasing returns will be
secured, up to a certain point. By “‘supposing’ this stage of increasing
returns to last throughout the process, Padan easily makes the applica-
tion of the method appear absurd. This line of reasoning is still more
arbitrary than his earlier point, however, and need not detain us. We have
shown at sufficient length that increasing returns is an absurdity; that an
agency worked under such conditions is negatively productive and had
better not be used at all. Professor A. Landry, in criticizing Professor
Carver, has also overworked this supposition. (See Quarterly Journal of
Economics, vol. xxiu1, pp. 657 ff.)
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We should hold that it is an error to say that “labor™
or any “factor” gets or tends to get its product. This
holds good only for the actual individual men or other
agencies.

A third, somewhat philosophical, criticism is also ad-
vanced by Davenport and Adriance. It is contended that
the “marginal” product of labor, for example, is as much a
joint product as that of any other than the marginal unit.
The laborer who uses no-rent land still has to use it, can
produce nothing without it, and hence the product can-
not be ascribed to the labor alone. Professor Taussig also,
though like Davenport somewhat guardedly, asserts that
all product is joint product and cannot be divided into
parcels attributable to separate agencies, though at the
same time he inclines to regard all income as the ‘“pro-
duct” of labor.! An examination of this reasoning would
carry us into the question of the meaning of production
and causality, which will be taken up presently. For the
present it must suffice to point out that it involves a
confusion between mechanical and economic productivity.
The land used by marginal labor may be necessary to the
operations in the former sense, but is not in the latter, since
by hypothesis if it is withheld from use it can at once be
replaced by other land equally good; otherwise it would
not be free land. The fallacy is parallel to the confusion
between “utility”’ (as usually defined) and economic value.
Free goods, like air, may be necessary to life, but no par-
ticular portion being necessary, the good cannot have
economic value (nor, as we have argued above, should it be
said to have utility if this term is to be used to connote
any sort of economic significance).

We must notice, finally, another objection raised by

1 Proceedings, Twenty-Second Annual Meeting of the American
Economic Association, p. 143. Taussig's statement that labor produces
all wealth, but is not entitled to all of it, would better, it seems to me,
be reversed. Labor cannot claim to be the only causal source of goods,
but may put forth a superficial claim to a right to consume them all.
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Hobson to the general doctrine of ‘““marginalism.” ! 'With
Hobson’s fundamental position, that marginalism is the
necessary form of a rational treatment of choice, and that
the rational view of life is subject to drastic limitations,
the writer is in hearty accord. It is not clear that Hobson
intends his strictures to apply specifically to the productiv-
ity theory of distribution, but it may not be out of place
to remark that such an application would be an error. In
general we submit that there is much more deliberate,
quantitative balancing of alternatives in economic con-
duct than the discussion under notice would have us
believe, but this is a large issue which cannot be threshed
out here. It does not seem to us that the composition of
life is closely analogous to Hobson’s painting or cake in
which the proportion of the ingredients is rigidly deter-
mined by a recipe or a preconceived ideal of the whole.
In any case, the production of goods by industry is very
emphatically a rational process, an adjustment worked
out by the producer in terms of these very separable effects
of separate agencies. Nor is it true, as Hobson does argue
elsewhere,? that technical conditions prescribe the pro-
portions in which agencies are to be used. The proportions
of labor to land and of capital to either, and to a large ex-
tent of various sorts of each among themselves, are open
to variation through a range almost without technical
limit, in the fundamental industries at least. Again, the
final appeal is to fact. It is the value to the producer as an
addition to his organization as a whole which determines
the amount which he will bid in the market for the use of
any unit of labor, land, or capital, or the amount of any one
which he will purchase at an established price. Hence it is
this *“specific product” which rules the apportionment of
income at large among productive agencies at large.

As remarked above, most of the objections to the pro-

1 Work and Wealth, chap. xxIr.
t The Industrial System, cited above.



114 RISK, UNCERTAINTY, AND PROFIT

ductivity theory relate to the meaning of production and
of product, and come down in fine to the propriety of using
the word, rather than to any fundamental disagreement as
to how the distributive mechanism actually works. We
wish now to point out that in calling the addition made by
any agency to the total output of a large organization its
specific or separate product, we are using the word ““pro-
duct” in the same meaning and the only meaning which
the words “cause” and “effect” or equivalent terms
ever have. It is never true in an absolute sense that one
event is the cause of another. The whole state of the
universe at one moment may perhaps be said to cause its
whole state at the next moment, but when we say that “A”
is the “cause” of “B” we always assume that other things
are equal; we never mean that if the rest of the universe
were removed “A” alone would produce “B.” And the
imputation of any single event to another as cause or
effect is always largely arbitrary. Every event has an
infinite number of causes, and it depends upon circum-
stances, the point of view, the problem in hand, which of
these we single out for designation as “The” cause.
“The”’ cause of a phenomenon is merely that one of its
necessary conditions which is for some practical reason
crucial, generally from the standpoint of control. Itis the
one about which we must concern ourselves, the circum-
stances enabling us to take the others for granted. It may
be quite correct to name a dozen different antecedents as
“the” cause of a particular occurrence, according to the
point of view. The fact that other agencies, even the
whole social system, may be concerned in the production of
a certain good does not therefore argue against its being
the (specific) product of the particular agency upon whose
activity its creation actually hinges under the actual cir-
cumstances of the case.!

! In the writer’s opinion, the hostility to the productivity theory is
due mainly to the notion that the productivity of labor and capital repre-
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A general analytic statement of the principles of static
organization, in price terms and on the basis of supply and
demand, will consist of two main parts. We have to con-
sider two valuation problems relating respectively to con-
sumption goods and productive services. The problems
are usually designated as “value” and “distribution.”
It will be convenient to take up the second of these prob-
lems first. We have already seen that the effective form
of the law of variation of proportions of factors is the law of
diminishing value productivity. It is obvious that all re-
adjustments involve transfers of productive resources and
that every such transfer implies a price change, raising the
prices of goods produced by the organization from which
resources are taken and lowering the prices of goods to
whose production resources are diverted. And the effect
of this price change coincides in direction with the effect of
diminishing physical returns. We may content ourselves
for the present with this superficial view of the price re-
actions on the side of consumption goods and proceed to
work out the price conditions of equilibrium of the system
in terms of the distributive shares. After which the view-
point will be shifted to regard these shares, not as the re-
munerations of agencies, but as costs of the goods into
which their services enter. When the adjustment and its
equilibrium have been studied as a relation between
sents their moral desert in distribution, joined to the conviction that the
existing order is not morally ideal. The theorists who treat a productivity
remuneration as synonymous with ideal justice are merely uncritically
voicing the popular view. It is this popular dogma which is the seat of
the difficulty, and which represents a confusion of the most egregious sort
and leads to equally muddled reasoning on the question of causality in
order to avoid a repugnant conclusion as to the justice of things as they
are. The question cannot be gone into here, but a little consideration
will show that there is almost no case at all for an identification or close
assimilation of causal contribution to production with moral desert in
distribution. The inequalities in inherited property and opportunity in
several senses are obvious, but it must also be recognized that natural
differences in personal capacity are cqually powerless to create a valid
moral claim to favored treatment.
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prices and costs of consumption goods, we can bring the
two analyses together and see the relations of the three
sets of price facts — values of goods, costs of goods, and
values of productive services. It is obvious that as aggre-
gates the three concepts are identical, all being in fact the
social income looked at from different points of view.
From the standpoint of the present problem of the
“static state” the supplies of all productive agencies are
rigidly fixed, and the theory of the valuation of their serv-
ices is closely parallel to the market price theory as given
in the last chapter for consumption goods. The facts of
demand and supply for any particular kind of agency can
be presented in the form of schedules or graphs showing
the respective amounts that will be forthcoming and that
can be sold at each price, and the equilibrium point would
be manifest in such a presentation. The facts on both the
supply and demand sides of the relation are more com-
plicated than in the case of consumption goods. On the
supply side we cannot take the amount in existence even
at a moment as a given physical datum. For we are deal-
ing with the services of a particular kind of agency, not the
agency assuch. The amount of the agency is fixed, but
the amount of marketable service forthcoming from it may
well vary with the price offered. Two courses are open.
We may define and classify services on the basis of the
physical characteristics of the agencies which render them
or in terms of the physical result produced.! Let us take
first agencies as physically defined. In this case the effect of
the substitution of more or less similar agencies is to be
taken into account in plotting the demand curve; supply
means the supply of the services of a particular kind of
physical agent, things which are perfectly homogeneous and
universally interchangeable alone being grouped together.

1 It seems to me a manifest absurdity to define them in price terms as
does Professor J. B. Clark. (The Distribution of Wealth, chap. vi.) There
would be only one factor if measured in price terms, and the theory of dis-
tribution would be a pure petitio principii.
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It is usual, because superficially “natural” to assume
that a man will work more — i.e., work harder or more
hours per day — for a higher wage than for a lower one.
But a little examination will show that this assumption
is for rational behavior incorrect. In so far as men act
rationally — i.e., from fixed motives subject to the law of
diminishing utility — they will at a higher rate divide
their time between wage-earning and non-industrial uses
in such a way as to earn more money, indeed, but to work
fewer hours. Just where the balance will be struck depends
upon the shape of the curve of comparison between money
(representing the group of things purchasable with money)
and leisure (representing all non-pecuniary, alternative
uses of time). We therefore draw our momentary supply
line in terms of price with some downward slope.!

1 If this conclusion is not evident after a little reflection it may be
demonstrated by reasoning as follows. Suppose that at a higher rate per
hour or per piece, a man previously at the perfect equilibrium adjust-
ment works as before and earns a proportionally larger income. When,
now, he goes to spend the extra money, he will naturally want to in-
crease his expenditures for many commodities consumed and to take on
some new ones. To divide his resources in such a way as to preserve equal
importance of equal expenditures in all fields he must evidently lay out
part of his new funds for increased leisure; i.e., buy back some of his
working time or spend some of his money by the process of not earning it.
The conclusion is enforced by the important practical consideration that
the expenditure of money also requires time and energy which must be
saved from the work period if the best results are to be secured.

The facts as to the shape of the supply curve of labor from given labor-
ers are well known to employers of native workmen in backward coun-
tries, especially the tropics. White men in the advanced industrial nations
have not always behaved so rationally; their traditions give them a
higher preference for the kinds of satisfactions purchasable with money
in comparison with the more inward and spiritual enjoyments. But the
effect which was to be anticipated was very conspicuous after the out-
break of the World War, when the wages for certain kinds of work rose
to unprecedented heights and produced increased loafing and dissipation
instead of increased production. (It is important to bear in mind that we
are speaking of a permanent change; it would be in keeping with rationality
to work harder at a temporarily higher rate in order to purchase more
Jeisure later on.)

While on the subject we may observe that it is also an error to assume
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The second alternative is to define agencies or factors
in terms of the physical results which they produce. When
this is done the shape of the supply curve at a moment will
depend simply on the degree of specialization of the service
under discussion. At one extreme we would have an un-
specialized service, such as unskilled labor in a certain
employment. For such a service there would be no supply
at all below the established competitive price in all uses,
and a virtually unlimited supply above that price. That is,
the supply curve as a function of price would be a vertical
line. At the other extreme would be absolutely specialized
services, such as diamond cutters or aviators. For these
there would be no supply below a certain minimum price,
what such men can earn in other lines of work, and as the
price rose the supply would rapidly increase until the men
trained for the service were all employed in it, beyond
which the curve would merge into the supply curve pre-
viously discussed of services from given agencies. (See
accompanying graphs, which show supply as a function
of price.)

Services from given An unspecialized A specialized service
agencies service

In regard to demand, also, the case of productive serv-

ices is less simple than that of consumptive goods; de-
mand is (a) always indirect or derived, a reflection of the

that in this respect land or other property services will be different from
labor. These agencies also have alternative non-pecuniary uses, and if,
say, the rent on land were to rise, landowners could afford to use more
of it for lawns, flower gardens, athletic grounds, game preserves, pleasure
parks, etc., and less for cultivation and marketable crops; and if they
calculated closely they would do so.
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demand for the products of the agency, and (b) always
joint in character. In connection with the first fact, the
demand is also highly composite; identical productive
agencies minister alternately to a vast range of wants and
widely different agencics to the same wants. These com-
plexities in the use of productive services make a really
logical classification of them a difficult if not impossible
problem. The fact of joint demand, as we have seen,
differentiates producer’s goods from consumer’s goods in
degree only, and to a relatively limited degree.

The shape of the demand curve showing possible sales of
the services of any physically defined type of agency as a
function of price is similar to that of the consumption goods
demand curve. It is the curve of diminishing value pro-
ductivity already described, descending in consequence
both of decreasing physical productivity and decreasing
price. That is, if the supply of any productive agency be
increased the proportion of that agency in combinations in
which it is employed will be raised all along the line, and at
the same time there will be a relative increase in the pro-
duction of those commodities in which its use is relatively
important with a consequent decline in their relative price.
The equilibrium price point under static conditions is
practically the specific productivity of the given supply of
the agency (though we must remember that there is some
variation in supply of service as price varies even at a mo-
ment). In the equilibrium condition, that is to say, the
value of each service is equal to the value of its contribu-
tion to the total product, and the contributions of physi-
cally similar agencies are of equal value throughout the
system. It is evident that this adjustment fixes the prices
of consumption goods at the same time with those of pro-
ductive services, and we may apply the supply and de-
mand analysis to consumption goods also, giving the
theory of normal price in contrast with the theory of
market price studied in the last chapter.
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At a moment, the theoretical price of any good is the
(“marginal”’) demand price of the existing supply, the
highest uniform price that will take the supply out of the
market. The supply is a given physical fact, not an eco-
nomic variable, but a constant in the equation. The
equilibrium price of a good over a long period is a different
problem. Here it is not the amount of the good that is
constant (together with the facts of demand), but (under
“static” conditions) the conditions of production of goods
in general (and of demand). The supply of any particular
good may change freely and will do so as its price varies,
other things being equal. The price must be adjusted not
to dispose of a fixed supply, but to equate a rate ! of pro-
duction with a rate of consumption, both variable with or
“functions of ’ the price.

No particular reinterpretation of the demand curve is
called for, however, the only new problem being on the
supply side. Assuming for the moment that the rate of
supply as well as the rate of demand is in fact a function of
price, it is evident that the price must move toward an
equilibrium point equating the two rates; for goods can-
not be consumed more rapidly than they are produced
and will not be produced more rapidly than they are con-
sumed. Any difference either way will at once react on
the price and the price will react on the production and
consumption rates in accordance with the assumed func-
tional relations, and so on until the demand and supply
both correspond to the existing price.

To investigate the basis and character of the relation
between supply and price, we must consider the motives
which control production. The productive group cr es-
tablishment, however organized, must pay its members
(the owners of productive services) enough to retain them;

1 Marshall correctly treats long-time demand and supply as time rates,
but does not sharply contrast this form of the variable with the absolute
amounts dealt with in market price.
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i.e., it must meet competition. When any group can hire a
new member at a profit it will do so, and clearly it can get
any new member by raising ever so little the remuneration
he is receiving elsewhere. Clearly, also, it will dispense with
any member who must be employed at a loss; i.e., any to
whom competing groups can afford to pay more than it
can afford to pay. The amount of any commodity that
will be produced at any price, therefore, tends quickly
toward the amount that will yield neither profit nor loss,
for when production yields ever so little profit it will in-
crease, and vice versa. For the study of this adjustment it
is convenient to interchange the axes of our previous graph
and view cost and selling price as functions of the size of
supply.

It is usually assumed that cost may either increase, re-
main constant or decrease as supply is increased.! (Sell-
ing price, of course, practically always decreases.) The
question is really one of the most difficult and perhaps
one of the worst muddled in economic theory and cannot
be adequately treated here. But examination seems to show
that under the conditions necessary to perfect competition,
costs must always increase as supply increases. If there
is to be competition, conditions must be such that an
establishment of relatively small size in comparison with
the industry as a whole is more efficient than a large one;
otherwise monopoly will result. New supply will then
come through an increase in the number of similar es-
tablishments, not through an increase in the size of any
of them, and no economies of large-scale production will
be realized.

On the contrary, the increased supply must mean a di-
version of productive resources from other uses, which will
raise their price in those uses through the decreased out-
put and consequent rise in price of the competing product.
Of course, if competition exists the price will go up uni-

1 Cf. Taussig, Principles of Economics, chaps. 12, 18, 14.
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formly to all producers, and it goes without saying that the
cost of all units of the supply is the same.!

The precise form of the cost function will depend on the
importance of the particular good in the demand for the
productive services which enter into it. If its production
constitutes a negligible fraction of the demand for all these
services, we shall have practically constant cost; if a con-
siderable fraction, a more rapidly rising cost. It will also
vary with the character of the function representing the
law of decreasing returns in the given technological sit-
uation; for as production is increased the proportions of
more abundant agencies will be increased relatively to
those more limited in supply. The graph on p. 91 shows
the character of the functions and the meaning of equi-
librium, and is applicable also to conditions of joint pro-
duction.

The equilibrium condition or long-run tendency for the
static state has now been formulated in three ways from as
many different standpoints. From the standpoint of dis-
tribution; every agency must be in the situation where it
can make the greatest possible value contribution to the
social income and be valued by the contribution which it
makes. From the standpoint of consumption goods, prices
must be such that rates of production and consumption are
equal or that costs and selling prices per unit are every-
where the same. It is important to see clearly that these
statements are logically equivalent, presenting different
aspects of the same phenomena. It is self-evident that
costs of goods are identical in the aggregate with distrib-
utive shares, and both with prices of goods; all three are
in fact different names for the total income of the society.

1 Economic literature is full of the contrary assumption, but it is a
definite error, in dealing with long-time normal price. The existence of
differences in costs in different establishments in an industry is proof,
when not due to differences in accounting practice, that the competitive
adjustment is imperfect. The current conception of marginal cost
necessarily falls away through the same reasoning. The producer’s cal-
culations are made in terms of cost per unit and selling price per unit.
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A formulation including all these statements would be that
consumption goods and productive services must be so
priced that equal price amounts of the second make equal
price contributions of the first which have equal utilities to
all persons in the system. It is really self-evident that this
condition alone can be stable, that any other sets forces to
work to bring it about.

Hitherto we have dealt only with different sorts of hu-
man services as giving rise to the phenomena of competitive
imputation. The meaning and rdle of property in the
problem of economic organization next call for notice.
We have seen that material productive goods do not
modify the principles of organization so long as they are
not subject to increase or decrease and not separable from
the persons of their owners, to whose personal capacities
the same restrictions must apply.

The conventional classification of productive agencies
under the three categories of land, labor, and capital has
several times in the foregoing pages been referred to ad-
versely, and it is appropriate at this point to take up for
somewhat more detailed notice the difficult problem of
correct definition and classification. It is evident that all
these classes are anything but homogeneous, that different
human beings, different machines, and different natural
agents show the greatest diversity in characteristics and in
the services which they perform. Cairnes’s attempt to
reduce labor to more approximately homogeneous bodies
gave us the famous ‘“non-competing groups.” Still more
obtrusive are the dissimilarities of different natural agents
— wheat land vs. pineapple land, arable vs. grazing or
timber, and all contrasted with mineral-bearing and the
multitudinous kinds of the latter. Capital is somewhat
peculiar in this respect, its “fluidity” depending on the
length of time taken into view.

On the other hand, it is if possible a more im ant fact
that agencies from different classes and of the mé®% diver-
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gent physical properties may be equivalent and inter-
changeable with respect to the results which they achieve.
As Carver has observed, a (human) ditch-digger is eco-
nomically as closely akin to a steam shovel as he is to
a bookkeeper.! Indeed, the possibility of a competitive
organization of society depends on the fact of varying
proportions, that no particular agency is indispensable,
but that within limits they may be substituted for each
other and therefore each must compete with others of
different kinds for its place. It is evident that otherwise
producers would not be in the market for the agencies
separately and they could not be separately evaluated
through competitive bidding. The existence of a problem
of distribution depends on the cotperation of different
kinds of agencies performing physically different operations
in the creation of product, and the possibility of solving
the problem depends on the equivalence of determinate
amounts of the several services in contributing to the value
result. It follows at once that, as already observed, no
classification or measurement of productive services on the
basis of their contributions has any meaning for the dis-
tribution problem. According to such a standard they all
form one vast homogeneous fund.?

U The Distribution of Wealth, p. 85; cf. also Davenport, Economics of
Enterprise, chaps. x1 and xxi1.

2 Reference has been made to the absurdity of the two-factor analysis,
as exemplified particularly in the work of Professor J. B. Clark. The same
author falls into the closely related fallacy of measuring separate agencies
by their productive contributions. He recognizes and clearly states the
difficulty (The Distribution of Wealth, p. 374, note) and ostensibly gets
around it by setting up an absolute subjeclive standard of measurement.
It is very difficult for the present writer to criticize this reasoning, and
out of the question in the space available; I can see nothing in it but a
complete failure to make connections, a palpable non sequitur. It is to be
observed that the fallacy is equally involved in all other distribution
theory which makes use of ““factors” at all — the number is immaterial —
and this includes most of the literature of the subject.

A conspicuous exception is Davenport's discussion (Economics of
Enterprise, chaps. xrand xxin) already mentioned, which is excellent for
this phase of the question. Where it falls short is in failing adequately to
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The problem is really a difficult one, and cannot be
passed over, since we cannot discuss the valuation of
things without knowing what it is that is being evaluated.
Mouch the same difficulty, however, was met with, as will
be recalled, in the sphere of consumption goods, and the
answer must come from the same source in the two cases —
an appeal to the unsophisticated facts of the market.
Things quoted under the same name and identically priced
may be taken as identical, and vice versa. Some special
features of the present case may be mentioned, however.
In the first place, interchangeability of productive agents
depends on the use; two things may be equivalent for one
purpose, entirely dissimilar for another. This is not nearly
so true of consumption goods, which, indeed, are not
generally open to such a complex variety of uses. Inter-
changeability is also a matter of time. The problem of
changing the form of productive agencies and adapting
them to new uses carries us into long-time considerations,

separate the long and short period problems of distribution. It is this
failure which in the writer's view explains most of the controversial
differences between economists in so far as they relate to the scientific ex-
planation of distribution, and not to questions of propriety or policy. It
is essential to take account of the fact that from the long-time point of
view the question of classification takes on a different aspect, becoming a
question of the conditions of supply of different types of agents. The
case for the conventional tripartite division (or more especially the separa-
tion of land and capital) is argued at length in A. S. Johnson’s Rent in
Modern Economic Theory. (See especially pp. 85 ff.) This phase of the
problem will presently come up for discussion, and it will be pointed out
that there is danger of over-simplification here also. (See below, chap-
ter v.

It may strike the attention of the reader that while the tripartite
classification is emphatically repudiated, the factors are still commonly
referred to in the present essay as ‘land, labor, and capital.” If ex-
Jplanation is called for, it is to be found in the necessity, for mere exposi-
tory purposes, of some expression which explicitly covers the whole
group. The significance is the opposite of classificatory; ‘“‘animal,
vegetable, and mineral,” or “solid, liquid, and gaseous agencies” could
have been used but for their unfamiliarity in this connection. Also the
familiar terms have social and ethical significance if none of a strictly
economic sort.
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and especially the meaning of capital, which will come up
in the next chapter. It will be seen that examination tends
to widen the capital category greatly; most productive serv-
ices ultimately represent a previous investment of resources
of some sort.

The variation in interchangeability in different uses in-
troduces a special complication which has caused confusion.
The consideration which finally determines is not inter-
changeability in creating any particular physical product,
but a certain amount of value. The former variety of inter-
changeability is not in fact a necessary condition for the
operation of competitive distribution. If agencies are com-
bined in different uses, effective substitution i1s secured
through relative growth or decay of the different industries.
We have previously remarked that Wieser, who repudiates
the productivity theory of distribution as based on varia-
tion in proportions, puts forth the really equivalent theory,
based on different proportions in different combinations.
Taylor, however, takes the latter method for his explanation
of the productivity theory, but points out that the two are
equivalent. Both sorts of variations in proportion are, of
course, concerned in the actual working of the market for
productive services, and systematically occur together, as
explained in our exposition of distribution theory just
given.!

To conclude this brief discussion of the productive serv-
ices, we may merely notice the invalidity of four com-
monly assumed grounds of distinction between labor and
property services: (1) Activity vs. passivity. It is char-
acteristic of the enterprise organization that labor is di-
rected by its employer, not its owner, in a way analogous to
material equipment. Certainly there is in this respect no
sharp difference between a free laborer and a horse, not to
mention a slave, who would, of course, be property. Closely
related is (2) the question of preference in the agency itself

1 See above, p. 119.



JOINT PRODUCTION AND CAPITALIZATION 127

as to (a) the kind and (b) the amount of service to be per-
formed. But here also there is at most a vague difference in
degree; the owner of property quite commonly does have
moral or sentimental reasons for restricting the field of its
employment. We must not confuse the agency actually
performing work with the personality of its owner, and it
appears that a tool or a building or a piece of land is in this
regard similar to a man’s hand or brain. Similarly as to (b)
the amount of work done. It may be urged that material
agents do not care whether they work or not. But the
ground for restricting hours of labor or taking a vacation
is a possible alternative use for one’s personal resources
or the desire to conserve them unimpaired, and the same
considerations apply to property resources.!

(3) Another superficial difference which similarly dis-
solves under scrutiny relates to ‘“‘sub-marginal” agencies
— too poor in quality to be employed. It may be urged
that there is no wageless labor analogous to free land. As
a matter of fact, however, marginal and sub-marginal hu-

! The notion of sacrifice has been overworked in economics. Econo-
mists as well as employers have been too prone to assume that sub-
jective willingness is the principal limitation on the amount of labor ob-
tained from given persons or for a given outlay. And employers as well
as economists are waking up to the efficiency of well-paid labor. There is
no doubt that employers as a class have lost much money (not to mention
the higher considerations involved) through working their employees
beyond, and feeding, clothing, and amusing them below, the point of
maximum physical efficiency. This would not be done with a dumb
animal! Of course it may be profitable to the individual employer to pay
a wage below what is necessary to maintain maximum efficiency and an
adequate supply of labor from generation to generation (if the working
class maintains the labor supply partly at its own cost); what is meant is
that they have paid uneconomically low wages even from the standpoint
of the short periods for which they have to deal with the same individual
laborer. The presence of idle equipment is a great temptation to an.em-
ployer, and the debit side of overworked help is less conspicuous to view.
Of course the ignorance and imprudence of the workers are as much
in point as those of the employer. It is of interest that Lord Leverhulme
has recently put forth the contention that a six-bour day, without de-
creased pay, would be profitable to British employers in many industries,
if the men would consent to two shifts during each tweaty-four hours.
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man beings are nearly as common and significant a phenom-
enon as in the case of land, and far surpass capital in this
respect. Every man is a sub-marginal laborer for a con-
siderable fraction of his life at each end of it, and institutions
are full of sub-marginal men. And there are thousands and
millions of other idle man-hours in a year which would be
devoted to anything that brought in the least return above
the competitive pay which would have to be given to the
equipment necessary to employ them. On the other hand,
the same fallacious reasoning noted in connection with
overwork undoubtedly leads to the employment of large
numbers who use equipment which would yield more pro-
duct if employed in the “more intensive exploitation” of
more competent workers.!

(4) The most important alleged difference between
property and personal powers, the moral aspegt, is not
strictly within the scope of a purely descriptive discussion
such as the present, but it may be in place to observe that
it also is largely unreal. The contrast between personal-
service income as ‘“‘earned”” and property income as “un-
earned,” of which much is made by ““reformers,” is dis-
tinctly misleading; it is diflicult if not impossible to find
grounds for a moral distinction of any general validity be-
tween the two. *‘Some are born great, some achieve great-
ness, and some have greatness thrust upon them’’; and the
same applies quite as well to wealth. And the task of
separating the portion of product or capacity to produce
which is due to conscientious effort from that which goes

1 This is being recognized in the case of child labor by many employers
who refuse to employ children simply on the ground that it does not pay
in the business sense. This whole problem becomes more important as
the amount of capital per worker increases. It is also true that the in-
creasing use of machinery provides tasks which a lower and lower grade of
human capacities are required to perform. The net result is difficult to
estimate. The social problem of the ““unemployable” — how to identify
him and what to do with him — is surely forbidding enough. Like most

of our new troubles, it is partly a product of the disintegration of the
family as well as of industrial changes directly.
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back to inherited advantage or pure luck is about as im-
possible — and the evil results of making a false separation
perhaps about as great — in one case as in the other. There
is a difference of some significance in the practical possi-
bility of effecting a redistribution in the two cases, which
brings us back to the one specification which we found it
necessary to lay down in regard to property in order to
exclude it as a complicating fact; it is separable from the
person of its owner, and labor generally is not, or is so to
nothing like the same degrece. The only conclusion as to
social policy which we shall insert here is the insistence
that “‘society” must get rid of the idea that because in-
come is “carned” it is ““deserved’” and not otherwise. We
are already far from this view in practice, as is shown by
the indiscriminate taxation of large ‘‘service”’ incomes and
assistance of the unfortunate and incapable. If we are
to have organized society and maintain human standards
of life, we must ecither radically eliminate weakness or im-
pose upon strength the burdens which weakness cannot
bear. (And even then there are limits to the possible tol-
eration of weakness, and the luck clement would still re-
main!)

Turning again now to consider the causal relations to
cconomic organization of the one causally significant dis-
tinguishing attribute of property, let us first suppose that in
our socicty some property is separable by lease, though not
by sale, from the person of its owner. The only difference
will be that the owner of such property may belong to more
than one productive group and contribute more than one
kind of service at the same time. The principles of or-
ganization of the system as a whole are in no wise affected
by this change in the conditions of competitive arrange-
ments.

The possibility of the permanent transfer of property by
exchange, even though not subject to increase or decrease,
does introduce some new factors into our problem. These

K
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results are closely related to the bearings of another ab-
straction hitherto made, the continuity and timelessness of
the production-consumption process. Consequently, we
must first get rid of this simplification and consider the
effect of the abstracted element. What then will hap-
pen in a society such as we have studicd when conditions
are so modified in the direction of reality that, while per-
fect knowledge and static conditions in other respects are
maintained, the production process is protracted over a
considerable period of time and split up into complicated
stages and subdivisions, and when, moreover, goods need
no longer be consumed at once when finished, but may be
stored for future use, or exchanged?

The division of the productive process into stages car-
ried on in different groups or plants is a detail conneeted
with the time length of the process, but which we can pass
over with brief notice. It is in fact a relatively accidental
matter of organization, and under the *frictionless” con-
ditions here assumed it would make no practical difference
whether successive processes in the making of an article
were integrated through the internal organization of a sin-
gle group or through the external mechanism of market
dealings between groups. Under these conditions there
will be in existence at any time a complex aggregate of
partial products, goods in process, which of course will
have value. We must separate that element in the value
of the partial products which is due merely to the stored-
up productive energy which they contain from any modi-
fication of this value due to the direct psychical influence of
the time which must elapse before they are ready for con-
sumption.

The relation of time to the production and consump-
tion of goods is a complicated and controversial question;
while only a very brief discussion can be attempted here,
it is necessary to make a superficial survey. The assump-
tion of a general preference in human nature for present
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over future goods is so commonly and confidently made
that some courage is required to call in question the founda-
tions of the entire body of doctrine on the subject; yet it
must be done. Most discussion of the subject is, in the
writer’s view, vitiated by a false conception of the nature of
the problem. The fact of the existence of interest in society
is wrongly taken as proving that men discount the future.
The relation between interest and time preference is, in
fact, inverted in this view. In a free market where interest
can be obtained it is natural that men should esteem a
present dollar equally with its amount at the current
interest rate at a future date, since one can be freely ex-
changed for the other. Nor does the fact that men do not
postpone all consumption of goods indefinitely into the
future argue an ingrained abstract preference of present
to future consumption. Neither do they wish to compress
all the satisfactions of a lifetime into the present moment
and fast forever after,! which act by the same reasoning
would prove a disposition to discount the present in favor
of the future.

The error in the current reasoning is a wrong choice of a
zero point from which to measure time preference. The
correct basis is not everything to-day and nothing in the
future; a more sensible form of question would be this:
If one had to choose between enjoyment to-day with ab-
stinence to-morrow on the one hand, and abstinence to-day
with enjoyment to-morrow, on the other, which would be
more desirable, all other things being equal? Or better
still, if a man were given his entire income for a year in a
lump-sum payment on January first, how would he dis-
tribute its expenditure through the year? There would
clearly be no question either of eating it all up the first day

! The point may be illustrated by the anecdote of a tramp who, finding
& hundred-dollar bill, made a bee-line to the nearest quick lunch and ex-
citedly ordered a hundred dollars’ worth of ham and eggs. That men do
not behave after this fashion does not prove that, other things equal,
they prefer a future satisfaction to a present one of the same magnitude.
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or saving it all till the last day; a zero time preference ob-
viously means a uniform distribution in time. Any piling-
up of consumption at an earlier date to be compensated
by reduced consumption later on would be a real discount
of the future, while to skimp now for the sake of plenty or
luxury in the future would be to discount the present. Of
course, we abstract from the element of uncertainty as to
the future. We seem justified in pronouncing either tend-
ency irrational if other things are really reduced to equality
in the alternatives.!

As to the facts of human nature it is safe to assume that
different individuals would give the most varied forms of
distribution. Doubtless few, if any, of these would con-
form to straight lines or smooth curves of any sort, as-
cending, descending, or level. Most would go in waves of
greater or less period and amplitude, intervals of modera-
tion or even abstemiousness alternating with ‘“blow-outs™
of various sorts and degrees. Irregularity seems in fact to
be a virtue on its own account, at least to the spirited in-
dividual.? Whether there would be an upward or down-
ward trend would depend also upon the individual. To
many, a bird in the hand is worth two or more in the bush,

1 H. Sidgwick similarly takes the view that a preference on the ground
of time alone is irrational, criticizing Bentham for including *‘ propinquity ”
as a basis of preference between otherwise similar enjoyments. See
History of Ethics, p. 241, note. Cf. also Jevons’s discussion, Theory of Politi-
cal Economy, pp. 72 ff., where the same position is taken. Jevons’s illus-
trative problem of the consumption of provisions on a vessel at sea is
very effective in bringing out the issue,

It will be noted that the effect of the uncertainty of the future is very
complex. Against the chance of Joss of future enjoyment through death or
incapacitation must be set the danger of future privation due to other
contingencies. We are more likely to suffer loss of earning power than of
power to enjoy, and the consequences of need without ability to gratify
need are very unpleasant. Perhaps the perfectly rational homo wconomicus
would discount the present up to the point of making provision for the
more urgent necessities as far ahead as he was at all likely to live and dis-
count the future beyond this point in increasing degree. The point is sig-
nificant chiefly as showing the absurdity of hedonistic rationalism as a
theory of actual behavior.

2 Cf. Spencer, First Principles, chap. x, *“The Rhythm of Motion.”
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while others take much thought for the morrow. Some
children, as Marshall remarks, pick the plums out of the
pudding to eat first, while others save them until the last,
and many do not pick them out at all; and adults differ in
the same way. The improvidence of savages is proverbial.
Of course, the physical conditions of life set limits to the
discounting process in both directions; we cannot enjoy
to-morrow unless we live to-day, and many have learned at
a cost that too high a rate of living in the present may have
a similar effect upon the capacity for future enjoyment.
No generalization in regard to the human race at large
seems to be worth making, especially in view of the un-
reality of any simple assumplions as to the conditions sur-
rounding the choice. The facts of mere prodigality on the
one hand and mere miserliness on the other are indispu-
table and may be studied without attempting o strike any
precise balance.

It is perhaps even more important at this point to in-
sist that the mere question of time preference in consump-
tion is relatively unimportant at best as an explanation of
the phenomenon of saving. The disposition to spend or to
save, to consume income in the present or to store up
wealth, is much more influenced, in fact, by other motives.!
Like human conduct in other respects it is mostly a matter

1 It is fundamental to the actual phenomenon of capital accumulation,
that the principal, once saved, never ts consumed; if it is consumed later,
there is no net addition to the capital supply of society. Men save in
large measure with no thought of ever consuming the capital, or even the
income which it yields. For this reason the older term “abstinence”
seems to me far more descriptive than its modern substitute “ waiting.”
To be sure, an income of five dollars a year in perpetuity represents more
consumption than one hundred dollars now; but no one consumes an in-
come in perpetuity or expects to do so. Even if the saver consumes the
entire income from his investment as long as he lives, he may or may not
consume a total amount equal to the principal saved. Capital formation
is the result of abstinence rather than waiting.

In fact, the term “saving” itself is misleading. Men do not generally
produce wealth to consume it and then decide to invest it instead. Most
of that which is invested is destined to that purpose in the first place and
would otherwise never be produced at all.
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of social standards, of what is “good form,” “‘the thing”
or not the thing to do. The fact of possessing an accumula-
tion of goods confers social prestige and in addition vast
power over one’s fellows. Even where, as we are now as-
suming, productive employment is not open to wealth,
the rich man will be in a position to make his favor solicited,
his ill-will feared, and may, of course, turn his situation to
material profit if so disposed. Accumulations are necessary
to lavish displays or magnificence of any kind. On the
other hand, we must suppose that where accumulation is
limited to consumption goods, it will be subject to con-
siderable costs, for storage, preservation, protection, and
doubtless inevitable deterioration.?

It will be evident that differences among the individual
members of society in economic position and taste with
reference to the time of use of goods create a situation in
which exchange will be mutually advantageous. To one, a
present or early allotment of goods in advance of his own
production and against an obligation to repay later will
be or seem a benefit, while to another, with an accumulated
and growing idle stock, a dependable obligation ? for the
future delivery of a certain amount of value, may be highly
preferable to the possession of the goods themselves.

If the balance of the time preference in the population as
a whole is in favor of the present, no appreciable net ac-
cumulation of goods will take place. Those disposed to
accumulate will transfer their surplus production as fast
as made to others disposed to draw on the future. The
conditions of supply and demand will establish a market
ratio of exchange between present and future goods which
in this case will show a premium on the present, the magni-
tude of the premium depending on the strength of the ex-

! We pass over here the effects of divergence in suitability for accumula-
tion of different classes of goods, due to differences in bulk, perishability,
universality of appeal, elasticity of demand, ete.

2 We must here assume it to be made absolutely dependable by in-
surance or otherwise.
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cess desire to anticipate the future. Obviously the pre-
mium on the present goods will constitute an additional
motive for surplus production and a deterrent to surplus
present consumption. The rate established will be that at
which the amount of surplus present production will equal
the amount of surplus present consumption. The repay-
ment of loans does not affect the principles involved, as it is
a repetition of the original transaction with the roles of
the parties interchanged. In the aggregate an excess of
present consumption over current production is, of course,
impossible.

If, on the other hand, the balance of time preference is
on the side of a disposition to postpone, the result will be
an excess for the time being of production over consump-
tion with net accumulation in the society as a whole. The
exchanges between present and future goods will establish
a premium on the latter. The ratio at which exchanges
take place must constantly be such as to equate the amounts
of each sort of service offered in the market to the amount
that will be taken at the price. With a premium on future
goods, accumulation will continue at a rate depending in
part on the amount of the premium, until the premium
disappears or becomes equal to the cost of keeping the
accumulated stocks. Any greater premium on the future
is impossible as a permanent thing. But the conditions of
accumulation might well be such that an indefinitely long
time would be required to reach the equilibrium result. In
that case the actual condition at any time is a premium on
the future with progressive accumulation taking place.

The “premium” or time preference rate under the con-
ditions described, though similar to (positive or negative)
interest, must be distinguished from that phenomenon as it
is met with in modern industrial life; it is, indeed, an ele-
ment, but a relatively insignificant one, affecting the in-
terest rate on loans of productive capital.?

1 Wicksteed has an excellent discussion of this point. (See Common
Sense of Political Economy, chap. vii.) Itis noteworthy that thre “usury”
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Time value, presentness or futureness, is perhaps best
regarded as a special sort of utility in a good, like nutritive
value or beauty or any other quality conferring or enhanc-
ing desirability. The rate of payment for it, where sep-
arated from other considerations, is evidently determined
by ‘“psychological” considerations on both the demand
and supply sides, and the current interest theory of the
psychological school is based on a confusion of this phenom-
enon with interest proper as a distributive share. The
subject of interest proper will claim attention at a later
stage of the discussion. We shall find that interest in the
correct sense may not be met with at all in a society where
uncertainty is absent, even if accumulated wealth is pro-
ductively used and cven if the sociely is progressive with
respect to the accumulation of capital, if knowledge and
foreknowledge are complete.

We may now return, and in view of the knowledge ob-
tained of the role of time in economic conduct take up the
relations of property in the simple sense of productive
agencies separable from the persons of their owners and
subject to lease and sale. It must be borne in mind that
for the present we exclude any possibility of either increase
or decrease in the property or any physical change of such

against which moralists have universally thundered in pre-industrial soci-
ety corresponds to the phenomenon just described rather than to modern
interest. The productive investment of accumulated wealth was nearly
unknown in earlier times and even the purchase of existing productive
property was rare. Practically the only productive agencics known were
land and slaves. Land was not private property in the modern sense and
was hardly ever bought and sold commercially, while slaves were used al-
most exclusively in connection with land and by its owner even when not
legally attached to the land itself. If there had been a free market for con-
sumption loans the correspondence with the phenomenon we have de-
scribed would have been complete except for the element of risk. ‘The ab-
sence of a competitive market was the source of much of the evil of usury,
and the payments made doubtless did represent extortion largely. Be it
observed, also, that historically speaking modern interest developed out of
the consumption loan through the intermediary of passive partnerships in
trade ventures and not out of dealings in canoes, fish nets, ete., in which
the fancies of a certain school of interest theorists are prone to revel.
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a character as to modify its functioning. Such changes
and their effects belong to our third division of econom-
ics, which deals with changes in the conditions of the pro-
duction and consumption of wealth. To realize static con-
ditions they must be abstracted. It will be convenient to
refer to property of the sort we have in view as “land,”’!
since land has been conventionally treated as if qualita-
tively and quantitatively given once for all by nature.
This is not at all the view of land which will be presented in
this study when the time comes to discuss the subject.
But it is a convenient name at this point for a productive
agency of a certain described character. We assume, as a
matter of course, that such property is limited in amount
(i.e., subject to “diminishing returns”) and that there is
no other sort of property present in the society. On the
production side, then, the side of demand, and in relation
to functional distribution it will be exactly like other agen-
cies (human services), but its presence may affect the per-
sonal distribution of income very considerably.

Supposing the final adjustment to have been reached in
the organization of production, any piece of property such
as described may be regarded as a right or title to a com-
modity or money income in perpetuity. As such, its bear-
ings on conduct are closely related to the time distribution
of consumption. A piece of land represents future goods
in the very special form of a value income distributed uni-
formly throughout all future time. We may assume with-
out argument that such a piece of property will be desirable
and that under conditions of free contract a definite mar-
ket rate of exchange between land and consumption goods
will be established. More accurately this price will be a
ratio between the income from the land (of which there is

1 With the actual history of property we are, of course, not concerned,
Doubtless, the first approximation to private productive property was in
human beings, slaves, or, perhaps, women or children, while the last thing
to become really privately owned was land. But the proper order for our
purpose is not chronological, but rather that of increasing complexity.
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no significant measure other than its income) and a
quantity of present goods also measured in value terms.
The price could, therefore, be stated as a certain number
of years' purchase or a rate per cent per annum, and rep-
resents the familiar phenomenon of capitalization. Our
present problem is to formulate the conditions determining
this eapitalization rate.

Land will be in demand especially by persons disposed to
store up wealth for future use; i.c., to discount the present.
It is in effect future goods, but the manner of their distri-
bution in the future imposes a new special limitation on
the conditions of their demand. We have seen that it is
reasonable and common for human beings to prefer future
goods to present, within limits, as compared with a uniform
distribution in time. Most civilized persons, in fact, plan
for a rising standard of living through life rather than a
constant, much less a falling one. But when infinite time
comes under consideration the case is different.

Any finite amount of consumption or enjoyment dis-
tributed uniformly through infinite time becomes a zero
rate of real income. Hence there must be an apparent
discount on the future in the demand for perpetual in-
come goods. Indeed, it is self-evident that future incomes
must be discounted at some rate greater than zero or they
would have infinite present worth. The discount of the
present in favor of the future can hold good only for finite
periods of time in a socicty where present goods are limited
at all; i.e., under economic conditions. We must note also,
however, that when a capitalization rate and a market
price for land have been established, the land will be con-
vertible at will into a fund of present consumption goods.
The existence of a free market for permanent income goods
makes the apparent rate of time preference uniform for all
real (finite) intervals. The individual who may not wish to
keep on postponing to the end of a long period knows that
he does not need to do so unless he wishes; for at any time
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he can realize upon his accumulation in present consump-
tion form as rapidly as he may wish. There must be a pre-
mium on present over future goods in the market for per-
petual income property; but such a premium, even if high,
is not incompatible with a premium on the future over the
present for any finite interval, and might perfectly well
exist in a society where every individual and the group as
a whole distributed its consumption in time in a curve
ascending at any finite slope.

Under these conditions a person could arrange, by the
purchase and sale of income property, for any desired
distribution of consumption over any specified period, or,
through an appropriate life insurance organization, over
the uncertain period of his life. Those wishing to post-
pone consumption, to secure a rising distribution of real
micome, would buy such property in the earlier years and
gradually sell it off in the later ones. Those wishing to
anticipate future production and secure a descending
curve of consumption would progressively sell off their
land. (Persons possessing no land could make the anticipa-
tion arrangement only in the manner deseribed above in
discussing a situation where such goods were absent.)
The society as a whole cannot anticipate future production
unless there is some other society from which it can borrow.
It can postpone in the aggregate only as in the situation
above described, through an actual accumulation of con-
sumption goods. The process of net accumulation would
again tend toward an equilibrium with current production
and consumption equal, though the goal might be an in-
definite distance in the future. There must at any time be
an equilibration of the two sorts of motives through the
discount rate established, together with, in the case just
mentioned, a certain rate of net accumulation.

The rate at which perpetual income goods are capital-
ized in the market is not yet a rate of interest in the sense
of a distributive share. Nor would there be any necessity
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under the conditions we have described for lending money
in connection with the transfer or use of income-bearing
property (though consumption loans might be effected in
much the familiar form). The capital loan for productive
purposes is, as we shall presently see, a device for separating
the ownership of value equities in production goods from
the direct ownership of the goods themselves. It is mainly
the presence of the risk or uncertainty factor which makes
such a separation desirable. In a progressive society some
motives for specializing to individuals other than the savers
the function of making the investment might exist even in
the absence of uncertainty. In the society which we have
described with both uncertainty and progress absent, there
would be no motive for lending or borrowing value funds
for the purchase of productive agencies.



CHAPTER V

CHANGE AND PROGRESS WITH UNCERTAINTY
ABSENT

WE turn now to the third grand division of theoretical
economics, the study of the use of resources in the increase
of resources for the making of goods and in the refinement
of wants alongside of and alternative to their direct use
in making goods for consumption. The relations of these
three theoretical problems are somewhat complex and con-
fusions in regard to them have been a prolific source of error
in economic thinking. The first problem is the use of giren
gouds in the satisfaction of given wants (with a given dis-
tribution of the goods to begin with, and free exchange)
and its analysis and solution constitute the theory of
market price. Market prices, besides determining the ap-
portionment of given stocks of goods, the product of past
industry, at the same time show the social estimate of the
relative importance of different goods according to which
tke apportionment of resources under the second problem
is worked out. In this first division, production goods do
not enter at all, since costs already incurred have no bear-
ing on price; as Jevons puts it, “bygones are forever by-
gones.”

The second problem deals with the use of giren pro-
ductive resources in the production of goods to be used
(always in accordance with market price principles) in the
satisfaction of given wants; it has become known as the
problem of the static socicty or ‘“static state,” and has two
aspects. The first phase relates to the value of productive
services separately; the second, to the values of particular
consumption goods, in relation to the values of the pro-
ductive services which go into them, or their costs; this
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is the problem of the long-time or normal prices of consump-
tion goods. In a sense it is, as Marshall suggests, a case of
two classifications crossing each other. The first problem
classifies on the basis of consumption goods, showing the
equation of the value of a commodity to that of the bundle
of productive services entering into it. The second takes
the productive service as a basis and shows the equation of
the value of each unit of productive service to the value of
the portion of each kind of consumption goods in whose
creation it is used, for which it is responsible. The first
is the long-time *““value” problem, the second is the short-
time “ distribution” problem. The changes in supply (and
value) of consumption goods are studied in relation to
fized conditions of production, including especially fixed
supplies and methods of organization of productive re-
sources.

The third general problem also relates to both value and
distribution phenomena. Changes in the “fundamental
conditions of demand and supply” of goods give rise to
what Marshall calls “secular changes in normal price.”
But the principal “fundamental conditions” subject to
change are the supplies of the different productive serv-
ices which evidently affect still more directly the prices
of these services, the distributive shares. Our discussion,
like Marshall’s, will be practically limited to this more
simple and direct effect, the modification of the distribution
situation, and its tendency toward an equilibrium.!

1 Marshall’s organization of economic theory about the fundamental
problems is not very clear. We have already seen that he does not bring
out the relations between market and normal price in the case of con-
sumption goods. He refers to the problem of secular changes in normal
price, but relegates discussion of the subject to later volumes not yet
published. In his treatment of distribution he fails to make clear that the
short-time distribution problem is a phase of the same fundamental analy-
sis as normal prices of consumption goods. Moreover, he has very little
interest in this short-time distribution problem. Bouk vi of the Princi-
ples is almost entirely devoted to the long-time equilibrium tendencies of
the distributive shares, hardly more than passing notice being given to the
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First, let us try to formulate clearly and accurately what
is involved in the problem of progress. What new variables
come in for study? What is the exact content of the *gen-
eral conditions of demand and supply,” or the “given re-
sources used in the satisfaction of given wants,” which our
previous analysis has assumed? And finally, what are the
changes in these factors which call for consideration in

conditions of equilibrium from the standpoint of distribution at any given
time or for short periods when the supply is to be taken as fixed. Nor does
he identify or even explicitly connect the question of the long-time tend-
encies in distribution with that of secular changes in normal price, which
are phases or points of view in the analysis of the same fundamental prob-
lem of social economic organization. In the writer’s view the problem of
intelligible exposition and of fundamental comprehension of the price or-
ganization can be greatly lightened by the recognition and emphasis of
these lines of relation. In addition, it is helpful to stress the close analogy
in methodology of treatment between the short-time price theory of value
and that of distribution, and similarly with respect to the two long-time
or normal price theories.

In this connection it is interesting to compare Marshall with Professor
J. B. Clark, who is especially known in connection with the use of the
static hypothesis in this country. Clark’s organization is even more in-
adequate, and it is especially striking that he does not acknowledge the
connection between his method and that of Marshall. The “static state™
of Clark is the same problem as Marshall's long-time normal price, while
his economic dynamics corresponds with the secular changes in the field
of value and the long-time tendencies in distribution. But Clark, under
Austrian and German historical influence as Marshall was under English
classical, gives us as the theory of distribution the short-time analysis,
and hardly goes beyond recognizing the existence of the problem of pro-
gressive change, the long-run results or conditions of equilibrium of which
are Marshall’s almost exclusive concern. He is, indeed, much less satis-
factory in this field than is Marshall in the short-time theory, for the
latter does give, in passing, a very fair statement of the productivity
analysis. It would, of course, be a serious error to confuse Clark’s ‘“static
state” with the “stationary state” of the classical economists. The
stationary state of these writers was the naturally static or equilibrium
condition, which is the goal of progress or the subject matter of the third
division of the study, not a state made static by arbitrary abstractionas a
methodological device. It seems, however, that virtually all discussion
of static conditions is vitiated by the failure to distinguish adequately
between these two concepts. And we still lack a complete discussion of
distribution which will give due weight to both the short-time and long-
time problems; i.e., separate the assumption of fixed supplies of pro-
ductive agencies from the assumption that supply is a function of price. A
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order to bring our society into the closest possible approx-
imation to reality? Marshall, whom the present study
more closely follows than it does any other writer, seems
to avoid, not to say evade, answering this question ex-
plicitly. He does at one point begin an enumeration of
elements, but cuts it short at once with the blanket ex-
pression quoted above.! A well-known explicit list of static
state or dynamic factors to be excluded is that of Professor
J. B. Clark, whose name is especially associated with the
contrast between static and dynamic problems in this
country. He gives these five elements of progress:?
(1) growth of population; (2) accumulation of new capital;
(8) progress in technology; (4) improvement in methods of
business organization; (5) development of new wants.
Professor Seager modifies this list, and in the writer’s view

rough tabulation of the natural divisions of the theory may help to
clarify their relations:

Value Distribution
(i.e., consumption (productive serv-
goods) tces)
Problem I
Given supplies of
goods and given No problem of distri-
wants to be satisfied. Market price. bution involved.
(The situation at a
moment.)
Problem I1.

Given productive re- Normal price (Mar- Short-time or market

sources and given shall’s long-time nor- price distribution the-

wants to be satisfied. mal price). Supply ory. (Fixed supply of
of each good a func- thing being priced.)
tion of price. .

Problem I11.
Use of resources to Long-time or normal-
increase  resources price distribution the-
and change wants as Secular changes in ory. Supply a func-
well as satisfy exist- normal price. tion of price.
ing wants.

1 Cf. Principles of Economics, 6th ed., p. 879.
2 The Distribution of Wealth, chap. v.



CHANGE WITH UNCERTAINTY ABSENT 145

greatly improves it, by combining the third and fourth
factors and adding a new one, the impairment of natural
resources or discovery of new natural wealth.

It will aid in clarifying the issues if we first consider
separately the conditions of demand and of the supply of
goods. Conditions of demand seem to include the follow=
ing fundamental facts:

1. The population considered as consuming units; its
numbers and physical composition as to age, sex,
race, etc.

2. The psychic attributes of the population, its behavior
attitudes toward the consumptiorr of all sorts of goods,
both inherited ‘‘instincts” (in whatever sense such
things exist), and the “social inheritance” of habit,
custom, tastes, standards, mores, and what-not, in-
cluding, of course, actual knowledge or beliefs as to
the real characteristics of commodities. We must
also include here any institutional facts as to the con-
trol of the consumption of some persons by other
persons, such as authority of parents, sumptuary
laws, ete.

8. Immediately, the money income of the population
both as to aggregate amount and distribution. Ul-
timately, in the equilibrium adjustment, the income
and its distribution depend on the whole set of con-
ditions of the supply of goods, especially the amount
and distribution of productive resources in the society.
It is imperative to remember that the end result of
the competitive adjustment depends on the initial
facts in all these respects.

4. For completeness it is important, also, to consider
the given facts as to the geographic distribution of
the population as consuming units; this is determined,
of course, by the distribution of productive resources
and of environmental conditions affecting desirability
of sites for habitation. Differences here would also

L
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produce effects ramifying throughout the whole or-
ganization.

Given conditions of supply include especially the supply
of the factors of production, but there are other vital
considerations. We may classify as follows:

1.

2.

The population considered as labor force, numbers,
and composition.

The psychic or behavior attitudes, tastes, prejudices,
etc., toward productive activities, inherited or ac-
quired.

. Immediately, money income and its distribution;

ultimately, the distribution of ownership of produc-
tive resources of every kind. There is no difference
between personal ability and productive property in
this respect. It is obvious that income affects dis-
position to engage in productive activities and enters
as a variable, independent of taste.

. Although it belongs logically under number 3, or is

at most a corollary from it, we specify separately the
institutional situation as to the meaning and extent
of private property. This includes all facts as to
(a) control of the use of productive services and (b)
of valid and enforceable rights to income. There is
again no distinction to be made between personal
powers and other productive facts.

. The amount and form of material agents of pro-

duction in existence. Under the static conditions
hitherto discussed these can include only natural
agents in the narrowest sense, or, what would amount
to the same thing, implements inherited from past
generations, and in either case subject to neither
deterioration nor improvement.

. The geographical distribution of productive agencies.
. The state of the arts; the development of technology,

business organization, etc.

Combining the two groups and removing duplication we
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find the following factors in regard to which change or the
possibility of change must be studied:

1. The population, numbers and composition.

2. The tastes and dispositions of the people.

3. The amounts and kinds of productive capacities in
existence, including

a. Personal powers.
b. Material agents.
i. Given by nature.!
ii. Artificially produced.!

4. The distribution of ownership of these, including all
rights of control by persons over persons or things.
(Impersonal control, by laws or mores, is indistin-
guishable from number 2, tastes and dispositions.)

5. Geographic distribution of people and things. This
stands in close relation to the facts of technology.

6. The state of the arts; the whole sitnation as to science,
education, technology, social organization, ete.

Systematic completeness would call for a survey of possi-

ble changes in each of these elements and the relation of
such changes to both value and distribution phenomena,
the prices of consumption goods and of productive services
(and in addition their relations to the capitalization rate,
the sale prices of productive agencies). No such ambitious
program can be entered upon, however. We shall merely
point out some of the more important price bearings of
changes and make such comments as seem especially sig-
nificant in illuminating dark places in theory. The point
for especial emphasis is that the really far-reaching effects of
change are not the results of the fact of change itself, but
of the uncertainty which is involved in a changing world.
If any or all of these changes take place regularly, whether
progressively or periodically or according to whatever
known law, their consequences in the price system and the

1 This distinction follows conventional usage; it will be examined
presently and shown to be untenable. (See below, pp. 159 ff.)
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economic organization can be briefly disposed of. Through
the machinery of the exchange of present and future values
all of them will be fully “ discounted” an indefinite time
before they occur. They will not upset human calculations
or destroy universal perfect equalization of alternatives.
Hence, in particular, changes, if foreseeable, do not disturb
the prerequisites of perfect competition for productive
services, bringing about exact equivalence between costs
and values, with absence of profit.

As a matter of fact the effects of changes in the general
conditions of the production and consumption of goods
upon the prices of consumption goods are either so obvious
or so complicated and hopeless of practical prediction that
it does not scem worth while to attempt systematic treat-
ment of them. Our discussion will be confined almost
entirely to the theory of distribution. In this ficld, also,
let us note that progressive changes can usually be fairly
well foresecen and discounted and their effects are not
generally important over short periods of time. They pro-
duce relatively little real disturbance in the competitive
adjustment and are not a significant cause of profit. The
significant disturbances and sources of profit are rather
the short-period and erratic fluctuations, and the irregulari-
ties of progressive change, not the change itself. The in-
crease in population and accumulation of new capital are
not disturbing facts to any appreciable extent, and the dis-
turbances arising from invention and improvement are due
to the local and spasmodic way in which they originate,
not to the general tendency.

In discussing the short-time theory of distribution (dis-
tribution under conditions of fixed supplies of productive
agencies) we have repeatedly emphasized the absence of
any valid ground for a general classification of productive
agencies, ecither along the lines of the traditional three
factors or along any other lines. That is, on the demand
side they are alike or differ by innumerable impercepti-
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ble gradations, and for short-time problems the conditions
of supply — given quantities in existence — are also oh-
viously identical for all. The long-time poiut of view, how-
ever, brings in the new question of changes in supply, in
regard to which there are real differences. These ditferences
in the conditions of supply afford a basis for legitimate
classification, somewhat along the lines of the tripartite
division. It is superficially reasonable to recognize three
categorically different conditions of supply. First we should
have agencies whose supply is given once for all even over
long periods, things not subject to increase or decrease,
improvement or deterioration. The traditional definition of
land fits this description. (We do not here raise the ques-
tion whether anything exists to which the definition ap-
plies.) In the second place, some productive goods may
be, and obviously are, frecly reproducible in the same man-
ner as consumption goods, under conditions in which supply
becomes a definite function of the price of their services.
The traditional view of capital gives it this character.
(Again we make no assertions as to the correctness of the
view.) And finally, the supply of still other agencies may
be variable, but not a function of price, or not. connected
with price in an immediate or direct way. The traditional
treatment of the long-time supply of labor (the merits of
which are also reserved for later examination) differen-
tiate it in this respect from other productive powers. This
traditional classification is not accepted as valid, even from
the long-time point of view, and will be criticized at length
as we proceed. But the superficial basis for it and the fact
that it is well established in the thought and terminology
of the science may justify taking it as a starting-point.
The ramifications and interconnections of effects of any
particular change are ultimately rather complicated, and
may be followed out until nearly every aspect of the ad-
justment is modified in some way. This is obviously true
of the first of the static characteristics named. Historically
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the population question has been considered with distribu-
tion in connection with wage theory through its relation
to the supply of labor. Of course, an increase of population
is an increase in the demand for goods and hence in the
demand for all the productive services including labor it-
self. But the demand for any productive service depends
finally upon two elements, the total output of industry
and the relative importance of that service in increasing
the output. In accordance with the law of diminishing re-
turns and the specific productivity theory based upon that
law, a relative increase in the supply of labor will increase
the product of industry less than proportionally and de-
crease the relative productivity of labor. Both effects tend
to lower wages per man. The same reasoning applies to any
other productive service as well as to labor.

Mnuch confusion has arisen in economic discussion
through different meanings given to a distributive share.
We may speak of wages, for example, as above, as wages
per man, and similarly of other incomes in relation to the
concrete agency which produces them. The problem of
distribution from this point of view Cannan calls “pseudo-
distribution,” ! seemingly an unfortunate term, for this is
surely the phase of the subject in which we have the great-
est and most direct interest. The classical economists
themselves, led by Ricardo, usually centered their dis-
cussion around the fraction of the total social produce re-
ceived by the *“factor” under discussion. Another clearly
possible meaning is the aggregate share of a “factor”
measured in absolute terms.

Tle effect of an increase in a factor (meaning a large
group of physically interchangeable productive units) on
the fraction of the social income it will receive, depends on
the rate of diminishing returns realized from the applica-
tion of that agency to others in the vicinity of the pro-
portions already in existence. If the increase in total pro-

1 Theories of Production and Distribution, chap. ViL.
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duction is nearly proportional to the increase in the factor
(remembering that it cannot be equal or greater), its frac-
tional share will rise; if much less, it will fall. The aggre-
gate absolute share of income falling to the agency will in-
crease unless the falling-off in product is in equal or greater
ratio with the increase in the agency. Both points, how-
ever, are rather remote from the problem of immediate
interest. If the income per unit is known, the relative and
absolute shares of the fuctor can more naturally be deter-
mined indirectly.

Obviously a shift in the amount of any productive
agency will, through its effect on incomes, react on the de-
mands for goods, and ultimately affect nearly every feature
of the organization of industry and of the price system.
The resulting changes in the prices of consumption goods
are what Marshall calls sccular changes in normal price.
It does not seem profitable, if indeed it is possible, to dis-
cuss thesc in the abstract. About the only general ob-
servation which seems worth making is that those goods in
whose production any particular agency predominates will
tend to fall in value as the supply of that agency increases,
other things being equal.

The really difficult problem in the theory of progress
relates not so much to the effects of particular changes.
These effects, though complicated, can be traced out by
the application of the principles of the market, the **laws”
of supply and demand. The difficulty comes in the pre-
diction of the changes themselves. What are the conditions
of supply of the productive services? What changes in the
supplies of the different services may be reasonably an-
ticipated, and to what goals or equilibria do they tend?
The question is of especial interest because it was in terms
of these ultimate equilibrium levels that the classical theory
of distribution was almost exclusively worked out. In our
opinion the meaning of these equilibrium conditions was
misconceived in classical economics and their significance
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perhaps somewhat overestimated. The early writers re-
garded the equilibrium condition as constantly at hand in
a sense analogous to the normal price equilibrium between
the production and consumption, cost and value, of con-
sumption goods. Their “static state’’ was, if not the actual
condition of society, a condition on which it constantly
verged.! It makes a great deal of difference in the theory
when we recognize, as the facts require, that the equilib-
rium is an indefinite and usually a very great distance in
the future. The condition must then be viewed as the
theoretical result of a particular tendency only, which may
be modified to any extent or reversed by the effect of other
tendencies, or the conditions may be entirely changed by
unforeseen developments long before any considerable ap-
proach to the equilibrium has been made. The equilibrium,
then, iu a particular case, is not a result actually to be
anticipated; a concrete prediction of the future course of
events must take into account all the tendencies at work
and estimale their relative importance, and in addition
must always be made subject to wide reservations for un-
predictable influences. In fact, as we shall see, the interre-
lations of the various factors of progress are so complicated,
and the functions themselves are so inaccurately known
and are affected by so many unknown variables, that defi-
nite predictions extending any considerable distance into
the future seem to be quite out of the question.

Turning now to the question of the conditions influenc-
ing the progress variables and of the changes to be ex-
pected in regard to each, we may begin with the factor of
population once more and go through the list. The plan,
of course, is not to investigate hypotheses at random, but
to inquire seriously about the facts of the world we live in.
The only arbitrary or unreal element in the procedure is
the selection of the outstanding dominant features and
their isolation with a view to ascertaining if possible their

! Mills, Principles of Political Economy, book 1v, chap. 1v, sec. 4.
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own inherent tendencies. The products of such an inquiry
are, like all theoretical deductions, — all general principles,
— partial truths which cannot be applied uncritically, but
must be combined according to circumstances and supple-
mented with empirical data. Historic population theory,
or Malthusianism, pictured laborers as analogous to a
good supplied under conditions of constant cost. Wages
were accordingly held to tend toward an equilibrium level
equal to this cost, the (real or commodity, not money)
cost of maintaining a static population. The premise was
not, of course, that the production of laborers takes
place from motives of pecuniary profit,! but that in con-
sequence of the physiological-psychological law of popula-
tion, the supply varied in a strictly analogous way. The
tendency of wages to the minimum of subsistence is in-
deed a natural and correct deduction from the tendency of
population to press constantly upon the supply of the
necessaries of life.?

This early version of the theory of the cost of labor was

1 It is a neglected fact that in the “lower” strata of society the pro-
duction of children is by no means so unrelated to the ordinary economic
calculation as generally assumed. The age of marriage and the size of
families probably depend much more in fact on the amount of economic
gain or loss between the prospective earning of children and the cost of
their keep while under their parents’ control than they do upon calcula-
tions as to the possibility of maintaining standards of living from one
generation Lo another. (Of course, the two sets of considerations are inter-
related.) A comparison of birth-rates with living conditions in the eity
and country and in different social environments, also a study of the
effects of child labor and compulsory education laws on birth-rates, are
very suggestive in this connection.

2 It is hardly necessary to point out that the famous “iron law” of
wages of Lassalle and the Marxian socialists is this classical theory of the
equilibrium wage taken over bodily, but with the logical foundation on
which it rested repudiated indignantly. If the tendency of wages to a
minimum is based on a principle of population, all schemes of social re-
organization (except in so far as they affect that principle) are helpless to
produce any result save possibly a temporary amelioration, with a later
increase in misery. This, it will be recalled, is the very thesis which the
essay on population was originally written to prove in answer to the
millennial hopes held out by Godwin’s Political Justice.
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immediately recognized as untenable and gave place to the
standard of living theory which depends for its validity on
the assumption that the standard of living will remain
stationary when the wage level changes. The classical
economists recognized that an increase in the supply of
labor will increase the food supply, but insisted that the
second increase would be at a smaller ratio (Malthus’s
crude hypothesis of arithmetic versus geometric progression
being replaced in the later work, especially that of Mill, by
the scientific principle of diminishing returns).

Mill also recognized that the standard of living might not
remain stationary if the wage level were raised, but was
very pessimistic (much more so than Malthus in fact)
about a permanent elevation of wages unless a wide gap
could be produced and maintained for a generation be-
tween actual wages and the psychological standard con-
trolling the population. The facts seem to be that if wages
are suddenly raised through a general improvement in
industry or the opening-up of extensive new natural re-
sources, the population will increase, but the psychological
standard which limits its increase rises at the same time.
The new equilibrium should therefore be established with
a wage level higher than the old. The historic facts are of
this character. The modern industrial era began with the
opening-up of vast new regions to European civilization,
and the movement has gone on ever since, though recently
at a slackening pace. The improvement of technology has
perhaps accelerated in velocity clear down to the present.
The world population of European stock has increased four
or five fold, and the average standard of living (if definite
meaning can be given to this concept) is also vastiy higher.
The relative amounts of the two changes could not be
measured; the writer’s conjecture would favor a vindication
of the Malthusian hypothesis on the whole. Certainly both
changes are still in full swing.!

1 The above discussion of population problems is admittedly super-
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The most serious omission in the classical reasoning was
that already referred to, the neglect to allow for the length
of time required for the long-time adjustment to work
itself out. Not merely may innumerable *‘other things”
interfere with the logical course of events, but it is a se-
rious error to view the condition of equilibrium as an ap-
proximate description at any given time. The fact of the
rapid increase in the population of the industrial world, still
going on, proves that the wage level has been and is far
above the psychological minimum standard. It would be
idle to speculate as to the length of time which would be
required to bring about the equilibrium adjustment even if
other things werc to remain equal. It is theoretically im-
possible to formulate the condition of equilibrium unless
the amount of disparity between present wage level and
psychological minimum is accurately known, and in addi-
tion the relative rates of change of the two, corresponding
to this and all lesser differences between them.

Changes in the physical composition of a population do
not call for detailed discussion in this brief survey. The
principal facts to be noted would be differences between an
increasing and decreasing population and changes due to
immigration, emigration, and internal migration. If we
abstract from all human interests which do not effectively

ficial, but other factors must be passed over here. Students will recall
that the over-simple treatment of labor as homogencous in its conditions
of supply was brought somewhat nearer to reality by Cairnes’s discussion
of non-competing groups. To-day the social interest in the question has
completely shifted. It is not Malthusianism as a general proposition
which is worrying us — perhaps rather its contrary, race suicide; but
much more than either, the differential aspects of the case, the over-
multiplication of the incompetent and the failure of the upper classes to
reproduce themselves. It seems plausible that below a certain standard
an increase in wages means an increase in population, while beyond a
critical point not far above physical comfort, the reverse relation begins
to hold. The effect of popular education, industrialization and city life,
and inscrutable factors in the Zeifgeist complicate the problem beyond
nmeasure. The great World War, in particular, has wrought changes in
human attitudes about which it would be rash to say anything except that
they are certain to be far-reaching.
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manifest themselves in the market, and assume perfect
intercommunication and freedomn of movement, the migra-
tion factors would quickly comc to an equilibrium.

The second of our progress variables is the psychological
element, the dispositions and tastes of the people. Like the
number and composition of the population, it affects con-
ditions on both the consumption and production sides of
the problem. Changes and great changes do, of course, take
place in wants for consumption goods and in attitudes to-
ward different lines of productive activity.® Most of these
changes cannot profitably be treated as functions of price
and no conditions of equilibrium can be formulated for
them. They remain in the class of external disturbing
causes little subject to prediction, especially on the pro-
duction side. Tendencies can often be noted, such as the
“lure of the cily " whicli now operates to increase industrial
production at the expense of agriculture. In America the
irrational preference for white-collar jobs has raised the
wages of mechanics above those of clerical tasks calling for
much more ability and education. Other preferences and
vogues for particular kinds of work must be passed over
with the mere pointing-out that they are part of the given
conditions of the economic process and that changes in
them have widely ramified effects. These considerations
apply to uses of property as well as to personal powers,
though in a much less degree.

On the consumption side there is a very important
problem more amenable to scientific treatment, though still
very treacherous to deal with. We refer to the familiar
fact of the use of economic resources by private business
to develop, create, or direct consumptive wants; i.e., the

1 Strong social disapproval of any line of business or occupation un-
doubtedly tends to aggravate any real evil connected with it, by throwing
it into the hands of persons (of whom there is never any dearth) to whom
social approval and disapproval are a matter of indifference. Conspic-

uous examples are money-lending in the Middle Ages (and the same type
of money-lending now) and the liquor business in modern times.
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phenomenon of advertising.! The increase of value through
advertising, whether informative or merely persuasive,
is quite parallel to any other form of production, or “crea-
tion of utilities.” Such values are largely transferred from
other goods, but except in so far as they result from a
positive disparagement of competing commodities they
are to be regarded as merely an additional utility in the
advertised commodity.?

The business of want creation is, of course, very uncer-
tain and aleatory or “risky’’: but it is evident that, as with
other changes, in so far as the results of action can be fore-
seen, competition will equalize gains with those in other
ficlds. Costs will then be equal to values throughout the
system, the conditions of profitless adjustment being pres-
ent. Whether the creation of wants is subject to diminish-
ing returns, the process consequently tending toward an
equilibrium, where it would no longer take place, or whether
it is inherently a perpetual cause making for continued
change, is a matter we cannot discuss on its merits. Tuv
writer’s guess would favor the latter alternative.

1 Efforts on the part of society, the puble, organized and unorganized,
to direct consumption along approved lices, fall outside the scope of a
study of private competitive organization.

2 Disparagement of competing commodities must be eliminated from
consideration for the same reasons as burglary and such crude fraud as
the dispensing of gold bricks, liquozoue, ete. It will be recalled that we
have expressly eliminated effects of interests not represented in market
transactions.

The suggestion may seem fanciful, but I find it impossible to differen-
tiate between elements in the physical foria and appearance of a com-
modity which make no difference in its efficiency for the purpose in-
tended (an agreeable color, decorative ornament often actually interfer-
ing with its uses, fancy containers, etc.), on the one hand, and on the
other an element of appeal due to a high-sounding name or any other
form of “puffing.” These things do make a ditference in the commodity
to the consumer and in an exchange system the consuner is the last
court of appeal. If they are different to him, they are different; if he is
willing to buy one sort in preference to the other, then the first is superior
to the second,; it contains “utilities” which the other does not have. Ido

Dot see that it makes any real difference whether these utilities are in the
thing itself or in some associated fact.
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In regard to the third progress factor, the amount of pro-
ductive resources in existence, the first question relates to
the classification of these resources from the standpoint of
changes in supply. We have shown above that differences
must be recognized somewhat along the lines of the con-
ventional tripartite division, but we must emphasize that
the differences have been much exaggerated and that
definite classification along the traditional lines cannot
be maintained.!

The long-time conditions of the supply of labor consist
of two elements: The first, the population, has already
been discussed. The second is the factor of education,
taken in the broad sense. Now training, which results in
increased productive efliciency, is evidently similar to a
material produclive agency or capital good created by
the diversion of resources from present consumptive uses.
Even the population itself, as observed above, depends to a
large extent upon considerations of pecuniary profit in the
case of the social classes which subsist mainly by labor.
The distinction between labor and capital thus shows a
tendency to fade away. A degree of distinction, indeed,
persists. Technical training cannot be sold or leased for
use separate from its owner, and cannot in any direct
sense be perpetuated beyond the owner's working life.
Capital is at least less attached to its owner’s personality
(it is important to note that it is never absolutely detached)
and may function in perpetuity. In addition the invest-
ment in education is more affected by other than profit-
seeking motives, and in consequence is not so closely ad-
justed by effective competition to equality of return with
other forms of investment.? Investment in the improve-

1 Tt will be kept in mind that from the standpoint of short-time prob-
lems, where changes in supply are not at issue, and demand alone deter-
mines distributive relations, no classification at all is valid.

2 The fact that so many opportunities for the profitable investment of

resources in the development of human potentialities are neglected, and so
many wasteful investments of the same kind made, is perhaps one of the
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ment of human powers is rather a long-time proposition,
yet does not ook so far ahead as many other forms of in-
vestment; in other ways, however, it is subject to a very
high degree of uncertainty. After all there seems to be as
much difference between different cases or types of labor
production and between different varieties of material
productive goods creation as there is between the two
classes of investment of resources as types. In so far as un-
certainty is absent and competition obtains, it is clear that
investment will distribute itself between the two fields and
over all parts of each in such a way as constantly to equal-
ize their net advantages. Which is to say (remembering
that costs merely register competing attractions) that
with uncertainty absent costs and values would be equal
throughout the system; that is, there would be a perfect,
profitless organization of production and exchange.

There is a fundamental similarity in the conditions of
supply of all the productive services involving the in-
vestment of resources. In every case there is a diversion of
productive power from use in making present consnmp-
tion goods to the creation of sources of new consumption
goods income. A discussion of the conditions of equilihrium
for any of them will therefore be postponed until all can be
dealt with together. The general theory of equilibrium in
this case is in fact the long-run theory of interest.

The classical economist treated land, or natural agents,
as given in supply. This assumption was the basis for
propounding a theory of rent different from the reasoning
by which the other distributive shares were explained,!

most serious criticisms of existing society. The fault, however, is in the
family system rather than in the private enterprise organization of in-
dustry in any sense in which the two may be dissociated.

1 The differential theory of rent has long since been recognized as
applying equally well to the other shares. See J. B. Clark, “Distribution
as Determined by a Law of Rent,” and J. A. Hobson, ““The Law of the
Three Rents,” Quarterly Journal of Economics, vol. v. Itis not sogenerally
recognized that in consequence it explains none of them. It is especially
remarkable that the theory of distribution propounded by General
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and for positing a special relation between rent and cost.
The definition given for land to make it fit the description
of a fixed supply — the original and inexhaustible powers
of the soil — is indeed drastic in its limitation. Later, this
dogma of unconditional fixity of supply was made the basis
for the single-tax propaganda. We cannot discuss this
position at length, but must take space to remark quite
briefly that it is utterly fallacious. It should be self-
evident that when the discovery, appropriation, and devel-
opment of new natural resources is an open, competitive
game, tliere is unlikely to be any difference between the
returns from resources put to this use and those put to any
other. Moreover, any disparity which exists is either a
result of chance and as likely to be in the favor of one ficld
as the other, or else is due to some difference in psychologi-
cal appeal between the fields: i.e., goes to offset some other
difference in their net advantages. Viewing as a whole the
historic process by which land is made available for pro-
ductive employment, it must be said to be *‘produced”;
1.c., to have its utility conferred upon it in a way quiteon a
par with that which holds for any other exchangeable good.
This, of course, again abstracts from the factor of uncer-
tainty. In real life a large speculative element is intro-
duced; but this cannot be said to differentiate land gener-
ically from any other class of goods, though the results
are met with on an especially large scale in the case of land.

A new form of productive resource has become of very
great importance in modern society, consisting of special
methods of production or exclusive technical processes,
whether patented or kept secret, or merely not *“‘yet” ex-
tended in use over the whole field of production. Such a
Francis A. Walker, whose book was long a standard text in American
colleges, amounted to nothing more than an elaboration of the proposi-
tion that cach factor gets what is left after the others are paid. It is easy
to show that the differential theory when stated in its significant form is

identical with the specific productivity theory. Cf. A. A. Young, Ely's
Outlines of Economics, 3d ed., pp. 415-16.
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process is a source of income like any other agent, and is
produced in'the first place in the same way, by the invest-
ment of present resources (in research and experiment).
They are different from most capital goods, however, in
that their cost of maintenance and multiple reproduction
is so low ! that it is profitable to multiply them to the point
of becoming free goods, except in so far as they inhere in the
persons of their possessors. They thus tend to revert to the
category of enhanced individual capacities, unless in some
way ““monopolized.” New productive processes arc like
natural resources in being produced under conditions in
which the gambling element is large, but in so far as the
results of operations can be foreseen they also tend to
equality of return on investment in comparison with other
fields.

We turn, therefore, to the ordinary and simple case of
the investment of resources in the creation of new produc-
tive capacities; i.e., to the case of capital goods. In this
connection we can conveniently discuss the general case,
subsequently returning briefly to the problems of human
powers, natural agents, and productive methods just men-
tioned. The argument will be closely related to, in fact
may be said to take up and continue, the discussion in the
last chapter on the subject of time preference and the pur-
chase and sale of productive goods. We now have the fur-
ther complication that our productive goods are no longer
fixed in supply, but that opportunity exists for the indefi-
nite creation of such goods through the diversion of re-
sources from the production of present consumption goods.

1 Jdeas are not, however, free from these costs, as sometimes assumed.
Thus A. S. Johnson (Rent in Modern Economic Theory, p. 120) contends
that an idea cannot be regarded as productive, because it is ““its nature”
to multiply itself indefinitely. It would simplify the problem of education
if it were so! But perhaps we should wish some discrimination to be ex-
ercised in the extension of the quality to ideas generally! Even so, if the
“‘natural” tendency is obstructed, the idea limited in application seems
to be productive in the sense in which anything else is productive. (See
below, chapter v1.)

M
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For it will be seen that to the individual the investment of
present goods (their use to pay productive agencies while
the latter, being liberated by the “advance,”! devote them-
selves to the making of the new equipment) is equivalent to
their exchange for productive services already in existence
in the possession of others; it is an alternative method for
securing the same result. The previous discussion of the
motivation involved, therefore, applies to the present
case; i.e., it fits the assumptions usually made as to the
motives for capital formation. We would emphasize the
importance of a new motive not present in the former
hypothetical case, the opportunity to create, which we hold
to be a motive on its own account very distinct from, or at
least very much more than, the mere desire to possess the
thing created. However, in this brief survey, it seems nec-
essary to abstract from the complicating factors in the
motive for saving and to treat new productive equipment
as a perpetual value-income merely (with the possibility
of cashing in by sale at any time, as in the previous case).?

1 The classical writers’ view of capital as “advances to laborers™ was
correct ex