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PREFACE

THE plain man confronted with recent refinements in
economic theory, often expressed in mathematical lan-
guage, may be tempted to think that the subject is one
entirely for specialists and not for such as him. But
economic happenings gffect the plain man in his private
life and, maybe, have a bearing on his political judge-
ments. It is fitting, therefore, that he should try to
understand their general shape and the way in which
different aspects of economic life are bound together;
in other words, to grasp the elements of economic theory.
This, in my belief, is by no means difficult. Behind the
complications of advanced analysis there is a central core
of economic truth which can, as I think, be made intel-
ligible to any educated person who chooses to take a
little trouble. After all, if it is possible to remove the
scaffolding from Einstein’s terrific structures, as Einstein
himself has shown that it is, in such a way that laymen
can get a good general idea of what they essentially are,
the same thing should be possible in our own much
easier field.

In my little book, [ncome: An Introduction to
Economics, 1 joined the not inconsiderable band of
economists who have tried to do this. That book was
made up from a short course of lectures given to
engineering students at Cambridge. As oratorical
efforts, the lectures were not a great success. The
class, which, for the first of them, contained some 200
people, dwindled for the last to 5! But in book form
they have apparently been found useful and have been
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INCOME REVISITED

translated into several languages. This book is a sequel
to that one. There is a little overlapping, but perhaps
not more than is excusable. The expert reader, should
any such look at the book, will inevitably find that many
qualifications have been omitted and much thin ice
skated over. That cannot be helped. A small element-
ary introduction is not a treatise.

There is one thing that I should like to add, and that
applies to my other book as well as to this one. It would
be a mistake for anyone beginning to take an interest in
economics to confine his attention to the elements of
theory. To make his picture live he will need also a
straightforward factual description of the economic
structure at least of our own country, the size and
distribution of its population, the proportions in which
its people work at different kinds of jobs, its national
income and the distribution of it, its foreign trade,
government activities, social services and so on—a
descriptive and statistical guide-book to carry about
alongside of his analytical or theoretical one — such as,
though perhaps on a smaller scale than, Carr-Saunders’
and Caradoc Jones's Social Structure of England and
Wales. For theory alone, just as fact alone, is sterile.
It is their duty and, be it hoped, their pleasure to join
together in one matrimonial home.

I am very grateful to Sir Dennis Robertson for
reading a draft of my MS. and making a number of
valuable comments.

A.C.P

KiING’s COLLEGE, CAMBRIDGE
March 1955
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CHAPTER 1

ECONOMIC THEORY AND POLITICAL
INSTITUTIONS

A SUBSTANTIAL part of economic analysis is general in
character and applicable to countries with no matter
what political instithtions. The classical factors or
agents of production; the people of the country with
their various mental, moral and physical powers; the
land with its rivers, hills and adjacent seas, its mineral
deposits, the chemical content of its soil, its income of
sunlight, rain and wind, its animals and its fishes; the
capital constructs, houses, railways, ships, aeroplanes,
factories and machines that the people, working in
co-operation with natural resources and already existing
capital, have built up: these things dominate the scene
equally in a slave state, a police state or a ‘free’ country.
Above all, the imponderable factors, science and ‘know-
how’, beneficent or menacing, stand always in the
background, causes behind the causes.

None the less, within the limits set by these greater
forces, political institutions play a very important part in
moulding the shape of a country’s economic life. Thus
the economic theory appropriate to a free economy is not
applicable without large modifications to one that relies
predominantly on coercion. In a free economy, for
example, people largely determine their occupations by
reference to the rates of pay and other amenities that
they severally offer. Under a régime of coercion they
may be told what they have to do and how much they
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have to do, and may be punished if they disobey.
Though they still receive pay, pay does not operate
either as director or as incentive. Again, in a free
economy, where people are allowed to spend their
incomes as they choose, their tastes and preferences
play an important part in determining what things shall
be produced. In a coercive economy, with strict rations
— not merely ration limits — fixed from above for
everybody, their tastes and preferences, except in so far
as they are guessed at by the coercing authority, play
no part at all. No actual country‘has a completely free
economy — in England there is conscription for the
army — and none, even Russia in war-time, is com-
pletely regulated by coercion. But this does not affect
my point. Economic theory must be developed differ-
ently according as freedom in varying degrees or coer-
cion in varying degrees is predominant in the country
in whose circumstances we are interested. For the
purposes of this book, I am interested in what are
ordinarily termed free countries.

A free country does not, however, mean a country
without a legal or political system. And the nature of
these systems is a very important determinant of eco-
nomic happenings, and so of the appropriate slant to
be given to economic theory. Thus clearly the incentive
of prospective reward that stimulates a farmer’s or
a bookmaker’s efforts will work differently and less
effectively in a country where crops and herds are
frequently raided and pockets frequently picked than in
one where person and property are reasonably secure.
Again, the system of interchange of present goods
against promises to pay for them in the future, with
which a substantial part of economic theory deals,
is interlinked with and dependent upon laws about
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contract and the judicial systems through which they
are enforced

Laws governing inheritance are also very important.
Where a man’s property descends at death to his children
or can be bequeathed by him at choice there is an induce-
ment to him to work and save which would not exist if
the whole of it passed at his death to the State. If a
proportion of it so passes, most people will probably
work and save less than if none passed; though some,
eager that their children shall be left with a ‘proper’
minimum of inherited wealth, may work and save more.
Moreover, State policy in this matter is bound in the
long run to affect the way in which property is dis-
tributed ; hence also the distribution of income, so far
as this is derived from property ; hence saving or invest-
ment and so on through a further series of complicated
repercussions.

Economic motives, in short, operate, not in the air,
but on rails carefully laid down for them by law, rails
which make it profitable for me, in appropriate circum-
stances, to buy another man’s spoons, but not profitable,
unless I am especially lucky, to carry them off by force
or fraud. Adam Smith's invisible hand is not an external
fate taking precedence over political institutions, but
does its job, well or ill, only because these institutions
have been framed, maybe in the interests of a ruling
class or clique, maybe for the general good, to control
and direct its movements.



CHAPTER II
MONEY

RoBINSON CRUSOE, the economist’s friend, is a single
integrated being. The most fundamental difference
between him and a large group of Robinsons is thatthe
single Robinson personally produces with the help, of
course, of the natural forces accessible to him and what-
ever machines he may have made, each several item of
his real income, while in a large group different Robin-
sons perform different services and exchange the main
part of these services, or their products, against those
due to other Robinsons. This arrangement is obviously
advantageous to the group, because it enables different
people to specialise in, and so to become adept at, their
several tasks, thus making the aggregate output of the
group much larger than it would be if everybody did a
little of everything. For this reason that arrangement
establishes itself, so to speak, automatically.

Once it has come about, the personality of each
Robinson ceases to be integrated. It becomes split into
two parts, or rather assumes two facets. He is no longer
producer-consumer of everything that he gets, but pro-
ducer of some things and consumer of others. He
conducts exchanges and operates markets. To these
markets he and his colleagues come dressed up as pro-
ducers and sellers, then immediately change their clothes
and withdraw dressed up as buyers or consumers of
the same things. To carry out this metamorphosis
conveniently they require, and have invented, Money.
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MONEY

What is this money? At different periods in one
country or another a variety of substances have been
money. I am not here concerned either with history
or with meticulous definitions. At the present time in
this country money consists in bank-notes, some silver
and copper coins, bank balances — there is no significant
difference between balances on current and on deposit
account — and, of secondary importance, overdraft
facilities, which constitute options to claim either notes
or balances: all thege things as held by the public or
government departments, 7.e. outside the banks. Bank
balances amount to very much more than all the other
items together. /nside the banks, especially in the Bank
of England, there are, of course, holdings of gold, silver,
notes and securities, which play an important part as
reserve or cover but are not, for our present purpose, to
be classed as money. Money thus defined acts some-
times as servant, sometimes as deceiver, sometimes as
menace. | propose to say something about it in each
of these réles.

MONEY AS SERVANT

Money as servant, everybody knows, is extremely
important in economic life. Jevons long ago described
its principal functions as measure of value, medium of
exchange, standard of value (for deferred payments)
and store of value. As he pointed out, these different
functions might be performed by different things. *‘We
might certainly employ one substance as a medium of
exchange, a second as a measure of value, a third as a
standard of value and a fourth as a store of value. In
buying and selling we might transfer portions of gold ;
in expressing and calculating prices we might speak in
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terms of silver; when we wanted to make long leases
we might define the rent in terms of wheat, and when
we wished to carry our riches away we might condense
it into the form of precious stones. This use of different
commodities for each of the functions of money has in
fact been partially carried out. In Queen Elizabeth’s
reign silver was the common measure of value; gold
was employed in large payments in quantities depending
upon its current value in silver, while corn was required
by the Act 18 Elizabeth c. vi (1576) to be the standard
of value in drawing the leases of certain college lands.” !
At the present day all these functions are performed by
the same thing, or rather group of closely associated
things of fixed value relative to one another, that we
agreed to call money. But that does not, of course,
make the distinction between the several functions of
money less important.

Take first its service as a measure of value. This
is very similar to the service rendered by accepted
measures of length. If we want to compare the width
of a piano and that of a door through which it has to
pass we do not need to bring the piano to the door and
compare their widths directly with one another; we
apply a foot-rule to both. We do not compare the
heights of our sons and daughters by laying them out
side by side; we measure each of them separately and
compare the results. It is the same with value when we
have a common measure for it. If there were no com-
mon measure and we had a hundred things, the price
of each would have to be set out in 99 numbers giving
its value in the terms of all the others; a grand total
of 9g9oo numbers. With a common measure of value the
price list consists of 100 numbers only. The saving of

1 Jevons, Money, pp. 16-17.
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tim® and trouble that results is enormous. It is a sort
of saving we get from having an alphabet of 26 letters
instead of, say, 2600.

But money’s usefulness is immensely enhanced when,
besides constituting a measure of value, it is also a
generally accepted medium of exchange. If I have
something to sell that is a little more or a little less
valuable than something that I want to buy, in the
absence of such a medium I, or the man with whom I
want to deal, must sqarch about for some other appro-
priately valued object to fill up the gap, and unless we
can find this, we cannot do our deal. The inconveniences
of barter due to the need under it of finding a double
coincidence between the value of things offered and of
things wanted are a familiar theme of economic text-
books. Money as a medium of exchange does away
with them altogether.

As a standard of value for future payments money
performs the same service for exchanges the two parts
of which are carried out at different times that it does
for ‘prompt’ transactions in its capacity as a measure
of value. When the contract requires the return after a
time of the identical thing that is handed over now, for
example when a picture is loaned by one gallery to
another, there is, indeed, no need for that service. Most
contracts, however, are not of this kind. We might, no
doubt, have contracted to repay so much of the same
sort of thing as was handed over. ‘‘If corn be borrowed,
corn might be paid back with interest in corn; but the
lender would often not wish to have things returned to
him at an uncertain time when he does not much need
them or when their value is unusually low. A borrower,
too, may need several different kinds of articles which
he is not likely to obtain from one person; hence arises
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the convenience of borrowing and lending in one gener-
ally recognised commodity, of which the value varies
little.” 1

The phrase ‘of which the value varies little’ is
important. For, if money varies much in value, or
more strictly is expected to vary much, people will not
care to use it as a standard and will either make some-
thing else money or, perhaps, make contracts in terms,
not of money itself, but of money corrected by some
sort of price index number. .

Whenever money is not a mere abstract unit of
account but consists of something concrete or physical
— for this purpose bank balances are reckoned as
physical — there must necessarily be a stock of it and
the stock constitutes a store of value for those to whom
it belongs. It is not, indeed, the only store of value.
All property constitutes such a store, and some sorts
of property, diamonds for example, are on occasions
bought specially to serve for that. But, among the
rest, the stock of money in existence is unquestionably
a store of value. Like diamonds, it is a specially useful
sort of store because it is light and small relatively to
its value, can be carried about between distant places
and, at need, buried or hidden away. Bank balances
cannot, of course, be buried, but, since everybody who
has a bank balance can in modern conditions turn it
immediately into metal or paper money which can be,
that does not matter. People’s keenness to use money
as a store of value — to hold wealth in the form of
money — like their readiness to use it as a standard of
value for deferred payments — is obviously weakened if
they become afraid that its value may prove very un-
stable, which implies that it is liable to fa// keavily in

t Jevons, Money, p. 14.
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terms of things in general. Moreover, whereas the
damage that instability does to money as a standard of
value can be mitigated by allying it with an index
number of prices, there is no remedy for the damage
done to it as a store. The only way of escape is by
flight to some other kind of store.

MONEY AS DECEIVER

Money has often played the part of deceiver. The
mercantilists, or some of them, thought of it as some-
thing special, imagining that the benefit of foreign trade
consisted exclusively of the bullion that it brought into
the country. Even now, when it is said that So-and-so
is ‘worth fifty thousand pounds’, not everybody realises
clearly that the fifty thousand pounds does not constitute
his wealth but is only a measure of its value. Again,
and this is a subtler point, if a man spends on consump-
tion goods £ 100 less than his income, he may suppose
that he has certainly added £ 100 worth of stuff to the
capital wealth of the country, whereas in fact his action
may simply have thrown out of work the people who
would otherwise have produced £ 100 worth of stuff for
him to consume, and not have added anything at all
to the stock of capital wealth.

But the most notorious deceptions which money per-
petrates are concerned with its function as store of value
and as standard of value in contracts or exchanges
involving the future; among which short-term agree-
ments between combinations of wage-earners and em-
ployers should be reckoned. Nobody expects that the
pound ten years hence, or even six months hence, will
buy exactly the same quantity of every individual thing
as it buys today; for everybody knows that the relative
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prices of different things — oranges, strawberries, eggs
or what you will — frequently vary. Until recently,
however, the generality of people, at all events in this
country, have ‘thought in gold’, regarding the pound
as a unit of value fully stable in terms of things in
general. This notion was, of course, very rough.
Ordinary people did not trouble about the puzzles and
refinements of index numbers. They only felt them-
selves deceived if the general run of prices went up or
down a good deal in a short time And even then they
would not willingly believe that it was the pound which
had deceived them. Particular things had misbehaved,
but the pound was a rock which abides. Inverting
Galileo’s famous whisper about the earth, they said
to themselves in their best Italian, E pur non si
muove.

Nowadays, however, things are different. We all at
least have heard of relativity and all know that for
prices to have risen and for the purchasing power of the
pound to have fallen are one and the same thing. When
prices in general have varied largely people who had
expected stability have been deceived. They have been
deceived about the purchasing power of the pound.
They may claim, therefore, that money has deceived
them, even though the disturbances of which they com-
plain were not associated with any change in the cir-
cumstances of money itself. Money is guilty because,
though it did not with its own hand kill the patient, it
failed to keep him alive!

Money, however, cannot be guilty of destroying
expectations that do not exist. Recently the common
expectation that the value of money will remain com-
pletely stable in terms of things in general has been
undermined. The frequent debates in parliament and
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in the newspapers about movements in the cost of living
have undermined it. Most people now recognise that
the overall purchasing power of the pound is sure to
vary a little and, therefore, when it does vary a little,
they are not deceived. They do, however, still expect
that it will be fai»/y stable, so that, when sudden large
changes come about, money for them is still a deceiver.
The greater the degree of instability the more wicked
a deceiver it proves itself to be.

MONEY AS MENACE

Money’s activities as a menace are all associated in
one way or another with its instability, coupled with the
fact that its movements — the variations in its general
purchasing power — are not foreseen at all or at the
best are foreseen very imperfectly. If they were foreseen,
and were foreseen equally well by everybody, contracts
could be adjusted to them, so that they would not
matter much. A standard of length whose unit was
the length of the king’s girdle, even though the king
were a child, could do its job well enough, with the help
of a few arithmeticians, provided we knew how fast
and how much the king was planning to expand. Itis
the consequences of unforeseen or inadequately foreseen
variations that giveus pause. These wemay conveniently
distinguish into the short-run relatively small up and
down movements associated with booms and slumps,
and, on the one hand, /arge movements of inflation
such as accompanied and followed the first and second
world wars and were manifest after the first in an
extreme degree in Germany and Austria, and, on the
other hand, large movements of deflation, such as were
experienced everywhere in the crash of 1929-32.

11
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THE SHORT-RUN MENACE

From 1850 down to the beginning of the first world
war the economic development of the United Kingdom
proceeded by way of a succession of booms and slumps,
well illustrated by the upward and downward move-
ments in the unemployment percentages recorded by
the Trade Unions. These booms and slumps were of
varying intensity and the intervals between them were
not rigidly fixed. Still the outline picture of what was
happening is quite clear. It is also clear that, when
prices are corrected so as to eliminate those long-period
trends which partly mask short-period movements,
good employment was in general associated with rela-
tively high and bad employment with relatively low
prices.! This association did not, of course, prove that the
price movements caused, or even that they intensified,
the booms and slumps. But it naturally raises our sus-
picions. Money cannot as yet be arrested but it can
properly be held for questioning. Let us so hold it.

Apart from wars, it is widely agreed that booms and
slumps are Zmmediately due to fluctuations in the
opinions of business men about the prospects of profit
in their industries, no matter what the remoter causes
of these fluctuations of opinion may be. When these
fluctuations occur, even though money movements may
have had nothing to do with starting them off, they
necessarily invoke, with banking policy as it was in the
period to which we are referring, reactions on the side
of money. The process is as follows. When business
men feel optimistic about their prospects they want to
buy more materials and hire more labour. For this
they need money. To get it they draw on their balances

! For details compare my /ndustrial Fluctuations, p. 133.
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at the banks, which implies that they make these balances
circulate faster; and they borrow from the banks
further balances. In these two ways they are enabled
to increase their money expenditure. If this were only
expanded in proportion to the output of goods selling
in the market, prices would not be affected. But there
is an inevitable delay between the business men’s spend-
ing on production and the consequential appearance of
extra goods on the market. The money they spend on
production becomes at once money income for wage-
earners and others,’and is for the most part itself
quickly spent. Thus the demand for goods in terms
of money is increased more than in proportion to the
supply, and prices, therefore, rise. If business men’s
rate of expenditure did not increase further, the supply
of goods in the market would presently catch up and
prices be back again where they were. But, when they
see that prices are rising, business men become more
optimistic, and this spurs them on to further expenditure
sufficient not merely to sustain the initial price rise but
for a time to enhance it. Eventually the process stops.
It must stop when the whole economy is fully employed,
and it is very likely to stop before that, because of some
accident that shakes confidence or thraugh the central
bank putting up its discount rate in a warning gesture.
Since demands of business men have been geared to an
expectation of rising prices, when prices cease rising
the boom not only stops but breaks. Business expendi-
tures fall sharply and a cumulative downward move-
ment, enhanced by monetary reactions, sets in. The
boom has pushed the economy, not on to a level plateau
but on to a ridge from which a steep slope descends on
the further side: and so, by a like cumulative process,
a slump follows. If this analysis is right, money or,

13
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more strictly, the way in which money is controlled, was
responsible, in the period between 1850 and 1914, not in-
deed for creating booms and slumps, but for giving them
a larger amplitude than they would have had under a
system that put a tighter reinonvariationsin expenditure.

Plainly these could be held in check when a boom is
threatened if the central bank’s rate of discount were
manipulated for that purpose instead of, as happened
prior to 1914, by reference to the condition and prospects
of the Bank of England’s gold reserve. No doubt, the
rate of discount by itself is a less potent weapon against
slumps than against booms. For, while in theory the
rate can be raised to any height, it cannot be lowered
below nothing; negative rates of discount are impos-
sible. It is for this reason that economists, anxious for
defence against slumps and mindful in particular of the
severe depression that marked the inter-war years, look
for help to large direct government outlays as well as to
monetary policy. But, even so, sufficiently low discount
rates could do something even directly to mitigate slumps,
while sufficiently high rates in the face of threatened
booms would, by mitigating them, indirectly mitigate
slumps also, since these are in part reactions from booms.

It must be remembered, however, that the monetary
systems of most important countries are now linked
together by fixed parities of exchange. In England,
for example, the pound sterling is pegged at the rate of
£1 to round about 2.8 dollars, the Bank of England
undertaking to buy or sell dollars against sterling at
approximately that rate and holding reserves of dollars
and sterling to enable it to do so. In these circumstances
if dollar prices in the United States rose greatly, English
exports to the United States would be greatly stimulated
and imports from there greatly discouraged, so that

14
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America would be forced to send a large amount of gold
to England, which would tend to force our prices up.
In opposite conditions England would be forced to send
large amounts of gold to America, which would tend to
force our prices down. These tendencies could, indeed,
be counteracted in great part by the imposition of
stringent restrictions upon exports in the one case and
upon imports on the other, inconvenient though such
restrictions would be to traders. Also or alternatively
the effect of inflows and outflows of gold could be
checked by skilful use of sponges or cushions such as
the Exchange Equalisation Account provides. But
these defences, effective enough in the face of small
fluctuations in American prices, are limited in scope
and, if confronted with large and continuous movements,
would inevitably break down. Should such movements
occur, money could only be held reasonably stable here
by withdrawing or moving the peg to which the dollar-
sterling rate is now tied. In the last resort, if prices in
important foreign countries fluctuated largely, we should
be driven to choose between reasonable stability in
domestic prices and reasonable stability in foreign
exchange rates. Both ideals cannot be attained and
maintained unless other important countries as well as
ourselves succeed in establishing reasonable price stabil-
ity; and even then serious difficulties would be met
with if productive technique in different countries
advanced at markedly different speeds.

THE LONG-RUN MENACE

Turn now to the sins, or alleged sins, of money as
architect of long-range inflations. I shall not speak of
long-range deflations here, though they also, if pressed

15
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far enough, may do great damage, because in the present
climate of opinion they are not greatly to be feared.
Inflation is an ambiguous word. It is sometimes used
simply as a synonym for rising prices. But most people
would not say there was inflation if prices were rising in
consequence of a continuing and progressive shortage
of goods. In a vague way we usually think of it as
occurring when prices are rising continuously through
the ‘fault’ of money. I myself have suggested that
inflation is going on when money income is rising con-
tinuously relatively to the volume of resources at work.
But, since there are several kinds of resources, that con-
cept is ambiguous unless more closely defined. It is
also open to the objection that, if the technique of pro-
duction is improving fast enough, it may make us say
that inflation is taking place even when prices are falling.
This seems paradoxical. To avoid that paradox we
might modify our definition by adding ‘provided that
prices are rising’. There is no need to trouble ourselves
with niceties. Let us say then that large and con-
tinuous increases in money income coupled with large
increases in prices constitute large inflations. That is
good enough.

The most obvious source of large inflationary move-
ments is continuous spending by governments of more
money than they are collecting from their citizens through
taxes or loans provided by them out of their incomes.
This means that the government in one way or another
borrows from the banks; and this entails further that
it creates for them, or allows them to create, sufficient
extra currency to enable them to cash on demand all
valid cheques drawn upon them. In the emergency of
a great war governments are practically forced to adopt
this policy, partly because collecting extra taxes to

16
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match their needs would be too slow a process and partly
because a very severe wrench to the machinery of taxa-
tion might cause patriotic enthusiasm and effort to flag.
It might, indeed, be possible to raise loans without these
ill consequences, but, if the loans were to be large
enough, the public’s subscription to them would be
likely to come in great part, not from their incomes but
from their borrowings from banks, a process just as
inflationary as government borrowing.

When government borrows extensively from the
banks this in itself increases the stock of money; and
the spending of it increases the money income of the
people to whom it is handed over. But money income
need not increase so rapidly as the stock of money. In
war-time, in particular, people may be persuaded — or
compelled by rationing and price control — not to
spend their extra incomes, either holding them unspent
in the banks or handing them back to government in
loans. The former procedure reduces what has been
called the income velocity of money and so makes against
rising prices. Thus, whereas between 1939 and 1945
the net deposits of British clearing banks rose by 104
per cent, retail prices rose by only 46 per cent and
wholesale prices by only 66 per cent. The latter pro-
cedure makes it unnecessary for the government to
borrow as much from the banks as it would otherwise
have done. Both procedures help to hold inflationary
movements in check. On the other hand, however,
money income may increase more rapidly than the stock
of money. Thus between 1946 and 1953 the net deposits
of clearing banks rose by only 22 per cent, but retail
prices by 51 per cent and wholesale prices by 9o per cent.

A second alternative way in which a large inflationary
movement may be brought about is continuous successful
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pressure by wage-earners for increased money wage
rates irrespective of increased prices. Such pressure
would not necessarily entail either unemployment or an
increase in aggregate money income. For, particularly
in conditions of imperfect competition, it might well
happen that there was a good deal of slack available to
be taken up. If that is so, a substantial part of the extra
wages might come out of profits. After a point, however,
any government pledged, as the British Government
now is, not to allow heavy unemployment to occur,
would be obliged either to increase its own expenditure
by borrowing from banks or to force down the rate of
discount far enough to encourage business men to do
that. An inflationary movement would thus be brought
about, just as it would be if the initiating cause were
continuing excess of government spending. It must be
clearly understood, however, that the type of wage
pressure considered in this paragraph is awfonomous
wage pressure. Wage pressure undertaken as a con-
sequence of high prices already induced by excess
government spending is a purely passive reaction. It
prevents an inflationary movement which is occurring
anyhow from pushing down the real earnings of wage
earners for the benefit of profits, but it takes no active
part in stimulating inflation.

What, we have next to ask, are the consequences of
inflationary movements ? A distinction must be drawn
between relatively mild inflation and galloping inflation.
The dominant effect of mild slow-moving inflations,
such as we have been and still are experiencing in this
country, is to mulct creditors, particularly creditors
whose claims extend over considerable periods, for the
benefit of debtors. For the real value of what is trans-
ferred to them continually diminishes, and it is most
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unlikely that, when they made their contracts, this fact
was fully foreseen and allowed for in the terms of the
contracts. At the present time the government is the
biggest debtor of all and the holders of National Debt
scrip collectively the biggest creditor. Thus inflation
from the standpoint of the Treasury reduces the ‘burden’
of the National Debt and helps the Chancellor of the
Exchequer. He is not called upon to make more debt
payments, whereas unchanged taxes yield him con-
tinuously more money to finance those he has to make.
Wage-earners, with *more delay salary-earners, and,
with still more delay, pensioners of the State, can secure
modifications in their contracts and so in a measure
protect themselves. But debenture holders and the
holders of fixed interest government stock cannot do
this. It is for them to enjoy what Keynes called the
‘euthanasia of the rentier’, a process which, speaking
as one of them, I regard, provided it does not act too
suddenly and sharply, as socially advantageous. I
should not myself call money a ‘menace’ if it merely
threatened slow and gradual inflations.

But it also threatens galloping inflation. This differs
from moderate inflation not merely in degree but also
in kind. The purchasing power of money begins to fall
so fast that people fly from it — try to rid themselves of
it. This entails that its income velocity rises enormously
and, with that, prices. Then the government, to pay
its way, has to secure for itself from the banks or the
printing press a bigger stock of it, the spending of
which forces prices still higher ; and so on cumulatively.
The whole monetary system collapses and with it, very
likely, the political system too. Rentiers are not merely
subjected to a gentle and gradual euthanasia, but are
ruined in a few months. The happenings in Germany
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and in Austria after the first world war — in Austria,
it was said, a wheelbarrow was needed to carry enough
paper money to pay for one’s lunch — are classical
examples of what inflation, once it starts galloping, can
mean. There is nothing to be done but in one way or
another to rebuild the whole monetary system from the
bottom upwards. Money as menace has done its worst.
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CHAPTER III
WHY CONSUMERS BUY WHAT THEY DO

IN this chapter I shall take no account of government
purchases nor yet of the expenditure of private persons
or companies on investment goods. I am concerned
only with the way in which private consumers distribute
the money that is left to them, after direct taxes have
been paid and their investments financed, on con-
sumption goods, i.e. with what the (1954) Blue Book on
National Income and Expenditure describes as ‘Con-
sumers’ expenditure at current market prices’ Our
problem is to disentangle the principal influences by
which this expenditure is directed in various proportions
into various channels and the quantities of the various
consumers’ goods (expressed in whatever arbitrary
units are customarily employed) which are purchased
are determined. The aggregate amount of this expendi-
ture, which is, of course, also the aggregate of the
payment received by those who make the goods and
services for which it is paid, plus government duties and
minus government subsidies, is here taken for granted.

The influences which we are to investigate are most
conveniently grouped into those determining, on the
one hand, individual and aggregate patterns of demand
and, on the other hand, the aggregate pattern of supply.
These jointly determine at once the quantities and the
prices of the things affected. I shall speak first about
demand, secondly about supply and finally about the
way in which the two interact. For this analysis there
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is available a very handy form of mathematical tech-
nique that is helpful in clarifying one’s ideas and
guarding against muddles. But it is not necessary to
use this technique, and anyone who is unable or un-
willing to do so can get along without it. Here I shall
use ordinary language and hope to show amébulando
that this is adequate for an outline analysis. It would,
however, be idle to deny that eschewing the use of
precision tools must make exposition rougher and less
accurate than it need have been.

THE PATTERNS OF DEMAND

Everybody is familiar with the term demand. It is
continually recurring in newspaper articles and the
speeches of politicians. Unfortunately the term is
ambiguous. It is used sometimes in one, sometimes
in the other, of two different senses. Sometimes it
means the quantity of a thing that is demanded at a
given price, sometimes the list of different quantities
that would be demanded at a series of different prices.
This difficulty is best got over by keeping the word
demand for the first meaning and using for the second
the phrase demand schedule. Demand then means
nothing except with explicit or implicit reference to
some specific price, but demand schedule is self-
contained and needs no support.

The notion of demand in the sense of demand
schedule leads on to the more complex notion of a
pattern of demand. It might at first sight be thought
that this pattern is simply the collection of a number
of separate demand schedules for different things. But
this is not so. For each demand schedule sets out the
quantities of one thing that are demanded at different
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prices of that thing when the prices, more strictly the
supply schedules, of all other things are fixed. The
sum of all of them would not, therefore, make up a
pattern of demand unless it were the fact that the prices
of all other things were completely irrelevant to the
quantity demanded of any one thing. A man’s pattern
of demand sets out a list of the quantities of each several
thing that he would demand at all possible sets of prices
of all the things.

When his available income is given his pattern of
demand obviously depends in part on his pattern of
tastes or desires. I shall begin with these, leaving the
part played by incomes till later on, and shall introduce
the subject by focusing attention on an imaginary iso-
lated man’s desire attitude towards a single isolated
thing. Of the causes of such attitudes, experience
certainly and accident perhaps, the economist has little
to say. What he can say with some assurance is that,
apart from some trivial exceptions, a man’s desire atti-
tude to an isolated commodity will be of such a sort that,
the more he has of it, the less keenly he will at any time
desire an additional unit of it. This is, of course, in no
way inconsistent with the fact that, as he gets accus-
tomed to something, his desire attitude towards it may
change, so that present/y he will come to desire a hundred-
and-first unit of it more keenly than he desires a hun-
dredth unit now. This law of diminishing keenness of
desire, commonly called diminishing utility, does not
tell us much. We should like to know how fast, in
respect of various quantities, the keenness of desire
diminishes as the quantity becomes larger. On this
matter a word will be said presently.

So far of an isolated and independent commodity.
But many commodities are not independent; on the

23



INCOME REVISITED

contrary, our desire for one of them is affected to an
important extent by how much we have of the other.
Some things are rival to (or substitutes for) other things,
for example beef and mutton or cotton and woollen
cloth, so that, the more of one that a man has, the less
keenly he desires the other. On the other hand, some
things are complementary to others, like whisky and
soda or sugar and tea, so that, if one is available, this
makes us desire the other more keenly.

Again, just as commodities gre not isolated and
independent, so also people are not. The circumstances
of one member of a group may react on the pattern of
desire of other members. This is probably not so to any
appreciable extent as regards simple necessaries. But
as regards luxuries the reaction may be important. Thus
the fact that some men buy and wear top-hats, particu-
larly if the some men are prominent persons, makes
other men desire them ; per contra, the mere fact that a
costume in which her ladyship delighted last year has
become common in her circle — still more if it has
become common in what she considers inferior circles —
makes her now desire something different. In fact for
many things other than simple necessaries our desire
attitudes are complicated by desires of a more general
kind, to be respectively in the swim with our betters
and out of the rut with those we think our inferiors.
If one man, especially Beau Brummel, decides to wear
spats, so immediately do others; if, in the age of crino-
lines, one lady of eminence discards them, she may
be sure the flock will follow. On the other hand, if
book-makers wear check suits, the kaut monde prefers
some other gear. We all of us in our degree follow
the leading sheep and flee from the leading goat.
This accounts for the extreme instability of fashion in
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luxury trades — an instability not unpleasing to dress-
makers.

Moreover, people’s tastes and desires are not, like
poets, merely born. They are also partly made; and
there are large enterprises at work trying to mould them
this way or that. For a very poor man, indeed, his
pattern of desires arises in the main out of straight-
forward physical needs. But the patterns of desire of
richer men are also continually played upon by various
forms of direct and indirect advertisement. Some
advertisements are simply informative, bringing to
people’s notice the fact that certain things with certain
qualities, about which they have not hitherto heard, are
available for purchase. Other advertisements are simply
competitive, rivals producing exactly similar things each
trying to persuade customers that his product is different
from and better than the competing one. Yet others
endeavour by propaganda and perhaps by free samples
to create tastes that have not so far existed. Would-be
vendors of heroin, opium and such-like drugs use adver-
tisements in this way, though their advertisements are
proffered under the rose. Yet other advertisements are
directly fraudulent, claiming for the things they name
beneficial properties which their sponsors know they
do not possess. All these various kinds of advertisement
are directed to influence patterns of desire.

We have next to enquire in what way, when a man’s
pattern of desire is given, the state of his income avail-
able post-direct-taxes and post-investment affects his
pattern of demand. The aggregate of available income
for all men together is here taken as given. But the
distribution of it among particular men, and so their
individual available incomes, is not so taken. In what
relation then will a man’s pattern of demand stand to
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his pattern of desires? At first sight we might be
inclined to suppose that it must be exactly similar in
form to that pattern, a unit of money simply taking the
place of a unit of desire, if we are allowed such a phrase,
in the other pattern. This, however, is not so. Thus
suppose that there is only one kind of commodity and
our man has £1000 to spend. Whatever his attitude
of desire towards that thing may be, whether, when it is
represented on a curve, the curve is very flat or very
steep, his demand schedule must be such that, at every
price, price multiplied by quantity demanded is equal
to £1000; that is to say, his demand schedule as repre-
sented by a curve must be of a particular shape. His
desires have no affect at all. Following along this line
of thought we readily see that, the larger the proportion
of his income that a man is spending on any one thing,
the less important the part played by his desires in
determining the form of his demand schedule for it is
likely to be; and the more forcibly the income factor
will tend to drag it into the form that it would have if
the whole of his income had been spent upon it. At the
other extreme, for a commodity on which only a very
small part of his income is being spent the income factor
will have hardly any significance, and his desire attitude
will determine almost entirely the form, though not,
of course, the general level of his demand schedule.
Thus we may conclude that, if a man is distributing his
expenditure in very small parcels over a great number
of things, his pattern of demand will correctly reflect
his pattern of desire, though, if he is concentrating a
large amount of his expenditure on one or a few things,
his demand pattern will be distorted in greater or less
degree away from his desire pattern.

The point may be put otherwise thus. We know that,
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if the supply price of something else alters, this cannot
affect the desire attitude of our man for an independent
commodity. What has been said shows that whether it
can affect his demand attitude depends on whether the
something else is a thing on which he spends a large or
a small part of his income. If it is one on which he
spends a large part, an upward shift in its supply price
may make him want to spend a significantly larger or
a significantly smaller proportion of his income on it,
so that he will have significantly less or more income left
to spend on all other®things together, and the quantity
of any one other thing that is bought may be affected
significantly. But if the supply price of anything on
which only a small part of our man’s income is spent
varies, it is very unlikely that the proportionate effect
on his income available to buy any one other thing will
be appreciable ; though, of course, if the price of many
other things changed at the same time in the same
direction this would not be so. Broadly we may con-
clude that, as compared with the effect of variations in
its own price on the quantity of any ordinary thing that
is purchased, the effect of variations in the price of any
one other ordinary thing is likely to be negligible.
Marshall’s picture of demand schedules relating the
quantity of a thing purchased to its own price only is
an adequate, though not, of course, a perfectly accurate,
tool of analysis so long as the thing is an independent
commodity.

The dominant dependence on their own prices of the
quantities of such commodities that people, their desire
attitudes being given, choose to purchase, gives warrant
for attempts that have been made by Dr. Schulz,
Mr. Stone and others to determine by means of statis-
tical comparisons the form of certain demand schedules
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— the shape of certain demand curves — in the neigh-
bourhood of current prices. There are many pitfalls in
the way of these investigations, not least the fact that
price changes may entail different variations in the
quantities purchased at different intervals of time after
they have taken place. None the less, it seems to have
been established, for several important commodities,
sugar among the rest, that, at all events in the short
run, small rises of price are apt to be associated with
Jess than proportionate reductions in the quantity
bought, so that expenditure on‘the commodity con-
cerned is increased. That is to say, in technical lan-
guage, the elasticity of demand in the neighbourhood
of current prices has been shown for these commodities
to be less than unity, for some of them substantially less
than unity.

Up to now I have been speaking of the pattern of
demand of an individual. How far are the separate
patterns of different individuals related to the pattern
of all individuals together ? People’s tastes are various
and their incomes are also various. It is easy to see that,
aggregate money income being given, one man with
twice the income of another man will not, at given
prices, buy simply twice as much of everything. The
proportions in which he spends his income on different
things will tend to be different. Thus in general he will
spend only a little more, or possibly even less, on ordin-
ary common goods — since better goods may supplant
them — but a great deal more on luxuries, travel,
pictures and so on. It follows that the pattern of
demand for a group of people cannot be inferred from
a knowledge of their tastes in conjunction with their
aggregate income. The pattern of demand of the
group depends partly on the way in which aggregate
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income is distributed. Even if everybody’s tastes were
alike this would be so. For suppose a man with a large
available income and a man with a small one have
exactly similar patterns of desire. With any system of
prices the richer man will demand several times more
luxury goods than the poor man but only a few more,
or possibly even less, ordinary goods (for which luxuries
may be partial substitutes). If their joint income was
divided into two equal parts the formerly poor man
would certainly buy ore luxuries than before; but it
is practically certain that the total demand for luxuries
would be smaller and that for ordinary goods larger
than before. With the tastes of different individuals
different, the relevance to the aggregate pattern of
demand of the way in which income is distributed is
still more evident.

THE PATTERN OF SUPPLY

«Corresponding to the aggregate pattern of demand
for consumption goods there is a pattern of supply.
This is made up from the separate patterns, only par-
tially independent, of a number of separate industries,
just as the aggregate pattern of demand is made up from
the patterns of a number of separate individuals. In
my book on [ncome 1 said a good deal about the
influences acting on supply. I shall, therefore, not say
much here. In particular I shall ignore monopolistic
practices, the inclusion of which would make the argu-
ment very cumbrous without modifying its general
outlines. A brief discussion of monopoly will be found
in Chapter VII.

Let us first consider the supply schedule of a single
commodity that is independent on the side of supply,
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not produced, that is to say, by a joint process with any
other commodity, nor in rivalry with another commodity
for the use of a scarce and important raw material.
From the standpoint of this single commodity the rates
of pay of the several factors of production used in
making it may be taken as given. They are not in
general appreciably modified by variations in the quan-
tities of the commodity which is being produced. In
respect of any given quantity employers will try to com-
bine the several factors together in such proportions
that, given their rates of pay, the cost of producing that
quantity of the commodity is as low as possible. What
combination is chosen depends on the effectiveness of
the several factors in relation to that commodity. The
most effective combination may be different for different
quantities of output. Given the facts about that and
given the rates of pay of the several factors, the supply
price of that commodity for whatever quantity is pro-
duced, that is to say the commodity’s schedule of supply
prices, is, on a certain assumption, determined.

The ‘certain assumption’ is, however, very important.
It is that the supply price of the output of each firm in an
industry depends solely on the quantity of that output
and not at all on the aggregate output of the whole
industry. It may well happen, however, that, when the
scale of the whole industry increases, this will lead to
what Marshall calls external economies, which affect
all the firms equally, in such wise that, even though a
particular firm continues to produce the same output as
before, it will be able to produce it more cheaply. For
instance, when an industry becomes large the machinery
that it needs can be made by firms specialising in that
particular type of machinery instead of by general
angineering firms, and so is likely not to cost so much.

30



WHY CONSUMERS BUY WHAT THEY DO

Moreover, trade newspapers will be started from which
all the firms can learn the latest ingenuities of tech-
nique; and so on. Per contra, in the special case of
industries which use a large amount of one factor, for
example, land in agriculture, there may be external
diseconomies from the standpoint of the industry —
though not, as we shall see presently, from the standpoint
of the community ! — consequent on the price of the
services of that factor having been raised by the
increased demand for it. These external economies
and diseconomies, from the standpoint of the industry
where they exist, as well as the internal situations of
individual firms, play a very important part in deter-
mining the character of its supply schedule.

Let us next consider the way in which the rates of
pay of the several factors are related in different
industries and related to one another. The following
passage from /ncome gives a part of the answer. ‘“Men
of similar inborn quality — and here, in Churchillian
plgase, man embraces woman — being anxious to do
as well for themselves and their families as they can,
tend so to allocate themselves among occupations that
nobody would gain by shifting out of the occupation
where he is into another one. This entails that net
advantages — roughly, the rates of pay —tend to be
similar in different occupations for kinds of work that
require equally expensive training; and where the
work of one occupation needs more training than that
of another, to be higher in the former in a degree more
or less corresponding to the extra cost of training there.
These tendencies only work themselves out very im-
perfectly and sometimes very slowly.”” 2 But this is not
a complete answer; for it does not help us to discover

I Cf. Chapter V. 2 Loc. cit., p. 62,
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what the rates of pay of the several factors, each of
which it shows to tend everywhere to uniformity, actually
will be. We have seen, however, that in each industry
for each quantity of output it will pay employers to
engage such quantities of the several factors that, at
their several rates of pay, output would not be increased
by any alterations in their proportionate quantities.
This principle, the aggregate quantities of the several
factors at work being given, will determine their relative
rates of pay in each industry and so in all industries.
Furthermore, the aggregate expenditure on all factors
engaged in producing goods and services for consumers,
Z.e. their aggregate money income, being for our
purposes given, their absolutc rates of pay are also
determined.

If we leave out of account the possibility that the
relative rates of pay for different factors may be affected
by variations n the proportions of different goods that
are made, we thus obtain, after adding in government
duties and deducting government subsidies, a set of
supply schedules depending on these rates of pay
together with the effectiveness of the several factors in
producing various quantities of each several commodity.
But, as we have already seen, for each member of the
set the proportion of the several factors which it is
most profitable to engage is liable to be different when
different quantities are being produced. This entails,
even apart from external economies and diseconomies
(from the standpoint of the relevant industry) and
a fortiori when these are brought into account, that
the supply prices of different things, as well as their
demand prices, are liable to vary with the quantities
that are being produced.

The set of supply schedules thus arrived at is, prima
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facie, the community’s pattern of supply. But that is
not correct. The separate supply schedules, each being
constructed on the assumption that other things are
equal, cannot, any more than the demand schedules, be
regarded as separate and independent. They are inter-
dependent. When two commodities are jointly pro-
duced by the same process, in such wise that the output
of one cannot be increased without that of the other
being increased also, or when they are rival users of a
scarce material, this is very plain. But the supply
schedules are still in a measure interdependent even
when these special conditions are absent, since the more
resources that are devoted to one of them the less are
available for others. The pattern of supply, like the
pattern of demand, is thus considerably complex.

THE INTERACTIONS OF DEMAND AND SUPPLY

What has been said will have shown that demand
cgpditions would determine the quantities of various
consumption goods that people buy if prices were fixed
by supply conditions, and supply conditions would deter-
mine them if prices were fixed by demand conditions.
In fact prices are not fixed either by supply conditions
acting alone or by demand conditions acting alone.
Demand conditions and supply conditions acting to-
gether determine both prices and quantities. They are
the two blades of Marshall’s celebrated scissors, or
better, two sets of blades, the members of each set
being bound together by complicated connections,
any of which by itself does nothing but all jointly do
everything.

Demand and supply would interact in this way even
though, as is frequently supposed, the two sets of
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influences were independent of one another. In fact,
however, they are interdependent. The pattern of
demand, by influencing the proportions in which things
requiring different proportionate combinations of factors
are produced, helps to determine the relative rates of
pay of the several factors and through these the pattern
of supply. By the same token, the pattern of supply
helps to determine the pattern of demand in so far as
it helps to determine the distribution of income, which,
as we have seen, is relevant to that pattern. When the
fact of interdependence is brought into account the
illustration given at the end of the last paragraph needs
to be still further elaborated. For the members of
each of our two sets of blades are connected, not only
with the other members of that set, but with members
of the other set also.

The reader is asked to understand that this sketch
does not profess to be other than partial and incomplete.
To complete it, investment, government purchases of
consumption goods and, above all, monetary factors
would have to be brought into account. These we have
treated as constants but they are in fact variables. A
mathematically watertight system which treated them
as such would have to be far more complicated than this.

EXPENDITURES

It is evident that the interplay of demand and
supply, determining, as it does, at once the prices and
the quantities of the several consumption goods that our
community purchases, by that very fact determines also
the amounts of expenditure upon them ; it being under-
stood, of course, that neither higher prices nor larger
quantities necessarily entail larger expenditures, since
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higher prices in some circumstances carry with them
more than proportionately reduced quantities and larger
quantities more than proportionately reduced prices.

To round off this chapter and, so far as may be, to
diminish the gloom which its dry argumentation has
probably engendered, I set out below a summary ac-
count, from the (1954) Blue Book on National Income
and Expenditure, of the principal items of consumers’
expenditure at market prices in 1953.

£ million
Food 3549
Alcoholic drinks 869
Tobacco 837
Housing 835
Fuel and light 449
Household goods 844
Clothing 1064
Recreational goods 292
Chemists’ goods 153
Other goods 147
Private motoring and cycling 366
Travel 434

Postal, telephone and telegraph service 77
Entertainments (including cinema,

A111 m.) 184
Domestic service 98
Other services 785

Total consumers’ expenditure in the
U.K.,, allocated and unallocated
(less expenditure by foreign tourists,
etc.,! in the U.K., £116 m.) 10,828

v Loc. cit., pp. 30-1.

35



CHAPTER 1V
HOW CAPITAL IS BUILT UP

CAPITAL, for the purposes of this chapter, means
material capital. It does not include such things as
goodwill and business connectiong. Nor does it include
capacities and skills built into human beings by good
food, training and education; and that in spite of the
fact that the resources devoted to creating these human
assets may often be more productive of material goods,
to say nothing of human quality, than equivalent
resources employed to build machines. Nor does it
include the whole stock of material objects existing at
any time. That part of the stock which is provided by
Nature is excluded; the classical economists grouped
that under the heading Land. Capital includes &-'y
things made by man, assisted, of course, by previously
created capital and by this so-called Land. We might,
if we chose, and in some ways that would be convenient,
make the term cover all the things made by man; but
it is customary to confine it to things designed to yield
money income and kindred things. Marshall followed
this custom and I shall follow him. He counted as
private capital that part of a man’s stock of things from
which he expects to derive what is generally reckoned
as income in common discourse, and as public capital
similar things in public ownership.! Thus he included
‘all things held for trade purposes, whether machinery,
raw material or finished goods, theatres and hotels’,
v Principles, p. 78.
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and, of course, also railways and ships. He included,
furthermore, houses whether occupied by their owners
or rented to somebody else. The income from owner-
occupied houses is, indeed, only virtual income, but
the Inland Revenue authorities subject it to income-
tax; and that is good enough. Motor-cars and fur-
niture in private hands are excluded on the ground
that they do not yield income, but in dealers’ emporia,
shops and factories they are capital. Such distinctions
lead to paradoxes; to call a motor-car a capital good
while it is in a shdp and a consumption good the
moment it enters a private garage seems silly. But we
must put up with these minor embarrassments. The
picture of what, for the purposes of this chapter, I mean
by capital, though fuzzy at the edges, should be clear
enough to anyone who does not peer too closely. Within
it we may distinguish fixed capital, such as railways and
plant, and working capital, whether consumers’ goods
or capital goods, in process of manufacture or transport
or_in warehouses and shops on the way to their final
buyer. Further, we must not forget that what we call
capital is in part constituted and maintained at the cost
of depleting Nature’s stores of coal, oil, fissionable
material and so on, and is, therefore, not strictly net.
Capital, everyone will agree in a general way, is
built up through investment. But what precisely this
means and what the processes are through which the
building is accomplished cannot be determined without
discussion. At the very outset we are confronted with
a difficulty ; for the term investment is used sometimes
to mean money investment, sometimes real investment,
and, under both these divisions, sometimes gross, some-
times net investment. Moreover, the connection be-
tween investment and saving has to be elucidated, and
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also that between the saving or investment of individuals
severally and of the community as a whole.

First, for our purpose, since we are looking ultimately
to real capital, a stock of physical things, investment
must plainly mean real investment. Money investment,
as we shall see presently, has importance because it is
often through it or by means of it that real investment
is made. But it is essentially subordinate. Real invest-
ment is what matters.

Real investment may be thought of either as gross
or net. Gross real investment in dny period is the whole
inventory of material goods created during the period,
regardless of any decay or destruction which they or
other parts of the capital stock may have undergone
during the period, less the inventory of goods that have
moved out of stock into consumption. This sounds
unambiguous. But it is not really so. Thus, suppose
that the stock of fixed capital contains the same identical
items this year as last; that meanwhile some consump-
tion goods have passed out of the machine of process or
the pipe-line of distribution into the hands of con-
sumers; and that at the same time other sorts of goods,
stocks of wool, for example, in place of stocks of cotton,
have been added to working capital. It is easy enough to
write down money valuations for the wool and the cotton
and, if these are equal, to say that gross investment
has been nil. But in physical (real) terms it is impossible
to decide whether the stocks of wool or of cotton are
equal or not; for the two things are not commensurable.
Thus gross real investment cannot be defined in purely
physical terms, but must be bolstered up by a sup-
pressed reference to money values.

Net investment, being a part of gross investment, is,
like it, subject to this difficulty. It is subject to others
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also. It might be so defined as to mean gross investment
minus the whole contemporaneous decay or destruction
of existing capital stock. With this interpretation the
net increase of capital stock in any year would always
be equivalent to the net investment of that year. But
in fact net investment is not normally thought of in this
way. We usually imagine that so much gross invest-
ment is undertaken in connection with some already
existing concern; that, after provision has been made
for keeping working capital intact, a part of the gross
investment is devoted"to making good contemporaneous
wear and tear and obsolescence in the concern’s plant,
and that the remainder constitutes net investment there.
When an investment is made, not in connection with an
already existing concern, this method of inferring net
real investment from gross real investment is not used
in ordinary accounting. Thus, in reckoning up the net
real investment made at any time in the light industries
of southern England, ordinary accounting does not
bring in the fact that the heavy industries of northern
England may at the same time have been rapidly decay-
ing. Of course, from the standpoint of the community,
we ought to bring that fact in.

This might, no doubt, be managed somehow. But
what of the ‘obsolescence’ introduced without comment
in the course of the last paragraph? To allow for
obsolescence in estimating the difference between gross
and net real investment means to allow that machines,
etc., which are still physically unchanged, may, never-
theless, be made ‘smaller’ because they have been
lessened in value, on account, say, of the introduction
of more effective machines or of a falling off in the
demand for their products. It is customary for Income-
Tax authorities to make a more or less arbitrary annual
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money allowance for ‘depreciation’, z.e. wear and tear
plus obsolescence, of the existing stock of capital, and
to deduct this from gross money income to get at net
money income, on which income-tax is to be assessed.
This difference between gross and net money income is
obviously also the difference between the money values
of gross investment and of net investment. The only
way of reconciling this procedure with our strictly
physical approach is to regard certain reductions in the
value of capital stock as eguivalent to such and such
reductions in its physical content.” This is the best that
we can do; and a very unsatisfactory best it is!

This puzzle about obsolescence leads on to another,
no less severe. What are we to say about net invest-
ments that turn out complete or nearly complete failures,
like the celebrated ground-nuts investment of the British
Government ? Are we to say that our stock of capital is
increased by the physical content of such investment, or
what are we to say ? Suppose, for example, that a large
volume of investment has been devoted to erecting a
costly plant, which it is impossible to remove to a
different site and which will not work without water,
and that the government department interested in the
enterprise has failed to observe that there is no water
available. Is this plant to be reckoned as an addition to
capital ? Physically it is exactly the same as it would
have been if water had been available, but its value is
nothing at all. It would be absurd to regard this invest-
ment as making to the stock of capital the same addition
that it would have made had water been there and
the plant able to operate. We must ‘write it off” our
physical inventory of capital, not merely off our money
valuation of that. Investments that are partly failures,
not dead losses, we should, I suppose, write off in part.
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A similar puzzle is provided by investments that are
abnormally successful. Any technique we may adopt
to deal with these puzzles must rest on arbitrary de-
cisions ; or we may prefer to write off the puzzles them-
selves !

There remains a further consideration, for our pur-
pose the most important of all. The deductions that
we make from gross real investment to get net real
investment never take account of depletions of capital
that may happen over and above normal wear and tear
and obsolescence. Maest notably we do not take account
of depletions due to acts of God (earthquakes and so
on) or of the Queen’s enemies. Such things are always
reckoned as capital losses not relevant to net investment.
This is merely a convention, but it is a convention
departure from which nearly everybody would regard
as extremely inconvenient.

In view of what has been said, it is apparent that the
stock of physical capital existing at any time is not
simply the aggregate of all net investments previously
m%T&®. On account of acts of God and of the Queen’s
enemies, if for no other reason, it is practically certain
to be very much less than that. This, however, is not
incompatible with net investment, looked at broadly,
with adjustments made in special circumstances, con-
tributing towards the stock of capital, making it larger,
not necessarily than it was before, but certainly than it
would have been had other things remained the same
and the net investment not been made. In this sense
capital is built up through net investment spread over
time and could not be built up in any other way. We
are thus led on to investigate net real investment more
closely. How is it related to real income and to real
savings ; what is the connection between the investment
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or saving of individuals and of the community as a
whole ; through what machinery is net real investment
accomplished ; and what are the principal influences
upon which the scale of it in any period depends ?

It is customary and convenient to think of the net
real income of any period as consisting of two parts,
one real consumption, the other real net investment.
The excess of gross investment over net investment is
devoted to maintaining capital intact and does not enter
at all into real income. Obviously then, real income
being given, the smaller real consumption is, the larger
real investment must be. But it is a gross error to infer
from this that government or other action designed
to bring about economies in consumption necessarily
leads to a corresponding or, indeed, to any increase in
real investment. It may lead, on the contrary, to a
corresponding reduction in real income associated with
and due to a large increase in unemployment. Failure
to realise this caused economising for some years after
the 1930 slump to be pushed, as is now generally recog-
nised, further than it should have been.

On this system of definitions aggregate net real
investment must be the same thing as aggregate real
savings. Since real savings are obviously equal to real
income minus real consumption, and real income is by
definition equal to real consumption plus real invest-
ment, the identity is self-evident. When consumption is
cut, not in order to invest but in order to add saved
money to bank balances, this seems at first sight para-
doxical. The explanation is that the consumption
goods which, on account of the saving, are not con-
sumed are, instead, piled up in shops. They are thus
invested in the form of working capital, the money
value of the investment being the same as that of the
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savings. This kind of investment, indeed, differs from
normal kinds in that it is unplanned, unintended and
involuntary. Nevertheless our identity stands.

This identity, real savings equal real investment,
refers, of course, to the aggregate real savings and the
aggregate (net) real investment of the community as
a whole. It does not imply that an individual man’s
saving and investment are equal. For one man’s
savings may be passed over to another man, whether
directly or through intermediaries, for him to consume.
For example, a person possessing capital, whether
actual capital in the form of land or house property or
titles to capital in the form of securities, may sell them
to somebody else in return for his money savings and
may himself then spend these on consumption. In that
case, of course, nothing is added to aggregate net real
investment. Our second man may, indeed, be said
loosely to have ‘invested’ in land or in securities. But
that is not investment in the sense in which the term is
uged here; for that means creation, not mere transfer
of capital.

Pass next to the machinery through which real net
investment is accomplished. A little of it is made
direct without any mediating machinery, as when a
farmer builds a barn with his own hands. In the main,
however, it is accomplished through the saving or
investment of money, whether money taken direct from
income or further money drawn from banks, which is
not money income as so drawn, but becomes income
for the people to whom it is paid. This money is
engaged directly by those who control it in paying for
such services of men and machines as are embodied in
net real investment. This is what essentially happens
when a business man ‘invests money’ in expanding his
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own business and, on a larger scale, when the directors
of joint stock companies refrain from distributing a part
of the profits, which are legally the property of the
shareholders, and invest it in expanding the company’s
business. Sometimes, too, money is invested by private
persons, not directly but through mediators, such as
trust companies, building societies and insurance com-
panies. The process may be a complicated one, neither
the private saver himself nor even his immediate corre-
spondent coming directly into contact with reality. Thus
new concerns frequently place a good part of their issues
in the first instance with issuing houses or underwriting
syndicates, to whom the money that is actually ‘turned
into’ real investment belongs; and these bodies after-
wards unload the shares on to the public when more is
known or conjectured about their prospects. Private
persons in these conditions only come into the picture
at two removes. Finally there are government author-
ities which collect people’s private savings, voluntarily
through loans or coercively through taxes, and use some
of the proceeds in setting labour and capital to work to
make net real investments.

It remains to consider aspects of real investment more
fundamental than machinery, namely, the underlying
influences through whose interplay the scale of real
investment is proximately determined. The key here
is the fact, indicated on p. 42, that net real investment
will be increased either if, real income being given,
consumption is reduced, or if, consumption being given,
real income is increased.

Let us begin by supposing that real income may
legitimately be taken as given, in the sense that it is
not itself affected by contemporaneous real investment ;
the rate of money wages being highly plastic and
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always adjusting itself in such a way as to keep employ-
ment, not, indeed, necessarily full, but constant at a
given level, thus making real income, other things
being equal, constant also. In these circumstances four
principal influences regulating the scale of net real
investment can be distinguished : first, the size of the
community’s real income per head; secondly, the
distribution of that income among different income
groups; thirdly, the returns that people expect to get
from various amounts of invested income; fourthly,
their general attitude to the future —roughly, the rate
at which they discount future satisfactions.

First, of the size of real incomes. It is evident that
very poor people with only just sufficient to meet im-
mediate needs cannot undertake any appreciable real
investment ; and it seems a natural inference that, the
richer they are, the more, other things being equal, they
will wish to undertake. This