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PREFACE

I HAVE written th¢s book because I have come to hold a particular
point of view about the right way to arrange economics for
elementary study.

Until lately the problem of how to begin the study of eco-
nomics reduced itself to a dilemma: either one might begin with
economic theory—which meant in practice the theory of supply
and demand—or one might begin with descriptive economics,
the practical problems of industry and labour. Now there were
serious objections against each course. To begin with the theory
of value meant starting off with problems whose significance it is
difficult for the beginner to realize, and on a field where genera-
lizations which will stand up to criticism are singularly difficult
to attain. Descriptive economics, on the other hand, taken
without a sufficient grounding in theory, is inevitably either a
dull collection of facts or, alternatively, a discussion of practical
policies which may be lively enough, but which it is hard to
raise much above the intellectual level of political propaganda.
In practice, whichever of these solutions was adopted, some of
these difficulties were incurred. The student who pursued a
long course of study would of course find his way round them
in the end, though not without some waste of time. But those
people whose acquaintance with economics was confined to a
one-year course (and they are a large proportion of all students
of the subject) were either sent away thoroughly bored—if their
teachers had followed the austerer path—or, in the other event,
they were left with nothing but ready-made opinions on a few
topical issues.

As aresult of the developments in economic knowledge which
have taken place during recent years, we are now (I believe) in a
position to resolve this dilemma, and to do so by something
better than a mere compromise between the existing alterna-
tives. It is now possible to mark out a preliminary stage in
economic study, which is wholly concerned with topics *which
are obviously interesting and important, and which is yet sys-
tematic enough to give some of the mental discipline necessary
for study on a scientific level. At the same time, this stage
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involves very little of that process of abstraction which is such a
snare in the elementary stages of the theory of value. The id¢as
involved are simple and obviously sensible; the discipline is
provided by the considerable demands which are made for care
and patience in putting them together. .

This change has come about because the chapters on defini-
tions, which formed so indigestible a portion of the old text-
books, have been kindled into life by the work of economic
statisticians, and also by some of the newer developments of
economic theory. They have grown into a distinct branch of
economics, a branch which is being pursued with very special
success at the present time, and which is, nevertheless, particu-
larly suited to serve as an introduction to the science in general.
If we want a name for it, it might be described as Social
Accounting, for it is nothing else but the accounting of the
whole community or nation, just as Private Accounting is the
accounting of the individual firm.

The greater part of this book is taken up with the study of
Social Accounting; but in suggesting that this is probably the
best way to begin the study of economics, I am not of course
claiming that it can replace the conventional elementary theory
and elementary applied economics. I would indeed claim that,
in these days of shortened courses, a student who begins with
Social Accounting will learn something useful and something
worth learning, even if his studies are broken off at an early
stage. But my main contention is that the other topics should
come afterwards, after the groundwork of Social Accounting
has been mastered. I hope and believe that when a beginner
has mastered the substance of this book, he will be able to turn
to the theory of value with some idea of what he wants to get
from it; and that seems to be an essential preliminary to getting
anything worth having.

* * * * *

So ran the preface to the first edition of this book, dated from
Manchester in 1942. It could be seen, even then, that a book
written on this plan could not last for an indefinite time without
revision ; though the principles on which it was based were (I
hoped) fairly permanent, the facts which were used to illustrate
those prigciples must become less interesting as they receded in
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historical perspective. But (so I calculated) that is,a defect that
can be remecied; after ten years I will give the book a new dress,
and then it can go o= again. The ten years have elapsed, and
here we are.

The task of making the new dress has, however, proved to be
bigger than I had allowed for. It has not merely been necessary
to replace (or to fill out) the old pre-war facts with new post-war
facts; the basic classification itself has required a good deal of
overhauling. For Social Accounting (the name seems to have
stuck) has made great progress during the decade; its termino-
logy has begun to settle down, and at the same time the relation
between Social Accounting and the business accounting of the
professional accountant has become clearer. When I wrote in
1942, I knew very little of the practice of accountants, and I am
afraid that professional accountants who read my book were
often bothered by needless unorthodoxy in the use of terms. I
hope that they will find that the new version is an improvement. I
have in the meantime had some excellent coaching in accounting
usages from my fellow-members of a committee of economists
and accountants which used to meet at the National Institute of
Economic Research in 1947. The debts which I owe to Mr. F.
Sewell Bray, to Mr. P. M. Rees of Unilever, and to my fellow
economist Mr. Richard Stone, are among those of which I am
particularly conscious.!

The main changes in this new edition are to be found in the
second half of the book. Chapters I-IX have been altered very
little. The apparent revolution in population prospects has meant
that there was a case for drastic revision of Chapters IV and
V; but I decided not to make this revision, since I am uncon-
vinced that the significance of the change is as great as appears
at first sight. Chapter X contains a new guess at a ‘National
Balance-Sheet’—I wish it was more than a guess, but it is not.
Part IV has been very largely rewritten. It is, I hope, no harder
than the old Part IV; but it should be a better introduction to
the National Income White Paper in its modern form. Then,
having gone so far as I had done in the new Part IV, I'found
myself unable to rest at that point. I have therefore added three

! The report of this committee has been published under the title Some
Accounting Terms and Concepts (Cambridge University Press, 1931).
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supplementary chapters (Part V) which are admittedly more
advanced than the rest of the book. They will ndt be of muth
use to the beginner; but I expect that there will be some of my
readers who will find them helpful. R

Post-war extensions in the scope of the National Income White
Paper have made it a much more comprehensive source of
material than it was when I wrote my first edition. I have there-
fore been able to base Parts IV and V upon it almost exclusively,
and have not needed! to plague my statistician friends for addi-
tional estimates. The obligations which I desire to acknowledge
here are more general. They are, on the onc hand, my old obliga-
tion to the University of Manchester, which gave the opportu-
nity and provided the stimulus for my first edition ; on the other,
the similar obligation which I owe for the second edition to
Nufhield College. The new Parts of this book can hardly reckon,
on a narrow interpretation, as ‘research’; but the duties of a
Fellow of Nuffield are interpreted liberally, and I shall not (I
think) be regarded as having misused the college’s time. I write
this preface in my last month as an Official Fellow, and my new
description has to appear on the title-page ; but the work which
has gone into the new edition is Nuffield’s, and the present is
therefore an occasion on which I am especially concerned to
mark my gratitude to the college and its members, with whom
I have lived for the last six years in such happy association.

OXFORD J. R. H.
March 1952

T Save in one particular instance—see p. 276 below.
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INTRODUCTORY CHAPTER

]
ECONOMIC FACTS AND ECONOMIC
THEORY

L]

1. Economics, the subject which we are going to study in this
book, is a science, one of the branches of that great systematic
study of the world we live in which we call Science with a
capital S. The division of Science into sciences—physics,
chemistry, biology, physiology, and so on—is largely a matter of
convenience; we group together in a science those particular
spccial studies which are conveniently pursued together and
pursued by the same people. This means that we cannot tell
where the frontiers of a particular science will prove to be until
we have developed that science; and we need not expect that
these frontiers will always be found in the same place. Even
between the two most highly developed of the natural sciences,
physics and chemistry, the boundary is distinctly fluctuating.’
Chemistry deals with those aspects of the world which are con-
veniently studied by chemists; economics deals with those
aspects which are conveniently studied by economists.

All the same, within the broad field of the sciences in general,
economics belongs, without any doubt, to a particular sub-
group; it belongs to the Human Sciences, the sciences which
are concerned with human behaviour. There are other human
sciences besides economics: there is psychology, and there is
politics (the science of government); there is perhaps also
sociology, a less definite science dealing with such things as
religion and the family. All these touch on economics, so that
the student of economics is well advised to maintain a certain
interest in them; from his point of view politics is probably the
most important—the dividing-line which separates it from
economics is the hardest to draw. The close connexion between
economics and politics is illustrated in the older name for eco-
nomics—Political Economy. .

Provisionally, we may say that the particular aspect of human
behaviour which is dealt with by economics is the behaviour of
human beings in business. Economics is the science which deals

6516 B
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with business affairs. But if we allow ourselves to say this, then
we must be clear that business is to be understood in a wide
sense. When a housewife goes into a shop to buy some bacon,
the resulting transaction is undoubtedly a buginess transaction
from the point of view of the shopkeeper, and so would fall
within our definition of the subject-matter of economics. We
should not so naturally regard it as a business transaction from
the housewife’s point of view. But once economics has under-
taken the study of this piece of behaviour, the transaction has to
be looked at scientifically, that is to say, in the round; economics
has to pay just as much attention to the houscwife’s side of the
bargain as to the shopkeeper’s. Buying the bacon is an economic
question just as much as selling it.

To take some other examples. When men or women are paid
wages to work in a factory, their employment is obviously a
business question from the point of view of the employer.
Consequently it comes into economics, but economics has to
consider the worker’s point of view as well as the employer’s.
The payment of taxes on profits is again obviously a business
question; economics has to consider the payment of taxes in the
round, looking at it from the standpoint of the firms and private
people who pay the taxes, from that of the government which
receives revenue from the taxes, and from that of the people
whose wages and other incomes are paid by the government out
of this revenue. Once we make these extensions—and they are
absolutely necessary extensions—the subject-matter of econo-
mics loses most of the narrowness it might appear to have at first
sight. The problems of profit-making business have been much
more important at some periods of history than at others. But
economic problems have always been of the utmost importance,
and it is safe to predict that they always will be. Although there
are wide stretches of human experience (the whole fields of art
and religion, for example) on which economics has nothing, or
nothing fundamental, to say, economic activities do occupy a
large part of the life of nearly everyone, and are bound to do so.
Econo:nic science endeavours to study these activities scientifi-
cally; it has'in fact made better progress in the application of
scientific methods to the study of human conduct than has been
made by the other human sciences. The study of economics can
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therefore take us a considcrable way towards a general under-
standing of fluman society, that is, of men’s behaviour to one
another.

2. The method of modern economic investigation is the same
as the methed of all science. Economics studies facts, and seeks
to arrange the facts in such ways as make it possible to draw
conclusions from them. As always, it is the arrangement which
is the delicate operation. Facts, arranged in the right way, speak
for themselves; unarranged, they are as dead as mutton. One of
the main things we have to learn is how to arrange our facts
properly.

Where docs the economist get his facts from? It might be
thought that, since the object of economics is to study human
conduct in business affairs, the simplest way of proceeding
would Be to go to the people engaged in business affairs, and to
ask them questions. But a moment’s reflection will show that
this is not as promising a line as it looks. Even if we are lucky,
and the particular man we select is willing to tell us about the
things which seem to him to be important (in practice even that
is far from certain), he is unlikely to be able to tell us about other
things, which may be more important from our point of view. If
we ask him about something which he did six months ago, he is
not very likely to be able to remember. Yet that may be just the
question we want answered. It is very difficult to get systematic
information in this sort of way.

An improvement upon the simple method of interviewing is
the questionnaire. If a large number of people are asked the
same set of questions, some will not reply, some will make
guesses or answer at random, some will reply seriously. By
looking over all the replies together, it may be possible to sort
out the replies which are significant from those which are not.
The method of questionnaires has in fact been most successful
in those cases where it is possible to induce the pcople questioned
to take some trouble over the answers; thisis becoming easier than
it used to be, but it still presents some difficulty to the private
investigator. Early investigators into the problem of poverty used
to pay people to fill in their forms; but in most cases this would
be quite impossibly expensive. Now that people are decoming
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used to official questionnaires, which they have a duty to answer,
they can more easily be persuaded to answer questfonnaires from
non-official sources, provided that their interest is awakened by
appropriate publicity. But the organization pf such inquiries,
and the digestion of the material when it has been collected,
remains an expensive matter. Thus it is only in a few particular
fields that we get much help from direct inquiries organized for
scientific purposes; such inquiry is mainly used by economists
as a means of supplementing another source of information
which is, on the whole, far more valuable.

This other source of information consists in facts which have
been collected for other purposes than for use by economists,
but which can be used by economists. Naturally, since these
facts have been brought together for other purposes than ours,
there are pages and pages in these collections which are, from
our point of view, sheer rubbish. But it is a perfectly feasible
(though laborious) task to separate out from the rubbish the
information we want.

Large quantities of facts, potentially interesting to the econo-
mist, are collected nowadays by business organizations; but the
most important collections are those made by governments.
Modern governments collect stupendously large quantities of
facts, occasionally from pure love of knowledge, but more often
for the pedestrian reason that they need these facts for the
ordinary running of public affairs. A government which employs
many thousands of people has the greatest difficulty in keeping
its left hand informed of what its right hand is doing; publicity
makes for efficiency in administration. In ‘democratic’ countries
there is a further reason for publicity. The ordinary way of
making decisions about public policy is by a process of argu-
ment, in which the pros and cons of every measure are stated by
either side. Facts are required in order that this argument should
take place. It is a purely incidental advantage that it provides
the economist with valuable material at the same time.

When using this administrative information, it is essential to
remenber how it is compiled, and why; otherwise one may
easily go astray. For example, when the government publishes
a statement that so many persons have been unemployed on a
certain dute, the precise figure which is given will depend upon
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the definition of unemployment used—whether people who
haVe only beem out of work for two or three days are counted as
unemployed, and sos on. It occasionally happens that the
definition of unemployed is changed slightly; when this occurs,
the figure given may change without there being any real
change in upemployment. The definitions of unemployment
which are used in the unemployment figures of different
countries do in fact differ very considerably indeed; so that the
international comparison of unemployment is a very ticklish
matter. This sort of difficulty is one for which we have con-
stantly to be on the watch.

3. The British Government collects and publishes material
on all sorts of subjects; from the economic point of view the
most useful parts of it are the series which give us economic
information of a similar character for a number of different
years, so that we can make comparisons.! Among the more
important of such series are the following:

A. The Census of Population. A Census of Population has
been taken every ten years since 1801, with 1941 the only gap in
the series. Modern censuses tell us not only the number of
people living in the country at the date when the census was
taken; we also get information about their ages, the sizes of the
families in which they were living, where they were living and
what work they were doing. This detailed information only
becomes available once in ten years, but some parts of it can be
estimated for the intervening years in indirect ways. Thus the
total population can be estimated fairly exactly by using the
registrations of births and deaths, figures of which are published
quarterly. A check on these estimates was available from 1939
to 1952 through the system of identity cards.

B. Imports and Exports. Some information about goods im-~
ported into England, and goods exported from it, has been

I The most convenient place to find this information is the Annual Abstract
of Statistics, together with the Monthly Digest of Statistics, which is less
complete but still contains a remarkable amount of information.® Some
similar information is available for many countries in the Monthly Bulletin
of Statistics, published by the United Nations. These works are as essential
to the economist as the bottles of chemicals on his laboratory shelves are to
the chemist.
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available since quite early times; a high standard of accuracy
was reached after the middle of the nineteenth cenéury: Modetn
‘Foreign Trade Accounts’ give us both the quantities and the
values of most of these goods, and also tell us where the imports
come from and the exports go to.

C. Government Revenue and Expenditure. These are the ac-
counts of the government, which are presented in outline when
the Chancellor of the Exchequer makes his budget speech, and
are published later in much greater detail. They are very im-
portant in themselves, but they also convey much valuable
information indirectly. Thus the unemployment figures, to
which we referred earlier, are linked up with government
expenditure, because some of the government’s expenditure
assists in the relief of unemployment. On the tax side, our most
valuable information about the level of incomes in the country,
and about the inequality of incomes, is derived from the accounts
of the income tax.

D. Production. During the twentieth century a number of
Censuses of Production have been taken. These record such
things as the numbers of workers employed in various businesses,
the rates of wages paid, the mechanical equipment possessed by
these businesses, and the amounts of goods they turned out in a
particular period. Information of this sort is extraordinarily
useful to the economist; it tells him just the sorts of things he
wants most to know. The first census of production in Great
Britain was taken in 1907, but only the larger firms were in-
cluded. Later censuses have been taken in 1924, 1930, 1935, and
1948. It is only by a census of production that information of
this sort is forthcoming for the whole of industry; but a great
part of the field is now covered, by more or less direct methods,
at much more frequent intervals. The control of raw materials,
which was instituted during the war of 1939—45, and has been
largely maintained subsequently, gives the government a large
amount of indirect information about production. Far more is
known about production today, even from month to month,
than would have been thought possible before 1939.

The principal regular sources of information which are com-
piled by other than government institutions are the following:

i. Some Trade Unions publish figures about wages and
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employment, which can be used to supplement th¢ government
fiures. For*the period 1880-1920 these trade union sources
are very uscful indeed, since government departments were not
then so well infprmed about labour conditions as they have
since become. After 1920 the government information is gener-
ally more cqmplete.

ii. Company accounts. All large businesses, organized as com-
panies, are obliged by law to publish accounts, primarily for the
benefit of their shareholders. In most cases these published
accounts are rather uninformative for the purposes of economic
study; they do not give any more information than they have to,
and that does not take us very far. But there are some important
exceptions. The accounts of banks are published at very fre-
quent intervals, and although even they do not always tell us all
we should like to know, very important information can be
extracted from them.

iii. Market reports. If you go into a shop to buy a bicycle, the
shopkeeper will make a note of it for his own purposes, but no
information about that particular transaction will be published.
There are, on the other hand, certain kinds of purchases and
sales which are carried on by professional dealers, who do find
it convenient to publish a record of their transactions, so as to
inform cach other. These records are sometimes published in
some of the daily papers (as in the case of the Stock Exchange),
sometimes in specialized trade journals (as with the markets for
raw materials—though the scope of these has been very limited
since the war). These market reports are very useful so far as
they go, but only a small proportion of all business transactions is
covered by them.

There are numerous other sources of economic information,
but these are the main regular types, which give us similar
information for a large number of different dates. In them-
selves they comprise an immense mass of material—when it is
put together with similar material from other countries it is
enough to fill a library of considerable size. Even so, there are
many economic questions we might like to have answered*whose
answers cannot be found within this material; that is why some
part of the time of some economists is properly spent in col-
lecting additional information, by questionnaires and so on.
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But the questions which can be answered from the existing
material, more or less satisfactorily, are numerous and impdt-
tant; however, we can only begin to answer them properly if
we go about doing so in the right way. .

4. There are four stages in the process of acquiring economic
knowledge which can be distinguished from one another, so
much so that they are often regarded as separate departments
of the science. But we should be quite clear about the sense in
which they are separate departments. It is not that the problems
they deal with are different—the same problem is often handed
on from one to another of them. It is merely that they do
different parts of the work of solution.

First of all, there is the stage or department which is called
Economic Theory. The basic function of economic theory is to
prepare the questions which we want to ask of the facts. It is
absolutely useless to study a mountain of facts without knowing,
first of all, and very precisely and clearly, what one is looking
for. We start from common sense, and the broad lines of obvious
information which we derive from our daily experience; we set
it in order, so as to get our questions into a useful form. 1t is only
when we have done some preparation of this sort that we can
approach the facts with any prospect of getting something
significant out of them.

At the second stage we make our approach to the facts. After
we have decided what questions we want to ask, we have to pick
out from the whole mass of economic information described
above those parts which have something to tell us about the
question in hand. Then, when we have made that sclection, we
have to examine the information, and find out exactly what it
means. This last is a very important step, as can be seen from
the example of the unemployment figures which was given
earlier. We have to examine how the figures were collected, and
what definitions were used ; we have to ask whether these defini-
tions are the same as those we found convenient in our economic
theory'; if not, what adjustments can be made, on one side or the
other, to allow for the difference. What is chleﬁy involved in this
second stage is a knowledge of the material out of which we are
to get our results.
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In the organization of the subject, this second stage is
re®koned ‘as aspart of Economic Statistics. The word ‘statistics’
is used in two senses¢ in the plural, to denote the numerical
facts, the figures, which are the material we have been dis-
cussing; in the singular, to denote the mcthod of handling that
material. Hege we are concerned with statistics in the singular.

The third stage is also a part of economic statistics. When we
have got our information sorted out we shall nearly always find
that it is not complete; there are matters about which we should
desire to have information, but unfortunately it has not been
collected in the way we want. T'o some extent it is possible to
remedy these defects by making guesses or estimates; a good
deal of progress has been made in answering the delicate
question what sorts of guesses are reasonably safe and what are
not. This same problem of how to make reasonable estimates
arises in many other sciences; we can, to some extent, borrow
the methods which they have developed for this purpose. But
a good deal of care has to be exercised in doing so.

Finally, in the fourth stage, we have to arrange the facts so as
to bring out the answers to our questions as well as we can.
"This is the stage which is usually known as Applied or Descrip-
tive Economics. Since, as we have seen, the most useful sorts of
facts are those which give us similar information for different
dates, it is inevitable that the study of applied economics should
come very close to that of economic history. Indeed, it is nearly
true to say that economic history is just the applied economics of
earlier ages; applied economics is concerned with the economic
history of the contemporary world.

5. In this volume we shall be concerned entirely with the
first and last of these four stages: Theory for the purpose of
clearing our minds and sorting out the questions, Applied
Economics to the extent that we shall give some illustrations of
the sorts of answers we get to our questions when they are
applied to recent history, particularly to the history of Britain
between 1920 and 1950. Economic knowledge is discovered, as
we have seen, by co-operation between all the four stages, each
of them passing on its difficulties to the others. But for purposes
of learning what has been discovered, the first and last of the
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stages—the ones we are going to deal with—are the ones to
begin on. Our basic ideas need to be sorted outtbefore we tan
begin to think clearly about economic problems; and we have
to start as soon as possible to get practice in, the application of
our theory to actual experience, if only because in the absence
of such practice it is impossible for the theory itself to be pro-
perly understood.

The necessity for this preliminary clearing of ideas which we
call Economic Theory appears at once if we reflect how many
ideas are used in the ordinary practice of business whose signi-
ficance is not at all directly obvious. Some of thesc ideas are of
a technical character, arising only in some particular industry,
such as bootmaking or cotton manufacture; questions of tech-
nique are not in themselves of direct interest to the economist,
although of course if he desires to make a special study of some
particular kind of manufacture he will need to learn something
about its technique. The ideas with which economics is con-
cerned are chiefly those which arise, not in connexion with one
industry only, but with most or all industries; such ideas as
‘capital’, ‘income’, ‘cost’ arise in all business problems—these
are the sort of ideas we have particularly to study. One of the
main purposes of economic theory is to clear our minds about
such terms as these. It turns out to be a more complicated
matter than might at first sight be supposed. For one thing,
these terms were originally invented by business men, for
business purposes; but, as we have seen, the economist has to
study the business world from a wider point of view than that
of the business man; consequently it is necessary for him, not
only to understand the business use of these terms, but also to
appreciate their wider social significance. Further, when we
try to work out this social significance, we find that all these
ideas are very closely connected. It is impossible to understand
‘income’ fully without understanding ‘capital’ and vice versa.
Economic theory therefore tends to shape itself into a system of
thought, for the questions we want to ask turn out to be inter-
related ; answering one helps to answer others. We cannot fully
understand any one of these ideas unless we have understood
its neighbours as well. Answering one question shows us
another guestion to ask, and so on almost indefinitely—but that



ECONOMIC FACTS AND ECONOMIC THEORY 11

is of course what always happens when we ask any of those key
qubstions ‘aboat the world which lead to the growth of a science.
In Part I of thjs book we shall start, as we have to, with a
little Theory. Beginning from common sense and everyday
experience, we shall sort out our ideas until we have reached a
point where we can turn to some of the statistics and hope to
learn something from them. In the later parts we shall run our
Theory and our Applied Economics quite closely together.



PART 1
THE PRODUCTIVE PROCESS

I
PRODUCTION AND EXCHANGE

1. Econowmic affairs enter into the life of every one of us, the
most important economic activity in the life of the ordinary man
being the way he earns his living. People earn their living in all
sorts of different ways—by manual work, by brainwork, in
factories, in offices, and on farms, in dull ways, in interesting
ways—but the thing which is common to all ways of earning
one’s living is the doing of work for which one is paid, doing
work and being paid for doing it. In most countries the majority
of people earn their living by working ‘for’ some particular
employer; they receive their payment in the form of a wage or
salary (which latter is only a word of Latin origin meaning wage,
used instead of ‘wage’ so as to sound grander). But there are
some people (it happens with dockers, gardeners, and journalists,
for example) who may divide their time between two or three
employers. And there are others (shopkeepers, doctors, farmers
who deliver milk directly, and so on) who serve quite large
numbers of different employers or customers—for it is really very
much the same thing. Whatever sort of work it is that is done,
whatever form the payment for doing it takes, the common ele-
ment is always there: in order to earn his living a man has to
work, and there has to be someone—an employer, or customer,
or client—who is prepared to pay him for doing it.

Now why should the employer be prepared to pay? There are
in fact several distinct cases. In the first place, an employer may
be prepared to pay to have work done for him because the work
is directly useful to him personally. A sick man goes to (that is,
employs) a doctor because he hopes as a result to feel better in
health a householder employs a chimney-sweep so that he can
warm himself at a coal fire without inconvenience; a woman
employs a dressmaker because she expects to derive comfort
(and perhaps pleasure) from the clothes made. In all these
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instances, and in many others of similar character, the work
which is perfdbrmed provides something which the employer or
customer directly warits; whatever the nature of the want which
is to be satisfied,sthe fact that he is to get something which he
wants explains why he is prepared to pay for the work to be
performed.

In many other cases the employer is prepared to pay, not
because the work done is of any use to him personally, but
because he expects it to result in something useful to a third
person (the consumer) who will be willing to pay for it. The
immediate employer is here nothing but an intermediary; he
pays his employee, and the consumer pays him. The wants which
are to be satisfied are the consumer’s wants; the consumer is
willing to pay because he gets something he wants; the em-
ployer is willing to pay because he expects to be paid by the
consumer,

The necessity of having some sort of an employer-inter-
mediary is made evident when one reflects how many workers.
there are whose work is in itself absolutely useless, though it
becomes very useful when it is combined with the work of other
people. The typical factory worker, nowadays, is engaged on
some small specialized operation, which is only a stage in the
making of some part of a useful article, a part like the lace of a
shoe or the chain of a bicycle. Unless there are other workers to
perform the other stages, and make the other parts, his work is
utterly useless. There is no point in doing work of this kind un-
less there is someone to organize the different operations into
a unity; to do this is the work of the employer-intermediary, the
business manager or director, the professional employer, who
brings together the different people who have the different sorts
of skill needed to produce the complete article. Such an employer
is not a consumer like the man who employs a doctor or a
chimney-sweep; he is a worker or producer, contributing his
own very important share to the process of producing goods
which consumers want. Employer and employed are in fact
co-operating together in the production of something uséful to
consumers; they each of them derive their earnings from the
payments made by the consumers, who purchase the finished
articles they have produced. :
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Every firm or business consists in essence of a co-operation of
workers, organized in some way or another to produce saleable
products. But it is not always the case thAt the products are sold
directly to consumers; very often the productof one firm is sold
to another firm, which performs some further operation upon it
before it reaches the consumer’s hands. Even when a firm has
turned out the precise material product which the consumer
wants—the jam, the toothpaste, or the newspaper—there is still
the further stage of providing it at the place and time where and
when it is wanted; to do this is the function of the trader and the
shopkeeper, who assist in satisfying people’s wants just as much
as other workers do. It often happens, on the other hand, that
the product turned out by a firm has not yet reached the material
form in which the consumer will finally want it; the products of
steelworks and spinning-mills are only the raw materials of use-
ful articles; they are usually sold to other firms, which use them
as ingredients in further production. But even in these cases,
although the chain connecting the particular firm with the
ultimate consumer may be quite a long one, it is still there; if we
take the trouble we can see for ourselves that the ultimate object
of the work which is done is to assist in making something which
some consumer will want, and will be willing to pay for. That
consumer may be near at hand, or he may be at the other end of
the earth; still he can always be found if we look for him. It is
only because there is a prospect of finding a consumer at the end
of the whole process, who will be prepared to pay for something
he finds useful or desirable, that people can find employment in
industry or in any sort of production at all.

2. Thus it appears that the whole of the economic activity of
humanity (that vast complex of activities which we call the
Economic System) consists of nothing else but an immense co-
operation of workers or producers to make things and do things
which consumers want. When it is described in this way, the
economic system may sound quite an admirable thing—perhaps
too admirable to agree with our experience of it. But in fact there
is nothing necessarily admirable about a co-operation to satisfy
the wants of consumers. The wants are usually harmless, but
they may be deplorable; the methods of co-operating to satisfy
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even the most respectable wants are sometimes inefficient and
stupid. Yet whether the wants are good or bad, whether pro-
duction is organized efficiently or not, the descrlptlon still holds.
Economic life is an organization of producers to satisfy the wants
of consumers.

Who are these consumers for whom the world is working?
To a very large extent they are just the same people as the
workers and producers themselves; the same people are workers
and producers in one capacity and consumers in another. The
consumer who spends his money upon the product of one
industry (a bicycle or a suit of clothes) has earned that money
by working in another occupation (say printing or market-
gardening). The bicycle makers and the clothing and textile
workers spend their earnings in turn upon the products of other
industries, the workers in these spend their earnings upon other
products, and so on; among the various classes of workers and
producers who come into the picture at one or other of these
stages there will be some who will spend some part of their earn-
ings upon the books and newspapers, the vegetables and flowers,
which were the products of the printers and market-gardeners
we started with.

The organization of production and consumption in the
modern world is an immensely complicated affair; but if we
turn our minds to the way it would be worked out in a simpler
state of society, the general nature of the organization is at once
apparent. Before the improvements in transport which have
taken place in the last two centuries, the vast majority of the
human race lived in fairly self-contained villages, villages which
traded with one another in a few kinds of goods, but were in the
main self-supporting. In such a village the principle upon which
production has to be organized becomes clear at once. The whole
thing is a system of exchanges. The farmer uses some part of his
produce to satisfy his own wants, but sells some part to his
neighbours. With the proceeds of that sale he buys other things
which he needs—clothes from the weaver, woodwork from the
carpenter, pottery from the potter. The weaver, in his turn,
spends some of his time making his own clothes; but he sells
most of his produce, using the proceeds to purchase the farmer's
milk, or the potter’s pots. And so on. ‘You do this for me, and
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I will do that for you.” It is on bargains of this sort that the
whole organization rests.

"The advantage of organizing economic life in this way ariscs
from the increased efficiency which comes from each person
having a job, and sticking to it. “The jack of all trades is master
of none.” Although excessive specialization results in mono-
tonous work, some degree of specialization is needed before any
skill can be acquired. Instead of each person working so as to
satisfy his own wants alone, which would mean wasting a great
deal of time in continually shifting over from one job to another,
everyone becomes to some extent a specialist, concentrating on
one particular job or small range of jobs. The other things he
wants done are done for him by other people, and in exchange
for these services he uses his skill in serving them.

The main difference, from this point of view, between the
primitive village organization and the economic system of the
modern world is that in the modern world specialization has
been carried immensely further. The wants of the ordinary
person in the twentieth century are catered for by a system of
exchanges in which an immensely larger number of people take
part. The ordinary worker does not do more than assist in the
production of some useful article. He joins together with a large
number of other workers in producing something which will be
useful to others, or perhaps to some of those he joins with; the
things he gets in exchange are themselves the result of extensive,
even world-wide, co-operation among producers. The reason for
the adoption of this complicated system is still the technical
advantage of specialization; subdividing productive processes
has increased the efficiency of labour, enabling all sorts of more
efficient methods (particularly mechanical methods) to be intro-
duced into production. Nevertheless, in spite of the greater
complexity of the specialization involved, the principle remains
the same. “You do this for me, and I will do that for you.’

3. We have now discovered two different ways of looking at
the economic system. On the one hand, we can look upon it as
a co-operation of producers to satisfy the wants of consumers;
on the other hand, remembering that the producers and con-
sumers are largely the same people, we can look upon it as a
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system of mutual exchanges. We shall find, as we gq on, that it
is Very uséful to have these two different points of view from
which to approach our subject. Some things will be clearer from
one of these standyoints, some from the other; and we can use
one as a check against the other. It will be particularly useful
when we come to making the fundamental classifications, which
will occupy us in the next two chapters, to be able to check them
up from each of these points of view. But before we proceed to
that, we ought to satisfy ourselves that our treatment of the
system as one of mutual exchanges is really correct, and not
subject to qualifications. There are certain difficulties which do
undoubtedly present themselves, and of which we ought to take
proper account.

First of all, there is the question of money. Although the
ultimate object of anyone who works or produces is to acquire
useful things in exchange for his work, the immediate way he
gets paid is not in the form of directly useful things, but in the
form of money. The printer and journalist do not supply their
customers with newspapers, getting bread and meat and clothes
in direct exchange; they sell their newspapers for money, and
then spend the money upon the things they want to buy as con-
sumers. There is an obvious convenience in this arrangement.
It must often happen that the people who supply the printers
with clothes do not want to take newspapers to the full value of
the clothes; if they had to take payment in newspapers, they
would be obliged to resell the newspapers to another set of
people; this would take time to arrange, and would be quite
horribly inconvenient. To replace these complicated resales by
a simple handing-on of tickets—for that is really what it amounts
to—saves an immense amount of trouble. The people who sell
clothes to the printers do not take payment for them in news-
papers but in tickets—that is, money; if they like, they can
spend some of the money on newspapers, but if they prefer to
spend it on bread and cheese, there is nothing to stop them. If
they pass on the money to makers of bread or cheese, these
people can spend it on newspapers, or they can hand it on to
someone else to spend on newspapers, or it can be handed on
again. The use of money enables indirect or roundabout ex-
changes to take place, without the goods which are exchanged

5515 c
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having to be passed on unnccessarily from one person to another.
That is the advantage we get from the use of money; it increases
the flexibility of the system of exchangts to an extraordinary
extent. But it does not make much difference to the essence of
the system. Instead of newspapers being exchanged for clothes
directly, the exchange takes place in two stages—the newspapers
are sold for money, the money is spent on clothes. And so long
as the money is only acquired for it to be disposed of again with-
out abnormal delay, the division into the two stages proceeds
quite smoothly. But circumstances do sometimes arise in which
the second stage of the exchange is unduly delayed; goods are
sold for money, and yet the money is not spent again until a con-
siderable time has elapsed. When this happens on an unusual
scale, the result may be that the system of exchanges gets clogged.
The world has had some bad experiences of this sort during the
present century; the economic system has shown itself capable
of developing monetary diseases of several different kinds. The
Theory of Money, which is a special department of economics,
is particularly concerned with studying these diseases; most of
it lies outside the field which we shall study in the present
volume. But it is impossible to study economic problems at all
realistically without paying some attention to these matters, so
that we shall be bound to encounter some aspects of these
monetary diseases even here.

Another complication comes from the ownership of property.
Most useful goods cannot be produced by human effort alone;
the worker needs tools to work with and materials to work on.
The products of agriculture are produced from the land; the
products of mechanical industry are produced with machines;
if agricultural land and industrial plant are in private ownership,
the owners of these useful resources may be able to exact a price
for their use. That is to say, people may acquire tickets which
entitle them to purchase other people’s products, not by con-
tributing their labour to the productive process, but by allowing
the use of their property. This is a matter of the most profound
social'significance, since some of the deepest divisions in society
turn on the distinction between capitalist and worker; as we go
on, we shall find that economics has to concern itself with these
divisions to a very considerable extent. All the same, our double
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description of the economic system does not appear to be
affected by the private ownership of property. The owner of
property contributes to the productive process by allowing the
use of his propegty in production; to this extent he has to be
reckoned as a producer. He exchanges the use of his property
for a share in the products of industry; in this way he enters into
the system of exchanges. It is quite true that he gets these advan-
tages much more easily than the worker does; or if (as is usually
the case) he is also a worker, he gets a larger income than other
workers get from the performance of similar work. If we decide,
on the ground of convenience, to reckon the owner of property as
a producer, we must not allow ourselves, in consequence of this
decision, to beg any questions about the desirability of private
property as an institution. The institution of private property
has to be tried by more searching tests; but we shall find it easier
to apply those tests if we begin by getting a clear idea about the
working of the system in which private property functions.
The only real qualification to the rule that the economic sys-
tem can be looked on as a system of exchanges comes from the
economic activities of governments, national and local. Some
part of the money which people receive, in return for the labour
they have performed, or for the property they have allowed to
be used, is taken away from them by public authorities in taxes
and rates. In order to see how these taxes fit into the system, we
must consider the purpose for which they are raised. Govern-
ments sometimes raise taxes in order to make presents to some
of their own citizens or to foreigners; under this heading would
come such things as tribute to a foreign power, pensions to the
ex-soldiers of past wars, relief to the unemployed. All these
things are just compulsory gifts from one set of persons to
another; some of them are very sensible and desirable, some
very undesirable. But some of the taxes which are raised by
governments are raised for another purpose: they are raised in
order to pay for the employment of people to do work for the
good of the community in general—as, for example, soldiers or
policemen or road-menders. These people work to satidfy the
wants of consumers; their work is part of the Productive Pro-
cess, but it does not result in the production of such things as
can be bought by individual consumers, though consumers in
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general do undoubtedly desire that they should be providea.
The wants which are satisfied by work of this sort are collective
wants, not individual wants. During war-time a very large pro-
portion of a nation’s productive power is turned over to the
satisfaction of collective wants, for the whole of the armed forces
and of the munition industries must be reckoned as working to
that end. Even in time of peace, the number of people whose
work has to be reckoned as being directed to the satisfaction of
collective wants is usually very considerable.

It might be supposed, at first sight, that the proportion of its
population working for the satisfaction of collective wants
would be a measure of the degree of socialization reached by a
particular nation. But that is not so. Even in a completely
socialized state, like Communist Russia, where the government
is very nearly the only employer of labour, the proportion of
persons working to satisfy collective wants need not be ab-
normally high. For in a socialist state the government does not
only control the production of those things which are wanted
collectively, it also controls the production of things wanted
individually. (There are, of course, little bits of socialism in this
sense in almost all countries—nationalized railways, municipal
gasworks, and so on.) In a socialist state people work for the
government, whether they are producing collective goods, like
roads and parks and military aeroplanes, or individual goods,
like food and clothing. The roads and military aeroplanes are
paid for by the public out of taxes, but the food and clothing are
bought from the government, just as they would be bought from
private producers in a community which was not organized in
a socialist manner. Over the greater part of the field the socialist
government merely acts as an intermediary, in the same way as
the private employer. Thus there is nothing in socialism, as such,
to prevent us from regarding the economic system as a system
of exchanges. Indeed, most of the economic theory in this
volume can be applied to a socialist state, just as much as to one
which is based on a system of private enterprise. In either case
we cah look upon the economic system as a co-operation of pro-
ducers to satisfy consumers’ wants (including collective wants);
or alternatively (apart from the qualification about taxation) we
can looks upon it as a system of mutual exchanges.
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GQRODS AND SERVICES

1. As soon as we have understood the double nature of the
economic system, as it was explained in the previous chapter,
we can see that it will be convenient to shape our further
classifications in ways which will fit in with each of the two
aspects. Henceforward we shall mean by production any activity
directed to the satisfaction of other people’s wants through
exchange; we shall use the word producer to mean a person
engaging in production in this sense. A person whose wants are
satisfied by such production we shall call a consumer. Previously
we have used these terms in a looser manner; from now on
we shall try to confine them to these precise senses.

Let us see what we are committed to by these definitions.
The words producer and consumer are widely used in ordinary
speech and in business; but in practical life they do not need to
be used very precisely or uniformly, so that they are often used
in senses which do not square with our definitions. Farmers, for
instance, are fond of drawing a contrast between their own
activities as ‘producers’ of foodstuffs and those of the traders or
retailers, who merely sell or ‘distribute’ them. On our definition
the retailer is a producer just as much as the farmer. The work
done by the retailer is a part of the process of satisfying con-
sumers’ wants, just as much as the work of the farmer. Milk on
the farm and tobacco at the factory are of little use to anyone
except the farmer and the manufacturer themselves; milk on the
doorstep and tobacgo in the shop are provided, more or less,
where and when the consumer wants them.

The reason why people have been able to persuade themselves
that farmers are producers, while retailers are not, is of course
that the word ‘production’, used in other senses than the eco-
nomic, suggests the making of something material, something
you can touch or handle, something you can cart about.on a
lorry or bring home in a paper bag. A very great part of economic
production does consist in the making of material goods, but
quite a large part does not. The trader and retailer deal with
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material goods, but they do not make them; their part is to take
goods already made, and to make them more usetul by supply-
ing them at the places and times at whick they are wanted. But
there are many sorts of workers who are not cpncerned with the
production of material goods at all; doctors, teachers, civil
servants and administrators, passenger transport workers, enter-
tainers, domestic servants—all of these are producers in our
sense, though they do not produce material products. They do
useful work and are paid for it; consequently they count as pro-
ducers. The things they produce are useful services, not material
goods; it is convenient to say that the things produced by pro-
ducers and consumed by consumers are of two kinds—Goods
and Services, material goods and immaterial services.

The performance of such services as these is included in pro-
duction; but if we are to be faithful to our definition, we may not
say that all performance of services for other people reckons as
production. Production is activity directed to the satisfaction of
other people’s wants through exchange; thus it is only those
services which are paid for that have to be included. The most
important kind of services which, on this test, have to be left out
are the services performed within the family—the work done by
wives for their husbands, by parents in looking after their
children, and so on. These services are not to be reckoned as
productive, because they are not paid for. It is of course not very
convenient that we have to exclude this essential work from our
definition of production, but there does not seem to be any help
for it, if we are to have the advantage of using words in precise
and well-defined ways.! The fact that we have excluded it from
our definition does not absolve us from keeping the fundamental
importance, the fundamental economic importance, of this sort
of work very much in our minds.

2. There was a stage in the development of economic thought
when the inclusion, in the definition of production, of those
direct services which are paid for was not accepted even by
economists. Adam Smith himself confined the term ‘productive
labour’ to that labour which is devoted to the production of

! A further discussion of this, and of somerelated subjects, will be found
in Appendix, Note A.
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material goods. In a famous passage! he gave a list of such occu-
pations as must be reckoned to be ‘unproductive’. Beginning
with ‘menial servants’, he goes on:

The sovereign, fpr example, with all the officers both of justice
and of war who serve under him, the whole army and navy, are
unproductive labourers. . . . In the same class must be ranked, some
both of the gravest and most important, and some of the most
frivolous profcssions: churchmen, lawyers, physicians, men of letters
of all kinds; players, buffoons, musicians, opera-singers, opera-
dancers, &c.

This looks like the same fallacious, or at least uneconomic,
way of thinking as is common among those who approach
economic affairs from the standpoint of the technical processes
of manufacture; it is strange to find it in the most famous of all
economists. The manufacturer and the farmer naturally think
of production as making something ; we have seen that economics
has to have a wider definition. Why did Adam Smith suppose
the contrary? It was not because he supposed the distinction
between material and immaterial products to have any economic
significance; his reason was more subtle. Later economists have
not been prepared to allow their definition of production to be
influenced by it, but they have had to pay much attention to it in
other parts of their economic theory. Adam Smith put it in
this way:

The labour of the menial servant does not fix or realise itsclf in
any particular subject or vendible commodity. His services generally
perish in the very instant of their performance. . . . Like the declama-
tion of the actor, the harangue of the orator, or the tune of the
musician, the work of all of them perishes in the very instant of its
production.

The reason why Smith adopted his odd definition of pro-
duction was because he was impressed by the fact that the pro-
duction of most goods takes time, often a very long time, and the
consumption of these goods comes afterwards. The significant
thing about direct services is that the acts of performing the
labour and of enjoying the results of the labour are contempo-
rancous and inscparable. Goods, on the other hand, have to be

! Wealth of Nations, Book II, ch. 3 (vol. i, p. 314 in Cannan’s edition).
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produced first and consumed afterwards. The production and
consumption of services are, practically speaking, unstantaneous;
but the production and consumption ofi goods form a process.
The further classifications, which will concern us in the rest of
this chapter and in the next, are all concerned with the economic
system considered as a process. )

3. On a certain day (say in the spring of 1950) the reader of
this book will probably have eaten a piece of bread for breakfast.
Behind that piece of bread was a considerable history. Two or
three days earlier it was baked by a baker, who for his stage in
the process of breadmaking used various ingredients, notably
flour. Some weeks earlier the flour will have been milled out of
wheat, various kinds of wheat being very probably mixed to-
gether, some imported from overseas, some produced at home.
This wheat will have been harvested, probably during the year
1949, the precise date depending upon the part of the orld
from which it came. Some months before the time of the harvest-
ing the wheat must have been sown, and before the sowing the
land on which it was grown must have been ploughed. Taking
this simple line of operations, from the ploughing of the land to
the bread on the table, not much less than a year can have
elapsed between the start and the finish. Often it will be a good
deal more than a year. But this is by no means the whole of the
history behind that piece of bread.

At every stage in the process described, ploughing, sowing,
harvesting, threshing, milling, baking, power or fuel was needed.
The power used for ploughing may have been nothing more
modern than the traditional horse; if so, that horse had to be
fed, its feeding-stuffs had to be grown, and the growth of the
feeding-stuffs extends the process of production backwards for
another series of months. Or the power may have been provided
by a tractor; tractors use oil, so that the getting of the oil and its
transport to the farm (another stage involving at least a month
or two) have also to be reckoned into the process of production
of the bread. The same will hold for the power (of savhatever
kind) used in harvesting, threshing, and milling; also for the
coal or electricity used at the bakery. Of course many of these
latter processes will be going on simultaneously, so that they do
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not lengthen the total time taken by the production. Neverthe-
less, when we have taken the power into account, the whole
period looks more like two years than one.

Even this is not all. The tractor, the threshing-machine, the
ships used for bringing the wheat from overseas, the elevator
used for storing it, the milling machinery used for making the
flour, even the baker’s oven—all these had to be made at some
time or other, and the reason why they were made was because
they would be useful in the manufacture of bread. Not of course
this particular piece of bread, which is far too humble an article
to be able to claim for itself alone such mighty antecedents; but
this piece of bread, and millions like it, are the reasons why the
tractors and elevators and ovens and the rest of them were
brought into being. All this elaborate equipment was in fact
constructed as part of the process of manufacturing bread.

If at some date, three months or six months or a year before
the bread appeared upon the table, we had examined how the
process of producing it was getting on, we should have found
that most of the equipment was already made and in use, while
the raw material of the bread was still in the form of growing
crops, or threshed wheat, or bags of flour. These things can all
be looked upon‘as stages in the manufacture of the bread; what-
ever stage has been reached, even if it is only the making of the
tractor, or the building of a tanker to transport the oil to feed the
tractor, something has been done which will come in useful and
help towards the final production of bread. The products which
result from these early stages are useful products, but not pro-
ducts which are directly useful for satisfying the wants of con-
sumers. Their use is to be found in their employment in the
further stages, at the end of which a product which is directly
wanted by consumers will emerge. It is convenient to use the
term goods to cover the products of these earlier stages, as well
as the final product which the consumer purchases. But the
products of the earlier stages are called producers’ goods, to dis-
tinguish them from the consumers’ goods, which do satisfy the
consumers’ wants directly. s

In our illustration the bread is a consumers’ good; the wheat,
the flour, the tractor, the ship, the oven (and so on) are pro-
ducers’ goods. A producers’ good may be teohnically finished,
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in the sense that the particular operation needed to produce it is
completed ¢the wheat has been harvested, or the tsactor ready for
use). Or it may not be technically finished, but still in process,
even so far as its own stage is concerned (the corn may be stand-
ing in the field, or the ship still on the stocks). In either case it is
a producers’ good, because further stages are needed before the
result of the whole process can pass into the consimers’ hands.
The consumers’ good is the end of the whole process; producers’
goods are stages on the road towards it.

4. The production of any consumers’ good one cared to select
could be similarly shown to consist of a process, occupying in all
quite a considerable time, and involving the production of a
number of producers’ goods on the way. It has next to be noticed
that with some consumers’ goods, but only with some, consump-
tion is also a process taking an appreciable time. Consumers’
goods can be divided, from this point of view, into two classes.

In the first class we have goods, like the bread of our example
(and foodstuffs generally), which are used and used up in a
single act. 'The careful housewife may make a loaf of bread last
two or three days, but only by dividing it into slices, and con-
suming the slices at intervals. Each piece of bread is used up as
soon as it is used at all. Other consumers’ goods which are of
the same type are fuel, tobacco, matches, and writing-paper. 1
shall call these goods single-use goods. From the point of view of
consumption, services are similar in character to the single-use
goods;! but, as we have noticed, they are different on the pro-
duction side.

The other goods I shall call durable-use goods. Houses,
furniture, clothes, wireless sets, bicycles, and motor-cars are
examples of this second class. 'T'heir common characteristic is
that they can go on being used for considerable periods. ‘The
fact that they have been used on one day does not prevent them
from being used again on the next. The lengths of time for
which they can go on being used vary of course a good deal.

I Tt ss of course true that the effects of consuming a particular service may
last a long time through being stored in the memory ; this, however, does not
prevent the consumption itself being a single act. In the same way, the

medicine which saves a man’s life is a single-use good ; but its effects remain
as long as he lives.
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A pencil is probably to be reckoned as a durable-use good, in
spite of the fact that it is bound to wear out after a few months
of usc. At the other extreme are such things as old furniture,
which can go on being used almost indefinitely (apart from
accidents), so long as it is properly looked after and kept in good
repair.

The distinétion between single-use goods and durable-use
goods must not be confused with another distinction, of very
similar character, which is commonly made in books on eco-
nomics. It has been usual among economists to classify con-
sumers’ goods into durable goods and perishable goods; these
classes are similar to ours, but they are not exactly the same.
Durable-use goods are necessarily durable, but not all single-use
goods are perishable. Coal, for example, is a very durable good;
it can be stored almost indefinitely, and will not deteriorate
seriously, so long as it is not used. But it cannot be used with-
out being used up. Thus it is a single-use good. There are many
other single-use goods which have a fair degree of durability;
tinned and otherwise preserved foods are instances. The fact
that they are capable of being stored is an important characteristic
of these goods, a characteristic with important economic con-
sequences. But, for the present at least, it is not the charac-
teristic we want to emphasize. The main classification of con-
sumers’ goods is into the single-use and durable-use varieties.

The goods which are purchased by a particular consumer
belong partly to one of these varieties, partly to the other. Most
of the single-use goods which are purchased have to go on being
purchased, week after week, day after day. To have had a good
meal yesterday does not prevent one from wanting another good
meal today; to have been warm last night does not prevent one
from needing to be warmed again this afternoon. Durable-use
goods, on the other hand, may go on being useful for long
periods after they have been bought; thus they do not need to be
bought continuously, but only when the want for them first
appears, or when an old one has broken down or become impos-
sibly shabby. It follows that while the purchase of most serts of
single-use goods will take place at fairly regular intervals, pur-
chases of durable-use goods may be very irregular. This is
a matter of considerable importance for the running of the
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productive process. If all the goods which consumers wanted
were single-use goods, it would be comparatively easy to organize
the economic system so as to keep it running continuously at the
same level of activity. The production of durable-use goods is
much harder to stabilize, just because the neeli to purchase such
goods is so much less regular. Nevertheless, durable-use goods
are of great importance to the consumer; althotgh food and
warmth, the most urgent necessities, are single-use goods, some
durable-use goods are essential at any standard of living, while
at a higher standard they provide more solid satisfaction than
single-use goods can do. Luxury single-use goods mainly take
the form of entertainment; luxury durable-use goods range from
good housing and good clothing to books and pictures and
musical instruments and garden plants, the typical ingredients
of a civilized life. People who buy these things can satisfy their
wants for them without buying them so regularly as they would
buy food; it is in consequence more difficult to arrange for their
production in ways which may not involve economic distur-
bances. Very much the most difficult case is that of housing; we
shall discuss it in more detail in another connexion.t

5. A similar distinction between single-use and durable-use
varieties can be made for producers’ goods. Some producers’
goods are used up—though this may only mean that they have
passed on to the next stage in their production—as soon as they
are used at all; others can go on being used in the same way for
long periods. In the illustration we gave, the wheat, the flour,
and also the oil and the electricity were single-use goods in this
sense; the tractor, the ship, and the bakers’ oven were durable-
use goods. Generally speaking, single-use producers’ goods are
the materials used in industry; though half-finished products
ought also to be reckoned as single-use goods at another stage.
Durable-use producers’ goods are the instruments of production
—tools, machinery, industrial plant of all kinds. The production
of durable-use producers’ goods is perhaps even harder to
stabilize than the production of durable-use consumers’ goods—
for much the same reasons. But we are not yet in a position to
deal with such questions.

1 See Ch. VIII below.
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CONSUMPTION AND INVESTMENT

1. WE have now got a general idea of the productive process;
but before we can turn to the facts, and try to make sense of
them, we need yet another set of definitions. The processes of
production and exchange which we have been describing go on
more or less indefinitely; they have gone on since the dawn of
history, and will go on as long as the human race exists; although
it is true in one sense that particular processes come to an end
every day with the completion and sale of finished consumers’
goods, these goods have usually been produced along with many
others (the durable-use producers’ goods used in making them
are for the most part still in existence, and being used again),
so that it is very difficult to find a self-contained process which
can ever be said to be really over, just as we have seen that it is
very difficult to find a date when it can really be said to begin.
'T'he only way in which we can limit our investigations, so as not
to have to deal with the whole of human history at once, is to
select a particular period of time and to confine our attention
to the working of the productive process during that period.
Usually (though not always) the period which it is most con-
venient to take is a year.

The statistics of production which were described in the
introductory chapter of this book usually refer to annual periods.
They must of course always refer to some period. There is no
point in saying that the number of aeroplanes produced is 1,000,
unless one states the time to which this output refers. An output
of 1,000 aeroplanes spread over two months is the same rate of
output as 500 aeroplanes in one month. All measurements of
the quantity of production have to refer to a stated period. If
we are to use our definitions so as to square with these measure-
ments, our definitions too must refer to a particular period
of time. *

Let us therefore fix our minds on the working of the pro-
ductive process during a particular year—say, 1950. We must
think of the whole stream of time as being spread out before us,
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like a film which has been unwound. We take our scissors and
cut out a particular section of the film. Or we flay say that we
put a spotlight upon this particular ykar, leaving everything
before it and after it in the dark. What is the effect of this
limitation upon the classifications we have given?

2. During the year producers will be turning out services and
goods of all kinds, single-use goods, durable-use goods, pro-
ducers’ goods, consumers’ goods. Most of the single-use goods
will be used up in the course of the year, the consumers’ goods
in the direct satisfaction of consumers’ wants, the producers’
goods in the making of consumers’ goods. It is fairly evident
that single-use producers’ goods, produced and used up during
the year, ought not to be reckoned as part of the total production
or output of the year. If we were to include both the bread and
the flour out of which it is made, we should be reckoning the
same productive effort twice; if we did this, there would be no
reason why we should not include the wheat as well, and even
the wheat standing in the field as well as the threshed wheat after
it had been harvested. Once we allowed ourselves to reckon in
both the single-use consumers’ goods and the single-use pro-
ducers’ goods out of which they are made, there would be
nothing to stop us from dividing the process of production into
a large number of stages, and counting what is essentially the
same product as many times as we like. This would make the
result of our calculation completely arbitrary. ‘Double counting’
of this sort has clearly got to be avoided.

Those single-use producers’ goods which are produced and
used up during the year must not be counted as part of the year’s
production. But does this mean that all producers’ goods have
got to be excluded ? At first sight one might suppose so, but that
is not the case. For the production we are concerned with is the
production of the year 1950, and some of the durable producers’
goods produced during 1950 will outlast 1950. We have to pay
special attention to the hang-over from one year to another.

At the beginning of the year (the morning of 1 January 1950)
there exists in the community a particular stock of goods, in-
cluding some from all our four types, but among which the
durable-use goods are no doubt predominant. These goods are
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inherited from the previous year; for the most part they are the
result of produttion in that and in earlier years. The durable-use
consumers’ goods inhelited from the previous year include the
houses people areliving in, the furniture they are using, the
clothes they are wearing, and so on. The durable-use producers’
goods will include the factories, the machinery standing in the
factories, the railways, ships, lorries, tools, and so on which are
available for use in production during the coming year. The
single-use producers’ goods which are inherited will include
stocks of materials, goods undergoing processes that are still
unfinished, finished goods waiting to be sold. The single-use
consumers’ goods (not so many of these) will include such things
as foodstuffs already in the larder; remembering that the retailer
is also a producer, foodstuffs in the shops ought to be reckoned
as producers’ goods.

This is the position at the beginning of the year. Then the
wheel of time rolls on, and the wheels of production begin to
turn. The goods in the larder are used up, and replaced by new
goods out of the shops—that is to say, producers’ goods pass
into consumers’ goods. At the same time, the vacant places in
the shops are filled by new producers’ goods coming forward—
that is to say, the materials existing on 1 January are worked on
by labour, with the help of durable-use producers’ goods, and
turned by degrees into finished products. At the same time,
other workers, using other durable-use producers’ goods, are
preparing new materials. And other workers are making new
durable-use goods. So the process goes on, with a continual
stream of new consumers’ goods passing into consumption, and
new single-use producers’ goods poking their heads out of the
productive process, only to be tucked in again.

Those producers’ goods which are produced during the year,
and used up in further production within the year, do not
reckon as part of the year’s output. They are taken to be included
in the consumers’ goods of which they are the materials. If we
were allowed to extend our gaze into the indefinite future, we
should presumably find all the producers’ goods incorpor.ting
themselves in consumers’ goods in this way; but we are not
allowed to look forward indefinitely. The year has an end as
well as a beginning; many of the consumers’ goods in wkich the
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producers’ goods of this year will be incorporated belong to
future years, not to this year. There will be producers’ goods
left over at the end of this year, just as there were producers’
goods left over to this year from the year before.

There is no reason why the quantity of producers’ goods
bequeathed to 1951 should be the same as that inherited from
1949. The single-use producers’ goods inherited from 1949 will,
for the most part, have been used up in the production of 1950;
new goods will have been produced to replace them, but these
new goods may be greater or less in amount than the goods
which have been used up. Some of the durable-use pro-
ducers’ goods inherited from 1949 will also have been used up,
or worn out, during 1950; and even those which are not worn
out will be a year older in January 1951 than they were in
January 1950; this will often mean that they have a year’s less
‘life’ left in them. Against this depreciation of the durable-use
goods previously existing has to be set the production of new
durable-use goods; but the depreciation may or may not be
completely offset by the new production. If it is not completely
offset, the quantity of such goods at the disposal of the com-
munity will be less at the end of the year than it was at the
beginning; if it is more than offset, the quantity at the end of the
year will be greater.!

The same process of using-up and replacing will occur with
consumers’ goods as well. 1950 will have inherited from its
predecessors certain quantities of consumers’ goods (mainly
durable-use goods, houses, and so on); it will hand on certain
quantities to its successors. One of the tests of successful pro-
ductive activity during the year is to be got by comparing the
quantities at the end with those at the beginning.

3. The process of production during the year can therefore
be described in summary fashion in the following way. At the
beginning of the year there exists a certain stock of goods (all
our four kinds) which we may call the Initial Equipment."
During the year the initial equipment is worked upon by Labour,
and there is produced from it a stream of goods. Some of these
goods are producers’ goods, used up again within the year, so

! For some qualifications to this statement, see Appendix, Note C.
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that they do not reckon into the year’s output; the goods which
are included “onsist partly of consumers’ goods, consumed
within the year, partly of new equipment, added to the initial
equipment as a result of the year’s production. The equipment
which exists at the end of the year becomes the initial equipment
of the next year; it equals the initial equipment of the first year
plus the new equipment which has been added minus the using-
up of equipment which has taken place within the year. This is
the scheme of the productive process which we need to have in
our minds.

All the product or output of the year comes from labour and
the initial equipment; these are therefore called the Factors of
Production. The output of goods consists either of consumers’
goods, consumed within the year (Consumption) or of New
Equipment. We can therefore set out our scheme in the form
of a table:

Factors of Production Labour

Initial Equipment

Product or Output Consumption New Equipment
And for the effect on equipment of the year’s production

initial equipment 1951 = initial equipment 1950
-+ new equipment produced in 1950
— using-up of equipment during 1950

The classification set out in this table is of fundamental impor-
tance for the whole of that part of economics which we shall
study in this book. Everything further we have to say is nothing
but elaboration of it and application of it to practical problems.
For when theory has reached this point, it does begin to be
capable of being applied.

4. Before we can proceed to these applications, it should first
be noticed, however, that the table as it stands is not quite com-
plete. In the first place, services have been left out of account,
as Adam Smith left them out of account—and for what turns
out to be substantially the same reason. Just as we have been
learning to do, Adam Smith thought of the productive process.

5516 D
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as consisting of labour working on initial equipment, and making
it grow into consumption goods and new equipment. And
services did not fit into the picture properly; consequently he
excluded them as ‘unproductive’. We have decided not to take
that way out, and so we must find some way of fitting services
into our picture. We can really do so quite easily, if we include
the services produced in the year as part of the consumption of
the year, and allow for the possibility that these services may
have been produced by labour alone, without making use of
initial equipment to any important extent. (Of course—and this
is even more true today than it was in Smith’s time—services
may require the assistance of durable-use goods from the initial
equipment if they are to be produced; for instance, passenger
transport workers provide direct services, but they use a great
deal of equipment in providing these services.) This, then, is one
of the adjustments which have to be made.

The other adjustment concerns the durable-use consumers’
goods, which are included in the initial equipment, and do in
fact form an important part of it. Take, for example, houses.
The houses which exist at the beginning of the year do for the
most part go on being used during the year; they make them-
selves useful, very useful indeed. The use of a house is a thing
for which people are prepared to pay; a man pays rent for the
right to live in a particular house, just as he pays for the goods
he (or his wife) purchases in the shops. We reckon the goods
purchased in the shops as part of the consumption of the year,
and since house-room is purchased by consumers in the same
sort of way, it is convenient (even if it means some stretching of
terms) to reckon the use of house-room as part of the consump-
tion of the year, and consequently even to reckon it as part of the
production or output of the year. There is something to be said
for doing the same with all the durable-use consumers’ goods
contained in the initial equipment (the motor-cars, for example).
But, largely because houses are very frequently rented by their
occupiers, while motor-cars are usually bought outright, it is
usua! to include in this way only the use of houses. Houses are
in any case the most important type of durable-use consumers’
goods.

1 See again Appendix, Note A.
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Our revised\table may therefore be written as follows:

Labour y Initial Equipment

N

Services G ods Use of house-room

Concs:)r:gsnon\/
/ / \
v. L 7

Consumption New Equipment

The new houses produced during the year are of course included
in the new equipment.

5. Our table is now complete, but before we can use it we
must introduce two new terms. Instead of our phrase ‘Initial
Equipment’, economists usually employ the term ‘Capital’;
instead of our phrase ‘New Equipment’ the term ‘Investment’
is now generally used. We had better familiarize ourselves with
these important words.

I have so far avoided talking about Capital and Investment,
because these are such outstanding instances of the way in
which economists have taken words used by business men and
given new meanings to them, meanings which are not (at least
on the surface) the same as the business meanings. There is a
relation between the meanings of capital and investment in
economics and their meanings in business practice; we shall try
to get that relation cleared up before we are done. But for the
moment it is only the economic meanings which concern us.

In economics the capital of a community consists in the stock
of goods of all sorts possessed by the community (either by its
individual members, or by associations of its members, such as
governments) at a particular moment of time. Thus our ‘initial
equipment’ is the capital possessed by our community on
I January. In economics investment is the making of additions
to capital. Thus the making of our ‘new equipment’ is in-
vestment.
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In this terminology the factors of production are labour and
capital.! The goods and services produced by tthe factors of
production are partly consumed within the year (consumption),
partly used to make additions to capital (invgstment). In order
to produce these goods and services, some part of the capital
possessed at the beginning of the year is used up (Depreciation?
of Capital). The net addition to capital within the'year is there-
fore the total production of additions to capital, with depreciation
deducted. This net addition to capital is called Net Investment.
Consumption plus Net Investment equals Net Product.

The definitions given in this last paragraph will become
familiar enough as we go on. For the whole programme which
lies before us is involved in these definitions. In the next two
parts of this book we shall study the factors of production—
labour and capital. In the last part we shall study the net pro-
duct of the economic system; we shall discuss how itis measured,
we shall examine some of the reasons for variations in its size,
and we shall examine how it is divided up among different
people, so that some are rich and some poor. All these things are
developments of the fundamental classifications which we have
been giving.

Let us then pass on to discuss the factor of production
labour. The first problem to be discussed under that head is
the problem of Population, for although not all the people living
in a country are producers, it is the total population of the
country which mainly governs the number of workers who are
available to take part in the process of production.

' Land, which nineteenth-century economics used to reckon as a third
factor of production, is here included in capital, For the justification of this
arrangement, see below, Ch. VIII.

2 The business man employs the term ‘depreciation’ to include the using-
up of durable-use goods only. Here we use it in the wider sense, more
convenient in economics, which includes the using-up of such single-use
goods as are not replaced during the year in identically the same form.



PART 1I

THE FACTORS OF PRODUCTION—
LABOUR

IV
POPULATION AND ITS HISTORY

1. LET us begin by looking at some figures. The following table
sets out, in round numbers, the population of a number of
countries at various stages in modern history. Since the taking
of accurate censuses only began in the United States in 1790,
in Great Britain in 1801, and in the other countries at various
dates in the nineteenth century, it will be understood that the
figures for 1650 are only guesses (though they are careful
guesses),! while some even of the figures for 1800 and 1850 are
not very much better. It is only in the later columns that all the
figures are known precisely, but it is not likely that any part
of the table is seriously misleading. There have, of course, been
some important changes in frontiers during the period; the most
important changes have been allowed for.2

TABLE 1

Population (in millions)

1650 1800 1850 Ig9oo I950
Great Britain . . 6 10 21 37 49
France . . . 16 27 35 41 41
Germany . . . 14 20 35 54 70
Italy . . . . 13 17 24" 32 46
U.S.A. . . . .. 5 23 75 151
Ireland . . . 1 5 63 43 4%

When a table of this sort is being examined, it is not the
individual figures by themselves which deserve attention} it is

! They are taken from G. N. Clark, The Seventeenth Century, ch. i.
2 Thus France always includes Alsace-Lorraine, Ireland includes Northern

Ireland, while the Germany of 1950 includes East and West. .
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the comparison of one figure with another. (This is why it is
sufficient to work in round numbers; comparisofis can be made
more easily if the figures are given apprbximately; detail would
distract the eye, without adding anything of ¥nportance.) In the
table before us, at least two kinds of comparison can be made.
By looking down the columns we can compare the populations
of different countries at the same dates; the points which then
emerge are mainly of political interest, though of very great
political interest indeed. The greatness of France under
Louis XIV and under Napoleon is reflected in the relatively
high population of France in the 1650 and 1800 columns; the
strength of Germany and the weight of the United States in the
modern world are indicated in the columns for 1900 and 1950.
Military strength is not entirely a matter of population, but
population is an important element in it.

From the economic point of view a study of the table by
horizontal rows is more instructive. Every one of the countries
in the list (with the exception of Ireland—included just because
it is an exception) shows increases in population throughout the
whole period; usually they show enormous increases. The in-
crease in population which has taken place in Europe and
America during the last three centuries is one of the most
stupendous facts in history; it is quite probable that nothing like
it had ever been seen before. But when we look at the table more
closely, it becomes apparent that the increase has not proceeded
at all smoothly or regularly; it has been much faster at some
times and places than at others. It will be useful to examine
these variations in detail.

At first sight, the simplest way of comparing the rates of
increase at different stages would seem to be by calculating the
percentages at which the various populations increased between
1650 and 1800, 1800 and 1850, and so on. But since the intervals
between our dates are of different lengths, these percentages
would be less informative than one could wish. It is better to
calculate the average rate of increase in each of the intervals—
that«is to say, the annual rate of increase which, if maintained
over the whole interval, would have resulted in the actual in-
crease of population which we find. Since the annual rates of
increase are of course small (many of them less than 1 per cent.),
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it is more convenient to express them as rates per thousand than
as rates per hundred (percentages).!

L]
TaBLE 11

°
Average rates of population increase (per thousand) per annum
® | 1650-1800 1800-50 | 1850-1900 | I900-50
Great Britain . 3 14 11 6
France 3 5 3 °
Germany 2 1I 9 S
Italy . 2 7 6 8
U.S.A. . . . 31 24 15
Ireland . . 9 5 —16 —1

The first thing which strikes one when looking at this new
table is the extremely rapid rate at which the populations of
nearly all the countries were expanding during the interval
1800-50. Even the French, whose rate of increase has nearly
always been slow, increased faster than usual during this half-
century. Ireland, which again looks like an exception, is here less
of an exception than it looks; the Irish population continued to
increase at a rate of g per thousand until 1840, but between 1840
and 1830 it started falling, as a result of the potato famine. The
general impression one gets from the table as a whole is that the
history of population during the last two centuries has passed
through two distinct phases, during the first of which there was
a great acceleration in the rate of growth of population, while
during the second the brake was put on more or less violently.
These are in fact the two phases which have to be explained.

Changes in population come about in two ways: by Natural
Increase or Decrease (excess of births over deaths, or vice versa),
and by Migration. The figures in our tables are affected by
migration to an appreciable extent, but not sufficiently to dis-
turb the general pattern. The population of the United States
has been greatly increased by immigration; but the great mass
of the nineteenth-century immigrants came in after 1850, so

I In order to calculate the annual rate of increase which would turn a
population of 6 millions into one of 10 millions in 150 years, we have to solve

150
) = %9, Take logarithms of both sides and it comes

the equation (x +
1000

out at once.
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that the astounding rate of growth of American population dur-
ing the early nineteenth century (31 per thousartd per annum)
was almost entirely a natural increase. Waat the immigrants did
was to prevent the increase from slowing yp as rapidly as it
would have done without them. The decline in Irish population
after 1840 was largely a result of emigration, but not entirely.

40,
30
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The most significant difference which is made to our figures
when we allow for migration is in the case of Italy. Emigration
from Italy was particularly great during the period 1880-1910;
the rate of growth of Italian population shown in the last two
columns of our table is therefore less than the natural increase.
If one had figures for the Italian population, whether living in
Italy or not, it is probable that the rates of growth in the succes-
sive periods would be something like 2, 7, 8, 11, instead of the 2,
=7, 6, 8 of our table. The Italian rate of natural increase has gone
on rising far into the twentieth century; it is only in very recent
years that signs have begun to appear that Italy also may be
passing into the second phase.

Let us take the two phases in turn and inquire (1) why the
rate of population increase accelerated, and (2) why it slowed up.

2. The natural increase of population takes place by an
excess of births over deaths; consequently the rate of natural
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increase (that is, the rate of growth in Table II adjusted for
migration) eqdals the difference between the birth-rate (number
of births per thousand of population per annum) and the death-
rate (number of dgaths per thousand per annum). A high rate
of natural increase must be due to a wide gap between the birth-
rate and the death-rate; but the gap may be wide because the
birth-rate is ‘exceptionally high or because the death-rate is
exceptionally low. An increase rate of 10 per thousand (which
is enough to cause quite a rapid expansion of population) may
be due to a birth-rate of 35 and a death-rate of 25, or to a birth-
rate of 25 and a death-rate of 15. It seems probable (though
naturally one cannot say for certain) that the more or less stable-
sized populations which seem to have been the general rule
before 1750 were due to a combination. of high birth-rate with
high death-rate—both of them in the neighbourhood of 30 per
thousand, with only a narrow gap between them. The principal
development which upset this primitive equilibrium was a
marked fall in the death-rate, due (beyond all doubt) to the
improvements in sanitation and medical skill which were begin-
ning to be effective in the north of Europe by the middle of the
eighteenth century, though they failed to exercise any appre-
ciable influence in the more backward countries for some time
after 180o0.

Birth-rates and death-rates for England and Wales are set out
in Chart I. By 1780 (which is as far back as it is really safe to
make estimates) the English death-rate was already falling quite
steeply; there is good reason to suppose that the fall began some
years before that. It continued until about 1820; after that it was
checked for some time (this is where the bad sanitary conditions
in the new industrial towns seem to come in), but it was resumed
after 1870. As a result of the whole process the death-rate has
been reduced from about 30 per thousand in 1780 to about
12 per thousand today.

The rise in the rate of population growth (our first phase) was
thus mainly due to a fall in the death-rate; the slowing-up in the
second phase is undoubtedly due to a fall (a much more sugdden
fall) in the birth-rate. As appears from the chart, the English
birth-rate turned definitely downwards after 1880; in sixty years
it fell from 35 per thousand to 15. The German birth-rate did
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not leave the 35 level until after 1goo, but it fell very pre-
cipitously when it did decline. During the ninefeen:thirties it
was usually a little below 20, and is now (1950) approximately
the same as in England. The Italian birth-rage has been falling
since 1922. The tendency to a falling birth-rate is very wide-
spread in the world we now live in; it is one of the major
economic facts of the twentieth century. )

Several countries have shown a small recovery in the birth-
rate during the nineteen-forties; what happened in the British
case appears in the chart. Much has been made of this recovery,
but its importance can easily be overestimated. Its main cause is
quite certain. The average age at marriage has been getting
lower, and this process is bound to boost the number of births,
while 1t is happening. But it is of course impossible for the age of
marriage to go on being lowered indefinitely; when the process
is completed, the number of births must again fall, and the
lower birth-rates of 1949 and 1950 (177 and 16) which do not show
on the chart, seem to show that this is already happening. A
real reversal in the situation could only come from a rise in the
size of families; there are some indications that this may possibly
be happening, but (so far) they are very slight indeed.

3. What are the causes of the great fall in the birth-rate? In
spite of all the work which has been done on the subject, we do
not altogether know. The explanation most commonly given is
the practice of birth control, or contraception; but although the
improvements in methods of birth control may explain how
people can limit their families without undue difficulty, it does
not explain why they should want to limit their families so very
drastically. (Furthermore, it would appear that, in several of the
continental countries where the same fall in the birth-rate has
taken place, the method most frequently used is not contracep-
tion but abortion; abortion is a repulsive method, often danger-
ous to health, often illegal and always immoral, so that the desire
for family limitation must be very strong indeed for people to
adops it.) What has to be explained is the motive, or motives,
which have led to so general a recourse to family limitation;
naturally that is not a thing which can easily be discovered.

It is possible, however, that some light may be thrown on the
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matter if we 'ﬁ)ok back at the period before 1870, when contra-
ception is not likely to have been of much importance, and when,

nevertheless, we do fihd considerable variations in birth-rates.

As appears from 8ur chart, the birth-rate in England was run-
ning at 35 or over during the whole period from 1780 to 1870
(except for an appreciable dip in the eighteen-forties). This is
a distinctly high rate, but even higher rates have occurred in
North America, some as high as 50 per thousand. In France, on
the other hand, the birth-rate ran at not much over 25 during the
greater part of the nineteenth century. These variations are quite
sufficient to make a large difference to the rate of population
expansion; how are they to be explained?

The explanation which is usually given for the relatively low
birth-rate in nineteenth-century France is to connect it with the
system of landholding. A settled peasant population, owning
its own farms, has a strong incentive to restrict the size of the
family. Openings outside agriculture are limited; younger
children can only be provided for by dividing the family holding
—that is to say, at the expense of the elder. Consider the contrast
between this situation and that in the New World. American
population could increase as rapidly as it did between 1800 and
1840 because parents needed to feel no responsibility for pro-
viding careers for their children; the career provided itself—
‘out West’. There was nothing to stop population from expand-
ing at a fabulous pace.

Something of the same unlimited opportunity was provided
in a more sordid way by the Industrial Revolution in England.
Children became wage-earners at an early age; it cost parents
very little trouble to ensure that their children had as good
prospects in life as the parents had had themselves—though
these prospects were often poor enough in all conscience. But as
the standard of living (and in particular the standards of educa-
tion) improved, the responsibilities of bringing up a family
increased very markedly. The first dip in the English birth-rate
is suspiciously contemporaneous with the early Factory Acts,
which limited the employment of children in industry. Theater,
and more permanent, decline follows upon the introduction of
compulsory education. We cannot prove a connexion, but it
would not be surprising if the additional burden on the parents,
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due to their having to support their children up tg the age of 14,
without getting much in exchange even in the way of help about
the home, had a good deal to do with the decline in the birth-
rate. Elementary education may be free in ftself, but children
cannot take advantage even of elementary education unless
they are properly brought up by their parents; it costs money
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(with the improvement in standards, it costs more than it did)
to bring them up properly.

The reasons for the fall in the birth-rate still have a good deal
of mystery about them, but this is at least one possible explana-
tion. It is not an ignoble explanation; it means that the quantity
of the population has been endangered in the process of improv-
ing its quality. That is a kind of thing which is very liable to
happen in human affairs, especially economic affairs; progress
on one front is accompaned by retrogression on another. This
does®not mean that all real progress is ultimately impossible; the
line can usually be straightened out later on. In this case the line
will certainly have to be straightened out, for the fall in the birth-
rate has reached a point where it has become a social problem of
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the first magmtude It is already possible to foresee some of the
difficulties' in Which it is certain to involve us.
»

4. It is more gossible to make reasonably accurate prog-
nostications about the future in matters of population than it is
in most human affairs. This is because of the simple fact that all
those people Who will be over 20 years of age in twenty years’
time are alive now; thus (apart from immigration) we can set an
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upper limit to the adult population of any country twenty years
hence with complete confidence. On the basis of this known
fact a good deal more about that future population can be
guessed with some assurance. Thus we cannot tell how many
babies will be born during the next twenty years; but we do
know how many females, now living, are due to pass through
the child-bearing age during the next twenty years—and that
has a great deal to do with the number of births. ’

In order to estimate the future population of England, we do
not merely continue the birth-rate and death-rate curves in the
same directions as they proceeded up to 1940 (Chart I) and
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observe that there is a danger of their intersecting if the flatten-
ing-out of the birth-rate bump goes too far. WegLan do a great
deal better than that, for we have additional information in the
age-distribution of the present population. ,

The population of any country at any date can be divided into
age-groups, so many ten-year-olds, so many eleven-year-olds,
and so on. In a completely stationary population with no migra-
tion, where the same number of births had taken place every
year for the previous seventy years, these age-groups would
form a descending series, with rather fewer persons in each age-
group than in the one before it (because a certain number of
people die at every age). A typical age-distribution for a station-
ary population of this sort is shown in Chart II B.

If now this population began to increase by extra births, the
new generations coming into the junior age-groups would be
larger than the older generations were when they came in; con-
sequently the beehive would begin to swell at the bottom, the
lower strips growing in size relatively to the others. As time
went on, this swelling would travel upwards; but if the number
of births went on increasing, the numbers in the lower age-
groups would still be disproportionately high relatively to those
in the higher age-groups. The slope of the beehive would be
distinctly flattened as compared with the stationary case, so that
the beehive would be more like a regular pyramid.

Chart II A shows the actual age-distribution of the English
population in 1950. The upper age-groups show this ‘flattening’
effect quite clearly, for they still reflect the rapid increase of
population during the nineteenth century. But the fall in the
birth-rate has already reduced the numbers coming into several
of the lower age-groups; though the lowest age-group is about
as large as it would have to be in a stationary population of the
same total size, we have seen reason to suspect that this repre-
sents little more than a flash in the pan. The English age-dis-
tribution is very far from being a beehive or pyramid; it has two
bulges, one represented by people over 35 years of age, the other
by the children under 1o.

As time goes on, these bulges will move upwards. This will
have two important consequences.

In the first place, the upper bulge will make for a rise in the
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death-rate. The people who have been dying most rapidly (from
natural causes) during the decade 194050 were people who were
over 65 at that time—that is, roughly speaking, people born be-
fore 1880. The p®ople who will be over 65 in the nineteen-
sixties will be people who were born before 1goo—and since the
number of births was still rising until about 19oo, there are
likely to be more of these latter people. Whatever improve-
ments are made in medical science, the death-rate is almost
bound to rise when the bulge of the diagram passes into the
Reaper’s hands.

Secondly, and of more lasting importance, there is the effect
on the birth-rate. The number of births in any decade depends
upon the number of potential mothers then living, and on the
average number of births from each potential mother. Conse-
quently, even if the ordinary size of the family remains the same,
the number of births will fall if the number of potential mothers
is declining—as it is bound to decline for some time in the
future, as a consequence of the low level of births between 1915
and 1940. The number of women in England and Wales aged
between 20 and 40 was 6-7 millions in 1930 and 6-8 millions in
1940; in 1950 it is only 6-4 millions, and it will sink to under
6 millions by 1965. After that there should be some recovery, but
hardly to the present level.

The age-distribution of the English population is obviously
in a very unstable condition. Unless the recovery in the birth-
rate during the last decade proves more durable than seems at
present likely, mere efflux of time will lead to a fall in total
numbers; for with the ‘small family system’ which has grown
up in the present century, the population does not, in the long
run, replace itself. It is obvious, when one thinks of it, that if
there are only two children in the normal family (and this still
seems to be the present position), the population must decline;
for the two children only replace their parents, and there is no
one to replace those who do not marry, or (for one reason or
another) fail to have children. In order to prevent the popula-
tion from falling, families of three or four children must be quite
common—and that is hardly likely to happen unless families of
five and six cease to be the extreme rarities they are today.

Whenever the community reverts to this larger type of family,
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the population will cease falling—if not at once, gt least after an
interval. But if the total population is to settle at a level at all
near to its present figure, the change in the size of family will
have to take place fairly soon. The presefit total population
could still be retained in the long run if the change began now,
and was spread over the next twenty or thirty years. Perhaps it
is beginning already, though the changes in the birth-rate which
have already occurred are (as we have seen) not much to build
on. Though we need not take so gloomy a view as was common
in the nineteen-thirties, it still seems likely, on the evidence
available at present, that the British population can hardly settle
except at something lower than its present level.!

Would that be a bad thing? We will hold over that question
to the next chapter.

! For further discussion of the matters examined in this chapter, reference
should be made to the Report of the Royal Commuission on Population (1949).
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THE ECONOMICS OF POPULATION

1. THERE have been two episodes in the development of eco-
nomic thought when economists have devoted a particular
amount of their attention to the problem of population. One
was at the beginning of the nineteenth century, when (as we
have seen) the growth of population was proceeding at such an
exceptionally rapid rate; the other has been quite recently, when
the populations of most Western countries have finished, or
nearly finished, their upward surge, and there is a serious possi-
bility of future decline. It is not surprising that T. R. Malthus,
with whose Essay on Population (1798) serious discussion of the
population problem really begins, should have been profoundly
troubled by the perils of population becoming too large, through
a rise in numbers proceeding unchecked; nor that his successors
at the present day should be more inclined to emphasize the
opposite danger, of population becoming too small, or getting
smaller. The change in emphasis is a natural result of the events
described in the last chapter.

It is indeed generally accepted that there are dangers in each
direction. Long before systematic economic thought began to
develop, these dangers were noted: ‘the one part through the
small number of inhabitants becometh desolate, and the other
being overcharged, oppressed with poverty.’r The dangers of
under-population (too small a population for economic efhi-
ciency) and of over-population (too large a population) are both
real dangers, though they arise from different causes. The
studies which have been made in the subject, both in the time
of Malthus and in our own day, have enabled us to appreciate
these dangers much more precisely.

2. To begin with the case of under-population. It is easy to
appreciate how it is possible for a country to be under-populated
if one considers the case of a small colony, with few people and
poor communications. Such a colony, obliged to satisfy its own

' Machiavelli, History of Florence (in Tudor Translations series, p. 70).
5516 E
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wants by its own labour, could hardly fail to be miserably poor;
for the organization of its economic system would be inevitably
rudimentary and unproductive. It would be hampered by few-
ness of numbers in two different ways. In the first place, there
might be things which would badly need doing, but could not
possibly be done by a small number of workers. Such things as
the building of bridges over large rivers would’ be physically
impossible; the building of a railway between two distant places
might not be impossible physically, but would be impossible
practically, because it would take so long that the makers could
hardly hope to live to see the fruit of their labours. But a much
more important disadvantage would be the limit imposed upon
specialization. The high efficiency of modern industry comes
about very largely as a result of specialization; workers are
specialized to particular jobs, and as a result they acquire great
dexterity at those jobs; their efficiency is further increased by
their use of highly specialized equipment. Very little of this
specialization would be possible in a small colony with a few
thousand inhabitants. It would be useless for people to specialize
themselves on the sort of operations needed to produce motor-
cars on a large scale if the maximum number of motor-cars which
could be sold in a year was a few dozen. With so limited a market
for their products, the motor-car manufacturers would spend
most of their time standing idle, with the result that they would
actually use their time more productively if they spent it in till-
ing the soil. But for the same reason the methods of cultivation
used would have to be of a primitive character; modern agricul-
ture, with its use of machinery and fertilizers, is itself dependent
upon large-scale industry; tractors and binders couldnot be pro-
duced if only a few could be sold in a year. The same would be
the case for nearly every specialized occupation one could think
of; a small isolated community could only produce in un-
specialized and consequently primitive ways. In the technical
language of economic theory, it would be unable to take advan-
tage of the economies of large-scale production.

These disadvantages of under-population are in fact ex-
perienced even to-day by small communities in out-of-the-way
places, though they are greatly moderated by the opportunity
of trading with the outside world. Trading enables the small
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community to, specialize in suitable lines, even although it is
unable to sell at home all it produces in these lines; for it can
sell its surpluses abroad, receiving in exchange for them things
which it would ha%e been unable to produce at home, or (and
this is even more important) larger quantities of things which
it could have produced at home in smaller quantities if it had not
sought for the advantages of employing its labour in specialized
ways. Sometimes the disadvantages of a small population can be
completely overcome by this means; but the cost of transporting
goods to and from distant countries is sometimes too great for it
to be possible to carry specialization through foreign trading
very far. The costs of transporting goods from one area to
another are often artificially increased by the protective policies
of governments. For the sake of national security governments
do not like their peoples to become too specialized ; but specializa-
tion is a condition of maximum productivity, so that the division
of the world into an increasing number of national states (what-
ever may or may not be its political advantages) turns out to be
a considerable drag on economic progress.

3. The dangers of over-population spring from a different
source. As we have seen, the greater part of production takes
place by the combination of labour with capital equipment. If
population increases, the factor of production labour becomes
more plentiful; and this will usually enable the total amount
of goods and services produced to be increased. But the increase
in population also involves an increase in the wants which have
to be satisfied; the extra workers have to be fed and clothed and
housed, so that unless the increase in production is proportional
to the increase in population, the average standard of living
will fall. (That is to say, if population increases by 2 per cent.,
the people will be poorer on the average, unless total production
increases by at least 2 per cent. at the same time. If production
increases by less than 2 per cent., the average productivity of the
workers is diminished by the increase in their numbers.)

It is probable that an increase in population will be attersded
by a fall in average productivity, if the increase in the factor of
production labour is not accompanied by an increase in the
factor of production capital. For if this happens, the same
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amount of capital equipment will have to be shared out amongst
a larger number of workers; each of them, therefore, will have
on the average a smaller amount of equipment to work with.
Sharing specialized equipment is of cours® a very awkward
business; it is probable that in the first instance many of the
extra workers could only be taken on as ‘helpers’. At a later
stage, when equipment wears out and comes to be replaced, it
may be possible to replace it in forms which make better use of
the extra labour. But so long as it is a matter of squeezing the
extra workers into a productive system which is not really any
better provided with equipment, the amount of goods produced
is not likely to increase in the same proportion as the labour
force has increased—excepting in cases when the larger supply
of labour enables new economies of exceptional importance to
be derived from specialization.

This is in principle the way in which the danger of over-
population arises; as population increases, its average produc-
tivity may fall, because of the lack of a similar expansion in capital
equipment. But over-population will arise only if capital equip-
ment fails to expand sufficiently. Quite apart from the question
of specialization, it is often possible to overcome the shortage of
equipment by increasing the supply. If this can be done, the
danger of over-population disappears.

There is, however, one particular sort of capital equipment
which is not capable of being increased by human agency to any
appreciable extent; it is agricultural land.* A community which
runs short of land can sometimes overcome the shortage by
seizing land from its neighbours; apart from military action of
that sort, very little can be done to remedy a shortage of land,
though up to a point the evil can be moderated by using the land
more economically, or by making improvements in its quality.
So long as a country’s population remains small, relatively to the
size of its territory, there is not likely to be any shortage of land;
there may be land of good quality which remains uncultivated.
The danger of over-population arises when the best land is

[}

1 It was for this reason that nineteenth-century economists used to reckon
land as a third factor of production, alongside labour and capital, instead of
regarding it as a particular kind of capital equipment, which is what we have
decided to do.
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already being intensively cultivated, so that extra food for extra
mouths cdn only be secured by scratching at stony soils, or
pushing the boundary of cultivation higher and higher up
mountain-sides. 'The reality of such over-population (at least
within certain localities) will be appreciated by anyone who has
seen the congested districts of western Ireland, or watched the
Italian peasant cultivating a little pocket of ground perched
among cliffs in his congested area near Naples. India and China
contain between them one-half of the human race; large parts of
their peoples are living in abject poverty, because immense
populations are concentrated in small areas, and have to feed
themselves from those areas. Over-population through shortage
of land is one of the great causes of the poverty there is in the
world.

4. In the light of this terrible possibility, the over-population
scare of the early nineteenth century becomes readily intelligible.
'The British population was increasing at an alarming rate,
doubling itself in half a century; how (asked Malthus and his
followers) would it be possible to feed so vast a population from
the limited area of the island? At that time little assistance was
got from imports; the shortage of land was a real nightmare.
There seemed to be no way of avoiding a future in which all the
luxuries and conveniences of life would have to be sacrificed to
the dire necessity of getting bread; and when at last even bread
might be lacking. If the rise in population continued, that was
the fate which appeared to be in store sooner or later.

As we know, this fate has been avoided. The British popula-
tion is now more than four times what it was in 1800, yet
it is in less danger than it was at that time of suffering from
want of food. But the fact that the fears of the Malthusians were
not realized does not mean that they were idle. Malthus had
discerned a real peril; England avoided it, but it was not avoided
in another case closely parallel to England’s—in the case of
Ireland.

At the time when Malthus was writing, the Irish population
was half the size of the English, and it was growing at much
the same rate. But in the Irish case the growth of population
began to be checked after 1820, and checked by shortage of food.
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Ireland experienced a series of famines, which culminated in the
great famine of 1846. To-day the Irish population is only about
one-tenth of the size of the English. ~’

How was it that England avoided the danger to which Ireland
succumbed? If England had been obliged to support her
population entirely from her own soil, there can be little doubt
that England would have experienced a similar disaster before
the nineteenth century was over. In fact, in the years before
improvements in ocean transport made it easy to import food-
stuffs on a great scale, food in England was very scarce; the
Corn Law agitation was the sign of a real scarcity, the pre-
monitory symptom of what might have grown into a much
greater calamity. As it was, the cheapening of transport made
it possible for the English people to draw upon the ample
supplies of agricultural land in the New Worlds of America and
Australia, and so to remedy their own shortage. But how was it
possible for the English people to sive themselves in this way,
and not possible for the Irish to do so as well?

The reason is that imports have to be paid for. If the agricul-
tural land available in England was becoming small relatively to
the population, England possessed other natural resources, in
the form of coal and other minerals, which were absent in Ire-
land, and she was continually adding to her man-made equip-
ment, her factories and mines, her ships and her railways. All
these resources enabled her to produce a plenty of goods which
she could exchange against foodstuffs from overseas. Although
she was short of agricultural land, her capital equipment as a
whole was continually increasing. The things which she could
produce with this equipment were most of them unsuitable for
satisfying the basic need for food, but that difficulty could be
removed by trading with other countries. Yet she would have
been unable to remove it so easily if her general productive
power had not been increasing at such a rapid pace.

5. When the matter is looked at in this way, it suggests a con-
clusion of very wide significance. As the problem appeared to
the Malthusians, shortage of agricultural land was an insuper-
able obstacle; when once the population of any country had
reached the point where shortage of land becomes acute, the
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people would be bound to suffer from poverty, poverty which
could only be remedied by the population becoming smaller.!
Today, as a result of the improvements in transport which have
taken place, the podition of over-populated countries has become,

potentially at least, much less desperate. Although the peoples
of particular countries and particular regions do suffer from
a shortage of agricultural land, the human race as a whole does
not suffer in that way to the same extent. And so long as there is
plenty of agricultural land in the world as a whole, the over-
population of particular areas can usually be remedied by
industrialization. It does indeed sometimes happen that large
populations are concentrated in regions which are very unsuit-
able for industrialization, owing to poorness of natural resource

(not agricultural only) or bad communications; but for the mos

part over-population can be remedied by an increase in th

amount of capital equipment—in those kinds of equipmen

which can be increased by human effort. That is just wha

industrialization implies.

However, as we have seen in our description of the productiv:
process,? 2 the way by which capital equxpment is increased is b;
the use of some part of the community’s productive powe
during a period for the construction of new equipment (inves
ment). Productive power can be used either for the productio
of consumption goods or of investment goods. Now when t
average productivity of a community is low, it will have t
greatest difficulty in producing enough consumption goods
satisfy the basic necessities of life; so it will have little producti
power to spare for the production of investment goods. Countri
which are in this position are involved in a vicious circle. A
larger supply of capital equipment would enable them to escape
from the toils of over-population, but they are too deeply caught
in those toils to be able to produce that equipment for them-
selves. Thus they cannot escape without assistance from out-
side. What means there are of giving them that assistance we
shall consider later.3

Once a country has become sufficiently wealthy to be able

1 A favourite modern version of this Malthusian argument is discussed in
Appendix, Note B.
2 Chapter 1II, above.
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to increase its capital equipment at a rapid rate from its own
resources, the danger of over-population will usually be remote.
This is the position in which most ‘advanced’ countries have
usually found themselves in the twentieth wentury. Once this
stage has been reached, the balance of economic advantage may
well be on the side of an increasing population. Quite apart from
the economies of large-scale production, the increase in popula-
tion affords a stimulus to investment; new houses have to be
produced for the extra people to live in, new machines to make
clothes and other conveniences for them, and so on. A con-
siderable part of the labour force in such progressive countries
will be specialized on the production of such investment goods;
this means (paradoxically enough) that it is actually easier to
maintain employment (prevent unemployment) when popula-
tion is increasing. It is not impossible that slowing-up of
population increase may have been one of the things responsible
for the exceptional unemployment which occurred during the
nineteen-thirties; this is particularly plausible in the case of the
United States. The approaching decline in population is un-
doubtedly going to set an awkward problem of reorganization
to the countries which are affected by it—not necessarily an
insuperable problem, but a decidedly delicate one. Declining
population may actually involve us in greater difficulties on the
side of production than would arise from further increase.

Such narrowly economic considerations are of course not the
only ones which have to be taken into account. Although, in the
case of England, we are not seriously incommoded in peace-
time by the limited amount of agricultural land available in our
island, we are incommoded by pressure of population in other
ways. Great Britain can only support her present population
of 49 million people if at least half of those people will live in
great cities, enjoying certain advantages (it is true) from being
so close together, but in other ways being decidedly cramped.
If the whole of our population were to attempt to live upon the
standards now thought to be proper by our middle class—with
gardens and golf-courses and motor-cars—would there be room
for 49 million people on the island? Thoughts like these do
sometimes enter the mind, but they are not what economists
have meant in the past by the problem of population.



VI
THE SPECIALIZATION OF LABOUR

1. PopULATION is only the first of the economic problems con-
nected with labour as a factor of production. The contribution
of labour to the productive process depends in the first place on
the number of workers, secondly on the kinds of work they can
do, and thirdly on the effort they put into their work. We shall
consider the second of these questions in the present chapter,
and the third in the chapter which follows it.

We must begin, however, with a further remark about num-
bers. The number of persons who work, or earn their living,
in a particular country is always much less than the total popula-
tion. Idleness (voluntary or involuntary) is responsible for no
more than a small fraction of this difference; most of it is due
to age and sex. Thus in 1949 the population of Great Britain
(not including Northern Ireland) was divided by age and sex in
the way which is set out in the following table:

TaBLE 111
Population of Great Britain (19.49) (millions)
Males Females
Under 15 . . 55 53
15-64 . . . 157 169
65 and over . . 2'5 3'0
237 252

The total number of persons classified at the same date as
belonging to the ‘working population’ (this includes those who
happen to be unemployed at the moment when the count is
taken) was 16-0 million males and 77-2 million females. Since none
of those under 15 could legally be working, and a considerable
proportion of those over 65 would not be, it is reasonable to
compare these numbers with those in the middle age-groups.
It will be seen that with the males the numbers nearly match;
this means that the number in the 15-64 group who were not
working (mostly because they were continuing their education)
were rather more than balanced by the over-65’s st 'l working or
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seeking work. But not much more than two-fifths of the females
in the middle age-group were working; this is, however, a
remarkably large proportion, for in a fealthy community the
majority of women have something else to*lo with their time
than to spend it in earning their living.

Thus in 1949 the total number of the working population was
about 23 millions. At no time during this year were more than
about 1 per cent. of this number unemployed; few of these were
out of work for any long period. Seen against the background of
pre-war experience (in 1932, the worst year of the century in
this respect, the unemployment rate rose to 15 per cent., while
unemployment equal to between 5 and 10 per cent. of the work-
ing population was common), the problem of unemployment
was in 1949 nearly non-existent. Politicians naturally endea-
voured to take credit to themselves for the change, and political
actions were no doubt responsible for some part of it. But there
is equally no doubt that economic forces were pulling in the
same direction. It was much easier to maintain full employment
(or what passes for full employment) in 1949 than it would have
been in 1932, or than it may be once again in the future. But this
is a matter to which we shall be returning in other connexions.

2. To give a complete list of all the occupations pursued by
different people in a country like Great Britain would require
a volume considerably larger than the present.! But it may be
useful if we indicate some broad groups.

Nearly seven-eighths of the working population come into one
or other of the specific groups listed in Table IV; the remaining
eighth, left unclassified as ‘other occupations’ at the end of the
table, were divided among a number of smaller trades, of which
chemicals, printing, and insurance were the largest.

The smallness of the numbers engaged in agriculture is
striking. Only 5 per cent. of the working population of Britain
work in agriculture; it is unlikely that there is any country in
the world which has a smaller agricultural percentage than this.2
Even highly industrialized countries like Belgium and Germany

! The most complete list is that given in the ‘Occupations’ volume of the
census report.
2 Cf. Colin (" ~rk, Conditions of Economic Progress, 1951 edition, p. 398.
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show percentages of working population engaged in agriculture
which are round about 15 per cent. A self-contained community
would be unable to exist with so small an agricultural population
as the British. Thé British practice of importing foodstuffs and
exporting manufactured goods in exchange is reflected both in
the smallness, of the agricultural population and in the size of
certain other groups which are swollen by people working to
produce exports. The metals group (as shown below) now
accounts for one-half of British exports and the textile group for
nearly a quarter.

TasLE IV
Occupations—Great Britain (1949) (millions)
Males  Females

Agricultural . . . . . I'1 o1
Coal-miners . . . . . o8
Metal workers (including makers of

vehicles, ships, and electrical equipment 31 07
Textiles and clothing . . . . o7 11
Food, drink, and tobacco manufacture o4 o3
Building and contracting . I'5 ..
Transport (rail, road, shipping) 1°6 o2
Distributive trades . . . . 1°6 11
Personal services (including professions) . 1'3 22
Armed forces . . . . . o7 ..
Public administration (national and local) 1o o4
Other occupations . . . . 2'0 10
Unemployed . . . . . o2 .

16-0 72

3. It is a matter of the first importance for the economic
organization of a community that its working population should
be divided among occupations in an efficient way. This means
not only that there should be the right number of workers in
each occupation, but also that the qualities of the workers in each
occupation should be as appropriate as possible—that people
having particular capabilities should be in the positions where
they can make the best use of their powers. Now it is obvious
that if each person worked in the occupation which he himself
preferred to follow, just because he had a liking for that particular
sort of work, this desirable distribution would not be reached;
there would be far too many people in the more popular occupa-
tions, far too few in the unpopular ones. Some sorts of goods or
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services would be produced in much larger amounts than were
wanted, while the supplies of others (some of which might be
necessities of life) would be grievously ‘short. The distribution
of labour among occupations cannot be left t be settled accord-
ing to the preference of producers alone; the desires of con-
sumers must also be taken into account. Since every producer is
also a consumer, it is to everyone’s interest that such an adjust-
ment should be made.

There are two known methods of making the adjustment.
One is the method of compulsion. The government may decide
that more people are needed to work in a particular occupation;
it may then pick upon certain people and compel them to trans-
fer themselves where it wants them to go. Under the name of
conscription, the method of compulsion is widely employed in
war-time; it may be the only practicable method of bringing
about the immense temporary redistribution of occupations
which is necessary to deal with an emergency such as modern
war. Nevertheless, for normal purposes, it is distinctly less
efficient than the alternative method. This alternative is to give
people an incentive to transfer themselves to those occupations
where the supply of labour is short. The incentive may take
various forms; certain kinds of labour are attracted into the
British Civil Service by the prospect of honours (such as knight-
hoods), while in Soviet Russia the ‘shock brigades’ are said to
have the best chance of theatre tickets or of being sent on holi-
days.! But the simplest form of incentive is to offer higher wages
in those occupations where there is a scarcity of labour; people
are encouraged to look for employment in those occupations
where extra labour is wanted more urgently, in preference to
occupations where extra labour is wanted less urgently, because
they will be offered better wages in the former occupations.

Thus the use of the incentive method makes it almost inevi-
table that some people should get higher wages than others; but
before we allow our sense of fairness to be outraged by these
differences, we ought to consider very carefully what alternative
exists. As we have seen, some means of regulating the distribu-
tion of labour among occupations is absolutely necessary; no
community could survive without it. The only alternative is the

I Webb, Soviet Communism, p. 749.
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method of compulsion. Now the method of compulsion is itself
not beyond criticism on the score of fairness; and on other
grounds it is distinctly ‘inferior. Suppose that it is decided that
1,000 additional wdkers are wanted for some new trade, say the
manufacture of radio sets; out of all the 20 millions or so, who
are working (with more or less regularity) at other occupations,
which thousand is it that ought to be transferred? The ideal
solution would be to find those particular 1,000 people who will
at once be the most useful in the new occupation and the least
useful in their old occupations, and who can also be transferred
from one occupation to the other at least trouble to themselves.
These three tests (it should be observed that they are distinct
and different tests) will not always be satisfied by the same
people; yet clearly there will be some people who will satisfy
the tests reasonably well, and some who will satisfy them very
badly indeed. Clearly it is desirable that the people who are to
be transferred should satisfy the tests reasonably well—but how
are such people to be discovered? If the method of compulsion
is used without any adequate system of selection, then although
the numbers transferred may be right, the choice of the particu-
lar people to be transferred will often be unsatisfactory. People
will be transferred who would have been more useful at their old
occupation, and also people for whom the transference involves
exceptional hardship.! A means of selection is needed which will
reduce the danger of these sorts of waste.

4. 'T'he great advantage of the incentive method is that it con-
tains a means of selection within itself. When our employer in
the radio industry is looking for his 1,000 workers, he estimates
first of all what wages will be necessary to attract 1,000 suitable
people. The rates offered will of course have to be high enough
to attract a good many more than 1,000 persons altogether; the
suitable people will have to be picked out of a longer list. But
this is the only part of the work of selection which has to be

' When the method of compulsion is used in war-time this sort of thing
does of course happen; various more or less adequate devices have tJ be
introduced in order to mitigate its consequences. Even so, these effects of
compulsion are only tolerable because of the overmastering necessity of the
tasks to which the labour is being transferred ; they would be less tolerable in
cases of less urgency.
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performed by the radio manufacturer himselfand by his managers;
all they have to do is to select, out of the applicants who present
themselves, those who seem best fitted to do the work whichis
to be done. Of course even this is not an easy job; but it is a job
which people who are themselves specialized in the management
of that particular kind of work will be specially competent to
perform. They do not have to pay any attention to the other side
of the selection; for the only people who will put in an applica-
tion for work at a stated level of wages are people who consider
that they will benefit themselves by getting employment on
those conditions. There is thus no possibility of people being
selected who would be involved in exceptional hardship by
having to work at this job rather than at some other job which is
open to them; such people will not apply. Nor is there much
danger of people applying who are essential workers at other
occupations; for if a worker who was really essential in his old
job sought to change his occupation, his old employer would
probably raise his wages, so as to make it worth his while to
remain. It may indeed sometimes happen that a worker pos-
sesses some exceptional skill which makes both employers want
him very badly; in that case he may be enticed away by the new
employer offering even higher wages than the old employer would
be prepared to offer. But if the new employer can only get this
particular man by offering him exceptionally high wages, he has
a strong inducement to do without him, if he can find any means
of doing so; the method of incentive does give him an induce-
ment to weigh up the urgency of his need against the need of the
other employer, and not to take on a worker who is specially use-
ful elsewhere unless he is also very specially useful in the new
occupation.

The method of incentive has these advantages; if we consider
how continually adjustments of this sort require to be made in
a modern community, we shall appreciate how important these
advantages are. Yet we must never forget that the use of the
incentive method does involve inequality of incomes; it means
that those people whose abilities are more urgently demanded
will earn higher wages than those whose abilities are less urgently
demanded. People who have no kind of ability which is at all
scarce will earn relatively low wages; sometimes the wages they
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would earn would be so low that the public conscience is re-
volted by the idea of allowing them to work on those terms—if,
indeed, they could earn’enough to keep body and soul together.
For this and othey reasons, modern communities rarely allow
the incentive method of distributing labour to operate un-
checked and without qualification; minimum wages are fixed in
certain occupitions, and unemployment pay is given to people
who cannot secure work at these minimum wages. There is
often a very good case for making such arrangements; but when
they are made they set obstacles in the way of adjusting the
supply of labour between occupations in accordance with those
ideal standards we have been laying down. And departure from
these standards does mean a loss in efficiency.

5. The differences in individual skill, which are mainly re-
sponsible for the differences in wages we have been discussing,
come about in three ways—from differences in natural ability,
in training, and in experience. A man can only be made into
a first-class doctor or a first-class engineer if he has natural gifts
for that sort of work, and if he has been properly trained; but
even then he will only be able to use his gifts and his training
to the best advantage when he has had experience in using them.
Both training and experience take time to acquire, shorter and
longer times in different occupations; in ‘semi-skilled’ jobs a
worker can become proficient in a few months, while in pro-
fessional and administrative work even those people who have
the best natural endowments may not reach the height of their
powers save after years of training and longer years of practice.

When a man’s skill has been built up by years of training or
experience, it is probable that he will be very much better at
doing the work for which he has been trained, or which he has
learned by practice, than he will be for doing any other sort of
work; unless he is given a very strong inducement to the con-
trary, the work to which he is accustomed is the work he will
prefer to do. At any particular time a large part of the working
population is specialized in this way on particular jobs; for these
people (so it might appear) the problem of distributing them
into the right occupations hardly arises. But that is not alto-
gether so, since the number of people who are specialized in a
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particular occupation at a particular time may be greater or less
than the number wanted. In England, during the nineteen-
twenties, there were too many coal-miners; as a result of the
invention of more economical methods of %sing coal (by con-
verting it into electricity, and so on) less coal was needed than
before, and consequently fewer miners were needed. But while
the coal industry was contracting somewhat, other industries
were expanding; as a result of the improvements in motor-car
manufacture, for example, more workers were needed in the
motor industry than at any previous time. Not much could be
done towards the necessary adjustment by transferring workers
directly from mining to motor manufacture (the sorts of skill
which were needed were too different) ; but workers were drawn
into the motor trade from neighbouring industries, workers who
did possess kinds of skill more or less similar; these in their turn
were replaced by others, and so, by a long process of shifting
round, the supply of labour was fitted to the demand, the in-
centive to transference operating, in spite of specialization.
Economic history is full of transformations such as this; they
involve apparent wastage of what looks like valuable skill, but
economic progress could hardly take place without them.

When the number of workers requiring to be transferred from
one occupation to another is relatively small, the adjustment can
usually be made in a smoother and simpler manner. The people
who are working in any occupation at any time will include
beginners, as well as experienced workers; if it is only necessary
for the beginners to move, a smaller amount of acquired skill
has to be sacrificed. A smaller incentive will often be sufficient
to induce beginners to move, than will be needed if mature
workers have to be uprooted. It is by influencing the decisions
of beginners, and of new entrants to industry, that the most
convenient way of adjusting the supply of trained labour to the
demand for it is to be found.

When a boy is deciding what occupation to take up, he is
bound to be influenced to a considerable extent by the sort of
natural abilities he possesses (we most of us know very well that
there are occupations we should never make a hand at, even in
the most favourable circumstances); but in most cases he will
also be influenced (or his parents will see that he is influenced)
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by the ‘prospects’ offered by the possible occupations—which
‘prospect’ is not only a matter of the wage which is offered at
the moment, but is als¢ concerned with the assurance of better
wages when the joly has been fully learned, and with the assur-
ance of regular employment. These things are more likely to be
secured in a trade where the demand for labour is expanding
than in one where it is contracting; consequently careful deci-
sions made on this basis do have the effect of directing labour
towards those occupations where extra workers are most wanted.

There is, however, one other thing which has to be taken into
account. The occupations which offer the best ‘prospects’ are
usually occupations which require a long training; it is not
surprising that this should be so, since most of the highest
degrees of skill can only be acquired by the combination of long
training with natural ability, and the necessity of a long period
of training is itself a reason why the supply of such kinds of
labour should be scarce. As things were until a few years ago,
the opportunity of undergoing the longer periods of education
and training was only open to the children of wealthy parents—
and this limitation made the supply of such trained labour even
scarcer than it would have been otherwise. During the last
twenty or thirty years a great deal has been done in England (by
scholarships and other grants) to widen these opportunities. As
a result, it has probably become less common for people to
possess exceptional abilities, but to be prevented from making
use of those abilities by lack of training. But it is still the case
that the supply of persons with exceptional natural abilities is
less than what is needed for the more skilled and responsible
occupations; so that the gaps have to be made up by people
whose skill is mainly derived from the training they have re-
ceived, or from mere experience in holding positions which they
have gained through the influence possessed by their friends or
relatives, rather than because of any particular qualifications
they possessed themselves. And it is still the case that the
children of poorer parents are handicapped by their inability to
content themselves with low earnings while they acquire expsri-
ence; they will prefer an occupation which yields a moderate
income quickly to one which starts lower, but may yield a much
higher income later on. (It is this which pushes the children of

8615 F
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the very poor into blind-alley occupations; and the same thing
closes professions like the bar to most of those whose parents
come from the middle class.) It is in those directions that the
most serious inequalities of opportunity still exist in our society;
but to achieve a greater equality in these respects will not be an
easy matter.

6. The questions which we have been discussing in this
chapter are obviously controversial; they are also difficult, and
it is not pretended that they are by any means exhausted by
what has been said here. A large part of that more advanced
part of economics which is called the Theory of Value is taken
up with the closer analysis of issues such as those we have been
raising. But although we shall have to return to such issues now
and again, a systematic study of the Theory of Value lies cutside
the scope of this book.



VII
THEYEFFORT OF LABOUR

1. WE have now discussed the numbers of the working popula-
tion and their* skill; one further element in the contribution
made by labour to the productive process remains to be dealt
with—the effort which people put into their work. This is
partly a question of the Hours of Labour, the proportion of
their time which people spend in working; partly it is a question
of effort in the narrower sense, of the energy and attention
with which people work during their working hours. There are
several economic questions which fall under each of these heads,
questions which are particularly interesting from the standpoints
of Industrial Relations and Labour Management. Only a few of
them can be indicated very briefly here.

2. It is usually the case that people will produce more if they
work harder, but this does not mean that they will necessarily
produce more if they work longer hours. After a certain point
the additional fatigue diminishes output. For any particular
kind of work there will be a certain length of working day from
which a greater output can be secured than from any other
length. If the number of hours worked is less than this critical
number, production will be cut down because the workers have
less time to work in; if it is greater, production will also suffer,
because the additional time is offset by the fatigue.

The possibility that the working day may be too long for
efficiency of production was demonstrated in a fairly unmis-
takable manner at the time of the early Factory Acts; it is a
lesson which continues to impress the modern student of
economic history, as it impressed Karl Marx.! The modern
industrialist rarely makes any mistake about the matter, except
under the pressure of a sudden emergency. It does occasionally
happen in war-time that those who are responsible for the
direction of industry are unable to resist the temptation of
endeavouring to increase production by lengthening hours,

! Marx, Capital, vol. i, ch. ro.
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even when there is in reality nothing more to be gained in that
direction; but it is unlikely that mistakes of this sort are often
made when pressure is less extreme.

The number of hours actually worked in‘normal conditions is
usually appreciably less than the number which would give the
maximum output. For this there is a very good reason. When
the working day is at its most productive length the fatigue
which is imposed upon the worker is already nearly sufficient
to cause a reduction in his output; it must therefore be already
very considerable. It is not surprising that from their own
point of view most workers would prefer to work rather shorter
hours than this, and that they are even prepared to make some
sacrifice in wages in order to get such a reduction in hours.

There has in fact been a notable shortening of the working
week in most industrial countries during the last hundred years.
During the eighteen-forties and -fifties it was the Ten Hour Day
which was the objective of labour pressure; by the time of the
First World War it was the Eight Hour Day; by the nineteen-
thirties, the Eight Hour Day having been widely secured, the
objective had moved on to the Forty Hour Week. It seems highly
probable that the main explanation of this long-continued
tendency towards shorter hours is to be found in the general
rise in the standard of living which has taken place, more or less
rapidly, over the whole period. As wages rise, people become
prepared to make some sacrifice in wages in order to get a little
more time in which to enjoy the fruits of their labour. An in-
creased supply of amenities, and even luxuries, can give little
satisfaction if there is a shortage of time in which to enjoy them.
Time and again, as the process of rising standards goes on, a
further shortening of the working week has become a thing which
is even more urgently desired than a further rise in wages.

It is clear, on the other hand, that the conditions in which
most industrial workers have to work are such as to make long
hours particularly tiresome and trying. Those fortunate people
whose work admits of much variety are not likely to mind very
much how long they work; the only disadvantage which they
get from working long hours is physical weariness. But when a
man'’s work is very uniform and monotonous, his desire to have
less of it may be very strong. It is not impossible that as people
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have become better educated, the irksomeness of factory labour
has increased.

However this may be, there can be no doubt that the shorten-
ing of hours which s taken place during the last century (with
some temporary set-backs during war emergencies) has been
a great gain to labour; it is a gain which needs to be taken into
account when measuring the economic progress achieved. The
quantity of goods and services produced is not a sufficient
measure of economic progress; if the same quantity of goods
can be produced with a smaller expenditure of undesired effort,
people will on the average be better off. Sometimes, even if
there is a decline in the quantity of goods produced, the decline
may be offset by a gain in leisure.

Instances of this sort do in fact occur. In 1919, at the end of
the First World War, there was in most British industries a
rather sudden reduction in the length of the working week, a
reduction which generally proved to be lasting. (The typical
change was from a working week of about 52 hours before 1914
to one of about 47 hours after 1919.) This reduction has to be
taken into account when we are assessing the effect of the war
upon the productivity of British industry. When we find, as we
do find,! that the quantity of goods produced per head was in
all probability just a shade lower in 1924 than it was in 1911,
we must not conclude that productivity was really any lower at
the later date. If there was any decline in the amount produced,
it was certainly less than what might have been expected from
the reduction in hours. Economic progress had taken place, in
spite of the war; but during those particular years the gain from
economic progress had been deliberately taken out in the form
of increased leisure.

3. Much the same fundamental issues as arise in connexion
with the length of the working day arise also in connexion with
the effort and application of labour during working hours; but
the form which they take in practice is somewhat different. Just
as the worker, looking (quite properly) at the strain which is
imposed upon h1m will usually prefer to work for rather shorter
hours than those which would best suit his employer from the

1 Bowley and Stamp, The National Income 1924, pp. 56—58.
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point of view of production, so he will often (though not always)
prefer to work during his working time with less intensity than
his employer might desire. There is a real conflict here, which
inevitably causes trouble, though we can sce (when we look at
the matter fairly) that it is not in the least discreditable to either
party; it is a conflict more difficult to deal with than the parallel
question about hours. For it is possible to make an agreement
about hours, and to stick to that agreement over long periods;
but the effort which a man puts into his work is liable to vary,
even from day to day, for all sorts of personal reasons, so that it
is much more difficult to come to an agreement about it. The
resulting situation can be dealt with, more or less satisfactorily,
in one or other of the following ways.

The best way is to awaken the worker’s interest in his work
to such an extent that the conflict of interests is reduced to a
minimum. We have seen that when a man is interested in his
work, and feels a responsibility towards it, he is not likely to
mind very much how long he works; similarly, he will not mind
how much trouble he takes when he is working. A good em-
ployer may be very successful in awakening such a sense of
responsibility, though usually he will only do so if he himself
takes a good deal of trouble in watching over the welfare of his
employees. Nevertheless, the success with which this policy is
likely to be attended depends very much upon the character of
the work which is to be done; even the best employer will rarely
succeed in arousing much interest when the work to be done is
dull and monotonous.

The next best solution—in the case of repetitive work it is
usually the best solution open—is to establish a connexion
between the intensity of work and the wages paid. This is
called Payment by Results. The simplest form of payment by
results is piece-work, according to which the worker is paid so
much for each unit of the product which he turns out. The
drawback to simple piece-work is that the amount of product
turned out does not always measure the intensity of work very
satisfactorily; quality may be important as well as quantity; a
man’s output may go up or down for reasons outside his own
control; one man’s output may be larger than another’s, simply
because of a difference in the equipment they are using. The
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methods of payment by results which are adopted in practice
have oftento be adjusted so as to allow for these discrepancies;
in the process of adjuStment they may become very compli-
cated indeed. Nowtomplication is itself a disadvantage; compli-
cated methods are liable to rouse the suspicions of workers, who
feel that they may be cheated by them; while it is not unknown
for both employers and workers to be cheated in these mazes,
the system adopted having characteristics which damage the
interests of both parties! 'The more complicated a system of
payment by results has to become, the less satisfactory (in most
cases) it is; but the simpler systems will not fit the technique of
production in more than a certain number of occupations with-
out causing unfairness.! 'I'here is thus a limit to the number of
cases where the method of payment by results can be con-
veniently applied.

If neither of these two solutions is open—if the work to be
done is in its nature uninteresting, and yet it is unsuited for
payment by results—then there may be nothing for it but to
pay the worker by time (at a fixed rate per hour or per day,
irrespective of output), and to bridge over the conflict of interests
by the supervision of foremen or other managers. Obviously
this method is less satisfactory than either of the others; it is
only too likely to degenerate into petty tyranny, and it depends
too much upon the sanction of dismissal. But there remains a
considerable range of occupations (in the field of unskilled
labour, for example) where no better incentive has been devised.
It is highly desirable that this range should be narrowed; the
best way to narrow it is by making improvements in the other
methods, so that their application can be extended. The science
which has particularly concerned itself with these improvements
is Industrial Psychology; but the problem needs to be ap-
proached from the standpoint of economics as well as of psycho-
logy, if the happiest results are to be attained.

* Another difficulty which besets the system of payment by results is the
necessity of making an adjustment in rates of pay whenever the method of
production, or the character of the product, changes. It may well take some
negotiation to establish a rate which is accepted as being fair to both parties;
in industries where technical changes occur frequently, there may be no time
for such negotiations, and the feeling of unfairness which arises in conse-
quence makes the system work badly.



PART III

THE FACTORS OF PRODWUCTION
CAPITAL

VIII
CAPITAL GOODS AND THEIR VARIETIES

1. CaprTAL, as we saw when we were making our earlier study
of the Productive Process, consists of all those goods, existing at
a particular time, which can be used in any way so as to satisfy
wants during the subsequent period. Some of these goods are
consumers’ goods, which can be used to satisfy consumers’ wants
directly; some of them are producers’ goods, which co-operate
with labour to produce further goods and services. When we
are studying capital as a factor of production, it is mainly the
producers’ goods which interest us; in the present chapter and
in that which follows it we shall concentrate most of our atten-
tion upon producers’ capital.

So far we have divided producers’ capital goods into two
classes—durable-use goods and single-use goods. We shall now
proceed to make a further subdivision. The purpose of this
further classification is in part to improve our understanding of
the nature of capital; but at the same time we shall find that it
throws a good deal of light upon one of the most important of
practical economic questions—on the causes of unemployment.
Unemployment is of course itself a problem of labour; but the
causes of unemployment have more to do with the factor of
production capital than with the factor of production labour.
Most of what can be said about the causes of unemployment
within the framework of an introductory volume such as this
will be found in the present chapter.

2. Durable-use producers’ goods have generally been divided
by economists into two classes, called (1) Land, (2) Fixed
Capital. Land includes agricultural land and urban land (used
for building sites and similar purposes); it also includes mines.
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Fixed capital includes buildings, machines, tools, transport
equipment, and so on.! The distinction between these two
varieties of produ(‘ers’ goods received a great deal of attention
from nineteenth-century economists, who used to mark their
sense of its importance by classifying land as a separate factor
of productiop, instead of treating it as a particular species of
capital, which is the more modern practice followed here. All
are agreed, however, that there is a distinction between land
and fixed capital; what is the exact basis of the distinction?

Broadly speaking, we may say that land (in its economic
sense) consists of all those durable-use goods which are given
by nature;? fixed capital consists of those which are made by
man. There are some kinds of durable-use equipment whose
supply can be readily increased, if we so.desire, by the produc-
tion of new units; these are called fixed capital. There are
other kinds which are inherited from the past, but their supply
cannot be readily increased if we want more of them; these we
call land.

It is not necessary to suppose that we could mark off, at all
precisely, out of the whole equipment of a community existing
at any particular time, just which items ought to be reckoned as
land and which as fixed capital. Certainly if we attempted to do
so by inquiring into the ultimate origin of each particular piece
of equipment we should raise some awkward historical ques-
tions, and should often be hard put to it to say what was man-
made and what not. The agricultural land of England is pre-
sumably, for the most part, a free gift of nature; yet how much
does it not owe to the improvements which have been made
in it by successive generations of farmers, to the hedging and
ditching carried out in the eighteenth century, and even to the

1 Thus fixed capital does not mean fixed in location. The term is rather a
curious one, having been borrowed by economists from accounting practice.
Accountants, who have to look at economic problems from the point of view
of an individual firm, think of the tirm’s ‘capital’ as the sum of money which
has been put at its disposal. (We shall see in the next chapter how this fits in
with the economic conception.) If a part of this money is spent upon durable-
use equipment, it becomes ‘fixed’ for a long period—in contrast with money
spent in purchasing materials, which is released again as soon as the matdtials
are sold; thus the materials get the name ‘circulating capital’.

2 It should be noticed that land includes some consumers’ capital, as well
as producers’ capital. If land is used for gardens, or parks, or sites for
dwelling-houses, it is a consumers’ good.
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clearing-away of the primitive forest by the ancient Mercians?
The rich soil of Burgundy, on which the famous French wines
are produced, is said by some of the Best authorities to have
been literally compounded out of the debris l¢ft by two thousand
years of vine-growing.! But for purposes of economic discus-
sion, it is doubtful whether such historical questions as these
need to be raised at all. However the soil of England came into
existence in the past, it is not possible to produce any more of it
in the present; the most that can be done is to make improve-
ments in its quality to a limited extent. Thus we may agree that
in the economic sense it is land. The important thing about
fixed capital, on the other hand, is that it is capable of being
increased by human effort at the present time.

There is another distinction which is sometimes confused
with that we have just been making; although it divides the
whole class of durable-use producers’ goods in a rather similar
wayj, it is really not the same distinction at all. There are some
durable-use goods which wear out as they are used; there are
some which do not. Most of the goods which do not wear out
are such as we have previously classified as land; most of those
which do wear out are fixed capital. Yet the two distinctions do
not exactly correspond, as can be seen at once from the case of
mines. Mines are a gift of nature, yet they undoubtedly give
out after they have been worked for a certain time.

Here again we must be careful not to push the distinction
too far. In a phrase which has become more famous than its
author would probably have desired, the great economist
Ricardo described land, in its economic sense, as ‘the original
and indestructible powers of the soil’.2 If land s a free gift of
nature, its powers are presumably original; but there are many
parts of the world where farmers have learned from bitter ex-
perience that the powers of agricultural land are by no means
indestructible. If the fertility of land is to be maintained, it
requires to be cultivated in a suitable way; and the finding of
a way to ‘put back into the soil what you have taken out of it’

1 «C’est en fin de compte, non les vertus du minéral, mais les rudes labeurs
humains, les miseres et les peines de multiples générations de vignerons, qui
ont fait, de ces sols ingrats entre tous, des terres de choix, de nobles crus,

des lieux élus.’ (G. Roupnel, Histoire de la campagne frangaise, p. 249.)
2 Principles of Political Economy and Taxation (181%), ch. 2
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may not be an easy matter. The word ‘indestructible’ was a bad
one; it is, however, characteristic of agricultural land that it can
usually be cultivated in such a way that it does not deteriorate.
If it is properly lboked after, the land will be just as good in
fifty or a hundred years’ time as it is now.

The opposite is clearly true with many sorts of fixed capital.
However well they are looked after, they are unlikely to be
usable for more than a certain length of time; besides, they are
liable to accidents, which may cut them off when they are
relatively new. The necessity for replacement can often be
postponed by making repairs; but when repairs have to pass a
certain point, it will often be simpler to replace the article
altogether. In any case, repairs are often nothing else but
replacements of individual parts.

It has become clear that the distinctions we have been trying
to draw in the field of durable-use producers’ goods are not
easy to define very precisely. But they do enable us to dis-
tinguish an important class of durable-use producers’ goods,
which are such that a proportion of the existing supply must be
expected to wea out every year, and which are also such that
new units can be produced, as additions to the total supply, or
as replacements for those which have worn out. Modern
society is dependent upon the existence of such goods, but it is
just this dependence which makes it so difficult to keep the
economic system running smoothly. Let us see how that is.

3. The trades which are specialized upon the production of
. new fixed capital goods are called the constructional trades.
Most of their workers are to be found in those groups which we
labelled ‘Building and contracting’ and ‘Metal workers’ in the
table on p. 59 above. It will be seen from that table that out of
the 23 millions or so of the British working population, nearly
4} millions were specialized to these occupational groups. But
this British figure is swollen (as we have seen) by the great
importance of the metal trades in British exports. A rather lower
proportion (say 10-15 per cent. of the total) would be chasac-
teristic of other industrial countries.

The constructional trades have the double task of construct-
ing new fixed capital and of replacing old fixed capital when it
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wears out. Let us take a numerical example in order to see how
these two functions fit together. A certain community possesses,
let us suppose, 1,000 ships; and let us say that a ship lasts, on the
average, about twenty years. Then it would béd possible, in com-
pletely steady conditions, to keep 1,000 ships constantly avail-
able by producing a steady output of 50 ships per year. Every
year 50 ships would wear out, and every year thére would be
a new 50 ships coming forward to replace them. In twenty
years the whole fleet would have been replaced—which is just
the time it would take to wear out and to need replacing.

Now suppose that the community ceases to be contented with
this constant number of 1,000 ships; in order to cope with the
demands of an increasing population or of an expanding trade,
the number of ships needed begins to expand at an even rate—say
3 per cent. per annum. In order to have 1,030 ships in the second
year, the number of new ships produced must be raised from 50
to 8o. If 8o ships were produced every year, the total number
of ships available would go on increasing in a regular manner.

This is more like the situation as it has usually existed in
the actual world; but it should be observed that steadiness in
the output of the shipbuilding industry now depends upon the
expansion of the total demand for ships proceeding at a steady
rate. And steadiness in the rate of expansion is obviously very
difficult to attain. Population itself has not expanded at all
steadily, though it has (up to the present) gone on expanding;
but there are other things to be taken into account which are
even less reliable. Inventions and changes in wants cause sudden
accelerations and retardations in the demand for particular sorts
of fixed capital; political changes (particularly wars and their
consequences) are even more disturbing. Even when economic
progress is continuing without serious intermission, the rate of
progress is liable to be speeded up or slowed down for all sorts
of reasons.

Even when these changes in the rate of progress are them-
selves quite moderate, they will have a considerable effect upon
the qactivity of the constructional trades. We have seen that
with 8o ships produced every year, the numbers of ships avail-
able would go on increasing from 1,000 to 1,030 and 1,060, and
so on. Now suppose that in the second year the number of
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ships needed was a little larger than this; for the number of
ships needed to be 1,Q50 instead of 1,030 would not imply any
great disturbanceyn the demand for shipping. But if 1,050 ships
were to be made available in that year, the number of ships
produced would have to be 100 instead of 8o. If in the third
year no morg than the normal 1,060 were needed, the number
of ships produced in that year would only be 60 (10 as an addi-
tion to the total supply, and the usual 50 replacements). This
means that if there were enough people specialized to ship-
building to be able to produce 100 ships in the rush year, in the
year after 40 per cent. of them would be unemployed.

Nor is this all. We have so far been assuming that the existing
supply of ships can be relied upon to wear out at a regular rate.
If anything were to happen (as for example a war) which caused
them to wear out, or to be destroyed, more rapidly than usual,
the demand for new ships would probably be further disturbed.
There is also a more subtle reason why the rate of wearing-out
may not be regular. If there have in the past been irregularities
in the rate of production of ships, so that an abnormally large
proportion of the existing ships were built in certain particular
past years, the wearing-out of these ships is likely to be ‘bunched’.
(It is just the same problem as with the age-distribution of a
human population; if the age-distribution of the existing ships
is bunched, just as the present age-distribution of the British
population is bunched, abnormally large numbers of ships will
be ready for replacement in those particular years when the
bunched ships are most rapidly wearing out.) We can now see a
good many reasons why it is so difficult to maintain an even
demand for the products of the constructional trades; the bear-
ing of this on the present situation of Britain (and indeed of the
world at large) is only too obvious.

During the war of 193945 a quite exceptional amount of
fixed-capital equipment was smashed up; at the same time much
of the ordinary replacement, which would have taken place
during those years if they had been years of peace, was not
carried out. The supply of fixed-capital goods, which was avail-
able at the time when the war ended, was therefore abnormally
low; the world did not only require more ships, it also required
more houses and other buildings, more vehicles, more machines,
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more of almost all the regular products of the constructional
trades, not merely in order to enable productive capacity to be
increased in the normal way, but in order that the accustomed
process of production should be carried through with normal
efficiency. There was a veritable famine of capital goods. Now
shortage of capital goods itself makes it harder to produce new
capital goods; thus although the constructional trades have been
working at full pressure cver since 1945, they have not yet (in
1951) succeeded in filling the gap. But they have come near to
filling it in some respects. Though rearmament will postpone
the day when the shortage will be overcome, it remains true that
we have to expect a time when the demand for capital goods will
revert to a more normal figure. When that time comes, it will be
considerably harder to maintain ‘full employment’ of the con-
structional trades than it has been in the years since 1945.

4. There is no doubt, as a matter of experience, that when
unemployment comes, the constructional trades suffer from it
particularly badly. But the unemployment which arises out of
the instability of the constructional trades does not affect the
constructional trades only; it spreads to other industries as well.
For when the constructional trades are slack, the people working
in them have less to spend; and the result is a slackening in the
demand for the products of other industries too. The unemploy-
ment disease is infectious; some trades get the infection first,
others catch it from them; the trades from which the infection
originates are usually (though not always) the constructional
trades.

The mechanism by which the unemployment virus is passed
on is a very simple one. The incomes which most people spend
are the incomes which they earn by working; if fewer people
are working, there are fewer incomes to be spent, and fewer
goods can be sold. Since fewer goods can be sold, fewer people
are needed to make those goods, so that fewer people can be
employed in those industries. This mechanism is not the funda-
mertal cause of unemployment; it is the way unemployment
spreads from one trade to another.

The spreading of unemployment is not impeded by national
frontiers. Most people spend some of their earnings upon
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imported goods; when they have less to spend, they will buy
smaller amounts of imported goods as well as of other goods,
and that will affect ¢he foreign producers of these goods, causing
unemployment in the countries where the foreign producers
live. Even if the goods which are bought appear to be produced
at home, they, will often include some materials imported from
abroad; ‘thus if home production is slowed up, fewer materials
will be 1mported and this again leads to unemployment among
the foreign producers of those materials. If we look at the matter
from the point of view of these foreign producers, we can see
how it will often happen that the unemployment infection may
come into a particular nation from outside; so far as that parti-
cular nation is concerned, it is not its constructional trades
which are primarily hit, but its export trades. Something of that
kind has frequently been our experience in Great Britain.!
Most of these difficulties would be overcome if a means could
be found for scotching the trouble at its source by achieving
greater regularity in the output of the constructional trades.
There are various ways in which this could be done—by replac-
ing equipment at times when trade is slack, instead of at the
time when it is technically most convenient to replace it, and so
on. It is in this direction, far more than in any other, that the
economic systems of modern communities are in need of
centralized ‘planning’; but planning a steady output of fixed
capital goods can never be an easy matter. (In practice, it is
always bound to be complicated by political considerations; a
great many of the constructional trades are capable of being
turned over to armament manufacture, so that governments
have an interest in them which is different from the economic
T At the time of the great unemployment in 1930—2 it was the experience
of nearly all countries that their export trades were some of the worst
sufferers. This was a direct result of the protective policies so generally in-
troduced. The government of each nation, finding that its people had less to
spend, and that unemployment was therefore increasing among them, did
all it could to induce them to economize on imports, rather than on goods
produced at home; the result was to push the unemployment off on to
foreigners, on to the exporting industries of foreign countries. With almost
all countries behaving in this way, the exporting industries of all ailke
suffered. Now that so large a part of our export trade is itself a trade in
constructional goods, we have become even more vulnerable than we were

before. Fluctuations in the rate of .construction in other countries will now
hit British exports even more drastically and directly than in the past.
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interest, and may clash with it.) These are some of the funda-
mental problems of the modern world. .

5. Our classification of durable-use prdducers’ goods has
taken us far afield; let us now see where we shall be led by the
single-use goods. The distinction we have to make among
single-use goods is also concerned with problems of the regu-
larity of output; but naturally it takes a different form. The
single-use goods in the hands of producers at any particular
time are partly goods actually undergoing production—‘goods
in process’—and goods being handed on from one stage of pro-
duction to another. These we call Working Capital.® Partly they
are stocks of materials which are not undergoing production at
the moment, though they have been produced previously, and
are expected to be used in further production later on; these we
call Stocks, or Reserve Stocks.2 We may think of working capital
as symbolizing the regularity with which the greater part of the
productive process does go on all the time, in spite of the ups and
downs we have been discussing; but when we come to reserve
stocks we encounter some new sorts of irregularity.

If the wants of consumers never changed, but remained the
same from day to day and from year to year, and if the outputs
of goods never changed, it would be unnecessary for businesses
to keep reserve stocks to any important extent. But since a
manufacturer is often ignorant of the exact form which the next
order coming to him will take, and since he usually needs rather
different materials (different qualities, for instance) for dealing
with different sorts of orders, he will need to keep stocks on
hand, so as to be able to deal quickly with the orders that come
in. (Alternatively, the stocks may be kept, not by manufacturers
themselves, but by merchants, who are ready to sell without
delay to any manufacturer who needs a supply.) It is a very
delicate problem of business management to decide what amount

! The older name was Circulating Capital (see above, p. 73, note).

2 The word Stock is listed in the Oxford Dictionary as having fifty-eight
dis®inct meanings; quite a number of these meanings are of economic im-
portance. (We shall encounter another one in the next chapter.) The
Americans are therefore very wise to use another word (Inventories) for
Reserve Stocks; but Inventories has another meaning in England, so we get
no advantage from following them.
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of stocks need to be held for this purpose. If more stocks are
held, orders can be fulfilled more quickly; it is a good thing for
a firm’s reputationyto tulfil orders quickly, for by doing so it
satisfies the consumier’s wants better; but the holding of large
stocks is very expensive. One of the easiest ways of economizing
may be to let your stocks run down.

Let us suppose that in a certain industry manufacturers (or
merchants) are in the habit of keeping stocks of materials equal
to the amount which is normally used in production during a
period of three months. They may keep this stock by them for
long periods, or they may ‘turn over their stock’—that is to say,
every month they take one month’s supply from their stock, and
replace it by the same quantity newly supplied by the raw-
material producers. So long as this continued there would be no
dislocation. But now suppose that these manufacturers decided
to content themselves with smaller stocks, and that from now on
two months’ supply would be sufficient. In the month when this
happened, they would take the usual amount from their stocks,
but they would not give the usual order to replace what they had
taken. During that month the demand for the raw material
would be interrupted, although after the interruption it would
continue as usual.

This sort of dislocation is worth considering, because it shows
us that changes in the demand for the products of raw-material
producing industries do not necessarily correspond at all exactly
with changes in the purchasing of the ultimate consumer. The
stocks which are held by merchants and manufacturers form a
kind of buffer between the raw-material producer and the con-
sumer for whom he is ultimately working. It is an elastic buffer,
and it is liable to certain swellings and contractings of its own.
But the most important economic consequences of stock-holding
arise when there has already been some disturbance in the pro-
duction of the raw materials.

There are many materials (for example, wheat and cotton)
which are the result of agricultural operations, so that supplies
inevitably come in at certain particular times of the year. Since
they are needed continuously, and can be kept until they are
wanted, merchants have built up a very delicate and ingenious
organization to facilitate the holding of stocks on a large scale,

6515 G
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so that supplies which only come in at particular seasons can
be used at an even rate throughout the year.! But it sometimes
happens that this organization is subjected to exceptional strains.
It can cope fairly well with the strain which is caused by a
bumper crop, to which it reacts in the obviously desirable way
of holding over the surplus, in the expectation that on some
future occasion there will be a shortage. But suppose (as is not
unknown) that two bumper crops come in succession, what
then? As warehouses become overcrowded, the costs of holding
even larger stocks mount very rapidly, so that a signal has to be
given to the farmers to cut down production. The same thing
happens (and this has been a frequent occurrence in the modern
world) if the demand for the product has been increasing very
rapidly, but farmers have overestimated the rate at which it is
increasing, so that they have produced more than the consumer
is at the moment prepared to take. In either case the warehouses
become loaded with surplus stocks.

It will be well for us to reflect for a moment on the situation
which then arises, for there are few economic problems which
in recent years have caused more misunderstanding. Either as
a result of the vagaries of nature, or as a result of miscalculation,
producers have turned out more than they would have desired
to produce, and more than they would be willing to produce as
a long-term policy in later years. If the commodity produced is
a perishable one, there may be nothing for it but to destroy
the surplus; thus when there is an overproduction of fruit, the
surplus has to be left on the trees, because the labour needed
to convey it to market is not available. If the commodity could
be stored very easily, it would be possible to hold over the
surplus supply for a long period, releasing it very slowly in
small quantities, so that little disturbance would be created as
it was sold. Between these two extremes is the common case
when the commodity can be stored, but storage is expensive;
stocks can then be held over, but anyone holding a stock will
desire to dispose of it as soon as he conveniently can. In this
cas= there will generally be a period of two or three years after
the surplus first occurred, during which it is being disposed of;

! This organization consists of the Organized Produce Markets, whose
market reports were referred to above, p. 7.
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and during those years the demand for new supplies will be
less than normal, since the wants of consumers are being satis-
fied to a consideraple extent out of the surplus stocks. Thus
these years are bound to be years of unemployment or under-
employment for the producers. It is not surprising that in some
such cases (as in the famous case of Brazilian coffee after 1931)
the producers should prefer to adopt the solution which would
have to be adopted in the case of a perishable commodity—that
is, to destroy the surplus! For by so doing they escape the
awkward process of digesting surplus stocks, which would other-
wise hang over them for some time.!

During the nineteen-forties the world has been confronted
with the opposite problem—that of a persistent shortage of
materials, with which producers have been unable to catch up.
In such conditions the market organization does not greatly
help; for once stocks have been run down to a minimum, they
can no longer act as a buffer. Governments have endeavoured to
meet this situation by themselves taking over the control of
stocks; this does not in any way enable supplies to be increased,
but it facilitates the introduction of allocation and rationing, by
which the available supplies can be distributed among manu-
facturers and consumers in a more equitable, but not necessarily
more efficient, manner. There is no reason to suppose that this
machinery, necessary as it is in times of great scarcity, has any
superiority over the market mechanism in more normal condi-
tions. Governments will certainly continue to play a larger part
in the control of commodities than they used to do in the old
days, but the chances are that most of the war-time machinery
will ultimately be dismantled. A general return to distribution
through the market, with governments holding additional
reserves (‘stockpiles’) against special emergencies, looks like
being the next phase.

The problems which we have studied in this chapter arc very
difficult problems; there is much more to be said about them
than we have been able to say here. But further discussion of

I On the question of Brazilian coffee see J. W. F. Rowe, Markets and Men,
ch. 2. The case for the policy adopted by the Brazilian Government was
much weakened when they continued the policy of destroying surpluses even
in the years after the original overproduction crisis had passed.
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them would soon lead us into very advanced economics. It is
sufficient for the present if we have appreciated some of the
difficulties which inevitably attend the organization of a pro-
ductive process which uses elaborate equipment. It should be
observed that most of these difficulties are inherent in the pro-
ductive process itself; they do not depend on the private owner-
ship of capital. Some of the consequences of private ownership
will be considered in the next chapter.



IX
PRIVATE PROPERTY IN CAPITAL

1. Ir capital gpods are to play their part in the ordinary running
of the productive process, they need to be looked after; some one
has to be responsible for seeing that the durable-use varieties
are kept in good condition, and that all kinds are used to
advantage. In a socialist system the duty of looking after the
community’s capital equipment would be exercised by public
officials; in a system of private property is it supposed to be
performed by the private people who own the capital. "There
are some kinds of society for which thecase that can be made
along these lines for the institution of private property is
extremely convincing; for instance, the great strength of peasant
proprietorship as a form of land tenure is to be found in the
loving care which a peasant bestows upon land when it belongs
to him. If capital is used to better advantage as a result of
private ownership, and if the profits which are received by the
owners are on the whole not more than a reasonable return for
the care which they take of their property, then it may be more
to the interest of the whole community (including those who are
not owners of property) to have capital administered by owners
rather than by public officials (who would also require to be
paid). But it is only possible to make out a good case for private
ownership along these lines if the owners of property do actually
look after the capital goods which they own; in practice it has
become less and less true that they do so. The case for private
ownership is in consequence considerably weakened; or at the
least it is obliged to shift its ground. We shall give an outline in
this chapter of the remarkable way in which the nature of capital
ownership has been transformed during the course of the last
two hundred years.

2. The principal influence which has brought about this
transformation is the growing advantage of producing on a
large scale. New ways of producing on a large scale have
continually been invented, and some of them have oflered
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great gains in efficiency; thus in many industries the size of
the firm has had to keep on growing in order to take advantage
of these more productive methods. In the middle of the
eighteenth century a firm which employe(i a few dozen men
was a large firm; by 1815 there were a few monster concerns
whose employees were running into thousands, Although it
was of course impossible for this rate of expansion to continue,
we have today reached a point where firms with over a thousand
employees are fairly numerous, while a few of the largest com-
bines are well past the 10,000 mark. Since the amount of capital
used has generally increased more rapidly than the number of
employees, even these figures do not fully reflect the change
which has taken place. A change of this magnitude was bound
to affect the whole problem of the control of capital.

So long as the typical firm was only a small workshop with a
handful of employees, the capital goods needed for production
could usually be acquired by a single person out of his own
possessions, though some part of them (perhaps the building
itself) might be hired from someone else. If the business was
successful, and earned good profits, some part of these profits
might be used for the acquisition of more capital goods, and
so the size of the business would grow. But, except in very
favourable conditions (such as did exist in the early days of
the cotton industry, for example), the rate at which growth
could proceed along these lines would be very moderate. The
firm began small, and, even if successful, it usually stayed small.

In this primitive organization of business the manager and
controller of the firm and the owner of the capital goods em-
ployed were one and the same person. (Our ancestors originally
referred to him as the ‘undertaker’ of the business. Ninteeenth-
century economists, fearing misunderstanding, preferred the
French equivalent ‘entrepreneur’.) But when the advantages
of producing on a larger scale began to develop, the capital
goods needed for starting one of these larger businesses became

I It should be noticed that such changes in the scale of production,
however they occur, are always likely to have repercussions on ownership.
Many examples can be found in the history of agriculture. The English
enclosure movement of the late eighteenth century is one of them; the
collectivization of agriculture in Russia (the Communist revolution began on
a basis of peasant proprietorship) was almost certainly another.
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too costly for a single person to be able to acquire them out of
his own pdssessions—or rather, few of those people who pos-
sessed the right kipd of ability were able to do so. A solution
might, however, be found if a number of people clubbed to-
gether so as to provide the necessary capital equipment out of
their joint resources. The legal form of this association was the
Partnership. *

Partnership is a system whereby a small number of persons
hold capital equipment in joint ownership, and legally joint
ownership is supposed to imply joint management. But it will
often happen that some of the partners take a more active share
in the administration of the capital than the others can do—the
partnership is divided into active partners and ‘sleeping part-
ners’. Now the sleeping partner is putting himself very com-
pletely into the hands of his associates; he is allowing them to
manage his capital for him, and on the success of their manage-
ment depends, not merely whether he makes a good income or
not, but whether he preserves his capital or loses it completely.
To enter into a partnership when one does not intend to take
an active part in its management is a very risky thing to do;
it means imposing a very high degree of trust in one’s associates.

3. It can readily be understood that there must always have
existed owners of capital who would be reluctant to enter into
partnerships; but there has always been an alternative method
by which the property of such people can be made available
for use in businesses which they do not control—the method
of borrowing. When an entrepreneur acquires control over
capital by borrowing it, his obligations to the lender are set
down in the contract, which states that certain definite sums
of money are to be paid at particular dates, and so on. The
lender has no right to anything beyond what is laid down, but
to that he has a firm legal right. It is not surprising that owners
of property should often prefer to have a definite contract of
this sort instead of the close association involved in a partner-
ship.

Capital may be lent in the form of goods or in the form of
money. In the case of land or buildings, it is possible to arrange
for a particular capital good to be leased or hired, subject to a
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precise undertaking that it is to be returned in satisfactory
condition; but (at least in ordinary business dealings) it is not
possible for single-use goods to be hired in this way, since they
are going to be used up in the process of ‘using them. There
is therefore nothing for it but to express the loan in the form
of a certain sum of money value, to be returned in money at
an agreed date in the future; even in the case of durable-use
goods it is often more convenient for the loan to take this form.
Instead of the borrower being lent capital goods directly, he is
lent a sum of money with which he can acquire the capital goods
he needs.

The situation which arises as the result of a money loan such
as this deserves very careful attention. If capital goods are
owned by a partnership, then it is clear that the partners own
those capital goods in joint ownership. If a landlord leases land
or buildings to a tenant, then it is clear that the landlord still
owns the property which has been leased; the tenant simply
acquires the right to make use of the property. But if an entre-
preneur borrows £ 1,000, and uses that £1,000 to make an addi-
tion to the capital goods under his control, these capital goods do
not belong to the lender, nor to the lender and borrower in joint
ownership; they belong to the borrower, and he has every right
to dispose of them exactly as he wishes. But he does not person-
ally become any richer as a result of this increase in the capital
goods which he possesses (though of course he may become so
in the end if he uses these additional resources advantageously);
the increase in the capital at his disposal is offset by the debt of
£1,000 which he owes. Similarly, if the lender has sold capital
goods (say house property) in order to be able to lend the £1,000,
he is not made poorer as a result of his having a smaller amount
of capital goods in his possession; the £1,000 debt owing to him
stands in the place of the capital goods he sold. When we are
considering the personal ‘capital’ of particular people, we have
to regard the debts owing to them as part of their ‘capital’, and
the debts which they owe as deductions from their ‘capital’. "This
is the reason for the distinction between capital in its economic
sense (capital goods) and capital in its business sense (when it
may mean nothing but pieces of paper acknowledging claims).
The claims are indications that the control over capital goods
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has been transferred in return for the promise of an agreed
annual payment.

If we contrast the position of a lender (who, after he has made
his loan, is better aescribed as a creditor or a bondholder?) with
that of a sleeping partner, we see that while the receipts of the
sleeping partner are entirely dependent upon the way the busi-
ness he participates in is managed, the bondholder is bound to
receive exactly what he has been promised, so long as the
borrower is able to pay at all. The only risk to which the bond-
holder is exposed is that the debtor will default on his obligation,
and (at least so far as debtsarising within a country are concerned)
there is always legal machinery to ensure that debtors must pay
if they can. But there is always the possibility that a debtor will
not be able to pay (or not be able to pay fully), and a lender will
therefore be more willing to lend if he has good reason for con-
fidence in the solvency of the borrower. Since there are many
cases in which the lender would himself be unable to acquire the
requisite knowledge of the borrower’s affairs, there is great scope
for intermediaries between borrower and lender—intermediaries
in whose own solvency the ordinary lender has confidence, and
who can make the necessary inquiries before passing on the
funds which have been entrused to them. The work of these
intermediaries is called Finance; there are various kinds of
financial firms, but the most important are the banks.?

One of the main considerations which a lender has to take into
account when estimating whether it is safe to lend to a particular
borrower is the amount of other capital which that borrower
possesses. If a person who possessed no capital of his own tried
to borrow £ 1,000, he would be unlikely to have much success in
his endeavours; for even if the way in which he proposed to use
the money appeared to be promising, the least mishap to his
enterprise would leave him with capital goods worth less than
£1,000, so that circumstances in which he would be unable to
honour his obligation in full would be exceedingly likely to
occur. Even if he possessed £1,000 of his own, the risk of losing

I The distinction between these being, broadly, that a creditor has lent
money for a short period, a bondholder for a long period.

2 T'he mutual relations of different kinds of financial intermediaries will

occupy a good deal of the attention of a student of economics when he comes
to the subject of Money.
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half the capital invested in the enterprise might be quite con-
siderable, so that a lender might still think that the sécurity was
not good enough. But if he already possessed a,capital of £10,000,
he would usually have little difficulty in borrowing an extra
£ 1,000 for some promising purpose; for if capital goods to the
value of £11,000 were used in a particular business, the chance
of so much being lost that a debt of £1,000 could not be met
would be relatively small. Whether it is a rule of economic affairs
that ‘to him that hath shall be given’ may be disputed; but there
can be no doubt that it is a rule of borrowing and lending that
to hum that hath shall be lent.

4. These two methods—Partnership and Borrowing—were
the only legal methods of increasing the capital at the disposal
of a single firm which were available in England (in ordinary
cases) up to the middle of the last century. Even when they
were both used to the utmost, there were limits to the amounts
of capital which could be brought together in these ways.
Partnerships did not work smoothly if they had more than
half a dozen members or so; and the amount of money which
could be borrowed by a partnership depended on the capital
which the partners themselves were putting up. If (say) the
partners themselves had contributed £10,000 and £10,000 had
been borrowed, further borrowing might become very difficult,
for the reason we have mentioned. 'The way in which these
difficulties have finally been surmounted is by the formation
of companies, instead of partnerships, as a more convenient
way of organizing large businesses; but before the eighteen-
fifties the only legal ways of forming a company were by Royal
Charter, or by special legislation (as was done for the early
railways), and these were expensive. So-called companies were
also formed in a less regular way, but these were in law nothing
but extended partnerships, so that their legal position remained
anomalous and dangerous to their members.

The particular danger to which the members of these com-
panies were exposed (the same danger beset all sleeping part-
ners) was the danger of Unlimited Liability. The law declined
to make an absolute distinction between the private property
of a partner and the capital which he had contributed to the
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partnership. If the partnership was unable to meet its obliga-
tions, the whole of the property of the partners could be drawn
upon to satisfy thq demands of creditors. "Thus there was many
a sleeping partner who experienced a rude awakening; the
business in which he had been mildly ‘interested’ suddenly
collapsed and engulfed his whole fortune.?

The great change in the English law on this matter was
brought about by a series of Company Acts (culminating in the
Act of 1862), which made it easy to form Joint Stock Companies
with Limited IL.iability. A shareholder in such a company is
ordinarily not liable for the debts of the company to any greater
amount than the capital which he has contributed; thus if he has
bought shares to the value of £100, he may lose that £100 if the
company is a complete failure, but he cannot lose any more. The
shareholder is therefore in a much less risky position than the
sleeping partner (whose role he in a sense inherits). There is
nothing to prevent the formation of companies with hundreds
(or even thousands) of shareholders, so that the amounts of
capital which can be brought together by the company form of
organization are much larger than what could have been brought
together by partnerships.

It was perhaps not unreasonable for the law to assume that
the members of a partnership would all be actively engaged in
the management of their joint capital; but it would be obviously
absurd to pretend that a crowd of shareholders could take any
active part in the management of a giant concern, in which many
of them would have no more than a few shares. The legal theory
of the joint stock company is that the shareholders elect repre-
sentatives—the directors—who administer their capital for them.
In order to protect the shareholders against directors who might
abuse their position, the law insists on safeguards such as a
certain degree of publicity in accounts, and imposes penalties
for the raising of capital on false pretences (misstatements in
prospectuses, and so on). The history of company legislation is
a long story of guerrilla warfare between the law and a small

I The potentialities of such a catastrophe as a source of domestic drama
were a godsend to novelists; but there was one novelist (Sir Walter Scott)
who experienced them in his own person. He had used the profits of the
Waverley novels to become a sleeping partner in a publishing house, which
failed, leaving him personally in debt to the amount of £130,000.
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fringe of ingenious rascals whose activities form the shady side
of company promotion; there is no doupt that in England the
law has had the better of the struggle. Provigion has also been
made in one of the later Company Acts (1908) for the institution
of a hybrid between the partnership and the old joint stock com-
pany—the Private Company. Thus there are noy three main
legal forms taken by English businesses. (1) The partnership still
exists with its unlimited liability, but its main stronghold is in
the professions where little capital is used. (2) Small firms are
largely organized as private companies, with limited liability,
but not allowed to have more than fifty shareholders, and (since
it is supposed that a small group of sharcholders will usually
have personal knowledge of the business) without the obligation
to publish accounts. (3) When a business desires to have more
shareholders than this, it has to become a Public Company,
whose number of shareholders is unrestricted, but which is
subject to regulations about publicity. (These regulations have
been continually tightened up, as, for instance, by the Com-
panies Act of 1948.) Most of the largest companies naturally take
this form.

5. Thus the modern company has two ways of securing the
capital goods which it needs in order to commence, or to expand,
its operations: one by borrowing, and one by the issue of shares.
The shareholders who have purchased the shares are in a certain
sense part-owners of the company; they elect the directors,
who are their representatives. But it is impossible for any legal
provisions to give to shareholders the knowledge which they
would need in order to elect competent directors;! so that in
practice the directors of a new company are usually nominated
before the shares are issued—before the shareholders have
become shareholders—and they perpetuate themselves by co-
opting others, whose selection is merely ratified by the dumb

1 Just the same problem arises with political democracy. It is impossible
for important officers, requiring specialized capacities, to be elected directly;
for instance, a democracy which attempted to appoint its ambassadors to
foreign states by direct election would soon be in a sorry plight. The method
of electing general-purposes politicians whose business it is to make appoint-
ments, or to select those who are to make appointments, is not available in
an association such as a company, itself formed for one specialized purpose.
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herd. It therefore corresponds much more with the facts if we
consider the directors of a company as themselves forming a
kind of partnersh'p, putting up some part of the capital them-
selves, and acquiring extra capital (often far in excess of what
they have put up), partly by borrowing, partly by issuing shares.
If we look at the matter in this way, we see that the issue of shares
has itself developed into a kind of borrowing, distinguished from
the other kind in just one significant way—that the bondholder
has the right to a fixed annual payment (expressed as a fixed rate
of interest), while the shareholder has no more than the right to
a share in whatever profits are left over each year after other
claims have been met.!

The shareholder has the protection of limited liability; but
otherwise he puts himself into the hands of his directors, just
as the sleeping partner put himself into the hands of his asso-
ciates. He gives over his property to the directors and lets them
manage it for him, so that it depends on their ability and their
diligence whether or not he gets a good return, or whether in-
deed he loses it altogether. At first sight it seems astonishing
that shareholders should be found who will have such confi-
dence in the directors of public companies, people with whom
they are most unlikely to have any close acquaintance. The
explanation is partly to be found in another consequence of
limited liability. Since the shareholder cannot lose more than
he has put in, whatever happens to the company in which he
has invested, he will be in a safer position if he has small holdings
of shares in a number of different companies than if he has ‘all
his eggs in one basket’. This the sleeping partner could not do
without adding to his risks, but it is the common practice of the
modern capitalist.

Another way in which the shareholder in a public company is
protected is by the facility with which he can dispose of his
shares whenever he desires. Shares in private companies cannot
be sold except to persons approved by the directors of the com-
pany; but shares in public companies can usually be bought and
sold quite freely, without the company’s officials being consulted

! Another thing which indicates that this is the right way of looking at the
matter is the creation of various sorts of obligation intermediate between
the bond (or debenture) and the ordinary share—preference shares and so on.
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in any way. In order to facilitate such transactions, there has
grown up a body of dealers, who are qrganized in the Stock
Exchange.! The ability to sell his shares on the Stock Exchange
does not indeed safeguard the shareholder against loss; if he gets
bad news about the company, and so wants to dispose of his
shares, the chances are that other people will haye heard it as
well, so that buyers will be hard to find, except at a reduced
price. But the pessimist does get a chance of withdrawing his
fingers before they get burnt too badly.

6. The final result of the transformation we have been
describing in this chapter (a transformation, similar in outline,
but with many tiresome differences in detail, has been going on
in most other countries) is that the capital equipment of the
community has, in the main, ceased to be owned directly by
private people. The main exceptions to this rule (and they are
only partial exceptions) are land and houses; it is a curious com-
mentary on the attitude often taken by social reformers towards
land ownership that the modern landlord still performs a real
function in looking after the capital goods in his ownership,
while most other property-owners hardly do so any longer.
They have mostly given up their direct command over capital
goods and have acquired titles to ownership, which are only
pieces of paper, without any particular goods being identifiable
to which they correspond. Since the shares owned by the modern
shareholder are usually spread over a number of different com-
panies, his connexion with any particular capital goods has
practically disappeared.

This is indeed less true for company directors themselves,
who are usually important shareholders in the companies they
control, and it is to some extent less true for the shareholders in
private companies. In these cases something of the original
function of ownership remains. But if we ask what economic
function is retained by the purely passive shareholder, it can
be no more than the function of enabling the active directors

I So called because the dealers trade in stocks and shares. This is the other
sense of stock, to which we alluded in the last chapter. The difference between
stocks and shares is of no economic importance, except that stocks may
include bonds. (‘Stock’ in Joint Stock Company is yet a third sense, the now
obsolete sense whose place has been taken by the modern ‘capital’.)
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and controllers of business to get command over capital. Now
it is a real advantage that they should be able to do this easily,
because it enable} new opportunities for the expansion of
business to satisfy consumers’ wants to be seized upon easily,
and (above all) to be seized upon without delay. The facility of
raising capita] is actually increased by the looseness of the con-
nexion between the particular capitalist and any particular set
of capital goods. For, if a business desires to raise more capital,
it is not obliged to appeal to those particular people who happen
at the moment to have spare money available; it has much the
wider choice of applying to anyone who possesses shares which
can be sold on the Stock Exchange, and who would be willing
to sell some of these shares and lend the proceeds to the business
in question. This facility of raising capital is a real social gain,
though the full possible advantage is not always taken of it.
But perhaps it is not a large gain to set against the considerable
part of the Social Product which has to be set aside for the pay-
ment of interest and dividends.

We shall be returning to this point when we come to consider
the Distribution of Income;! it will suffice for the present if we
have got some idea of the remarkable evolution which has been
taking place in the institution of Private Property—an evolution
which is probably not yet finished, and which may yet have
some surprising turns in store.>

I See below, Chs. XIV and XVII.

? Developments which have occurred in connexion with the nationalization

of certain industries between 1946 and 1950 will be described in the note
on p. 106 below.



X
THE NATIONAL CAPITAL

1. WE have now examined the nature of capital under two
aspects: (1) its aspect as a factor of production, consisting of real
goods being used in the productive process; (2) its aspect as a
superstructure of rights and titles to ownership, by means of
which the real goods are attributed to their ultimate owners.
The general way in which these two aspects are fitted together
is becoming clear. The capital possessed by an individual
capitalist will usually include some actual goods (houses, land,
durable-use consumers’ goods, and so on), but for the most part
it is likely to consist of paper titles, shares, and bonds. These
latter cannot be associated with particular pieces of real equip-
ment, but are claims against the equipment used by firms;
usually they entitle their holders to receive interest or dividends
out of the profits which the firms earn by using that equipment.
Now since a company, from the point of view of ownership, is
simply a means whereby a number of people can hold capital
goods in common, the capital equipment of the company, after
other obligations have been met, belongs to its shareholders.
The conventional way of expressing this when drawing up a
company’s accounts is to reckon the shares as Liabilities of the
company, and to bring out the company’s liabilities as equal in
value to its assets. (The assets of a company—Ilike those of an
individual person—consist of the property it possesses, plus
the debts due to it; its liabilities are the debts which it owes, or
the claims which are set against its assets.) This would work out
in a concrete case in the following way.

Suppose that a company has been formed in the year 1933,
and its capital was then got together by issuing ordinary shares
to the value of £100,000 and by borrowing /30,000 on deben-
tures or bonds. Let us suppose that we are considering its
position at the beginning of the year 1938. At that time it also
owes £10,000 to a bank, and £5,000 to various trade creditors
(goods have been delivered to it, but not yet paid for). On the
other side it is owed [5,000 by customers who have not yet
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paid for the goods which have been delivered to them; and it
possesses equipment, .consisting of the various sorts of real
goods, valued at X150,000. The resulting situation would be
expressed on a balance-sheet more or less as follows:

Liabilities Assets
£

Capital issued: Equipment (land, build-

Ordinary shares . 100,000 ings, plant, goods in
Bonds . . . 30,000 process, stock in trade) 150,000
Bank debt . . . 10,000 Trade Debtors . . 5,000
Trade Creditors . . 5,000
Balance . . . 10,000 %

155,000 155,000

The firm has been a moderately successful one, so that the
total value of its assets exceeds the value of its debts plus the
original value of its share capital. This leaves a balance of
£10,000, which is put on the liabilities side, because any such
surplus accrues to the ordinary shareholders, and is available
to be distributed to them in dividends (though a prudent
management will not begin to distribute any such surplus until
it has grown fairly large). Nevertheless, we may say that the
ordinary shareholders, who originally contributed £r100,000,
now have claims worth f110,000. (If the firm had been un-
successful, the balance might have gone the other way, and the
claims of the ordinary shareholders would be worth less than
what they had originally contributed.)

When the balance-sheet of a company is understood in this
way, it will be seen that it is quite proper for the two sides of the
account to add up to the same figure; for if the claims of share-
holders are treated as liabilities, the nef assets of the company
(assets minus liabilities) must of course be nil. In the case .of a
private individual, on the other hand, net assets are normally a
positive amount. A private person may owe some money to his
bank (having an overdraft), and he may have bills owing to
shopkeepers which at a particular moment he had not yet paid;
but these liabilities are nearly always a good deal less than his
assets, for the very good reason that he would be unable to give
adequate security for loans to any larger amount. We shall be

56156 H
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considering one exception to this rule a little later on;* but such
exceptions are of little practical importznce.

[

2. Let us now take a simple case, and see how the two
aspects of capital fit together. Suppose that we have a company
like that we have been considering, but with no trade debts
either way, and no debt to a bank. Let us further suppose that
its shareholders (including bondholders) have no investments in
other companies. Then we can take the company and its
shareholders together, and can treat them as a self-contained
group. The total capital of the group can be added up in two
different ways, either of which will give the same result.

‘On the one hand, we can look at the capital from the side of
ownership. The shareholders will have in their private posses-
sion certain capital goods (houses and so on) which have no
connexion with their investments in the company.-Let us say
that the value of these personal possessions is £20,000. They
also own shares and bonds to the value of £150,000. If we
assume that they have no personal debts, their total net assets
come to £170,000. The net assets of the company are, as we
saw, nil. Therefore the net assets of the whole group are
£L170,000.

.On the other hand, we may look at the real goods. The shares
and bonds worth fi150,000 correspond, in the company’s
books, to real equipment worth £150,000. Writing the com-
pany’s balance-sheet in an abbreviated form, and subjoining a
similar account for the shareholders’ private possessions, we
get the following table:

Liabilities Assets
Company: aShares and bonds 150,000  Capital goods 150,000
Shareholders: .. .. Capital goods 20,000
4Shares and bonds 150,000
Company and
shareholders
together: .. Capital goods 170,000

When company and shareholders are taken together, the
paper claims (marked a) cancel out, giving us as the sum of the
possessions of the whole group, nothing but the real equipment,

1 See below, pp. 100-2.
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which is worth £170,000, the same as the total value of the
net assets. - .

The reason whyWhe paper claims cancel out is that we have
added together the capital of the company (for which the claims
are liabilities) and the capital of the shareholders (for whom
they are assetg). If we were to take any group of individuals and
institutions, and were to perform a similar addition, we should
find that all debts and obligations between members of the group
cancelled out in the same way, appearing as positive items in the
accounts of some members and negative items in the accounts
of others. If the group were a self-contained group, not having
any debts or claims excepting between its members, the total
capital of the group could be estimated, either by adding to-
gether the net assets of all members, or by adding up the values
of all the real capital goods possessed. The two totals would
have to come out to the same figure.

3. The particular group for which it is most interesting to
make such a calculation is, of course, the Nation. When we add
together all the assets and liabilities of all the persons and
institutions which compose a nation, most of the paper claims
(being owed by firms to persons, or persons to firms, or firms
to firms, or persons to persons, all of which are included in the
nation) cancel out in the way we have described. If the nation
were completely self-contained, we should find that when we
had made the cancelling-out properly, the sum of the net assets
of all the persons and institutions in the country gave us the
same total as the total value of all the capital goods possessed by
the nation and its citizens. Very roughly, this is that we do
find; but there are a few snags in the cancelling-out process
which need a little attention.

First of all, a modern nation is not a completely self-contained
group in the sense which would be needed for the cancelling-
out to be perfect. Firms engaging in foreign trade will generally
have debts owing to foreigners, and will be owed debts by
foreigners; while some of the nation’s citizens will be share-
holders in foreign companies, and some of the companies
operating within the country may have foreign shareholders.
In consequence, if we were to add together the net assets of all
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the members of a national group, we should find that the can-
celling-out process was not complete., There would be loose
ends in the form of paper claims owed to onfby persons outside
the nation. Since the accounts of these outsiders would not be
added in to the national reckoning, the claims to which they
were parties would only appear on one side of the national
balance-sheet, instead of cancelling-out by appearing on both.

The Balance-sheet of a Nation would thus have to be written
in the following form:

Liabilities Assets
2Obligations due to fellow nationals  Real capital goods
Obligations due to outsiders 20bligations due by fellow nationals

Obligations due by outsiders

The National Capital of a country equals the sum of the net
assets of all individuals and institutions within it. This is the
difference between total assets and total liabilities. Since the
obligations (a) to fellow nationals cancel out, the national
capital (as appears from the above table) equals the total value
of all capital goods possessed by members of the nation, plus
the excess of obligations due from outsiders over obligations
due to outsiders. Thus most of the national capital consists of
real goods; but in the case of a creditor country (such as Great
Britain used to be before the war) something has to be added
on to the value of these real goods to allow for the investments
which its citizens have made abroad; while in the case of a
debtor country such as Britain has become since 1945, some-
thing has to be subtracted from the value of the capital goods
owned by British subjects or by the British Government in order
to allow for the balance of debts owed overseas.!

4. The other main snag in the cancelling-out process arises
over the National Debt. In order to see how this fits into the
calculation, let us begin by taking another rather similar case,
of infinitely less importance, but easier to understand.z2 A
young man, who expects to inherit some property on the death
of an elderly relative, can sometimes succeed in borrowing
money from a money-lender without any security but his

I We shall be returning to the subject of foreign investment in Ch. XII.
* This is the case to which we referred above, p. 98.
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‘expectations’. The practice is not a wise one, and it is probably
much less common to-day than it was in the aristocratic society
of earlier times. B\t how does it fit into our accounting? The
loan, when it has been made and spent upon riotous living, is
an asset to the money-lender and a liability to the gilded youth
who borroweg it. It is not a liability to the elderly relative, from
whose estate it is expected to be paid; he has not been consulted
about it at all, and would be within his rights if he cut the spend-
thrift off ‘with a shilling’. Thus there are no capital goods
outstanding against the loan; we cannot regard it as a claim
possessed by the money-lender against any of the real capital
goods of the community. But, being a debt from one member of
the nation to another, it has to be cancelled out when we are
adding up the national capital. There is nothing for it but to
regard the net assets of the spendthrift as a minus quantity, a
state of affairs which is only possible because he has the expecta-
tion of getting an addition to his assets at some future date which
will enable him to pay his debts.

Apart from a few special cases such as this, no individual or
firm can have negative net assets. If a person’s liabilities became
greater than his assets, he would be adjudged bankrupt, and his
assets would be divided up among his creditors, each of them
receiving so many shillings in the pound as the assets would
provide. Governments, however, can have negative net assets
without going bankrupt, and can carry on in that situation for
an indefinite period; the reason being that they have the power
of raising taxes to cover the interest on their debts.

The national debts of governments have been mostly accumu-
lated by past wars; however necessary these wars may have
been, they are unlikely to have resulted in the acquisition of
capital goods as industrial borrowing would do; there is nothing
to show but the immaterial gains of freedom and independence.
Whatever may be the case from a higher standpoint, the situa-
tion of the government, when the war is over, is from the stand-
point of National Accounting just like that of the spendthrift.
It owes a vast debt, and has no equivalent assets to set against it.
Its net assets are negative.

When we are setting out the National Balance-sheet, the
national debt has to be reckoned as a liability of the government.
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If the people to whom the debt is owed are themselves citizens
of the country, it will appear as an asset in their accounts; and
so, when the accounts are added togethen| the national debt
cancels out, like other internal debts. It is only when some part
of the debt is due to foreigners that there is no cancelling out;
external debt of this sort is a genuine deduction from national
capital. From all points of view, a large external debt is much
more damaging to a nation than a large internal debt.

5. Now that we have discovered how the capital of a nation
is made up, we should like to turn and see what the national
balance-sheet looks like in a particular case. That is what we
shall do in a moment, but before we can even approach such
figures, it is necessary to utter a most solemn warning. The
information which is available for the construction of a national
balance-sheet is much less good than that which can be used
for most other large-scale economic calculations. (It is much
less good than that which we shall use for the calculation of the
national income in Part I'V below.) The proportion of guesswork
in calculations of the national capital is abnormally high. This
is partly because of defects in our information which could con-
ceivably be remedied; direct information about many of the
items is lacking, so that estimates have to be made by round-
about and imperfect methods. But the fundamental cause lies
deeper, and can hardly be removed in the nature of the case.

The greater part of the national capital consists of durable-use
goods, land and buildings, vehicles, and machines. What value is
to be put upon these goods? It should be noticed, in the first
place, that any one of these goods has, in ordinary practice,
two sorts of values: (1) its capital value, the value at which it
could be sold outright; (2) its annual value, the price which
would be paid for the right to use it during a year, the article
to be returned in good condition when the year is over. Since
most of these durable-use goods are expected to last for much
more than a year, their capital values will usually be much
higher than their annual values. The selling price of a house,
for instance (which is its capital value), will usually be from
10 to 15 times as high as the rent, which is its annual value.

I The relation between the capital value of an article and its annual value
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For the purpose of calculating the national capital, the values
which are'used are capital values, not annual values.! But to
arrive at the capitdl value of a durable-use good is often not an
easy matter. When a house is sold for [3,000, we can say
without any hesitation that its capital value is £3,000; but many
of the durable-use goods which are included in the national
capital will flot have been sold since long before the date to
which the calculation refers, and their owners will not be
proposing to sell them (if at all) until long after that date.
What value is to be put upon such goods? There are several
purposes (in connexion with the inheritance of property and
with certain kinds of taxation) for which it is necessary to
value these goods; skilled valuers are trained to do the job, but
the methods which they use vary according to the purpose for
which the valuation is wanted. The fixed capital used by a
manufacturing firm may have half a dozen different values
which can plausibly be put upon it. Different values may be
put (1) by the directors and managers of the firm, (2) by their
shareholders, (3) by another firm which might consider pur-
chasing the whole equipment ‘as a going concern’, (4) by yet
other firms who would only be willing to purchase the equip-
ment bit by bit. In addition to these there are the values at
which the same capital might be assessed for purposes of taxa-
tion, central and local, which are not necessarily the same as any
of the preceding. In any estimates of the national capital these
last values, made for taxation purposes, have to be drawn upon
to a large extent, because they are the most readily available;
but it should be noticed that they may have less economic
significance than some of the others.

The same problem of valuation arises, to a lesser but still

does not depend entirely upon the number of years the article is expected to
last. Even in the case of land, which is more or less expected to last for ever,
the selling price is rarely more than 2o times the rent, which the owner can
expect to receive. If it is more than 20 times the current rent (as does happen
in times of inflation) that is a sign that the rent is expected to rise. The selling
price of a promise by the British Government to pay the same sum in interest
every year for ever is now (end of 1951) about 25 times the interest (or
annual value); that is, the rate of interest (annual value = capital value) is
about 4 per cent.

I The annual values of capital goods reckon into the national output, not
the national capital. We have seen that the rents of houses (the price paid for
the use of house-room) are part of the value of the social output.
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significant extent, with some of the paper claims themselves.
If, for instance, the government has borrowed £1,000 from a
certain person, under promise to repay thyt £1,000 at some
date in the future (say 1980) and to pay 3 per cent. interest
per annum meanwhile; then this debt should stand, and does
stand, in the books of the government, at its face value of £1,000,
for that is the sum which the government will haVe to pay out
in order to pay back the loan when the time comes. This is all
right from the point of view of the government, but from the
point of view of the bondholder it is not at all clear that the
asset he possesses should be reckoned by him at its face value.
The most important value for him to use in his reckoning
would be that at which he could sell the bond now, if he chose
to sell it to another investor; and this may be more or less than
the face value, depending on the relation between the 3 per cent.
offered and the interest which could be earned in alternative
investments. (In fact, at the time of writing, a government
bond, such as that described, could not be sold for as much
as £800.) The same difficulty arises with company debentures.
We must therefore expect that there will be many cases where
the same obligation, which appears on the liabilities side of one
balance-sheet and on the assets side of another, will be assessed
at different values in the two accounts, so that it will fail to
cancel out, as it ought to do, when the two accounts are taken
together. Difficulties of this kind can be overcome to some
extent, but they are bound to make the national balance-
sheet a less informative document than we should like to
make it.

6. In spite of all these troubles, it does seem worth while
to try to put down a rough sketch of the national balance-
sheet of Great Britain, as it would appear for some post-war
date, say in the years 1947-9. This is shown in Table V. It
is frankly a very home-made affair, the best thing which the
author of this book could put together from very limited infor-
mation. For this reason the figures are given in very round
numbers. More is to be learned from the general layout of the
table and from the relative importance of the various items
than from the actual figures themselves. Even so, it will be
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found quite helpful; a rough idea of the national balance-
sheet is worth having, when the alternative is to have no idea
at all. '

For the purposes of this table, all the persons, businesses,
and institutions in the country are divided into three groups
or ‘sectors’. The first sector, called ‘Persons’ shows property
possessed by’ persons directly; it also includes property held
on trust for persons, and property possessed by ‘non-profit-
making bodies’, such as churches, colleges, &c. The second
sector ‘Companies’ shows property possessed by joint stock
companies, ‘public’ or ‘private’. The third ‘Government’
shows property possessed by all organs of government, not the
central government only, but local authorities as well. A divi-
sion of this sort is very convenient for purposes such as those
of this book ; we shall meet it again in other connexions.

Some points about this division are worth noting. In the
first place, the line between ‘companies’ and ‘persons’ is not
a line between business and non-business property. Small
businesses, such as farms and shops, which do not take the
company form, come into the personal sector; the business has
a single owner, or a small group of partners, who are taken as
owning the business property directly. Debts owed by one
‘person’ in this sense to another ‘person’ in this sense are can-
celled out by taking all ‘persons’ together, so that they do not
appear in the table. The only debts of the personal sector
which do appear on the liabilities side are those owed to com-
panies (chiefly building societies and banks);! the only debts
which appear on the assets side of the personal sector are those
owed to ‘persons’ by companies or by government.

The debts, owed by companies to persons, include (as we
should expect) the shares and bonds possessed by persons;
they also include, perhaps more surprisingly, the money
possessed by persons in the form of cash or of deposits in
banks. So far as bank deposits are concerned, the necessity
of putting them in this place appears at once upon reflection.
Banks reckon as companies; the money I have ‘in the bank’
is nothing else but a debt from the bank to me; it is my asset

I There will of course be some debts owing to ‘Government’ (unpaid taxes
and the like), but the amount of these may be taken as negligible.
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and the bank’s liability. Money which a company (a manu-
facturing company, for instance) has in the bank reckons as a
debt from the bank to that company; it thqrefore cancels out
when all companies (including banks) are taken together, and
does not appear in the table. The same thing happens with
loans from banks to other companies. Money which the banks
have lent to the government appears as a debt from ‘Govern-
ment’ to ‘Companies’; much the greater part of the debt which
appears in the table under this heading is a debt to the banking
system. Thus in spite of the cancelling-out of inter-company
debts, we do get an idea from the table of the extent to which
the national debt is tied up, in practice, with the money supply
of the country. This is a relation which has very important
practical implications.

What, however, about the other part of the money supply—
notes and coin? So far as the notes are concerned, they also
are debts of the same kind, due to the holder from the Bank of
England. A pound note is simply a statement of debt from the
Bank of England to the holder of the note. (If the reader doubts
this, he can just look at a pound note and see!) If we reckon the
Bank of England as a ‘company’ like other banks,! and this is

1 Now that the Bank of England is nationalized, the question of where to
put the Bank of England in our table is tied up with the wider question of
where to put the nationalized industries. When the government nationalizes
an industry, it may proceed in one or other of two ways. Onc way is for the
government to borrow money with which to buy out the shareholders; this
is what was done with the telephones at the beginning of this century and
again in the case of the coal-mines in 1946. In this case there is no doubt that
the real assets (telephones or coal-mines) are transferred from the ‘Companies’
to the ‘Government’ sector. T’he companies are wound up; their liabilities
depart along with their assets. The government borrows in order to com-
pensate the shareholders. Thus the national debt is increased, but the increased
debt is not ‘deadweight’ debt; the government has increased assets to set
against its increased liabilities. The ex-shareholders get government debt in
place of their shares.

If the nationalization takes the other form (as it did with transport,
including airways, with gas and electricity, and with steel), there is a still
smaller change in the structure of the national capital. What is done in this
case is that the government sets up a ‘Public Corporation’, which retains
much of the appearance of a joint-stock company, excepting that it has no
shares, nothing but fixed-interest bonds. For the reasons which were
explained in the last chapter, no ordinary company could borrow the whole
of its capital in this way; the danger of its being unable to meet these fixed
charges would be too great. But it is expected that a public corporation,
should it get into difficulties, will be able to borrow from the government to
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the most convenient thing to do for these purposes, then the
notes reckon just like bank deposits, and have to be treated in
the same way. Sil¥er and copper coins are a shade more compli-
cated, but since the metal contained in these coins is worth
much less than the face value of the coins, it is best to re-
gard them also as a kind of notes, printed on metal instead of
paper in order to wear better. The value of these coins is a
relatively small matter. The important thing (one of the most
important things which emerges from the national balance-
sheet) is that the money which circulates in the country is
simply a part of the system of debts from one part of the
national economy to another.

The whole of the internal monetary circulation has to be
regarded in this manner; but there is another part of the nation’s
supply of money, which does not circulate within the country.
This is the reserve of international money, mainly kept in the
form of gold. The gold reserve used to be kept in the Bank of
England, but (since 1939) it has been kept directly in the hands
of the government. Accordingly it reckons among the assets of
the government sector, where it will be found in the table. The
functions of this reserve will be considered in Chapter XII.

7. In the light of these explanations, we can proceed to add
up the national balance-sheet in the two ways which were
indicated at the beginning of this chapter. We look first at the
three sectors separately. The total assets of the ‘Personal’
sector seem to come out to about [42,000 millions; against
this are liabilities of about £1,500 millions, so that the net assets
of the personal sector can be put at 40,500 millions. The
assets of the ‘Companies’ sector come to about /20,000 millions;
the liabilities are by rule equal to this, so that net assets are nil.
The liabilities of the ‘Government’ sector are the amount of the
cover its losses. How this will work out in practice, in the long run, it is
early to say. For the time being, however, we can regard the fixed-interest
bonds of the public corporations, which are given to the ex-shareholders in
exchange for their shares, as being similar to the debentures of other com-
panies. It is therefore open to us to keep the public corporations in the
‘Companies’ sector, and this is what we shall do. To assume that their assets
and liabilities are equal in value is a convention, but it is a convention which

it is useful to retain. The Bank of England is one of these public corporations;
as such, it goes into the ‘Companies’ sector.
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national debt (less holdings of national debt by public bodies),
put at £22,000 millions; the correspondjng assets comprise the
£500 millions of gold and dollar reserve, plfis a miscellaneous
collection of real equipment, ranging from armaments and
roads to coal-mines and council houses, upon which it is impos-
sible to set a value that has much meaning. All that we can say
is that the value of these things must be substantial, but that no
possible method of valuation could bring them out anywhere
near equal to the national debt that stands on the other side.
The figure of £4,000 million which has been set upon them is
thus no more than a token figure, designed to give something
like the right impression. If we accept this figure, the net
liabilities of the ‘Government’ sector come out to £17,500 millions.

Thus, taking the three sectors together, the value of the
national capital (or net assets of the whole nation) would come
to the difference between [40,500 millions and [17,500
millions, or [£23,000 millions. But the significance of this last
figure comes out more clearly if we read the table the other way.

All the items marked a, b, ¢ in the table represent debts
from one sector of the economy to another, and can therefore
be cancelled out when the three sectors are taken together.
The national debt (marked d) appears as a liability of ‘Govern-
ment’ and as assets for the other two sectors; but the national
debt held by the other two sectors only amounts to about
£17,000 millions, as against the f22,000 millions owed by
‘Government’ to bodies outside itself. The missing [5,000
million was in fact owed abroad. Thus if we cancel out the
debts from one part of the British economy to another, we are
left with the items which appear at the end of the table in the
‘Combined Balance-sheet’. The real assets (or real equipment)
in the possession of the three sectors are given a total value
of £25,500 millions—rather more than the £23,000 millions of
the net assets of the whole economy. This is because Britain,
since emerging from the war in 1945, has been a debtor country.
Her foreign investments may have been worth rather more
than the [2,000 millions of value we have given them—shares
in companies operating overseas are as hard to value as many of
the other items which occur in the table; but it remains certain
that no value can be put upon them which would make them
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TaABLE V

Estimated Balance\Sheet of the National Capital of Great Britain
(19477-9) (£ thousand million)

Net
L-abilities Assets Assets
Persons: 2Due to building Houses and other
societies, &c. 15 buildings 65
Other  durable-use
consumer goods 1'5
Land I
Equipment of small
businesses 2
4Government debt 10
bShares, &c., of com-
panies - 15
Foreign investments I
°Cash and bank
deposits 5
Total (persons) 15 42 40°5
Companies: YShares, &c., Real equipment 10°5
due to persons 15 “Mortgages on
°Bank deposits, &c., due to houses, &c. 13
persons 5 4Government debt 7
Foreign investments I
Total (companies) 20 20 o
Government: 4National Debt 22 Real assets 4
Gold and dollar
reserve o5
Total (Government) 22 45| —17°5
Total National Capital 23
Combined Balance-sheet
l Real assets:
Persons II
Companies 10°5
Government 4
Total 255
Foreign liabilities: Foreign assets:
National Debt held Foreign investments 2
abroad 5 Gold and dollar
reserve o5
Total 25
Total 5 28 23
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(even together with the gold and dollar reserve) worth anything
like as much as the value of the overseas deéht.l The fact that
Britain is now a debtor country, with net asséts worth less than
the value of the real goods comprised in the national capital, is
fundamental for an understanding of her post-war problems.2

I The amount of the overscas debt is fairly certain; it ilicludes £1,500
million borrowed from the United States and from Canada in 1945 and 1946,
together with some £ 3,500 million of ‘sterling balances’. The sterling value of
the dollar debt was increased by the 1949 devaluation.

2 For further discussion of problems involved in the calculation of the
national capital, see Appendix, Note D.



PART IV
THE SOCIAL PRODUCT

XI

THE SOCIAL PRODUCT AND THE
SOCIAL INCOME

1. THE general picture of the productive process during any
period, which we worked out in Part I of this book, and have
needed to keep at the back of our minds throughout our later
discussions, can be briefly described as ‘Labour working on
Capital to produce Output. In Parts II and III we have dis-
cussed the Factors of Production—Labour and Capital; now
we come to the study of Output—the Social Product. We
shall devote a good deal of our attention to the problem of
measuring the social (or national) product, mainly in order that
we should have a clear idea of what it consists, and what are its
component parts. When we have done this, we shall be in a
position to say something about changes in the social product,
how they are caused, and how people’s economic welfare is
affected by them.

There are many similarities between the problem of measur-
ing output and the problem of measuring capital; we shall meet
again over our new problem some of the same difficulties as we
have met already. But it is very important that we should keep
the two problems clearly distinct. Both the output of a com-
munity and its capital consist, for the most part, of a collection
of goods (though output contains services as well, while capital
does not). But the goods which are included in the one collec-
tion are not the same as the goods included in the other. The
goods included in capital are those which exist at a particular
moment of time; the goods included in output are those pro-
duced during a period of time. Some of the goods contained in
output are durable goods, which will also reckon as parts of the
community’s capital at any time when they are simultaneously
in existence. A house finished in April and a house finished in
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June are both in existence in July, and will reckon as parts of
the community’s capital in July. But & loaf) of bread baked in
April has been eaten before a loaf baked In June comes into
existence; both loaves are part of the year’s output, but there is
no date at which they are both of them parts of capital.

Thus the social product consists of a different collection of
commodities from that which makes up the social capital; but
they are both of them collections of commodities including
many different sorts. Because of the different sorts of com-
modities included in capital, the only feasible way of reducing
them to a common basis, so as to get a single figure for the
national capital, was to take their values in terms of money
(this quite apart from the question of foreign debts). We gave
our figure for the national capital as so many pounds sterling,
and just the same has to be done for the national product. We
must always think of the social output as consisting of goods and
services, things useful for satisfying wants; but when it comes
to measurement, the only way of adding together an output
consisting of so much bread, so many bicycles, so many ships,
so many hours’ teaching and so on, is to take the value in terms
of money. There are serious defects in the money measure, so
that it has to be used very carefully. But we shall find it con-
venient to begin by taking the money measure for granted,
leaving its defects, and how far they can be remedied, for later
discussion.!

2. The methods of computing the social product which are
commonly employed depend on a very important economic
principle, which is concerned with the close relationship
between the value of the net social product and the total of the
incomes of members of the community. When this principle is
applied, as we usually want to apply it, to calculating the
national product of a nation, there are a couple of snags which
complicate the argument; after our study of the national capital,
the reader will not be surprised to learn that these snags are
due (1) to economic dealings with persons outside the nation,
(2) to the economic activities of the government, We shall deal
with these snags in due time,2 but for the present it will simplify

! See below, Ch. XV, 2 See below, Chs. XII and XIII.
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things if we leave them out of account. In the rest of this
chapter we shall yiake, the unreal assumptions that there are no
economic relatiox with persons or bodies outside our com-
munity, and that the economic activities of the State can be
neglected. When these assumptions are made, the argument is
easier to follow; there is not much harm in making simplifica-
tions of this sort if we propose to fill in the gaps later on.

Subject to these assumptions, the principle we have to estab-
lish is very simple. It states that the value of the net social
product of the community and the sum of the incomes of its
members are exactly equal. The net social product and the
social income are one and the same thing.

It will be convenient to begin with a special case in which
this principle is directly obvious. Let us suppose that the whole
of the productive system of our community is organized in a
single giant Firm, which controls all the capital equipment, and
employs all the labour. This is very much the situation which
would exist in a perfectly socialist community; the whole
economic system of such a community would consist of a single
firm, in which the State would own all the shares. We need not
here suppose that the State owns the shares, as we do not want
to bring the State in the picture just yet; we will suppose that
the shares belong to a body of private shareholders, who may
thus be regarded as the indirect owners of the capital equipment.

The net social product and the net product of our Firm are
then one and the same thing. It consists, as we know, of the total
amount of consumption goods and services produced, plus
Net Investment, which is the increase in capital equipment
brought about by the year’s production. The wages of labour
have to be paid out of the value of this output; but all the rest
is profit, belonging to the shareholders.! The wages of labour
are the incomes of the labourers; the profit left over is the in-
come of the shareholders. The value of the net social product is
thus equal to wages plus profits; and wages plus profits equals
the sum of incomes. The net social product equals the social
income.

The same equality can be tested out along another route, by

! Since our firm controls the whole of production, there can be no pur-
chasing of materials from other firms.

5616 I
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considering the way in which the incomes are spent. People
will spend part of their incomes on buying ci‘.nsumption goods
and services (buying them, of course, from the Firm, so that a
part of its output is accounted for in this way); the rest they will
save. Now when we say that a person saves a part of his income,
we do not mean that this part of his income is not gpent; saving
is the opposite of consumption, not the opposite of spending.
When a person saves, he uses a part of his income to make an
addition to his assets; he is still saving, whatever form the
additional assets take. Thus one possible way for a person to
save would be by purchasing new equipment directly, and
adding it to the assets in his possession at the end of the year.
If we supposed that all the savings took this form, then it would
be easy to see that the social income would purchase the social
product. The part of the social product which consisted of
consumption goods and services would be bought out of con-
sumption expenditure; the part which consisted of the net
investment would be purchased out of savings. Income as a
whole would purchase output as a whole; we should have
social income equalling net social product along this route too.

Further, it is obvious that the equality would not be disturbed
if we were to suppose that the savers, after acquiring the new
equipment in this way, did not retain it in their possession, but
lent it back to the Firm. The social income would still have
purchased the social product; but the Firm would retain control
of the new equipment, issuing shares in exchange for it. The
additional assets of the savers would now take the form of
shares; the shares would be a liability to the Firm, but the
Firm’s assets and liabilities would still be equal, as they should
be, because the Firm would have the new equipment, equal in
value to the shares, added on to its assets. The Firm’s balance-
sheet would still balance.

In order to arrive at this last situation, it would obviously be
unnecessary for the actual goods, which constitute the new
equipment, ever to pass directly into the hands of the savers.
The savers might use their savings to acquire shares directly,
and the Firm might issue the shares for them to acquire, without
the new equipment ever changing hands. If the value of the
shares issued was equal to the value of the savings, it would
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also be equal to the value of the net investment. The Firm’s

assets and'liabilit&fs weould still balance; the savers would have
acquired shares to‘the amount of their savings, while the goods
which constitute the net investment would be retained by the
Firm and added to its capital equipment.

So long as we assume that the whole of the capital equipment
of the community is controlled by the single Firm, it is this last
form which we ought to suppose the saving to take. People
save by acquiring shares in the Firm; but the creation of the
shares is only the reverse side of the accumulation of additional
equipment by the Firm. When a person saves, he acquires the
right to receive some part of the profit which will be earned by
using the additional equipment which is being produced. He
uses a part of his income to acquire a -share in the indirect
ownership of that new capital equipment.’

Let us look back at the combined balance-sheet of firm and
shareholders, which was given in the last chapter,? and see how
it is affected by saving. Taking figures more appropriate for a
giant Firm, we should have, at the beginning of the year

Liabilities Assets
Firm: Shares £1,000 millions Real Equipment £1,000 millions
Shareholders: .. Shares £1,000 millions
At the end of the year
Liabilities Assets
Firm: Shares £1,050 millions Real Equipment £1,050 millions
Shareholders : Shares £1,050 millions

The extra £50 millions of shares held by the shareholders are
their savings; the extra £50 millions’ worth of Real Equipment
is the Net Investment. Since the Firm’s assets and liabilities
must be equal at both dates, the savings must be equal in value
to the net investment.

1 A particular person may indeed dispose of his savings in another way
than by lending them to the Firm: he may lend them to another private person
and so enable that other person to consume in excess of his income. But we
need not pay much attention to lendings of this sort, for when the borrower
and lender are taken together, the saving obviously cancels out. There is no
excess of total income over total consumption. It is only savings which
generate such an excess which are net savings; under our assumption of the
single Firm which owns all the capital equipment such net savings must be
lent to the Firm., 2 p. 98.
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Thus the fact that people save by acquiring titles to the
ownership of parts of the new equipment, émstead of by ac-
quiring new equipment directly, does not disturb the relation-
ship between the social product and the social income. That
relation can be summed up in the following very important
table. .

On the earning side

Net Social = Wages = Social
Product + Income
Profits
On the spending side
Social = Consumption = Consumption = Net Social
Income + + Product
Saving Net Investment

These equations will remain valid in spite of all the further
complications which we shall take into account in the rest of
this chapter. But in the following chapters we shall encounter
certain points where it is necessary to take some care over the
interpretation of these equations.

3. It will be convenient, as a next step, to take into account
some complications which can be allowed for while still sup-
posing that industry is organized in a giant Firm.

In the first place, we have hitherto been assuming that the
Firm pays out to its shareholders the whole of the profits which
it earns, that the shareholders then save part of the incomes
they get in this way, and that they lend these savings back to
the Firm. In practice, a firm might be inclined to short-circuit
this process, and to keep back part of its profits, instead of dis-
tributing all the profits to the shareholders directly. In such a
case, what effectively happens is that the shareholders are com-
pelled to save a part of the incomes which are due to them;
additional shares may not be issued, but the shares previously
outstanding will increase in value, because of the additional
capital goods which they represent. The undistributed profits
have to be reckoned as part of the social income; they are really
part of the incomes of the shareholders, although they are not
usually reckoned as such, because shareholders do not get
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them into their own hands. They have to be reckoned into that
part of the social§ncome which is saved; there is a part of net
investment corresponding to them, as there should be.

Secondly, we have been assuming hitherto that private
people can hold in their personal possession no sort of capital
goods, not gven consumers’ capital goods, such as houses. If
we allow them to possess such things as houses, then the rents
of these houses have to be reckoned as part of the social income,
income derived from a form of capital which is not in the
possession of the Firm. (It will be remembered that we are
reckoning the use of the houses as part of the social product.)
Expenditure on paying the rents of houses is of course a part of
consumption. The building of new houses is a part of invest-
ment; we may suppose that the actual building is carried out
by the Firm, but the part of its output which consists of new
houses is sold off to private people, just as the consumption
goods are sold off, and not lent back to the Firm, like other
investment goods. If private people spend some part of their
incomes in buying new houses, they are adding to the assets
which they will have in their possession at the end of the year,
just as they would do if they acquired shares; consequently in-
come spent in buying new houses is a part of saving. The new
houses are to be looked on as a part of new equipment, which is
retained in direct private ownership, and not handed back to the
Firm in return for shares.

Thirdly, we have been assuming that all labour is employed
by the Firm. This is not very convenient in the case of some of
the direct personal services. If we allow some of the people who
provide direct services to be working on their own account, not
for the Firm, we have to distinguish a part of the social product,
consisting of these services, which is not part of the product of
the Firm, and also to distinguish a part of the earnings of labour
which are not wages paid by the Firm. The income spent on
these services is a part of consumption, so it finds its place in
the table without any difficulty.

Let us now consider what alterations have to be made in our
equations to allow for these three complications which we have
been discussing. On the earning side, instead of wages plus
profits, we must write earnings of labour plus profits plus
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house rents; and these in turn can be further divided up. So
we have the following equivalent columas: Ji

Social Social
Product Income
Net Product | Wages earned | Wages paid | Earnings of | Personal
of Firm* in Firm* by Firm* Labour incomes
plus plus plus plus
Profits earned | Profits paid | Interest and | Undistributed
by Firm* out in in- dividends profits
terest and
dividends*
plus plus
Undistri- Rents
buted
profits*
plus plus plus plus
Services of | Earnings of Earnings of Undistri-
Labour Labour Labour buted
not em- not em- not em- profits
ployed by ployed by ployed by
Firm Firm Firm
plus plus plus
Useof house-| House rents House rents
room

On the spending side, consumption and saving can be similarly
divided up, so that we have as our other set of equivalent columns:

Social
Income

Consumption of*
goods produced
by Firm

plus

Consumption of
other labour
services

plus

Consumption of
house-room

plus

Saving spent on
buying new
houses*

plus

Saving lent to

Firm*

plus

Saving in the form
of undistributed
profits*

Output of
consump-
tion goods
and services

plus

Output of new
houses sold
to savers

plus

Net new
equipment
of Firm

Consump-
tion

plus
Net in-
vestment

Social
Product
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This expanded table has exactly the same significance as our
earlier table, which i in no way supersedes. If we interpret
wages to mean a.l earnings of labour, and profits to mean all
earnings of capital, it is still true that the social income
consists of wages plus profits, and that these wages and profits
are earned in producing the social product. If we interpret
saving to include undistributed profits, and investment to in-
clude the purchase of durable-use goods by consumers, it is
still true that saving equals net investment; it is the equality
between saving and investment which establishes the equality
between income and product on the spending side. Understood
in this way, the fundamental equations of p. 116 remain com-
pletely true.

4. We are now in a position to drop our assumption of the
giant Firm. In the tables we have just given, the part played by
the giant Firm is exactly the same as that played in reality by all
the firms which compose industry and commerce, when they
are taken all together. Our Firm is simply the whole collection
of actual firms rolled into one. And we can see the part which
this whole collection of firms actually plays in the earning and
spending of the social income, by looking at the place of the
single Firm (marked out by the starred items) in the above
tables. On the earning side, the net product of the Firm is equal
to the wages it pays out, plus its profits (distributed and undis-
tributed). On the spending side, the net product of the Firm
is purchased (1) out of consumption expenditure, so far as it
consists of consumption goods; (2) out of saving, so far as it
consists of new consumers’ capital goods, such as houses; (3)
out of saving, so far as it is offset by lending to the Firm;
(4) out of saving, so far as it corresponds to undistributed profits.
This is the position of the single giant Firm, as it appears in
the tables; but this is also the position of the whole collection
of firms, which compose the real world of industry and com-
merce, when they are all taken together. This we shall now
proceed to show. N

The new points which emerge when we pull apart our giant
Firm into the multitudinous separate firms, large and small,
which correspond to it in reality, are only two in number. On
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the one hand, we have to take account of the materials! which
are produced by one firm and sold to anether'S which uses them
in its own production. These materials do not come into the
picture, so long as industry and commerce are supposed to be
amalgamated into one single Firm, because the passing on of
materials from one stage of production to another is then a
purely internal matter within the Firm. When the firms are
pulled apart, the sale of materials looks just the same to the
firm which sells them as any other sort of sale does. But since
we have also to take into account the purchase of the materials
by the firm which uses them, the sale and purchase of such
materials will cancel out when all firms are taken together.

The other point which has to be taken into account when we
have more firms than one is the possibility that a part of the
shares (or other obligations) of one firm may be owned, not by
private persons who are shareholders, but by another firm. If
this happens, a part of the profits of the one firm will be paid
out to the other firm; but here again, when all the firms are
taken together, these transferences of profits will cancel out.
The only profits left will be those which are actually paid out to
private persons, or which remain as undistributed profits. A
further consequence of this possibility is that savings lent to
one firm may not be used as a means of increasing the capital
goods in the possession of that firm, but may be lent again to
some other firm. (An obvious example of this is the case of the
banks.) These re-lendings, too, will cancel out when all firms
are taken together.

5. Thus the separation of firms makes absolutely no differ-
ence to our general argument. All transactions between firms
cancel out, when all firms are taken together, as they have to be
for calculation of the social income or product. But it will,
nevertheless, be instructive to show in detail how the cancellation
proceeds, by looking at the way in which firms do actually
calculate their profits in practice. We shall continue to simplify
by leaving out all reference to questions of taxation; but even

' There are also certain services, such as transport and insurance, which
are performed by one firm for another, so that their role is similar to that of
materials,
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so it may be that the fitting together of the firms will be found
a little bewxldermgt It ds therefore wise to insist that no new
principle is involved beyond those which have been set out in
the preceding section.

The profits which are earned by a firm from the production
of a particulay year equal the value of its output minus the ex-
penses to which it has been put to produce that output. These
expenses include (1) wages and salaries, (2) cost of materials
used up in order to produce the output, (3) cost of services,
such as transport and insurance, provided by other firms, (4)
depreciation of the fixed capital equipment.! Thus for any firm

Value of output=Wages- Cost of materials and services
+ Depreciation+- Profits

This is the basic equation which expresses the part played by
the Firm in the earning of the social income.?

We shall have to use this basic equation in many ways; it will
therefore be convenient to define some terms which enable us
to break it up into steps. In what follows we shall be careful to
call the output (or sales) of the firm, in the sense ordinarily
understood, its Gross Output. Gross output minus cost of
materials (and services supplied by other firms) used up in
production we shall call the Net Output of the firm; we may say,
if we like, that net output is the part of the social output
which is attributable to this firm itself. At the next step we want
to deduct Depreciation. Since the terms ‘gross’ and ‘net’ mean
nothing else but ‘before and after deducting something’, it will
be inconvenient to ‘net’ again, and talk about ‘net output net
of depreciation’. We need something less clumsy. The most
convenient procedure (and one which fits in remarkably well
with common usage) is to associate the term ‘product’ with
the depreciation deduction. What we shall therefore do is to
say that the net output of the firm is the same thing as its
Gross Product. Its Net Product is its gross product minus depre-
ciation. The basic equation then tells us that net product equals
wages plus profits.

I Depreciation is here used in the business man’s sense, as depreciation of
fixed capital only. See Appendix, Note C.

2 From the accounting point of view, it is the trading account of the Firm.
See Ch. XVIII below.
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The basic equation is thus broken up into three steps.
Gross Output==Cost of materials ard sef vices+Net Output
Net Output= Gross Product=Depreciation-}-Net Product
Net Product=Wages-Profits.

These equations are true for every individual firm taken sepa-
rately. '

If now we take all firms together, as we must do for the
calculation of the social product, we find that the sum of the
net outputs of all firms equals the sum of the gross outputs of
all firms minus the cost of the materials and services used in
production. But in interpreting this relation, we must take
account of the services performed by one firm for another, and
of the materials sold by one firm to another. The transport,
insurance, &c., which figure among the expenses of production
for most ordinary firms, are part of the gross output of such
firms as the railways and insurance companies, and can be can-
celled out against that output. Materials which are produced by
one firm within the year, and used up by another firm within
the year, are reckoned in the gross output of the first firm and
in the cost of materials of the second; thus they also can be
cancelled out when all firms are taken together. But some of the
materials which are produced during the year will not be used
during the year, but will be added to stocks; some of the
materials used during the year will not have been produced
during the year, but will be taken from stocks. Thus all materi-
als will not necessarily cancel out. It should also be noticed that
there are some goods which are sold by one firm to another
which will not cancel out, because they are not such as to be
used up in the production of this year’s output; these are the
durable-use goods, the fixed-capital goods, which go towards
replacing or increasing industry’s stock of fixed capital.

When we have performed these cancellations, the sum of the
net outputs of all firms comes out as follows:

Gross output of goods sold to consumers
plus Gross output of fixed capital goods sold to other firms
plus Value of materials added to stocks
less Value of materials taken from stocks.

The first of these items is the output of consumption goods,
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plus fixed-capital goods (such as houses) sold to consumers; the
second is the gro% output of fixed-capital goods used in in-
dustry—gross investment in industrial fixed capital; the
difference between the third and fourth items represents the
net investment in materials. It is convenient to use the term
Gross Investment to mean gross investment in fixed capital plus
net investment in materials. Thus we have shown that the sum
of the net outputs (or gross products) of all firms equals the
gross output of all consumption goods plus investment goods
produced by industry. In fact, if we neglect the complication
about investment in materials, we may say that the distinction
between gross output and gross product, which is so important
for the individual firm, disappears when all firms are added
together. This is precisely what happened when we were con-
sidering the giant Firm.

The net product of each firm is the difference between gross
product and depreciation. Thus the sum of the net products of
all firms is got by deducting the sum of depreciation from the
sum of gross products (or net outputs). But the latter has been
shown to equal the sum of the output of consumption goods plus
gross investment. Deducting depreciation from this,

Net Product of industry=COutput of consumption goods
-+Net Investment.

But the net product of industry is the sum of all the wages and
profits earned in industry. Thus we have shown that the sum
of the wages and profits earned in industry is equal to the output
of consumption goods produced in industry plus the net invest-
ment produced in industry—just as was the case with the giant
Firm.

6. So far we have been concerned with the wages and profits
earned in industry ; we must now proceed to follow them through
until they (or the greater part of them) become personal in-
comes in the hands of individuals. The wages earned during
the year are of necessity paid out directly to private persons
—the wage-earners; thus at this round there is nothing to be
considered on the side of wages. Profits, on the other hand, are
not so simple, for a part of profits may be held back in
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undistributed profits, and part may be paid out to other firms.
But if we are to take notice of the postibilify that firm 4 dis-
tributes dividends to firm B (which holds shares in firm 4), we
must also take account of the possibility that firm A itself may
hold shares in firm C, and receive dividends from firm C. These
dividends, like the profits made by firm 4 itself, are available
for distribution to the shareholders of 4.

Thus, in considering the distribution of a firm’s profits,! we
have the equation:

Profits earned in production
-+ Interest and dividends received from other firms
=Interest and dividends paid out to private persons
~+Interest and dividends paid out to other firms
~+ Undistributed profits.

When all firms are taken together, the interest and dividends
received from other firms and the interest and dividends paid
to other firms must be equal; they can therefore be cancelled
out. Thus, for all firms taken together,

Profits earned in production

=Interest and dividends paid out to private persons
-+ Undistributed profits.

Now we have seen that the net product of industry equals the
sum of wages plus profits earned in industry; it therefore
follows that the net product of industry equals the wages and
profits paid out to wage-earners and shareholders (or property-
owners) plus undistributed profits. This is just as it was in the
case of the giant Firm, so that the validity of our table showing
equality of net social product and social income, on the earning
side, is fully checked up.2

! Taxation, in accordance with the general practice followed in this chapter,
is of course still left out.

% This account of the distribution of a firm’s profits has been put in terms
of the joint-stock company (see Ch. IX above); for that is nowadays the
most important type of firm. Other types can be fitted in, however, without
much difficulty. A man who is in business by himself does not distinguish
between profits paid out to himself (as sole shareholder) and undistributed
profits—in effect all his profits are distributed ; but he may still have to pay
interest to other firms, as, for instance, on a loan from his bank. A farmer
who rents his land from a landlord is best regarded as paying rent in place
of interest (for he might have borrowed money and purchased the land
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7. When we turn to the spending side, things can easily
become a bit tricky; this is indeed a field where some quite
classic muddles have been known to occur. One is tempted to
say (as eminent economists have in fact said on occasion) that
the equality of social income and net social product has already
been established along one route, so that it must hold along the
other also—which makes further discussion unnecessary. But
the reader would be justified in feeling that a short cut of this
sort is a bit unsatisfactory. There is nowadays no reason why we
should not follow the thing through, and satisfy ourselves that
the equality holds along this other channel also. If we go step by
step, and watch our steps carefully, we shall come out all right.

The chief thing which has caused difficulty, and about which
we have to be careful, is the role of money. When a private
person saves, he may use his savings to buy consumers’ capital
goods, such as a house (we have taken account of that); or he may
use them to buy shares or bonds (we have taken account of that
too); or finally he may use them to add to his holding of cash,
such as his bank balance. It is over this last form of saving that
trouble so frequently arises. We can, however, avoid all this
trouble, once we remember the principle which was established
on pp. 106—7 of the preceding chapter, when we were discussing
the national capital. Apart from the gold reserves held for
purposes of international trade (which can here be left out of
account, as we are neglecting questions of external relations),
modern money consists of nothing but a debt from a bank to the
holder of the money; thus if a person increases his holding of
money, he is simply increasing the debt owed to him by the
bank—that is to say, he is lending to the bank. Now though
there are important ways in which lending to a bank is differ-
ent from lending to other firms, nevertheless from our point of
view banks are firms; lending to a bank must be reckoned as
lending to firms, like other lending to industry and commerce.

outright). The real difficulty about these latter cases is the absence of a clear
distinction between wages and profits; income derived from the man’s own
labour and that derived from the capital equipment in his possession is not
clearly divided up. This lack of distinction will cause us a good deal of trouble
later ; but since the total of wages plus profits earned in such activities is quite
clearly defined, it obviously does not affect the principle with which we are
here concerned.
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It follows that all saving, which is not employed in purchasing
consumers’ capital goods, must be lenf. Sipce lending by one
private person to another will evidently cancel out, when all
private persons are taken together, we must have, for all private
persons taken together

Personal income :
=Consumption
-+ Saving
=Purchase of consumption goods and services
-+ Purchase of consumers’ capital goods
-+ Savings lent to firms.

In order to show that social income equals social output, by the
spending route, we have to show that this saving lent to firms by
private persons, plus the saving provided by the firms themselves
out of undistributed profits, equals net investment by firms.

In order to see that this is so, we must look back at the typical
balance-sheet of a firm, as shown in the table on p. 97 above.
The balance-sheet must balance, at the end of the year as at
the beginning; therefore the sum total of the increases in assets
(on one side of the account) must equal the sum total of the
increases in ‘liabilities’ (on the other). Now the changes which
occur over the year in the various balance-sheet items can be
identified with sums which fit in to the yearly account, on which
we are now working. The increase in equipment equals gross
investment minus depreciation, or net investment. An increase
in ‘trade debtors’ is equivalent to net lending by the firm.
Increases in shares issued, in bonds, in bank debt, or in trade
creditors, can all be regarded as new borrowing, of one kind or
another. An increase in the reserve balance can only come from
undistributed profits. Thus the balancing of the balance-sheet,
at the end of the year as at the beginning, tells us that

New borrowing New lending
+ = +
Undistributed profits Net Investment

This equation is true for every firm,? and the corresponding

! Some (or all) of these increases may of course be negative (decreases).
* It is useful to notice that it is just as true for a financial business, such
as a bank, as it is for an industrial concern. In the case of a bank, net invest-
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totals will therefore still be equal when all firms are taken to-
gether. But when wt add up, lendings and borrowings from one
firm to another will cancel out; lendings by firms to the public
must be deducted from the borrowings from the public. Thus,
for all firms taken together,

Net new borrowing

from private persons = Net Investment
+ by firms

Undistributed profits

"This is what we had to show. For the net borrowing from private
persons equals the personal savings lent to firms. Subject to the
assumptions which we made at the beginning of this chapter,
the equality between social income and net social product is
fully checked up. It is valid whether we look at it on the side
of earning, or on the spending side.

8. The methods which are commonly used by statisticians
for the calculation of the national product (or national income)
now suggest themselves at once. Although there are certain
corrections which have to be introduced when the simplifying
assumptions are dropped (we are going to discuss these correc-
tions in the following chapters), the connexion between net
national product and the sum of incomes remains close enough
for it to be possible to approach the same problem from either
side, from the side of output or from the side of income.

Probably the best method, if it can be employed, is the income
method, which proceeds along the route of adding up the in-
comes of all members of the community. This has always been
the basic method for the calculation of the national income of
the United Kingdom. Even before 1939, when the proportion
of the population paying income tax was much smaller than it is
today, the income method was quite usable; for the incomes of
most people who were not wage-earners were classified in the
accounts of the Income Tax, and the incomes of the wage-earning
population could be assessed from the statistics of earnings
ment in equipment will almost certainly be tiny; even if the bank is building
new branches, the cost of the new buildings will be small relatively to the

general scale of its operations. It is the new borrowing and lending which
matter to the bank ; but we see from the above that these fit into their place.
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collected by the Ministry of Labour. The gap which was
left to be covered by indirect estimates was therefore quite
narrow. With the great extension of liability to income tax
which took place during the war, and which has been maintained
subsequently, the use of the income method has become still
easier. There are, however, not many other countries which are
so well placed as Britain for the use of the income method;
though since the extension of income tax to wider sections of the
population has been a fairly common experience, quite a number
of countries are better placed for use of the income method than
they were before 1939.

The second method is the production method, which approaches
the problem from the output side. If there exists a census of
production for the year in question,! the net products of most
firms can be calculated from it, and have only to be added
together. Estimates have to be made for the sorts of production
not included (or not satisfactorily included) in the census, and
these are inevitably less reliable; nevertheless, there exists a
variety of indirect methods by which quite good estimates can
be made. Once the production method has been applied to a
year for which there is a census, the indirect methods allow it to
be extended to neighbouring years; this can give quite good
results, and is a very different matter from a production estimate
that is entirely based upon indirect evidence, without any census
of production to serve as a check. In such countries as the
United States and Sweden the first estimates of the national
income were based upon the production method; but though
the production method continues to be employed, the income
method is more usable in such countries than it used to be.

With greater experience, and the increasing abundance of
economic statistics, the accuracy of both methods has been very
generally improved; but perhaps the most important develop-
ment in this field which has occurred since 1940 has been the
general practice of checking the results got by the one method
against those got by the other. As the theory of the national
income has become better understood, it has been realized not
merely that the totals need to square, but that several of the
component parts can be checked against one another as well. A

I See above, p. 6.
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good modern estimate of the national income of a country is
based upon both rhethads, and is thereby both better and more
informative than it would be if it were based upon one of them
alone. A very ample supply of economic statistics is, however,
needed before it is possible to satisfy these rather exacting
requirements, a country whose general sources of economic in-
formation are poor cannot hope to have its national income
estimated in a manner which is at all trustworthy.

The double method, of estimating from the income and from
the production side, can sometimes be supplemented by a third
approach, from expenditure. The social income, on the side of
spending, is equal to the value of consumption plus saving. An
estimate of the value of consumption can sometimes be made by
using statistics of retail trade; information can sometimes be got
about some, at least, of the channels of saving. If these figures
are available, a rough estimate of the national income can be
made from them. The expenditure method is less reliable than
the other methods, but since its results ought to square with
those got by the other methods, it is useful as a check. And
estimates of the value of consumption and saving are of course
exccedingly interesting in themselves.

We shall examine the results of some of these investigations
later; but before we can do so, we must discuss the qualifications
to the statement that net national product equals the sum of the
incomes of members of the nation. We shall begin with the
question of external relations.

55616 K



XII

FOREIGN PAYMENTS AND THE NATIONAL
INCOME

1. So long as we are concerned with a self-contained (or ‘closed’)
community, the theory of thc social income is quite a tidy
matter. It has plenty of complications, which have caused us
some trouble in the preceding chapter, but in every case the
complications come out in the wash, and we are reduced to the
fundamental equations of earning and spending:

Net Social Product = Wages-}-Profits = Social Income
Social Income = Consumption- Saving
= Consumption-+Net Investment = Net Social Product.

The snake always eats its own tail.

When, however, we proceed to apply the same arguments to
the case of an ‘open’ economy, such as a nation (‘open’ because
it has economic relations with foreigners, people outside it) we
cannot expect to get the same tidiness. Every sort of economic
relation with foreigners leads to a particular kind of loose end.
There is a sense in which the loose ends can get tied up, after
a fashion. But before we attempt to tie them up, we must begin
by identifying them, and finding places for them. They can in
in fact be reduced to six types.

(i) The first kind of economic relation with foreigners which
has to be considered is the selling of goods and services to
foreigners—exports.! From our point of view, the existence of

' Throughout this chapter I use the words imports and exports to mean all
goods and services sold by members of the nation to outsiders or bought by
them from outsiders. This is the natural economic meaning. But before we
can apply our reasoning to the published statistics of imports and exports,
a warning is necessary. The imports and exports recorded in the statistics
are only those which pass under the noses of customs oflicials at ports or
customs houses; but not all the things which are imports or exports in the
economic sense do so. Thhe imports and exports which are recorded by the
customs officials are called wvisible; the others are called inwvisible. A very
important invisible export of Great Britain is the transport by shipping
which British sailors perform for outsiders; another is the insurance done for
foreigners by British insurance companies; neither of these get included in
the official statistics of exports. Another invisible export is thc services
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exports means that not all the goods which enter into the
national product are purchased out of the national income.
Some of the national product is purchased by foreigners, whose
incomes are not part of the national income.

(i) The second kind is the purchasing of goods and services
from foreigners—imports. It is no longer true that the whole
of the national income is spent upon buying the national pro-
duct; some of it is spent upon goods produced by foreigners.
These two points are relatively obvious.

(iii) We next come to a point which we have already encoun-
tered, in another form, when we were dealing with the national
capital. The social capital of a closed community consists of
the goods possessed by its members; the social income of a
closed community is derived from the output of labour working
on those capital goods. That is why, for a closed community,
social income equals net social product. But the national capital
of a nation may include not only goods but also obligations due
from foreigners; in this case, there will be members of the
national community who derive incomes from interest or divi-
dends on these foreign assets, as well as from the national product.
Or, on the other hand, it may be that members of the nation
have obligations owing to outsiders, on which they have to pay
interest or dividends; if so, a part of the national product has to
be paid to foreigners, and only what is left over after these
payments have been made remains to form the incomes of the
nation’s own members. Thus it is no longer true that the total of
interest and dividends paid out to private people within the
nation, plus undistributed profits accruing within the nation,
cquals profits earned within the nation. Some part of the profits
may be paid out to foreign creditors; and some of the interest
and dividends received may come from foreign debtors.

(iv) Before interest can be received and paid on foreign loans,
the loans themselves must have been made. Thus the fourth
kind of economic relation which has to be taken into account is
foreign lending and borrowing. It is no longer true that net
lending by private people within the nation (after lending by

performed for foreign tourists. When Americans travel in England, England
is (invisibly) exporting; when Englishmen travel on the Continent, England
is (invisibly) importing.
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one person to another has been cancelled out) equals net borrow-
ing by firms within the nation (after lendipg by one firm to
another has been cancelled out). For it is now possible that
private persons may lend abroad; and that firms may borrow
(or lend) abroad. Thus in the open economy, it is no longer
true that saving equals net investment; we have to say that
saving equals net investment plus net foreign lending.

These are the main sorts of economic relation with foreigners
which have to be allowed for when we are considering the
national income of an open economy. But there are two minor
modifications which need to be added for the sake of com-
pleteness.

(v) The first of these is the matter of gifts. In a closed com-
munity gifts do not require any special attention, since gifts
from one person to another are bound to cancel out when all
private incomes are taken together. But in an open community.
it is possible that there may be gifts which are made from out-
siders, or to outsiders, so that they will not cancel out. It might
be thought that gifts across national frontiers would not be very
important. But there are cases in which they have been quite
important. The Irish economy, for instance, was at one time
very dependent on remittances from emigrants to their relatives
who stayed at home; the Israeli economy is very dependent
upon gifts from co-religionists in other countries. Government-
engineered gifts, of which Marshall Aid has been the most
celebrated, have played a very important part in the recon-
struction of Europe after the Second World War. Thus gifts
are altogether too important to be neglected.

What is the best way of dealing with such gifts? There are
two possibilities. On the one hand, we may regard the gifts as
an exception to the rule that income equals consumption plus
saving. We then say that if a man receives a gift, he is enabled
to consume and save in excess of his income by the amount of
the gift; if he makes a gift, it comes out of his income, but does
not reckon into his consumption or his saving. If we say this,
we are not saying anything at all unnatural; and there are some
sorts of gifts for which a procedure of this sort is distinctly
convenient.

There are, on the other hand, some sorts of gifts which are
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not conveniently treated in this way, but are better regarded as
exceptions to the rule 'that saving equals net investment plus
lending. This is especially so when we are dealing with cases
like that of Marshall Aid, when money, which might have been
lent, is in fact given outright. Since it is international gifts of
this type whi¢h are at the present time the more interesting, we
shall confine attention to them in the course of this chapter.!
Thus we shall retain, for the present, the condition that income
equals consumption plus saving; but we shall say that saving
equals net investment plus lending plus gifts to outsiders (or
minus gifts from outsiders).

(vi) Finally, it will be remembered that when we were dealing
with the place of money in a closed economy, we found that it
requ1red no particular attention in our equations, because an
increase in the holding of money by a person or business could
always be regarded as a special type of lending -lending to a
bank. But it was already pointed out there that this might not
be the case when we were dealing with an open economy. For
it now becomes possible that a bank may use some part of the
funds entrusted to it (or which it has saved) to acquire inter-
national money, money, that is, which is acceptable to foreigners.
Such money may itself be ‘debt’ money, taking the form of
a loan to (or deposit in) a bank in some other country. In that
case we should have no trouble which we have not already faced.
But it is possible that the international money acquired may be
Gold, the old-fashioned metallic money which has not lost its
international acceptability.2 We have therefore to take into
account the possibility that some part of the net saving and
borrowing by business (in the widest sense, which includes the
bank) may result, not in net investment, in the usual sense, but
in the acquisition of gold.3

! We shall come back to the other sort later on. See below, p. 230.

2 In practice, it is only central banks and governments which acquire gold
to an important extent.

3 Since the Gold Reserve is to be regarded as part of the national capital
(see above, p. 107) it would be possible to regard the acquisition of gold as
a form of investment. But it is better to distinguish the gold reserve from
that part of the national capital which consists of real equipment, for its
function is quite different. If we do this, we must only reckon the increase in
real equipment as investment; the acquisition of gold must be regarded as
a separate item.
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2. The next thing to be done is to rework our tables of the
earning and spending of the social income, in order to fit the
loose ends into their places. For this purpose we do not need
to raise again all the complications which bothered us in the
preceding chapter. It will be sufficient if we go back to the giant
Firm. We have shown that the splitting-up of the giant Iirm
into numerous individual firms makes no essential difference to
the argument; the same will evidently hold for the open national
economy as held for the closed economy which we considered
previously. Let us therefore suppose that all the industry and
trade of the country—all its economic activities—are carried on
in a giant Firm; this will mean that all the foreign trade goes
on through the Firm. Thus all the exported goods are sold by
the Firm; and all the imports are bought by the Firm in the first
place, being either resold directly on the home market (the
Firm merely acting as agent) or used as materials for further
production. By this device, we can reckon all the goods pur-
chased by home consumers as part of the Firm’s output; the
imports will all reckon as purchases by the Firm, that is to say,
as materials used by the Firm.

With these understandings we can proceed at once to adapt
the notions which we used in the last chapter for the case of the
Firm,! so as to work out the earning and spending of the national
income. It will be convenient to have a name for that part of the
gross output of the ‘nation-firm’ which is not exported; let us
call it Gross Retained Output.?2 In accordance with what has
just been said, gross retained output will include the whole
output of consumers’ goods and services enjoyed by home con-
sumers. It will also include the whole output of fixed capital
goods used for extending or replacing the equipment employed
in home industry; this latter is not quite the same thing as Gross
Home Investment,® but it will be convenient to stretch the

I See above, p. 121.

2 It is odd that no one has yet coined a name for this item, which actually
figures to a large extent in many economic discussions.

3 The difference, which we are here allowing for, will be recognized by
the reader of the preceding chapter as being equal to nct investment in
materials. Since we are going to reckon this into gross output (for present
purposes), the cost of materials and services which has to be deducted before

arriving at net output will have to include net investment in imported
materials, That is to say, we have to deduct the whole amount of materials



FOREIGN PAYMENTS AND NATIONAL INCOME 135

definition of gross retained output so as to include the whole of
gross home investmens. Thus

Gross Retained Output

= Home Consumption+ Gross Home Investment, while
Gross Output of the Nation-Firm
= Gross Retained Output+Exports.

The Net Output (or Gross Product) of the nation-firm is the
difference between its gross output and the cost of materials
and services acquired from outside.! Thus the Gross National
Product (as we may properly call it, and as it is customary to
call it) equals

Gross Retained Output-+Exports—Imports.

The Net National Product (once again, just as in the case of the
firm) equals Gross National Product minus depreciation. Now
since gross retained output includes gross home investment,
and depreciation is an offset against gross home investment, it
will be convenient to set ofl depreciation against gross retained
output, calling the difference Net Retained Output. Net retained
output is therefore the sum of home consumption and net home
investment. We can accordingly sum up the whole of this part
of our argument in the equation:

(A4) Net National Product
== Net Retained Output-+ Exports—Imports.
In this equation the first two of the ways in which the nation
differs from a closed economy are already allowed for.

We now pass on to the third complication. Just as in the closed
economy, it is still true that net national product equals the
sum of wages and profits, for these are all that remain to be
allowed for in the account of the ‘nation-firm’. But it is not
true, as in the closed economy, that the sum of wages and
profits equals the national income. Income from foreign assets
(positive or negative) has also to be considered. The national
income equals the sum of wages and profits plus net income
from foreign assets. Thus:

(B) National Income
= Net National Product+-Net income from foreign assets.

and scrvices imported from outside, which is the whole amount of im-
ports. ! See preceding note.



136 FOREIGN PAYMENTS AND NATIONAL INCOME

In equations (4) and (B) the earning side of the national income
is fully set out. ~

We now turn to the spending side, where we have to face the
three remaining complications. The equation

Income = Consumption—+-Saving

holds as before; there is no trouble there. But it is no longer
true, as it was in the closed economy, that all saving (which is
not spent on consumers’ durable-use goods) must be lent to
the ‘nation-firm’, so that saving will be necessarily equal to net
home investment. The remaining complications are nothing else
but other things which may happen to the saving. We can
therefore write

Saving = Net Home Investment+ Net foreign lending
-+ Net Acquisition of Gold+Net Gifts to Foreigners.

These three further points come into the saving equation in
exactly the same way.

Since Home Consumption plus Net Home Investment equals
Net Retained Output, the spending side of the national income
can be summed up in the following equation:

(C) National Income
= Net Retained Output+Net Foreign lending
+Net Acquisition of Gold-Net Gifts to Foreigners.

In equations (A4), (B), and (C) all our loose ends have been fitted
into their places.

3. But now we come to the most important difference between
the theory of the national income in an open economy and the
corresponding theory in a closed economy. In the case of a
closed economy we were able to establish the identity between
social income and net social product on the earning side and
on the spending side. Thus it was not really necessary to work
the whole thing out on both sides (though it was instructive to
do so) since we got the same result either way. In the case of the
open economy we do not get the same result either way. The
two ways of reckoning give us different results. But it is still
true that the two ways of reckoning must be consistent with one
another. That can only happen if there is a relation between the
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loose ends which figure in the equations (4), (B), and (C). Now
(4) and (B) have shown, us that the difference between national
income and net retained output equals

Exports—Imports-+-Income from foreign assets;

(C) has shown us that the same difference equals
Foreign lending-+Acquisition of gold+ Gifts to foreigners.

These two must be equal. Now the difference which can be
expressed in cither of these ways is a very important magnitude.
It is called the Balance of Payments.

Thus what we have shown is that the balance of payments is
the difference between national income and net retained output;
and that it can be expressed in either of the ways we have just
written. These statements about the balance of payments sum
up all that need be said about the special problems of the
national income of an open economy.

It will be noticed that there is no reason why the balance of
payments should necessarily be positive (or ‘favourable’). In
fact, it appears at once that if one country has a favourable
balance, some other countries must have an unfavourable
balance. For consider a world in which there are only two
countries. The exports of one country would be the imports
of the other; if one country had a positive income from foreign
assets, the other must have a negative income from foreign
debts. Thus a favourable balance for one country means an
unfavourable balance for the other. The same reversibility
obviously holds when the balance of payments is expressed the
other way.

4. The identity between the two ways of expressing the
balance of payments can also be shown in a more direct, but
perhaps at bottom less instructive, manner. As we have seen, the
money possessed by a particular person (or firm) at a particular
time consists of nothing else but a debt to the holder from his
bank (or, in the case of bank notes, from the bank which has
issued the notes). Therefore, if an English firm buys machinery
from the United States, the only way in which the import can be
paid for in the first place is by giving the American seller a claim
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on an English bank; the transferring of this claim may take
various forms,! but the simplest is to hand over a cheque. The
cheque is an instruction to the English bank to transfer part of
the money which stands to the credit of the English buyer and
put it to the credit of the American seller. The result of the
transaction is that the English buyer acquires the machine, and
the Amcrican seller acquires a claim on the English bank—a debt
due to him by the English bank. If the American seller now pays
the cheque into his own bank in America, the American bank
acquires the claim on the English bank, but has a debt owing
to the American seller to set on the other side of its account.

There are thus at least four parties to the transaction—the
English buyer, the American seller, the English bank, the
American bank. The transactions between the English buyer
and the English bank, and between the American seller and the
American bank, are internal to their respective countries, so
they do not affect the balance of payments. As between Eng-
land and America, there is the English import of American
machinery, and the debt from the English bank to the American
bank which offsets it. And that is all. England has imported
the machine, and an English bank has borrowed from an
American bank to ‘finance’ the import.

The same thing happens when anything is imported into
Great Britain; it also happens when British people pay interest
of foreign lxabllltles and it also happens when they lend directly
to foreigners (for example by buying shares in foreign com-
panies). All these things involve loans from foreign banks to
British banks.

Most of these loans, however, are speedily cancelled out.
For when anything is exported from Great Britain, or when
members of the British community receive interest or dividends
on foreign assets, or when foreigners buy shares or bonds from
British people or from British companies, debts between banks
are set up which go in the opposite direction. All these things
involve Ibans from British banks to foreign banks, and they go
a long way towards cancelling out the first set.

It is quite usual for the two sets of bank debts to cancel one

I The other forms (bills of exchange, &c.) are described in all textbooks
on money.
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another out almost completely. If so, the balance of payments
balances, or nearly balances, without the bank lending being
taken into account. But the balance still formally balances, even
if a net lending by banks (British banks to foreign banks, or
foreign banks to British banks) is necessary to settle a difference;
for the bank lending is lending, so that when «// lending is in-
cluded, the two sides must add up to the same figure.
Nevertheless, bank lending or borrowing, necessary to settle
differences, is not like other lending or borrowing; when it
increases beyond a certain point, trouble arises. For the
amounts which the banks of any nation can borrow from the
banks of other nations in this way are limited; the limit may
vary in different circumstances, but it is always there. As the
limit is approached, the government (or eentral bank) may sell
gold, a reserve of which is kept for such emergencies. But most
countries (including Britain) do not possess so much gold that
they can protect themselves very far by such means. The only
countries which nowadays possess a really large gold supply
are the gold producers (such as South Africa, Canada, and
Russia) together with the United States. Most countries, when
they are unable to pay for their imports excepting by a large
amount of bank borrowing, are in an awkward predicament. It
was this position which Britain reached in the autumn of 1931,
when the gold standard was abandoned, and again on several
occasions since 1945. We shall have something further to say
about such ‘balance of payments crises’ in Chapter XXI.

5. The balance of payments equation throws a great amount
of light upon another range of problems also. When we are
concerned with the broad movements of economic history, we
need not pay much attention to the balancing loans of the banks,
nor to gold movements, which are only important at moments
of crisis. Nor need we worry about international gifts. We can
write the balance equation

Net Foreign lending
= Exports—Imports+ Net Income from foreign assets

and not worry much about the other items.
Now consider the position of a country, such as Great
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Britain must have been at some time in the late eighteenth
century, which is neither a creditor nbr a debtor country to
any considerable extent. If such a country lends abroad, it can
only do so by exporting more than it imports. This is the first
phase of lending. After it has lent abroad for a number of
years, the interest on its past loans will begin to amount to a
considerable sum, so that if it is to retain a surplus of exports
over imports, it must lend abroad more than ever. Even if it
goes on lending abroad, but lends less than the amount of the
interest on its past loans, imports will become greater than
exports. This seems to have been the usual situation of Britain
after 1850; she was still lending abroad, still adding to her
foreign assets; but her new lending was usually rather less than
the interest on her old loans, so she had a surplus of imports
over exports.

Now suppose that as a result of some emergency, such as a
war, the country which had been lending abroad begins to
borrow abroad, or to sell off its foreign assets. During the war,
since net foreign lending is negative, and net income from
foreign assets is still positive, the excess of imports over exports
becomes much larger than usual. But this excess of imports is
paid for by giving up foreign assets; if the loss of foreign assets
is large, net income from foreign assets will be much reduced
when the war is over; consequently the country will be unable
to lend abroad and build up its foreign assets at the old rate,
unless it manages with a smaller excess of imports over exports
than it did in the past. Something like this seems to have been
the situation of Great Britain between 1919 and 1939; during
these years her net foreign lending was very small indeed. It
will be observed that if the loss of foreign assets goes still
farther, so that there is no net income from foreign assets any
longer, the country will only be able to lend abroad, and so
build up its foreign assets again, if it can secure an excess of
exports over imports, as in the first phase. That, roughly speak-
ing, is the situation of Britain today.

So far we have considered the position of a lending country,
which only borrows in an extraordinary emergency; but for
every lender there must be a borrower—where could the normal
lending of the earlier phases go to? It is perfectly reasonable



FOREIGN PAYMENTS AND NATIONAL INCOME 141

and sensible for a country to borrow abroad as a normal policy
if the borrowing is used productively—if it enables the borrow-
ing country to make net additions to its national capital. The
national capital of a borrowing country, let us remember, con-
sists of the capital equipment it possesses at home minus its
foreign debts. If foreign borrowing is spent wastefully, it in-
volves a net oss of national capital, just because debts mount
up; but if the borrowing is employed to make additions to
home equipment, which are more valuable than the debt out-
standing against them, then national capital is actually increased
as a result of the borrowing. There can be little doubt that most
of the foreign borrowing carried out by overseas countries
has been of this type; the British Dominions and even the
United States could not have grown as they have done (they
could not even have drawn the populations they have done) if
they had not borrowed on a vast scale during their period of
growth.

The phases of borrowing can be followed through in the
same way as the phases of lending. Suppose that a country
(which is initially neither a creditor nor a debtor) begins to
borrow abroad; then in the first phase its imports will exceed its
exports. ‘T'he additional imports may consist of capital goods
or of consumption goods; it should be noticed that the import
of large quantities of consumption goods, financed by borrow-
ing, does not necessarily mean that the borrowing is being
used unproductively. For the import of consumption goods
may enable the country’s own labour force to be turned over to
the production of new capital equipment; if the consumption
goods had not been imported, they would have to have been
produced at home; if they do not need to be produced at home,
the factors of production which might have produced them
can be used to make additions to equipment. In a practical
case, when a country borrows to build a railway, the additional
imports consist partly of railway equipment produced abroad,
partly of consumption goods supplied to the workers who are
installing the equipment or doing the other parts of the con-
struction which have to be done on the spot. Or perhaps the
rearrangement of production is even more complicated; but
the principle remains the same.
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The second phase on the borrowing side comes when the
interest on past borrowings mounts up; then (exactly as in the
lending case) the country will have to borrow even more
rapidly than before if it is to retain a surplus of imports over
exports. If the rate of borrowing falls off, or fails to expand,
sooner or later a point must be reached when exports must
exceed imports. In practice, this point always is reached after
a certain time.

If the borrowing has been used productively, the excess of
exports over imports can generally be brought about with very
little trouble. For the increase in capital equipment will have
increased the nation’s productive power; the production of
goods is increased, and out of this increased production, extra
goods can be spared for export without any great sacrifice. We
do in fact observe that in the latter years of the nineteenth
century, when the second phase was reached by a large number
of debtor countries, their exports (particularly their exports of
raw materials and foodstuffs) expanded notably. Out of these
exports they paid the interest on their debts, but they were
able to pay and still to enjoy a mounting prosperity.

6. Productive lending and borrowing, as we have been de-
scribing it, is a profoundly beneficent process. Without the
international lending of the nineteenth century the productive
powers of the borrowing countries could hardly have been
developed at more than a snail’s pace; and without the develop-
ment of production in new lands the older countries would
have lacked the foodstuffs and raw materials which have enabled
them to support rising populations at rising standards of living.
It is highly probable that the economic opportunities for such
productive lending are far from exhausted; the mass of poverty
in Asia and Africa still needs a vast increase of capital equip-
ment if it is to be remedied; it is unlikely that the peoples of the
poorer ‘under-developed’ countries will be able to provide what
they need from their own savings within any measurable period.

We should never forget, however, that international lending
leads to political difficulties which do not arise from internal

lending. The fact that borrower and lender live under different

Igoverr;)mems and different Yecal systems makes the obligation
rom borrower to lender }): o enforce - H tion:
cr harder to enforcee ; thus international
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lending will often proceed more smoothly (lenders will be more
willing to lend) if the government of the lending country can
influence the government of the borrowing country to see that
the debts due to its citizens are respected. But such pressure is
widely resented, partly on grounds of national self-respect,
partly becausg it weakens the authority of a government that
submits to it. It is therefore easy to work up strong feelings
against ‘capitalist imperialism’, feelings which have had so clear
a run during the last twenty years as to make development by
international lending of the old type nearly impossible, at least
for the time being. It is probable that these feelings have derived
some of their strength from the belief that there are alternatives.
It may be worth while to say a word about these alternatives
from our present point of view.

One of the alternatives is Communism. Russmn Communism
itself was originally, in one of its aspects, a revolt against the
‘tyranny of international capital’. Chinese Communism is even
more clearly a movement of this kind. The Russian example
has shown that it is possible, under favourable circumstances,
for a country to develop itself with great rapidity out of its own
savings—though the sacrifices that must be imposed upon a poor
people, in the course of such development, are exceedingly
severe. 'T'hat the same thing can be done by countries with fewer
natural resources, and with less skill and stamina, looks im-
probable. Nevertheless, there are many people, in many coun-
tries, who would like to try the experiment, whether they call it
Communism or something else. They may or may not be
successful; what is certain is that a poor country can only
develop itself by this route at the cost of much privation, which
is not a good thing in itself, and which it takes much determina-
tion to stand. Development through international lending is
a much easier and less painful process. It would be preferable
(as a second view would admit) if only its political consequences
could be avoided.

'This second line of thought leads to the idea of canalizing
international lending through international institutions (such as
the World Bank) of which a variety already exist. On such insti-
tutions the borrowing country, and other borrowing countries,
will be represented; the lenders will not have it all their own
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way, so that the borrowers will be protected against ‘imperialist’
pressure. The lender will be able to get his rights, as assessed by
an international body, but no more. So far, although much has
been done in the way of setting up such institutions, it must be
admitted that they have not achieved a great deal. The private
investor may well have some doubts about the security offered;
governments (the alternative source of funds) are almost obliged
to look upon any international lending for which they are
responsible as an instrument of foreign policy. So the way is
not so clear after all. It remains to be seen whether either of
the ‘modern’ methods of financing devclopment is as effective
as the old-fashioned lending by private investors, which worked
remarkably well in those cases where the people of the borrow-
ing country kept their word and adhered to the contracts they

had made.

7. This, however, is not the whole story. 'T'he great wars of
the twentieth century have caused vast dislocations in the inter-
national debt structure. Before 1914 the great creditor nations
(nations with net foreign assets) were Great Britain, France, and
Holland; it was no accident that these were also the great
colonial powers. Germany also was a creditor nation, but to
a less degree. Among the debtor nations were almost all the
Americas, Russia, the British Dominions and India, China, and
Japan. Though some of these debts (the Japanesc for instance)
were war debts, the greater part were of a productive character;
interest on them could be paid, and in most cases easily paid,
out of the profits earned by the use of the capital goods they
had helped to create. The effect of the two wars has becn to over-
lay this productive debt with a vast mass of war debt (including
‘reconstruction’ debt), which runs in almost exactly the opposite
direction, from the countries of Western Europe (including
Great Britain) to various countries in the non-European world.
"Thus the creditor position of the old creditor countries has been
very thoroughly upset; the main source of funds for inter-
national lending, in the new conditions, is bound to be the
United States.

War debts are nearly always more disturbing than other
debts; they arise so suddenly that industries have no time to
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be adapted to them, and they are accompanied by no increase
of productive power insthe debtor countries. The case of Ger-
many in the nineteen-twenties is a celebrated example. As a
result of foreign liabilities imposed on her by reparations, and
by the interest on the loans which she had raised to restore her
working capigal after the ravages of war and post-war mis-
management, she found herself (by 1928—9) under the necessity
of creating a surplus of exports over imports, without having
the time or opportunity to reshape her industrial system so as
to be able to create that surplus in a tolerable way. The case of
Great Britain after 1945 has been not altogether dissimilar,
though the outcome (so far) has been much more fortunate.
Britain has been helped by a number of factors which did not
operate in the German case. One of these has been the buoyancy
of demand for exports, especially motor vehicles, which she is
well fitted to produce; another is the immense amount of assis-
tance which she has received by free gift, rather than by loan
(first under I.end-lease, then under the Marshall Plan); a third
is the extent to which she has been able to postpone bearing the
full weight of her debts, by various arrangements with her
creditors. But all these mitigating circumstances have not saved
her from being in a difficult position. She has been unable to
manage without severe restriction of imports; and (what is
especially important for our present discussion) she no longer
possesses the surplus of saving available for foreign lending that
she used to have in the old days.

The transformstion of America from a debtor to a creditor
country has likewise created problems; these first began to show
themselves in the 1920’s, but they have not yet been fully solved.
The natural consequence of America’s creditor position would
have been the appearance of an import surplus; but her manu-
facturing interests struggled against any tendency to an increase
in imports, her agricultural interests were threatened with ruin
by a fall in exports; in all the last thirty years there are not more
than two (1931 and 1935) when an import surplus (of goods and
services) has in fact occurred. Yet the balance of payments is
inexorable; if a country has a favourable balance of payments
(as America has had all this time), it must lend, or it must give,
or it must import gold. During the nineteen-twenties America

5615 L
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endeavoured to lend; but conditions were difficult, her lending
was unskilful, and (by 1929) her investors took fright. Then
came the time when she drew gold—from the gold reserves of
other countries, which were much scarcer than her own. The
effects of this were catastrophic; but even with these cata-
strophic effects, the amount of gold which could be drawn was
strictly limited; these therefore were the years in which
America’s favourable balance most nearly disappeared. In the
nineteen-forties she has given, given on a scale which had never
been seen in the world before. This is a better solution, but it
can hardly be a permanent solution. The best way of solving
the problem would still be the discovery of some means by
which Americans could lend abroad, in a reliable way, for sound
productive purposes; the international institutions referred to
above may have some part to play in this, but the channels for
such lending must be created for the most part (so one would
think) by Americans themselves.



XIII
THE STATE AND THE NATIONAL INCOME

1. "I'ne second set of qualifications to the fundamental equations
of earning and spending relates to the economic activities of the
State. 'The government of a nation is a particular part of the
nation’s organization; its primary function is to protect the
community against internal disorder and external aggression.
'T'o this primary function many other functions have in the
course of time been added ; but it is in the field of ‘Justice, Police
and Arms’ (to use the language of Adam Smith) that a govern-
ment’s main responsibility still resides. Let us begin by consider-
ing some of the economic aspects of these central activities of
government, and then pass on to deal with the other functions.

For the purpose of maintaining law, order, and defence, the
Statc has to employ a large number of people (soldiers and
sailors, policemen, judges, civil servants) and to purchase goods
for them to use, goods which range from battleships to writing-
paper. In order to cover its expenditure in these directions it
raises taxes—that is to say, it levies compulsory contributions
upon its citizens or subjects. How do we fit this revenue and
expenditure of the government into our account of the earning
and spending of the national income? The usual way of doing
so is to say that the people who work for the government in
these ways are working, like others, to satisfy the wants of the
community; that when the government pays them their wages,
it is acting as agent for its citizens, who are the ultimate em-
ployers, and whose contributions to taxation are thecrefore
essentially similar to their ordinary spending. The suggested
analogy is that of a voluntary association. When the secretary
of a golf-course employs greensmen to keep the turf in order,
he is acting on behalf of his members; the funds are provided
by the members’ subscriptions, and there can be no doubt that
the subscriptions paid by members are part of their ordinary
spending. It is perhaps a little dangerous to use this analogy
for the case of the State and its taxes, since the State is a com-
pulsory association, not a voluntary one. People have to pay
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taxes whether they like it or not, and cannot easily protect them-
selves against what they consider unjust,treatment by the State,
simply joining another club instead. 'The problem of achieving
some degree of fairness in the distribution of taxation among
different people is much more urgent in the case of the State
than the parallel problem is in a voluntary association. But the
existence of this problem does not prevent us from regarding
the taxes, which are levied to pay for the public services, as
being economically analogous to club subscriptions.

There is, however, the further question: are the services
which maintain order and defence to be regarded as services
which satisfy the wants of consumers directly, or are they to be
regarded as facilitating the production of other sorts of goods
and services? If we accept the first alternative, then we must
say that the public services are an additional part of the national
product, which we have not reckoned previously; but if we adopt
the second, then they are merely a part of the process of pro-
ducing those same goods which we have previously taken into
account. Now there would seem to be good reasons for sup-
posing that the public services are partly oneand partly the other.

The wicked millionaire, whose well-deserved murder has
served as the theme of so many detective stories, often employs
a private bodyguard; if we met such a case in real life, we should
have no hesitation in saying that the wages paid to the body-
guard are part of the millionaire’s consumption expenditure,
just as much as the wages paid to his butler. Most of us are
contented to satisfy our more modest wants for personal pro-
tection by relying upon the police and other governmental
defence forces; it seems reasonable that our expenditure on this
protection, through the taxes we pay, should be reckoned as
a part of our consumption expenditure in a similar manner.
But now consider the case of a firm, which (instead of trusting
to the police to see that its goods are not stolen) employs a night-
watchman; in this case the wages of the night-watchman are
included as part of the cost of the firm’s output. The services
of the night-watchman are not treated as an independent part of
the national product; they are included in the goods which the
labour of the night-watchman helps to produce (by ensuring that
the process of producing them continues without interruption).



THE STATE AND TIIE NATIONAL INCOME 149

One would suppose that when the public services perform
similar functions to tl¥s they ought to be similarly reckoned;
and there can be no doubt that to do so would be the ideal
arrangement. If, as the result of an epidemic of shopbreak-
ing, a local authority decides to pay its policemen to stay
on duty for lenger hours, are we to say that the social product
has increased, because of the additional output of policemen’s
services? Surely it would be much more sensible to put it that
the additional labour is needed to produce the same net output
of useful goods. It would be much more sensible to put it like
that; but it is unfortunately quite impossible to say how much
of the work of the police and defence forces is directed towards
the protection of life and liberty and personal possessions, and
how much is concerned with the protection of the productive
process. Being unable to draw a line, British statisticians have
invariably decided to neglect the assistance given by the public
services to the production of other goods; they treat the whole
of the public services as dircct services, ministering to con-
sumers’ wants in the same way as consumption goods do.

In practice there may be nothing else for it; but we ought to
be aware that the solution is unsatisfactory, and to be prepared
for some awkwardness in its consequences. The most notable
awkwardness concerns the calculation of the national income in
time of war. The expansion of the armed forces which takes
place in war-time is an expansion of the public services; if we
regard the public services as satisfying consumers’ wants
directly, we are obliged to regard the men who are in the armed
forces or the munition industries as producing things which
consumers are willing to accept as substitutes for the ordinary
goods and services of peace-time. Thus, in spite of the reduced
supply of peace-time goods, the nation is not shown to be
appreciably worse off. The national income is not diminished.
This way of looking at the situation might have some plausi-
bility if it was applied to an aggressor nation, which willingly
accepted guns for butter, and glory for cakes and ale; but the
position of a nation engaged in a defensive war would surely be
described better in another manner. If we were allowed to say
that the import of goods from overseas is rendered more costly,
not only because of the loss of ships from enemy action, and
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because of the extra time spent in dodging submarines, but also
because of the need for a large navy to tnsure that these losses
are not even greater; if we were allowed to say that the pro-
duction of goods at home is rendered more costly, not only by
the actual losses from air raids, but also because of the need for
guns and aeroplanes to repel air attack; if we oalculated the
national income in war-time on this basis, we should find that
the nation is much poorer in war than it is in peace, which surely
corresponds much better with the facts. But we are not allowed
to say these things, once we have agreed to treat the public
services as a direct part of consumption; and so we must be
prepared for the results we get.

2. The expenditure of the State on goods and services needed
for the performance of the primary functions of government is
therefore to be regarded as consumption expenditure; but it is
so different from the ordinary consumption of private persons
that we should always show it as a separate item. We may call it
Public Consumption. The wants satisfied by such public con-
sumption are collective wants, not individual wants; it is im-
possible to say how much advantage any particular individual
gets out of it.* But the taxes which are raised by the government
to meet this expenditure have to be divided up among indivi-
duals, and must be divided on some plan. There is no reason to
suppose that individual contributions to taxation have ever had
any relation to the advantage which public consumption confers
on the individual—not even the very loose relation which exists
between subscriptions to a club and advantages derived. The
taxes paid by the individual cannot therefore be regarded as a
part of his consumption expenditure, even when they are used
to finance public consumption by the nation as a whole. We have
to reckon taxation as an additional call on income. Instead of
saying-that income equals consumption plus saving, we must
say that the individual’s income equals

Private Consumption-Saving-T'axation

as is agreeable to common sense. Nevertheless, if all the taxes
were used to pay for public consumption, we could regard the

I See above, p. 19.
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taxation as being transmuted (at the next stage) into public
consumption, just as saying is transmuted (in a closed economy)
into net investment; so that the national income would still be
spent, at the last round, on consumption and net investment—
though the consumption would include public consumption as
well as private.

3. In fact things are by no means as simple as this. We have
quite a number of other State activities to fit into the picture,
and they have to be treated in several different ways. Let us go
through them in order, beginning with what are commonly
called the ‘social’ activities.

"T'axation itself is widely used at the present time for ‘social’
purposes—the rich being taxed at higher rates than the poor—
but this does not affect the scheme set out in the preceding
paragraph. The existence of progressive taxation reminds us that
the tax system makes no attempt to allocate taxes in proportion
to benefits derived from public consumption; but that is all
there is to it. When, however, ‘social’ policy goes one stage
farther (as it has done in Britain on an increasing scale during the
last forty years), when it uses the proceeds of taxation as a means
of supplying consumers with things which they might have
bought out of their incomes, but which some of them would
have been unable to afford, then we do have to take notice.
‘Social’ expenditure is a new complication which has to find
a place in our tables.

But it is not a simple item, all of which can go into one place.
It has to be divided, for our purposes, into no less than three
separate headings. The first head, of which government expendi-
ture on education is a good example, involves the purchase of
goods and services by the government, just like the public con-
sumption on our first list. The teachers are public servants, just
like soldiers and policemen; the government (or local authority)
buys paper for school-books just as it does for files. The only
distinction is that the services of teachers are more identifiably
for the benefit of individuals; they are similar in kind to the
services of teachers at private schools, which some people still
pay for, so that they are included in the personal consumption
of those people. Thus it is not nonsensical to ask how the benefits



152 THE STATE AND THE NATIONAL INCOME

from social expenditure of this first sort are divided up, as it
really is nonsensical to ask how the begnefits from public con-
sumption proper are divided. Social expenditure of this type is
like personal consumption in some ways, but like public con-
sumption in others. We might call it Semi-Public Consumption.

'The other sorts of social expenditure cannot be treated in that
way. Take the case of family allowances. The government pays
out fixed sums every week in family allowances; this money is
not paid in return for services provided; it has no relation to any
contribution which the recipient may or may not be making to
the social product, as we are reckoning it. Family allowances are
an outpayment by the government which has no relation to
services performed for the government; just as taxes are an in-
payment to the government which has no relation to the services
the individual taxpayer receives. Family allowances (and all
other payments of a like kind, such as unemployment benefit)
must therefore be treated as bemg, for our purposes, just like
taxes———cxceptmo that they go the other way. 'I'hese ‘transfer
incomes’, as it is customary to call them, are to be reckoned as
negative taxes.

'I'ransfer incomes are incomes, in a sense, but they are not
part of the total of wages and profits. We therefore need, if we
are to manage them comfortably, a further distinction. We must
distinguish between ‘incomes before tax and transfer’ and
‘incomes after tax and transfer’—or Disposable incomes, as the
latter are called for short. In order to get disposable income
from pre-tax income, we have to subtract taxes and add trans-
fers. Thus the rich man, whose transfer income is negligible, has
a disposable income which is less than his income in the ordinary
sense by the taxes he pays. At the other end of the scale comes
the unemployed family, which may have no income at all ‘before
tax and transfer’, but which has a disposable income, since the
transfers it receives are greater than the taxes it pays. The rule
that income equals consumption plus saving holds without
qualification as soon as we take income to mean disposable income.

The third sort of social expenditure is expenditure on sub-
sidies, including both the housing subsidies which have been
with us since 1920, and the subsidies on foodstuffs which are a
legacy of the Second World War. Subsidies also are a negative
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tax; they lower the prices of articles which are regarded as
necessaries or of which the government desires to encourage
consumption, just as taxation raises the prices of other articles
(alcohol, tobacco, and many sorts of clothing and furniture).
The fitting of these ‘indirect’ taxes into the accounts of the
national income is rather a ticklish matter; it will be easier to
explain it when we are dealing with a concrete case in the next
chapter. Subsidies raise precisely the same difficulty as indirect
taxes.

4. We have now provided pigeon-holes into which we can fit
the greater part of government expenditure; but there are still
some special sorts of expenditure which remain unaccounted
for. Let us begin with the question of interest on the National
Debt.

A large part of the extra expenditure which falls on govern-
ments in war-time is financed out of borrowing, not out of
taxation; once we have decided to regard war expenditure as a
part of public consumption, we are obliged to treat war borrow-
ing as being analogous toaspendthrift’s borrowing for consump-
tion purposes. When the war is over, the government will find
that it is left with a national debt on which it has to pay interest
(most national debts are legacies of past wars); but no capital
goods have been acquired by means of the war borrowing, so
that there are no profits out of which the interest on the national
debt can be paid, as is the case with the debts of firms. Extra
taxation has to be raised each year to meet the interest on the
national debt; and this extra taxation cannot be regarded, like
the taxation raised to pay for the public services of the year, as
a form of consumption expenditure, for which the State acts as
the taxpayers’ agent. Nor is it quite satisfactory to treat interest
on national debt as a transfer income. This is how it used at one
time to be treated; if we compare the case of war pensions,
another hang-over from war, which are treated as transfer
incomes (no current service being provided against them), it will
be seen that the line between income from national debt interest
and transfer income is a very thin one. Nevertheless, this is not
the best way of reckoning it. To the recipient of national debt
interest (who may be a private person, or a firm, or a foreigner)
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it looks exactly like the interest on a commercial debt; he can,
after all, sell his war loan and buy shates in a company at any
time he likes. Thus it is tidier to treat it as nearly as possible in
the way other interest payments are treated. Let us recall how
we treated the interest payments of firms, in order that we may
find a way of fitting national debt interest in on the same plan.

Before we began to consider these ‘State’ complications, we
said that the net social product of a closed economy was equal to
wages plus profits; that profits were partly paid out in interest
and dividends, partly undistributed; and that the social
income was therefore equal to the sum of personal incomes
(wages plus interest and dividends) plus undistributed profits.
Net social product equals social income. Now if we want to
retain the equality between net social product and social income
(as we certainly must do if we can), but have to find a place for
the receipt of national debt interest in private incomes, we shall
have to say that the national income equals

All personal incomes
(including national debt + Undistributed — National Debt

interest received by profits interest paid out.
persons)

That is to say, while companies are left with a positive remainder
(of undistributed profits) after paying out interest and dividends,
the government has a negative remainder, which it subsequently
covers by taxation. This is the arrangement to which we have to
come. It looks curious, but it is consistent with what we have
said before. It fits in with the picture shown on our national
balance-sheet ;! and it also fits in with the picture we got in the
last chapter, when we had to allow for the way in which national
debt interest may be paid abroad.?

5. All of the economic functions of government so far
considered are related to the spending of the national income;
we come finally to a group of activities which belong on the
earning side. In the first place, there are the nationalized in-
dustries. Most of these industries are organized in corporations?

T See p. 109 above, 2 See p. 131 above.
3 Public corporations of this type include the National Coal Board, the
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which are formally S1m11ar to companies; though the govern-
ment (in some sense) ‘owns’ them, and would presumably come
to their help if they got into difficulties, the normal relation
between the finances of most of them and the finances of the
government is not much closer than is the case with an ordinary
company. 'T'he profits which they make are not supposed to be
greater—in the long run—than the sum needed to pay interest
on their debts; but in a particular year they may earn more or
less than what is needed to cover this interest (together with the
taxation which they pay, just like other companies). Accordingly
they may show a (positive or negative) undistributed profit.
Nationalized industries of this sort can therefore be dealt with,
sufficiently for our purposes, by the methods which we employed
for other ‘firms’ in Chapter XI. From the present point of view,
they create no problem.

It is otherwise with a second set of public undertakings, which
could have been fitted into the corporation form, but have not
been organized in that way. The Post Office is not organized as a
public corporation, because it was nationalized long before the
day when public corporations were first thought of; it has, how-
ever, been allowed to develop a little in that direction. The most
important activity of the central government which comes under
this head is the trading, in foodstuffs and raw materials, in which
certain departments of government (especially the Mmlstry of
Food and the Board of Trade) have been involved since 1939.
If these latter activities are to remain functions of the State, it is
very desirable that they should be organized as public corpora-
tions; the only excuse for leaving them as they are at present
(1951) is that they will soon be returned to private enterprise—
which is as it may be. In the meantime we find government
accountants trying to treat these services (as well as other odds
and ends of the same character) as if they were ‘public consump-
tion’ of the ordinary sort. When the government buys meat,
intending to sell it again, the cost of the meat is lumped in with
other government expenditure, and the money people pay for
the meat is treated as an offset against that cost. For national

British Electricity Authority, the British T;‘ansport Commission, the British
Iron and Steel Corporation, the Gas Council, the three Airways corporations,
the Raw Cotton Commission, and the Bank of England.
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income purposes, this is not good enough. The only thing to do
with this ‘unorganized trading’ is to treat it as if it were done
through public corporations. Since it works under no rule about
earning no profit in excess of interest in the long run, it is not
surprising to find that the government earns an appreciable
profit from some forms of ‘unorganized trading’. -

The special difficulty which arises out of unorganized trading
is that we need extra information (which is, it is true, sometimes
made available after an interval) to distinguish consumption
from investment cxpenditure. If the Ministry of Food buys
turkeys, which it does not sell but stores against a future Christ-
mas, it is tnvesting, just as a business is investing when it in-
creases its stock of materials. An ordinary business is careful
not to debit such investment expenditure against its ordinary
output; unorganized public trading makes no such distinction.

Now it may be said, and should be said, that the distinction
between consumption and investment expenditure has a bearing
on other parts of the government’s expenditure, even on that
which we listed as ‘public consumption’ in the first place. We
agreed to call expenditure on the services of teachers public
consumption; but what about expenditure on building new
schools? What about expenditure on building battleships and
bombers? In all these cases, something is left behind at the end
of the year, something which has presumably been judged to be
useful by somebody, or it would not have been made. There is a
case for classifying a distinctly large part of the government’s
expenditure as public investment. .

Yet we must be careful how far we go. Suppose we classify the
building of a bomber as public investment, on the ground that
the bomber will still be there at the end of the year (or is meant
to be). Then, to be consistent, we must allow for depreciation on
bombers which have been inherited from past years, and reckon
that as an addition to public consumption. We cannot have it
both ways. On the whole, rather than let ourselves in for a lot of
fanciful arithmetic, it is safer to do as we have usually done with
the durable-use goods of the private consumer, calling their
purchase consumption—except in a few very strong cases.

Unorganized trading by government departments is certainly
one of these cases; if the government takes over a job which
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would otherwise have been done by private traders, it makes for
confusion if it fails to de its accounts in the same way. Another
(perhaps even stronger) case is the housing activity of local
authorities, which certainly requires proper classification as
investment expenditure. How far we go beyond these clear
cases is largely a matter of taste. There is much to be said for
reckoning all government building and construction (of roads,
for instance) as public investment—and letting it go at that.
This seems to be more or less what is coming to be the accepted
practice.

6. One final point. It should be emphasized that the govern-
ment expenditure which has been considered in this chapter is
not that of the central government alone. All public authorities,
for instance local authorities, must be included. L.ocal authorities
raise taxes (local rates) just as the central government does,
spending the proceeds in ways which can be classified under the
various heads which we have been setting out. But local authori-
ties do not depend on rates in the way that the central govern-
ment depends on taxes. Half of their total revenue is derived
from grants. These grants are transfers from the central govern-
ment fo the local authorities, so that when the two are taken
together, as we have to take them for national income purposes,
the grants cancel out. Grants from Whitehall to the Birmingham
City Council are treated in the same way as payments from the
Treasury to the Ministry of Labour. But in doing this we beg no
questions about the independence of local authorities; the can-
cellation is performed in the same way, and for the same pur-
poses, as we have agreed to cancel payments of interest from one
company to another.

Another set of public bodies which receive large grants from
the central government are the national insurance funds. The
benefits provided by social insurance (pensions, sickness, and
unemployment benefit) are financed chiefly by contributions,
made in approximately equal amounts by all contributors,! but
to a significant extent by grants out of general taxation. The
cynical comment on these insurance schemes is that they are a

1 Rates of contribution are distinguished by age and sex, and by employ-
ment or non-employment, but not by income.
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means of making it appear that there is more social expenditure
for the benefit of the less wealthy than there really is; it may be
argued on the other side that the insurance device has a real social
advantage, for it enables the beneficiary to receive his benefits as
a right, and not as ‘charity’. Psychologically this is important;
but in a scheme where contributions are compulsory, and
benefits may be varied at any time by government decision, the
insurance element is in practice largely bogus. The realistic
thing to do is to fit national insurance into the ordinary classifi-
cation of government revenue and expenditure. We shall there-
fore regard the national insurance benefits as transfer incomes
(or, in a few cases, as semi-public consumption); and shall treat
national insurance contributions as a particular sort of tax.



XIV
THE BRITISH NATIONAL INCOME IN 1949

1. We have now reached a point where it will be useful to look at
some figures, so as to see how the calculation of the national
income comes out in a particular case. In the first edition of this
book the figures chosen for this purpose were those of the
British National Income in 1938; but 1938 is now a long time
ago, and the modern reader may reasonably ask for something
more up to date. The most convenient post-war year to take for
illustration is the year 1949, after the post-war reconstruction
was over and before the new economic troubles which began
with the onset of war in Korea. The year 1949 did indeed have
its own troubles, which culminated in the devaluation crisis of
the September of that year; but the effects of devaluation had
only just begun to appear at the end of 1949, and they did not
prevent 1949 from being, on the whole, a steadier year than its
neighbours.

A great many things happened between 1938 and 1949; and
some things, which are very important for our purposes, hap-
pened in the field of national income statistics. All the work
which was done on the national income of Great Britain before
the Second World War was done by unofficial investigators.
The first estimate which attained a modern standard of accuracy
was made by Professor (now Sir Arthur) Bowley for the year
1911; it was followed by a further estimate, for the year 1924, by
Bowley and Stamp. These classic investigations' were entirely
based upon the income method;? and the series of estimates for
the years 1924—38, which Bowley published in his Studies in the
National Income (1942), and which remains one of the main
sources of information about national income during the inter-
war years, still used the income method alone.3

I They have been reprinted in Bowley and Stamp, Three Studies in the
National Income (I.ondon School of Economics reprints).

2 See above, p. 127.

3 Mr. J. R. N. Stone’s more recent estimates for these years have not been
fully published. His totals are, however, given in A. R. Prest, ‘National
Income of the United Kingdom, 1870~1946’ (Economic Fournal, March 1948).
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Meanwhile, however, in 1937 Mr. Colin Clark had published
his National Income and Outlay, which gave a series of estimates
for 1924-35, using both the income and the production methods.
In this work the difficulties inherent in the double approach
were not wholly overcome, but Mr. Clark’s investigations never-
theless did much to point the way for what followed.

A new epoch began with the appearance of the first official
estimate of the British national income, in connexion with the
budget of April 1941. This first estimate gave figures for 1938
and for 1940; an estimate for each of the succeeding years has
been published in the following April. The ‘hole’ of 1939 was
later filled in, so that we now possess a complete series of official
estimates from 1938 to the present. These official figures are the
basis for all contemporary discussion on the subject in Britain.

At the time when the first edition of this book was written,
only two of these ‘White Papers’ were available; now there are
more than ten. The information contained in them has been
steadily increasing, so that the annual White Papers have now
become accepted as one of the most important sources of eco-
nomic information available in Great Britain. We shall draw
heavily upon them throughout the remainder of this book.

It must be emphasized that an official estimate of the national
income is only an estimate like other estimates. Its authors have
advantages in the means of information open to them, but that
is all. The ‘White Paper’ estimates are, however, important, not
merely because they are official, but because their appearance
marked a change of purpose. All that the unofficial estimators
had sought to do was to get a global figure for the national
income, and to show how it was divided up into incomes of
various sizes and various sorts. Such information is very interest-
ing in itself, and it still emerges out of the White Paper figures,
but almost as a by-product. For the purpose of the White Paper
is more ambitious; it is the preparation of figures which can serve
as a guide, to the government and to Parliament, in the prepara-
tion of economic policy. For this wider purpose something more
than a mere total, or a divided-up total, is needed; the object in
view can only be attained by the provision of a set of accounts.

The basic figures which appear in 2 modern White Paper are
indeed best regarded as a set of accounts—accounts for the
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nation as a whole, which are exactly parallel to the accounts
which a business orgarization gets out for its own purposes.
The White Paper cannot be fully understood until it is looked
at from the accounting point of view. The reader of this book
will, however, find it convenient to start his studies of the sub-
ject in a simpler manner. The main results which can be got
from a study of the national income in 1949 will be explained in
this chapter in the simplest terms possible. In order to simplify
it will be necessary to leave out some complications; thus any-
one who tries to check this chapter against the official publica-
tion will not always find the check to be very easy going. If he
wants to do a check, he had better begin with the additional
Chapters XIX and XX, which explain the social accounting
approach on a less elementary level.

2. According to the official figures,! the gross national pro-
duct? of the United Kingdom is estimated for the year 1949 at
£11,426 millions. There is a good deal of controversy about the
right figure to deduct from this for depreciation;3 the official
figure is £1,0277 millions, and in this place we have no choice but
to accept it. Net National Product (Gross Product minus Depre-
ciation) was therefore £10,399 millions. In order to get the
national income from this,* we have to add the difference between
income received from foreign assets and that paid out as interest
on foreign debts. Now, in spite of the fact that Britain in 1949
was a debtor country (as we have seen), this difference actually
ran a little in her favour. This was odd; it is to be explained by
the facts (1) that interest on the American and Canadian loans
of 1945-6 did not, by agreement, have to begin to be paid before
1952, (2) that the rates of interest paid on the rest of the overseas
debt were very low, lower than those which were being earned
on British assets overseas. A precarious situation! But it meant
that in 1949 Britain was receiving a net income from foreign
assets of £27 millions. In terms of the figures with which we are
working, this is a small sum, much smaller than the correspond-
ing figure before 1939. But it was something to be on the right

! White Paper on National Income and Expenditure (1946—50) published
in April 1951 (Cmd. 8203). This is the latest White Paper available at the
time of writing, and from it all figures are taken.

* See above, p. 135.  ? See Appendix, Note C. 4 See above, p. 135.
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side. The national income, after allowance for this income from
foreign assets, therefore comes out at-£10,426 millions. The
later digits are quite uncertain, and do not much matter. It will
be sufficient for most purposes if the reader holds in his head
a rough figure of (say) 104 thousand million pounds.

As we know, the net national product is the sum of wages and
profits, each of these terms being understood in a suitably wide
sense. In this wide sense, where wages means the whole earnings
of labour, it will include what are reckoned in the official tables
as wages, salaries, and the pay and allowances of the armed
forces. Profits will include the trading profits of companies, and
the rents of land and buildings. These headings are easily
classified, but there are others which create more trouble. We
shall subsequently lump the profits of nationalized industries in
with other profits, but for the present they deserve separate
mention. The profits of public ‘unorganized trading’* will need
watching. Then there are two difficult items, ‘profits from farm-
ing’ and ‘profits of sole traders and partnerships’; these are
called profits, but they are clearly not all of them profits in the
sense of being earnings of capital. The earnings of the farmer
from his labour, and of the small shopkeeper from his labour, are
included under these ‘profits’ heads. It is therefore usual to put
them into a separate bag, called ‘mixed earnings’. Professional
earnings, though almost all of them must in fact be labour earn-
ings, are also reckoned by convention in the ‘mixed’ category.

The division of the net national product into earnings of
labour and of capital may then be summarized as follows:

£ millions
Earnings of labour . . 7,021
Mixed earnings . . . 1,268
Earnings of capital:
in private ownership . . 1,950
in public ownership
(a) nationalized industries? 98
(b) ‘unorganized’ trading . 62
Net National Product . . 10,399

I See above, p. 156.

2 The White Paper now reckons employers’ contributions to national
insurance as a share in the national product. It then follows that they must
be regarded as a part of the earnings of labour, paid oz behalf of the employee
by the employer.

3 T have included £14 millions which the White Paper gives as ‘other
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In percentages these are approximately: labour 67 per cent.,
mixed earnings 12 per &ent., capital in private ownership 19 per
cent., in public ownership 2 per cent. Allowing for the fact that
an appreciable part of the mixed earnings must really be labour
earnings, it seems safe to say that true labour earnings must have
amounted to. between 70 and 75 per cent. of the net national
product in 1949.

3. This, it should be realized, tells us nothing more than the
way in which the national product is divided between Labour
and Capital on the earning side; in order to find out anything
about the division on the spending side, in which most people are
far more interested, we have to go a good deal farther. We pro-
ceed, as before, by steps. In the first place, we must distinguish
between those company profits which are distributed to private
persons (as dividends or interest payments) and those which are
held back by the firms which have made them (undistributed
profits). Since the nationalized industries (public corporations)
also have to make interest payments, their profits must be
divided up in the same way. But what about the remaining
public profits? If we are allowing, at this stage, for interest
payments by companies, it seems reasonable to allow for
interest payments by government at the same time. This we shall
do, even though (for reasons explained in the last chapter)
interest payments by government swallow up far more than the
remaining government profits.

Our next table accordingly shows the National Income (includ-
ing the £27 millions of income from foreign assets) divided up
into (1) personal incomes, (2) undistributed profits, (3) the
negative ‘income before tax’ of the government. It should be
understood that part of the national debt interest is paid directly
to private persons, while part is paid to businesses (such as the
banks). National debt interest paid to firms will be added to
their profits (as already reckoned) and the total will be divided
up between the shareholders and the ‘kitty’ of undistributed
profits. We cannot follow through this process in detail; all we
know is the result, which is as follows:

income’ of public corporations, on the assumption that this must mainly
consist of rent of land and buildings.



164 THE BRITISH NATIONAL INCOME IN 1949

National income before taxation

£ millions
Personal incomes

Incomes from labour earnings . . 17,021
Mixed incomes . . . . 1,268

Income from property
(dividends, interest, and rents) . 1,488
All personal income 9,747

Business income
Undistributed profits . . . 1,129

Public income

Public income from property less
national debt interest . . . —450

National income 10,426

It can at least be seen that the total comes out right.

The total of personal incomes in this sense was £9,747
millions, about f700 millions less than the national income.
Out of these personal incomes, just on 15 per cent. were incomes
from property; even if we add a good slice of the mixed incomes
to this, the share of property income in personal income will not
come out much above 20 per cent.

4. But obviously we cannot stop at that point. It would really
be nonsensical to do so, for we have left a yawning gap in the
public revenue which must somehow be filled. And we know
well enough how it is filled—by the imposition of taxes.

We now come to a difficult and awkward point.! The govern-
ment imposes many sorts of taxes, and we cannot bring them
into the accounts of the national income in precisely the same
way. For this purpose, we have to distinguish three sorts of
taxes. The first consists of the direct taxes on income, which have
to be paid out of the incomes listed in the above table before it
is possible for the taxpayer to reckon what is to be left to him for
his own consumption or his own saving. Income tax is the most
important of these direct taxes, but there are a number of others,
such as profits taxes, and also the contributions to social insur-
ance, which have got to be reckoned somewhere, and are most
conveniently reckoned here. The second sort of tax is the

 Which was held over in the last chapter (p. 153).
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indirect tax, of which the tax on tobaccoand the purchase tax are
good examples. While djrect taxes have to be paid out of income
independently of consumption, indirect taxes are only paid as
income is spent or consumed. Finally, there is a third class, taxes
on capital, of which death duties are the most important instance.

These taxes are only paid on exceptional occasions, and may be
regarded as fallmg outside the ordinary earning and spending of
the taxpayer’s income.

It is best to take these three sorts of taxes into account one
at a time. In the year 1949 £2,208 millions were due to be paid?
to government, by persons and businesses, as direct taxes on
income; a sum vastly more than sufficient, by itself, to cover the
gap left by the payment of national debt interest. But when we
are taking into account this direct transfer from persons and
businesses to government, we ought to ask—are there not some
similar transfers which go in the other direction, and which
ought to be allowed for at the same time? It at once appears that
there are. We are reckoning social insurance contributions
among the direct taxes; what about social insurance benefits?
They are nothing else but the other side of the same transaction.
Social insurance benefits are, however, only one of a large class
of payments from the State to individuals, payments which
result in ‘incomes’ that are not earned, even in the sense that
profit incomes are earned. They do not arise out of the production
of the social output, but are transfers of income, which has been
collected by taxation, from the State to the person benefited.
These transfer incomes (which include war pensions and scholar-
ships, in addition to social security benefits) have not pre-
viously been reckoned into our tables; but when the subtraction
of direct taxation from some incomes is taken into account, the
addition of transfers to other incomes should naturally be
reckoned in at the same time.

Our next table accordingly shows the effect of direct taxes on
income and the effect of transfers. The first column (repeated
from the previous table) shows incomes before tax or transfer.
The second column shows the additions and subtractions by

! Almost exactly the same sum was paid, in this particular year. For a
discussion of the difference between tax liability and actual payment, see
below, pp. 240-I.
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transfer and tax. The third shows the resulting amounts which
people have actually available for spending and saving—we call
them Disposable Incomes.

TasLE VI
The Effect of Direct Taxes and Transfers (£ yillions)
Income before Tax or Dasposable
tax or transfer transfer income
Personal incomes
From labour earnings . 7,021 —9I10 6,111
Mixed incomes . . 1,268 —6 2.0
From property . . 1,458 49 077
Transfer incomes . . +737 737
Total personal incomes 9,747 — 822 8,925
Other incomes
Undistributed profits . 1,129 —649 480
Public income . . . —450 + 1,471 1,021
Total income . . . ’ 10,426 o 10,426

It will be noticed on going through this table that it does not
tell us one thing we should very much like to know. The authors
of the White Paper have made an estimate of the distribution of
income taxation between labour incomes, on the one hand, and
property incomes (including mixed incomes) on the other hand.
Even this estimate can only be a rough one; the further division,
between property incomes and mixed incomes, they have been
unwilling to risk. Can we make a guess at it? If the taxation was
divided proportionately between property incomes and mixed
incomes, the amount paid by property incomes would come out
at £348 millions, so that the disposable income left out of the
personal incomes from property would be £1,110 millions and
the disposable income left out of the mixed incomes would be
£967 millions. It may be that the true division of disposable in-
comes should be more equal than this. It does not seem
likely that the disposable income coming out of personal pro-
perty incomes can be greater than £1,110 millions; and we can
rely upon this figure as giving us, at least, the right impression.

Assuming this figure to be right, the percentage of all dis-
posable incomes accruing to incomes from property would lie
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between 12 and 12} per cent. This compares with the 15 per
cent. which was attributable to the same group before we
allowed for the effects of taxation. Put in this way, the difference
may not seem to be very large. But when we remember that
quite a large proportion of all property incomes goes to people
who are not at all wealthy (retired people living on their savings,
and such like), we shall see that taxation of the wealthy cannot be
expected to reduce the share of property income in disposable
income to an enormous extent. Properly considered, the reduc-
tion from 15 per cent. to 12 per cent. is a big effect.

If we took undistributed profits into account as well, the pro-
portionate reduction would be even greater. Personal income
from property plus undistributed profits accounted for 24 per
cent. of all private income (personal income plus undistributed
profit) before tax; on the side of disposable income it accounted
for less than 17 per cent. of the corresponding total. The big
figure for undistributed profits before tax is very largely ‘phony’;
government uses the undistributed profits of firms as a very
convenient and easy means of collecting taxes.

5. Now, before examining the other sorts of taxes, it is time
to say something about saving. The undistributed profits of
businesses, which remain after taxation, are of necessity saved;
the disposable income of persons is available for consumption or
for saving. Just what proportion of the £8,925 millions was
actually saved it is not at all easy to say; personal savings can
only be estimated indirectly, and no great reliance can be placed
on the result. The official figure for personal saving is £358
millions. This is less than the disposable undistributed profits
of businesses, so that (as is usual in these days) personal savings
were less important, to the nation as a whole, than undistributed
profits as a source of saving. Personal saving, according to this
figure, was about 4 per cent. of disposable personal income.
This doubtless conceals very different proportions in different
social classes and from incomes of different sorts. We have no
means of knowing what proportion was saved out of disposable
incomes from labour and property respectively. (It is safe to
assume that hardly any of the transfer incomes would be saved.)
In default of information, it seems reasonable to assume that
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consumers’ expenditure out of labour and property income
would be divided in much the same proportions as disposable
income was distributed. Something very odd would have to
happen to the distribution of savings if this was not the case.

Consumption out of property incomes can therefore be put at
something like 12 per cent. of all consumption. But this is what
comes out of property incomes in the narrow sense, not includ-
ing the mixed incomes. The mixed incomes might account for
another 11 per cent. But it is likely that saving out of mixed
incomes is higher than saving out of other incomes, while an
appreciable part of the mixed incomes are labour incomes in
disguise. Taking these things into account, it seems very un-
likely that the share of consumption to be attributed to property
incomes—in the wider sense—can be higher than 20 per cent.
The best estimate would probably be a bit lower.

We have now accounted for personal saving, and for business
saving (undistributed profits). But what about public, or govern-
ment, saving ? There were some large savings due to the govern-
ment in the year 1949; but we cannot fit them into our tables
until we have faced up to the difficulties raised by the other
forms of taxation.

6. We begin with the indirect taxes. A large part of the price
of such goods as cigarettes is really tax; when a person buys
cigarettes he is buying consumption goods and paying taxes at
one and the same time. In the case of a taxed article, the price
paid by the consumer is greater than the price received by the
producer by the amount of the tax; the opposite phenomenon
occurs in the case of a subsidized article, where the price paid
by the consumer is less than the price received by the producer
by the amount of the subsidy. In the calculations we have made
up to the present, consumers’ expenditure has been reckoned,
as it is natural to reckon it, in terms of the prices the consumers
actually pay; but the value of the social output has been reckoned,
as it is natural to reckon it, in terms of the prices producers
receive. Each of these ways of reckoning looks perfectly sensible
in itself, but the presence of indirect taxes and subsidies means
that the results we get from them do not square. No wonder
that we have been unable to find a place for indirect taxes and
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subsidies in our tables. Until we have adopted a consistent
system of reckoning they are bound to slip through our fingers.

There are, in principle, two alternative ways of dealing with
the difficulty. One (which is the easiest statistically) is to re-
define the national product as the value of the goods and
services produced during the year, valued at the prices people
actually pay for them. Since the value of indirect taxes, as a
whole, is greater than the value of subsidies, the net national
product, measured in this way, will be greater than the earnings
of the factors of production. There will be a corresponding
measure of the national income, got by adding income from
foreign assets, as before. It is called National Income at Market
Prices.

In the year 1949 the total government revenue from indirect
taxes was £1,999 millions, while £519 millions was spent on
subsidies. Thus the national income at market prices was equal
to the £10,426 millions, previously reckoned, plus [1,480
millions (the difference between indirect taxes and subsidies).
Thus the national income at market prices was £11,906 millions.

The national income at market prices can of course be divided
up in exactly the same way as we have done in our earlier tables.
The only difference which will be made to Table VI is that an
additional £1,480 millions of public income will have to be
included throughout. Personal incomes and business incomes,
as shown in that table, will be unatfected, but disposable public
income will have to be marked up from £1,021 to £2,501 millions.

Now just as we went on to divide up personal disposable
income into consumption and saving, so we can at this point
divide up the disposable income of the government into public
consumption and public saving. Public consumption, as defined
for this purpose, will include what we have called ‘semi-public’
consumption,! but not other forms of public expenditure;
expenditure on subsidies, and the expenditure which goes to
provide transfer incomes, have already been taken into account.
Nor, for the reasons explained in the preceding chapter, should
it include such public expenditure as we decide to regard as
investment. 'The value of the public expenditure which the
authors of the White Paper consider to be reckonable as public

! See above, p. 152,
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consumption, after these deductions have been made from the
total, amounted in 1949 to £2,039 millfons.

The following table brings these figures together, and shows
how disposable income at market prices was divided between
consumption and saving.

TasLe VII
Consumption and Saving (at Market Prices) (£, millions)
Disposable income | Consumption Saving
Personal income . . 8,925 8,567 358
Undistributed profits . 480 .. 480
Public income:
Before tax . . | —450
Direct taxes minus
transfers . . 5471
Indirect taxes minus
subsidies . . | 1,480
Total public income . —T 2,501 2,039 462
Total . . 11,906 10,606 1,300

Thus in this sense approximately 11 per cent. of the National
Income was saved.

What happened to these savings? We already know, from our
previous discussion, what must have happened to them; all that
remains to be done is to identify the figures. Saving must either
be devoted to net investment at home, or must be lent abroad.
In the year 1949 net lending abroad (after allowance for inter-
national gifts, such as Marshall aid) comes out at £30 millions.
The balance of £1,270 millions is therefore equal to the value of
net home investment.! If we add on to this the £1,027 millions
of depreciation, we get £2,297 millions of gross home invest-
ment—the value of the new fixed capital goods produced, plus
the increase in working capital and stocks. In this way, along
this route, the whole thing comes out.

7. So far, so good. But this method, although it gives a tidy
result, has only done so by what may quite properly appear to
' It should be noticed that this figure for net home investment includes

public investment (chiefly local authority housing). The subdivision of this
investment figure will be discussed in Ch. XXI (p. 260).
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the reader as something of a trick. The government has been
shown as receiving revenue from a source which admittedly
comes out of the national income, in the sense in which that has
been defined for the purpose of the foregoing calculation, but
which does not appear to come out of the pocket of anyone in
particular. It must be admitted that in doing this, the calcula-
tion ‘at market prices’ gives a misleading impression. When the
government imposes a tax on (say) tobacco, it does not conjure
revenue out of the air; it imposes a tax, which is paid, and which
it intends should be paid, by the consumers of tobacco and
cigarettes. Can we rearrange the tables so as toshow the spending
of the national income in this, as it seems, more sensible manner?

The only way of doing so is to adopt the second alternative,
which we put on one side a little while back. We must value the
national product at the prices producers receive, just as we did
to begin with. This value of the national product is called (to
distinguish it from the other) national product at factor cost; the
corresponding value of the national income is national income at
factor cost. But if we use this measure, we must be consistent in
our use of the factor cost valuation. We must, in particular,
measure personal consumption expenditure, not at the prices
consumers pay, but at the prices which producers (and traders)
receive for the goods which are bought. We must (that is)
reckon personal consumption at factor cost, while the difference
between consumption at factor cost and consumption at market
prices must be shown where it belongs, as an additional tax paid
by consumers and passing from the disposable incomes of con-
sumers to the disposable income of government.

The rearrangement which follows from this decision would be
fairly simple, if it were not for one snag. Not all of the indirect
taxes which are levied by government fall upon goods which are
purchased by British consumers during the year; part falls on
investment goods, part (rather unintentionally) on exports, and
part (still more unintentionally) upon goods purchased by the
government itself. (Petrol, for instance, used by automobiles in
government employ pays petrol tax.) It is necessary to separate
out the shares of the revenue from indirect taxes which come
from these four sources. That can be done, at least roughly; an
estimated division is shown in the White Paper.
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The share of indirect taxes (net of subsidies) which is estimated
to have been paid by personal consumers in Britain amounted in
1949 to £1,346 millions. Thus, at factor cost, the spending of
personal incomes comes out as follows:

£ millions
Personal consumption at factor cost . 7,221
Indirect taxes (less subsidies) . . 1,346
Direct taxes (less transfers) . . . 822
Saving . . . . . . 358
Personal incomes before tax or transfer . 9,747

On this way of reckoning, which is a sounder way of reckoning,
the proportion of personal income paid in (net) taxation was not
9 per cent., as appeared when (net) direct taxes alone were
taken into account, but 22 per cent. If we also leave out of
account the subsidies and transfers, the gross taxation on
personal incomes from work and property amounted to no less
than £3,511 millions, or 36 per cent.—a very high figure indeed.

It is impossible to say at all firmly how the payment of
indirect taxes should be divided up among incomes from work
and from property. But no reasonable guess would give a dis-
tribution of consumption at factor cost which was very different
from the distribution of consumption at market prices pre-
viously calculated.!

Public consumption at factor cost must also be written down
(a little) to allow for the taxes the government pays to itself. The
spending of the national income at factor cost can thus be divided

up as follows:
£ mullions

Personal consumption . . . 7,221
Public consumption . . . 2,012
Saving . . . . . 1,193
National income at factor cost . 10,426

Thus in this sense a little more of the national income was saved,
11} per cent. as against 11 per cent.

The difference between the figure for saving which we get in
this way, and that which we got from the market price calcula-
tion, is to be explained by the indirect taxes falling on invest-
ment (£68 m.) and on exports (£39 m.). As things were in 1949,

! See below, p. 258.
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the indirect taxes on exports very nearly offset the £30 millions
of net foreign lending,! so that the saving, shown above, is
approximately equal to the net home investment at factor cost
(£1,202 m.). Thus we can say that about 11} per cent. of the
national income at factor cost was invested at home.

8. In all this discussion we have said nothing about the third
sort of taxes—taxes on capital, such as death duties. The fact is
that we have not needed to attend to them. Taxes on capital do
not affect the earning and spending of the national income, which
has been our concern. The only way in which our tables might
have created a wrong impression, as a result of this neglect,
would have occurred if the reader had drawn a conclusion from
them, which we were careful not to draw. The division which
we have made between personal and business savings on the one
hand, and public savings on the other, does show what sums
persons and businesses were setting aside out of their incomes
in order to increase their assets or reduce their liabilities, and
what sums the government was setting aside for the same pur-
pose. But it does not necessarily show the effect of the savings
on private and on public property respectively. For if the
government imposes taxes on capital, it in effect takes away some
of the private savings and adds them to its own savings (private
savings are used up in the purchase of assets sold in order to pay
the taxes). The government must save the proceeds of these
taxes, since all government expenditure out of income has
already been allowed for. Thus the total of saving is unaffected;
only its effect on the growth of private and public property may
be different from what appears.

In fact, however, so far as the year 1949 is concerned, there is
not much in all this. For though capital taxes of about £250
millions were imposed in 1949, they were largely offset by other
payments of very similar amount going in the other direction.
The chief of these was Compensation for War Damage (to
buildings and other property). This has taken a long time to
settle up, and payments under this head have gone on being
made for a long time since the war. Thus it so happens that the

I For further discussion of the relations between these two magnitudes,
see Ch. XXI below.
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distribution of saving shown above does correspond pretty well
to the additions being made to privaté and to public property
respectively. But this is an accident, which would not ordinarily
happen.

9. The account of the national income which has been
described in this chapter may well seem quite complicated
enough, but even so it has left out quite a number of minor
difficulties. What has been given is as much as the reader can be
expected to swallow at this round. If he wants more, he can turn
to the additional chapters at the end of the book. What he will
there find is an attempt at a consistent plan, into which the
difficult points can be systematically fitted. He will also find
a discussion of the changes in the national income accounts
between a pre-war and a post-war year. Comparisons of this
sort are one of the most significant ways of using these cal-
culations.



XV

THE NATIONAL INCOME IN REAL TERMS—
INDEX-NUMBERS

1. THE national income consists of a collection of goods and
services, reduced to a common basis by being measured in terms
of money. We have to use the money measure because there is
no other way in which a miscellaneous collection of different
articles can be added together; but when we are seeking to com-
pare the production (or the consumption) of one year with that
of another, the use of the money measure may lead us into diffi-
culties. A change in the money value of the national income may
be due to a real change in the amounts of goods and services at
the disposal of the community; but it may be due to nothing
more than a change in money values. If exactly the same
quantities of goods were produced in one year as had been pro-
duced in another, but in the second year prices were all 25 per
cent. higher, the money value of the national product would be
increased by 25 per cent.—but this increase would have a very
different significance from that of an actual increase of 25 per
cent. in the production of goods and services. An increase of
25 per cent. in the real output of goods and services would be an
economic gain of tremendous significance; an increase of 25 per
cent. in money values, without any increase in real output,
would not represent any economic gain at all. Before we can
proceed with our discussions, we must learn something about
the means which are available for separating these two sorts of
changes from one another.

It must be emphasized, in the first place, that no perfectly
satisfactory method of separation exists. If a change in prices
meant a change of all prices in the same proportion, it would be
easy to correct for the change in prices; we should simply adjust
all prices by the same uniform percentage, and we should then
be able to proceed as if no change in prices had occurred.
Alternatively, if when the outputs of goods increased or dimin-
ished, the outputs of all goods and services increased or
diminished in the same proportion, it would then be perfectly
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clear what the percentage change in real output had been; we
should find it easy to avoid being entangled in changes of prices.
In practice these conveniently simple cases never occur.
Between one year and another the outputs of some goods in-
crease, those of others diminish; the prices of some goods in-
crease, those of others diminish; even if (as sometimes happens)
the prices of nearly all goods increase together, or diminish
together, they increase or diminish by very different percentages.
We are therefore reduced to makeshifts. It is a very delicate
matter (which lies far outside the scope of this book) to dis-
tinguish the respective merits of the different makeshifts which
are commonly used. Here we can do no more than indicate
their general character.

2. The simplest way of estimating the real change in output
which takes place from one year to another is to take the different
quantities of goods and services produced in the two years and
to value each year’s quantities at the same set of prices. The
value of the output of 1950 is ordinarily got by valuing the goods
produced in 1950 at the average prices ruling in 1950; the value
of the output of 1951 is got by valuing the goods produced in
1951 at the prices of 1951. If we compare these money values,
we are confronted with a change which is partly due to real
changes in output, partly due to changes in prices; but if we
use the 1950 prices throughout, the relation between the
figures we shall then get will cease to be influenced by changes
in prices, but will only reflect the changes in the quantmes
produced.

For the years 1950 and 1951

Ratio between money values of _ (Quantities 1951 X Prices 1951)

output ~ (Quantities 1950 X Prices 1950)
Ratio between real valuesof _ (Quantities 1951 X Prices 19 50)
output " (Quantities 1950 % Prices 1950)

The brackets mean that the quantity of each good produced is
to be multiplied by the average price of that good during the
year stated; and the values thus arrived at for the outputs of
different goods are to be added together.
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The formula thus given for the ratio between the real values
is got by using the prices of 1950 in both the top and the bottom
of the fraction; but there is no particular reason why we should
have selected 1950 as our base (as it is called) rather than some
other year; the important thing is that the prices (but not the
quantities) should be the same in both top and bottom. If,
instead of valuing both top and bottom at the prices of 1950,
we had valued both at the prices of 1951, we should have got a
different formula for the ratio between the real values; there is
no obvious reason why one of these formulae should be better
than the other. Fortunately, in nearly all cases where an experi-
ment has been made, it is found that the two formulae do not
differ very seriously.! Either can therefore be used as a measure
of the change in real value; it does not matter very much which
we use. '

It is even permissible, provided sufficient care is taken, to
use for valuation the prices of some third year, which is different
from either of the two years being compared. Thus it may be
convenient, when we want to trace the movement of the real
national income over a period of years, to select some particular
year as base, and to keep it as base throughout the whole of the
calculation. When calculating the movement of the real national
income between 1920 and 1940, we might select 1930 as base,
and use the prices of 1930 for valuing all the goods and services
produced in any of the twenty years. This sort of thing is often
done, and there may be no harm in it; but it is rather dangerous.
A great deal can happen in twenty years; the circumstances of
one year may differ so considerably from those of another year
ten years later that the different measures of real income, which
would be got by selecting different years (out of the set of twenty
years) as bases, might easily differ very considerably. It would
be obviously absurd (to take an extreme case) if we tried to com-
pare the real national income of England in 1700 with that in
1800 by using the prices of 1900 as a basis of valuation; indeed,
it is doubtful if there is any basis of valuation which would
enable us to make a useful comparison between the real incomes
of two years a century apart. Comparisons of the kind we are

I There are mathematical reasons why this should be so (cf. Bowley,
Elements of Statistics, pp. 87-88).
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discussing are sound and sensible if the circumstances of the
two years we are comparing, and the circumstances of the base
year, are not too dissimilar; but when there has been a great
change in circumstances, as may sometimes happen even with
years which are close together (1938 and 1940 may be a case in
point), any kind of comparison needs to be made with great
circumspection.

3. This is the principle of the method which is used for com-
paring real income and real output between difterent years.
Even in principle the method is rather a makeshift; in practice
we cannot do even so well as this, at least as a general rule. For
although we can acquire, in one way or another, the information
which is necessary for calculating the national income valued at
the prices of its own year, we do not usually possess the detailed
information about the prices and quantities produced of dif-
ferent articles separately, which would be necessary in order
to calculate the value of one year’s output at the prices of
another year. So we are obliged to have recourse to indirect
methods. The principle of these indirect methods is the
following.

Take the formulae for the ratios of money values of output
and of real values of output (between 1950 and 1951) which
were set out on a previous page and divide one by the other.
The denominators of both fractions are the same and so they
cancel out. Thus we get:

Ratio between money values  (Quantities 1951 X Prices 1951)
Ratio between real values ~ (Quantities 1951 X Prices 1950)

The fraction on the right of this new equation has the same
quantities top and bottom, but different prices. It is therefore a
measure of the ratio between the levels of prices in 1950 and
195I. So we may write:

. Ratio between money values
Ratio between real values = —— -
Ratio between price-levels

If we can find a way of measuring the ratio between the price-
levels, the ratio between the real values can be easily calculated
from this last formula.
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A really satisfactory measure of the ratio between the price-
levels would of course involve just that knowledge of actual
quantities produced, and actual selling prices, which we do not
possess. But a rough measure can be reached in othcr ways.
What we need is a measure of the average change in prices
which has taken place between the two years. Such measures
are called index-numbers.

Index-numbers of prices are put together in what i1s sub-
stantially the following way. We take a particular collection
(or ‘basket’) of goods, so many loaves of bread, so many pounds
of sugar, so many pairs of socks, so many ounces of tobacco
(and so on);! we inquire how much it would have cost to pur-
chase this basket of goods in the year chosen as base, and how
much it would have cost to purchase the same basket of goods
in the other year. The ratio between these sums of money is a
measure of the average change in prices between one year and
the other.

Suppose the cost of the basket was 25s. in the first year and
28s. in the second. The ratio is then 28/25 = 1-12. It is con-
venient in practice to write this multiplied by 100 (in order to
avoid unnecessary writing of decimal points); so we say that
the index-number of prices in the second year (with the first as
base) is 112. The index-number in the base year must of course
be 100.

Every index-number of prices is based upon a particular
basket ; but of course if we take a different basket we may get a
rather different index-number—a rather different measure for
the relative change in prices. The ideal basket for the purpose
of comparing real national incomes would contain all the goods
and services contained in the national income, and would con-
tain them in much the same proportions as they are contained
in the national income itself; but we cannot secure in practice
anything better than approximations to this ideal basket. We are
now in a better position in this respect than we were a few years
ago; there has been a good deal of research in the direction of
improving the basket. But the difficulties are formidable, per-
haps more formidable now than they would be in more ‘normal’

! It is important that the qualities of these goods should be as similar as
possible in the two years.
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times; even the best index-numbers which we possess are no
more than moderately satisfactory.

4. The method of calculating an index-number which is
employed in practice is slightly different from that which we
have described, though it comes to identically the same thing.
The situation in the base year is first examined, and the pro-
portions of the total cost of the basket which are due to each of
the separate articles are first calculated. These proportions are
called weights. A simple example is set out in the table below.
The basket is supposed, for simplicity, to contain only three
sorts of goods, in the stated quantities. If the prices in the base
year are as stated, the total values of these amounts can be cal-
culated by multiplication, and the total value of the whole
basket by adding up the value column. Dividing each of the
separate values by their total, and multiplying by 100, we have
the weights.

Quanti-| Base year

ties Prices Total values Weights
Bread | g loaves | 4d. per loaf |9 4d. = 3s. 100 X 35./7s. 6d. = 40
Milk |6 pints | 3d. per pint | 6 x 3d. = 1s. 6d. | 100 = 15. 6d.[7s. 6d. = 20
Beef |3 1b. 1s. per lb. 3 7 1s. = 35. 100 ~ 35./7s. 6d. —= 40
7s. 6d. 100

Now pass on to the other year which is to be compared with
the base year. Suppose that in this other year the prices of the
three articles were as set out in the second table which new
follows. If we recalculated the total value of our basket at the new
prices, we should find that it came out to 7s. 104d. The required
index-number of price change could be calculated directly by
dividing this sum by 7s. 6d. But when there are a large number
of different articles in the basket, and particularly when it is
desired to calculate a whole series of index-numbers for different
years on the same base, it is usually more convenient to reach
the same result in a different way. We reckon what is the pro-
portionate change in the price of each of the articles between
the two years, expressing this in the form of a separate index-
number for each article. Then we multiply each of the separate
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index-numbers by its corresponding weight, add up, and divide
by 100. .

Second Separate index-numbers
year Prices Separate index-numbers X weights

Bread 33d. per loaf 34/4 X100 .. 875 875 X 40 = 3,500

Milk 34d. per pint 34/3X 100 .. 1167 1167 X 20 == 2,333

Beef  1s. 2d. Ser Ib. 14/12 X 100 .. 1167 1167 X 40 = 4,666
100)10,500
105

Whichever method of calculation we employ. the cost of pur-
chasing the basket has risen by 5 per cent. between one year
and the other; so the index-number of the second year (on the
first as base) is 105.

5. The most famous of all British index-numbers is the cost-
of-living index which used to be published by the Ministry of
Labour. The basket of goods on which this index was based was
supposed to be that consumed in a week by a representative
working-class family. It thus appeared to be of fundamental
importance; the prices whose movement it claimed to sum-
marize are the important prices for the well-being of the bulk of
the population; it should have covered a large part of the field
which would be covered by the ideal index which we should
desire to have for measuring the national income in real terms.
But it was not, at least in its latter years, altogether what it
seemed; it has now been scrapped and replaced by another index.

The cost-of-living index had a very curious history. As long
ago as 1904 the government began to prepare an index-number
of food prices; investigations were made into the quantities of
different foodstuffs consumed by a normal working-class family,
and a standard basket was defined as a result of these investiga-
tions. This basket, containing food only, was used for calcula-
tions between 1904 and 1914. But after the outbreak of war in
1914 it was decided that a wider index-number was needed.
Estimates (not based on the same detailed inquiry into the facts)
were made of the probable consumption of such things as
clothes, house-room, entertainments, and so on; these things
were then added to the ‘basket’. The ‘basket’ thus put together
went on being used until 1947. The cost of living, as published,
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was expressed as a percentage rise in prices since 1914, so the
base appeared to be 1914; but the real base was information
about 19go4 for the food items, and less secure estimates about
1914 for the non-food items. It would not have been surprising
if an index-number with this queer and remote base had been
seriously out of date by the nineteen-thirties; the, government
therefore decided to have a new inquiry made into working-class
expenditure, so that a new index could be constructed. The
inquiry was made (in 1937-8) and its preliminary results were
published ;! but the appearance of the new index was postponed
by the outbreak of war. Accordingly, during the war, the old
index-number went on being used; but in war conditions it had
results which can only be called preposterous. It is quite prob-
able that it had not been seriously misleading up to 1939; in
1937-8 it stood at 157 (a rise of 57 per cent. above 1914) while
calculation showed? that an index based on the basket which
emerged from the 1937 inquiry would have stood at 159. During
the war things got far worse. Since the basket used in the official
index had become quite inappropriate to present-day consump-
tion, the government discovered that it was much cheaper to
stabilize (by subsidies) the prices of those things which were
included in the official basket, than it would have been to
stabilize the true cost of living as a whole. Being unable to
control the temperature, they controlled the thermometer! For
other than political purposes, that made the thermometer use-
less; we can here make no use of the official cost-of-living index
after 1940 is passed.

There is no doubt at all that prices have risen very greatly
during the nineteen-forties; but the exact extent of the rise is
not at all easy to measure. There are two special difficulties. One
is the decline in the quality of goods which occurred during the
war, and in some cases persisted long afterwards; the other is the
rationing system, which makes it rather nonsensical to inquire
into the cost of purchasing a 1938 (or 1914) basket, since the
quantities of some of the goods in that basket would be quantities

U Ministry of Labour Gazette, Dccember 1940 and January—February 1941.

2 The calculation was made by Professor Bowley in the Review of Economic
Studies, June 1941, p. 134. The small divergence is certainly remarkable.

It is a tribute to the fool-proof character of these index-numbers—when no
one is monkeying with them.
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people were not allowed to buy. For these reasons, when at
last the 1938 basket came into official use (in 1947), statisticians
had little confidence in it; the new index is called an ‘Interim
Index of Retail Prices’, and it is intended that it shall be re-
placed by one which would be more suitable for post-war con-
ditions, as sopn as may be. No official ‘join-on’ between the old
index and the new has been made. In order to have an idea of the
way prices have been rising during the nineteen-forties we have
to rely on scraps of information. These have been put together
into an unofficial index,? that is widely used for lack of a better.

It is this unofficial index which is used for the years 1940—7 in
Chart 11I below.

6. Both the cost-of-living index and its successor are index-
numbers of retail prices—that is, ‘of the prices people actually
pay in the shops. A retail-price index-number is nearer to the
index which we need for the purpose of turning the national
income into real terms than the alternative sort of price-index,
which is an index of wholesale prices, of the prices at which
firms sell goods to one another. The consumption part of the
national product ought undoubtedly to be valued at retail
prices, not at wholesale.? The investment part is very difficult,
as no one has ever succeeded in producing a tolerable index-
number of the prices of fixed capital goods; the sorts of buildings
and machines produced in one year always differ to a con-
siderable extent from those produced in the next, so that it is
impossible to conceive of a standard ‘basket’. The only part of
the national product to which a wholesale price index could
properly be applied is the net investrment in materials and in
working capital; but this is never more than a small part of the
total, and is sometimes a minus quantity. Thus a wholesale
price-index can never give us much help towards the construc-
tion of an ideal index-number for the measurement of the
national product (or national income) in real terms.

! Index published by the London and Cambridge Economic Service.

2 This is obviously true if we are valuing at market prices, for then we
want the prices the consumer pays. Even when we are valuing at factor cost,
we still do not want to use wholesale prices, which make no allowance for
important elements in factor cost, such as the distributor’s profit. Factor cost
is nothing else but retail price adjusted for indirect taxes and subsidies.
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All the same, index-numbers of wholesale prices have their
own interest; while we are on the subject, something may
usefully be said about them. There are several index-numbers
of the prices of particular classes of goods (imported goods
alone, and exported goods alone, for instance); but the principal
index-number of British wholesale pricesingeneralhas long been
the Board of T'rade index,* which is based upon the relative im-
portance of different articles as they appear in the Census of Pro-
duction. This gives quite a sensible basket, and it is frequently
revised so as to be kept up to date. Thus, for its own purposes,
the Board of Trade index gets high marks as an index-number.2

The movements of the retail-price index? and of the Board of
"Trade wholesale index between 1915 and 1951 are shown on the
following chart. Thirty-six years is a long time to cover in such
a comparison, so that we must be careful in the conclusions we
draw from it; but the lessons we can draw from looking at the
experience of the two wars side by side are so instructive that it
is worth while taking a few risks. The two index-numbers have
been drawn on such a scale as to make the average of each over
the fairly quiet years 1924-9 equal to 100. (It is safe to assume
that the two indexes would also have been quite close together,
at about 63, in the years just before 1914.)

First of all, it will be noticed that the two indexes usually move
in the same direction, but that the wholesale index is more
‘sensitive’—its movements are more violent. It is everywhere the
usual experience that wholesale prices are more sensitive than
retail; there are a good many reasons for this, one of the simplest

I Available every month (like the index of retail prices) in the Monthly
Digest of Statistics.

2 'The method used for calculating the Board of Trade index is not pre-
cisely the same as that we have described. Instead of being an arithmetic
mean of the changes in prices considered, this index is a geometric mean.
It is claimed that there are some advantages in this when the basket is to be
changed frequently, so that the change in prices between (say) 1930 and
1940 is got by separate calculations of year-to-year changes which are
multiplied together; on the other hand, the geometric mean has less direct
economic sense than the arithmetical mean. As this book goes to press (1952)
it is announced that the old Board of Trade index will soon be discontinued,
and will be replaced by a set of index-numbers for the different classes of
goods contained in the old index. The new index-numbers will be of the
arithmetic, not the geometric, type.

3 Cost-of-living index 1915~40, London and Cambridge index thereafter.
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being that wholesale prices are more directly affected by such
disturbances as harvest fluctuations. The price of apples (say) to
the final consumer equals the wholesale price plus an extra
(often a large extra) to cover the costs of transport, marketing,
and final sale; if there was a great over-production of apples, the
wholesale prige might be halved, but much the same extra would
still be added for selling costs, and so the retail price might not
fall by more than a quarter. Wholesale prices are also affected,
much more directly than retail, by those instabilities in the
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production of new capital goods, which we discussed in an
earlier chapter.® Wars, as we saw, intensify these instabilities,
and have very similar effects.

The great inflation of the First World War took the form of a
much more rapid rise in wholesale than in retail prices; at the
top (which did not come until 1920) the wholesale index was
about 30 per cent. higher than it would have been if the two had
kept in step. Then, in 1921, came a crash, with a great (though
short-lived) outbreak of acute unemployment. Both indexes fell
sharply, the wholesale more than the retail, so that they came
back into line. During the quieter days of the nineteen-twenties,

I See above, Ch. VIII.
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the two indexes drifted slowly downwards, keeping in step.
These, in Britain, were not days of good trade or employment,
but they were not specially bad. After 1930, in the depression
years, the wholesale index fell more than the retail, but both
declined. There was a short-lived recovery towards a more
normal relation in 1937. (We must be careful about this—over
the rather long period considered, what was normal in the
nineteen-twenties might not have been normal by 1938.) The
Second World War was a remarkable contrast to the first.
Between 1940 and 1945, both indexes rose, but they rose less
than they did in the first war, and they kept in step remarkably
well. This must be attributed, in the main, to the efficiency of
the controls (especially price control) which were operated much
more skilfully in the second war than in the first. Since 1945 the
position has been very different. Though so many controls have
been retained, they have worked much less effectively in peace-
time than they did in war. Even the retail price-index has been
rising more rapidly than it did in the war, while the wholesale
index has been getting right out of step, just as it did in 1919—20.
Clearly this is a story that stops in the middle. It may not end as
it did in 1920, but in some way or other the two indexes will
have to come much closer together than they were in 1951.



XVI

NATIONAL INCOME AND ECONOMIC
PROGRESS

1. WHEN the national income has been converted into real terms
(when those changes which are solely due to changes in the prices
at which goods are valued have been so far as possible eliminated)
it provides us with the best single measure of the nation’s econo-
mic well-being, or economic progress, which we are likely to be
able to get. Of course no single measure can tell us all we should
like to know; the national income only measures the total volume
of goods and services at the disposal of the community during
the year; it can tell us nothing, for example, about the way in
which that total amount is divided up between rich and poor.!
Even apart from this question of distribution, the national
income has other imperfections which we have noted as we went
along, and which we should now do well to recall to our memory.
In the first place, the services which are included in the national
income are only those services which are paid for, and these do
not include all the useful work which is performed.? Secondly,
no attention is paid to the effort of labour; an increase in the
national income, which came about as the result of longer hours
being worked, would not be an unqualified gain in economic
welfare.? Thirdly, there is the awkward question about some of
the public services, whether they are to be regarded as directly
useful in themselves, or as means to the production of things
which are directly useful.4 An increase in production which took
the form of an increased output of services needed for defence or
even for administration might not be a clear economic gain like
other increases in production. Finally, there is the makeshift
character of our devices for eliminating changes in prices,
especially when it comes to quality changes.s Now every one of
these imperfections would be of importance if we attempted to

! We shall be discussing this matter in the following chapter.

2 See above, p. 22. 3 See above, p. 69.

4 See above, p. 148.

$ For some discussion of the parallel problem of comparing the economic
well-being of different countries see Appendix, Note E.
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compare the real income of Great Britain in (say) 1943 with that
secured in 1938. Most of them retain' some importance even
when we leave the war years out of account, and attempt to
compare a pre-war with a post-war year. There have been so
many changes in the things national income does not measure,
or does not measure well, that comparison between (say) 1938
and 1950 is bound to be a ticklish matter. In order to see how
the notion of the real national income can be used for measuring
and interpreting economic changes, it is as well to begin with
something simpler. We shall therefore confine our attention, in
most of this chapter, to the years between the wars, which give
us a fairly long series of years that are readily comparable with
one another.

There is, however, one other qualification which needs
separate mention, because (unlike those just considered) it can
be allowed for quite easily. This is on the matter of population.
Obviously, if the working population of a country is rising, we
should expect the real national income to rise with it ; more hands
should produce more goods. If the national income remained
steady when the working population was rising, the position
would not be a stationary one; it would be seriously deteriorat-
ing. For purposes of comparing economic welfare at different
times, it is average real income per head which is the interesting
figure, not total real income. But probably not real income per
head of the total population. For let us suppose that population
began to increase as a result of people having larger families. So
long as the extra inhabitants were in the cradle, or even while
they were at school, there would be more mouths to feed (and
this would be important), but we should not expect to get any
increase in the national product, and consequently in the national
income, until they arrived at an age to start working. The fall in
the national income per head of total population which might
take place in the intervening period would not indicate that the
nation was economically going downhill. In order to avoid mis-
apprehensions of this sort, it seems better to divide the national
income, not by the total population, but by the working popula-
tion! (those who are either at work or seeking work). Working
population will exclude children, women working in the home,

I See above, p. 57.



ECONOMIC PROGRESS 189

and old people (and these are properly excluded, since we should
not expect them to contribute to the national product); it in-
cludes the unemployed (who are seeking work, but cannot get
it), and it would seem to be quite proper for the unemployed to
be included, since a fall in national income due to an increase in
the numbers pf workers unemployed does mark a real decline in
the efficiency of production. Let us therefore take as our test of
economic progress the movement of Real National Income per
head of Working Population.

2. It is convenient to begin with the population corrections.
If we divide the Money National Income! by the estimated
numbers of the Working Population in cach year, we get the
Average National Income in money terms. This is shown (for
the years 1924-38) in the upper curve in the accompanying chart.
The curve begins at about £1go per annum in 1924, falls to
£L150 per annum in 1932, and then recovers to approximately
the same £19o by 1937-8. The violent disturbance of the great
depression between 1930 and 1934 (with its heavy unemploy-
ment, somewhat reduced wage-level, and greatly reduced pro-
fits) is very apparent in this upper curve; taking the curve as a
whole, there is not much sign of ‘progress’.

But this is average income in money terms; as can be seen
from a glance at Chart III in the previous chapter (p. 185),
throughout the greater part of the period there was a decided
fall in the cost of living. If we take this into account, dividing
each year’s average money income by the cost-of-living index
for the year,2 we get a very different picture. The average

I As the reader will remember, official estimates of the national income do
not begin until 1938. For the inter-war years, we have to rely upon unofficia
estimates, which are not always in complete agreement, though agreement
improves as 1938 is approached. The figures used for Chart IV are Sir
Arthur Bowley’s (Studies in the National Income, p. 81); excepting that the
decline shown from 1924 to 1925 is very doubtful (see below), they seem
to have stood up well to later criticism.

2 Since real income is to be thought of as consisting of goods, not as so
much money value, it seems better to indicate movements of real income
by percentages above or below a base year (in this case 1924) rather than by
pounds sterling. As has been explained above, though the cost-of-living
index is not an ideal index for the purpose, it is a fairly good approximation.

There is one other correction (besides mere division by the cost-of-living
index) which I have introduced when calculating real income from money
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national income in real terms is shown in the lower curve of the
present chart. It tells a much more cheerful story. The great
dip due to the depression is extraordinarily flattened out; and
instead of 1937 struggling back to a position no better than that

£
20 e Nominal Income (£) ¢
Index of Real Income (% on 1924 as base.)
200t .
Igo \\ ”’ ~d
180
170
P
160 120 g
150 &
140 o R
4100
1 " X 2 1 U | 1 2 % 1 " 3 1 90
1924 1930 1935 1938
Cuart IV

of 1924, the period as a whole is revealed as one of definite—
indeed remarkable—economic progress. Real national income
per head was nearly 20 per cent. higher in 1936—7 than it was in
1924~-5. It might appear at first sight as if this improvement
happened altogether in the years 19336, but closer examination
suggests that that is probably not the right way to look at it.
The 1924 figure is rather doubtful, and it is very possible that it
should be lower; if we had figures going back to 1923, they
income; it had better be brought to the notice of any reader who desires to
work through the matter in detail. Professor Bowley’s figures represent the
national income at factor cost, but since the cost-of-living index is an index
of market prices, not factor costs, we have to add in the indirect taxes before

dividing by the cost-of-living index, so as to see that goods are valued at the
same prices top and bottom.
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would almost certainly show 1923 lower than 1925. There is
therefore an upward movement during the years 19237 as well
as the upward movement of the thirties to be taken into account.
Further, the decline in real income which took place in 1931 and
1932 was remarkably small in view of the abnormally heavy
unemployment which existed at that time; it is hard to explain
the smallness of the drop unless we suppose that some part of
the increased productive power which manifested itself after
1933 was already there in the depression years, though it was
very incompletely utilized. Putting these things together, it may
be suggested that we shall get a more just impression of the
whole period if we notice that the levels of real income per head
attained in the ‘good’ years (1924, 1927-8, 1934-6) lie almost on
a line—an upward-sloping line which represents a very creditable
rate of economic progress. If this progress had been more regular,
the rate of advance achieved would probably have compared
quite favourably with any but the most rapid advances of earlier
periods;! but in fact it was interrupted by two dips, a small dip
in 1925-6, and a larger dip in 1929—33, during which the level of
real income achieved was very considerably lower than what
might have been expected from the general trend. In 1937-8 one
can see the beginning of what appears to be a third dip; but the
history of this third dip was soon dominated by the shadow of
approaching war.

3. To attempt a proper explanation of the dips in the real
income curve would involve us in matters which lie outside the
scope of this book. The immediate cause of the dips was a fall
in the proportion of the working population who were actually
at work; in 1926 there was the great Coal Strike, and in 19303
there was the abnormal unemployment of the great Depression.
These were the immediate causes; but when we look for the

I Qur information about incomes and prices before 1914 is much too
sketchy to make any really reliable comparison possible; it does, however,
seem likely that between 1880 and 1895 (when generous overseas food
supplies at last came to the rescue of population pressure) there was a quite
extraordinary rise in real income per head, such as has never occurred again,
and may never have occurred at any earlier time. But such rise as occurred
between 1895 and 1914 was quite slight.

The latest work on this subject is to be found in the article by A. R. Prest
(Economic Fournal, 1948) previously referred to.
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causes of these causes, we are bound to recognize that they were
both of them aspects of those monetary*diseases from which the
world has suffered so greatly during the present century, diseases
which it is impossible to understand without making a syste-
matic study of the theory of money. The first dip was closely
associated with the restoration of the gold standard in 1925 (the
coal strike was itself largely an episode in the history of that
restoration). The restoration of the gold standard was intended
as a positive measure of post-war reconstruction; those people
who were responsible for it no doubt hoped that its first un-
fortunate repercussions would be the prelude to better things—
but their hopes were belied. The depression which began in
1929 was probably not itself a consequence of the restored gold
standard;; its origins can more readily be explained in terms of
those difficulties in maintaining an even flow in the output of
capital goods, which we described in an earlier chapter,! and
which would arise under any monetary system. What is true is
that the monetary arrangements introduced in the nineteen-
twenties stood up to the shock of depression exceedingly badly;
monetary disorders may not have caused the depression, but
they were undoubtedly responsible for its being so ‘great’. After
1931 new methods were tried in the monetary field; whether the
new methods will work better under a similar strain is a question
which has long remained undecided, but may soon begin to be
answered.

4. So much for the dips; but the economic development of
Britain during the years we are discussing contained something
more than dips; there was also the underlying upward trend.
What can we say about the causes of the trend?

Remembering our general plan of the productive process, it
would appear at first sight as if this sort of gradual upward
movement in real income per head must be due to one or other
of three causes: (1) improvements in the average skill of labour,
(2) increases in the capital equipment worked, with (3) improve-
ments in technique—the utilization of more efficient methods of
combining labour with capital. Isit possible to say anything about
the relative importance of these causes in this particular case?

? See above, pp. 75-80.
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As far as present knowledge goes, it is not possible to say very
much, though further investigation may well throw more light
on the matter. Something can plausibly be ascribed to improve-
ments in the average skill of labour. Education (both general and
technical) had been very greatly improved during the present
century, particularly after the Education Acts of 1goz and 1918.
Now the effect on the average skill of labour which is produced
by an improvement in educational facilities must inevitably be
extremely gradual; in 1924 not more than 40 per cent. of the
occupied male population are likely to have had any experience
(in their school years) of the educational improvements which
followed the Act of 1902, but by 1938 the proportion may have
risen to 8o per cent. In the same way, the proportion of those
who had experienced the effects of the 1918 Act will have been
continually rising, though it cannot have reached more than 40
per cent. in 1938, and will take until about 1960 to work itself
out fully.r

Improvements due to increases in capital equipment and im-
provements due to advances in technique are hard to disen-
tangle. We do possess some estimates of the rate of capital
accumulation during the period,? but there is a good deal of
uncertainty about them, and they are not easy to interpret.
Taken at their face value, the figures would seem to suggest
that investment in new capital has been quite sufficient over the
period for a considerable part of the increase in real income to
be properly attributable to this cause. The statistical evidence
which leads to this conclusion is not very strong; but this is one
of the cases in which we may reasonably have more confidence
in the conclusion than in the statistics. For in a period of advan-
cing technique, the effectiveness of new additions to capital is
always greater than it appears to be, judging simply by the value
of the additions. The increase of capital equipment does not
merely consist of new capital goods being added to the old, new
goods which are of the same sorts as the old; the additional
capital goods are to a large extent goods of different sorts, more

' The 1944 Act of course lies outside our period, and such effects as are to
be anticipated from it must even now (1951) lie for the most part in the
future.

2 See Colin Clark, National Income and Outlay, p. 185.
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up-to-date sorts, which generally means more efficient sorts.
The same thing applies indeed to the replacements of capital
which take place during the period. Capital goods wear out and
are replaced; but an old machine is not necessarily replaced by
the same sort of machine as before. If there has been an improve-
ment in technical methods in the interval since the old machine
was acquired, the new machine is likely to be different from the
old, more efficient than the old. The new machine may some-
times cost no more than the old machine which it replaces, so
that the firm which uses it does not reckon that it has made any
addition to its capital; but if it is more efficient than the old
machine which it replaces, there is an increase in productivity,
due (perhaps we may say) to an improvement in the guality of
the capital equipment employed.

Improvements in technique do very commonly take the form
of improvements in the quality of capital. The making of an
invention—the discovery of a more efficient method of produc-
tion—does not itself increase productivity; productivity is only
increased when the new method is applied, and usually it cannot
be applied until the new equipment with which to apply it has
been constructed. Thus it frequently happens that increases
in productivity which are ultimately due to a particular invention
are not completed until several decades after the date when the
invention was originally made. Probably the most potent of the
inventions which increased productivity between 1924 and 1938
were the internal combustion engine and the electric dynamo;
but neither of these was a new invention, each was inherited from
the nineteenth century and had completed all the essential stages
of its technical development before 1910; the great economic
effects of these inventions belong to the later period, because the
inventions had to be embodied in capital goods before they
could be utilized, and the new capital goods took time to con-
struct. It is well to remind ourselves of the variety of capital
goods which are needed for the full utilization of a major inven-
tion like the internal combustion engine. Even in the field of
terrestrial locomotion alone, it was not merely a question of
making the motor-lorries and motor-buses, the motor-cars and
motor-bicycles; the plant for making these vehicles had first to
be constructed, while garages to repair them were also necessary,
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metalled roads on which they could run, tankers to bring them
their fuel, and petrol pumps from which to distribute it. And none
of these things could function unless there were also available, at
the ends of the earth, the oil-wells from which the essential fuel
originally springs, and the tropical plantations to provide rubber
for the tyres. When one remembers that only a limited propor-
tion of the community’s resources is available each year for new
investment, and that there are other forms of new investment to
be provided for as well (in our period the most important of
these competing forms of new investment was housing), it is not
surprising that a great invention should take some time to realize
itself fully. But while it is realizing itself, it adds very greatly to
the productivity of the additions to capital which are being made.

5. The causes making for a rise in real income per head which
we have so far been discussing are all of them in principle
internal causes, causes which originate in the development of
the nation’s own productive system. But as well as these internal
causes there are external causes to be considered, causes which
work through the nation’s foreign trade or through its interna-
tional creditor or debtor position. In the actual case of Britain
during our period, the external causes require very serious
attention indeed.

The official estimates of income received from foreign invest-
ments! do not suggest, at first sight, that the British people were
deriving any more advantage from their economic relations with
other countries at the end of the period than they were at the
beginning. Net income from overseas is cstimated to have been
about f220 millions in 1924, about £250 millions during the
years 1925-9, to have dropped to £150 millions by 1932, and to
have recovered, but only as far as f200 millions, by 1936-8.
There was some new toreign lending during the period, but it
was much more than offset by disasters to old investments,
reductions in dividends, bankruptcies, partial and total defaults.

This is how the story appears on the surface; but the super-
ficial view is misleading, for once again we have to allow for
changes in prices. In this case it is not sufficient to convert
our figures into real terms by using the cost-of-living index.

1 Estimate of the balance of payments (pre-war Statistical Abstracts).
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The real income derived from overseas investments is taken
out in the form of an excess of imports over exports; its magni-
tude therefore depends, not on the level of prices in general,
but on the prices of those particular goods which are imported
into the country. Now the prices of imports fell between 1924
and 1935 much more than other prices did; the special index-
number which is compiled by the Board of Trade for a ‘basket’
of imported goods fell from 100 in 1924 to 57 in 1935, while
the cost-of-living index only fell from 100 to 83. (The full
figures of this index-number of import prices are given in Table
VIII at the end of this chapter.) If we use this index-number to
calculate the quantity of goods which Britain was receiving in
payment of interest and dividends on foreign investments, we
find that the losses due to the fall in the money value of overseas
income were not real losses at all. The real value of overseas
income never fell below what it had been in 1924, not even in
the bad year of 1932. By 1935 the real value of overseas income
was nearly half as much again as in 1924. Income from overseas
investments is not large enough in total for this contribution to
make very much difference to the average level of real incomes
in the country, but clearly it is a contribution in the right
direction.

The extraordinary fall in the prices of imports had, however,
an effect which went beyond this. Even if a country was neither
a creditor nor a debtor, and was neither borrowing nor lending,
so that its imports and exports (including invisibles) were exactly
equal in value,! it might still be made better or worse off by the
effects of such changes in prices on its foreign trade. Let us
begin by taking a simple case to bring out the principle. Let
us consider an imaginary nation, whose exports consist entirely
of coal, and whose imports consist entirely of wheat. If it
produced 10 million tons of coal for export, and the price of
coal was 1 per ton, the value of its exports would be 10
millions. Assuming that its exports and imports are equal in
value, it would then have £ 10 millions to spend upon wheat. If
the price of wheat was 10s. a cwt., the amount of wheat it could
import would be 20 million cwt.

If now the price of coal remained the same, but the price of

I See above, p. 139.
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wheat fell to 8s., the same amount of coal might be exported,
and yet the amount of wheat got in exchange would rise from
20 million cwt. to 25 million cwt. The amounts of all goods
produced at home might remain exactly the same (including
the 10 million tons of coal produced for export), and yet the
real income of the people would have increased by an extra
5 million cwt. of wheat. Real income would be increased, not
because of an improvement in productivity, but because the
Terms of Trade—the amount of other countries’ products which
the nation gets in exchange for a unit of its own products—had
moved in its favour.

A favourable movement of the terms of trade can be a source
of great advantage to the country which experiences it; but it is
not always an unmixed advantage. For suppose (to continue
with our imaginary example) that the country does not happen
to want any more wheat; 20 million cwt. of imports were
sufficient to satisfy practically all the community’s wants for
bread; an extra 5 millions would serve no useful purpose. In
that case, either the value of exports must be allowed to exceed
the value of imports (which could only be done by lending
abroad, and there may be no suitable opportunities for foreign
lending), or the amount of coal exported must be cut down.
The country could continue to import only 20 million cwt. of
wheat if it exported no more than 8 million tons of coal; at these
quantities the value of imports and the value of exports would
again balance. In a sense, this situation too would be quite
satisfactory; the country would be getting all the wheat it wanted
by giving up only 8 million tons of coal instead of 10 millions.
If the home consumption of coal could be quickly increased,
the advantage might be taken out in an increased consumption
of coal at home, instead of in an increased consumption of
wheat. But if consumption was not increased with sufficient
rapidity in either direction, the output of coal would fall; and
the movement of the terms of trade, which should have been a
great advantage to the nation, would only result in an outbreak
of unemployment in the coal industry.

6. The actual course of events in Britain during our period
had many features in common with this imaginary example.
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The prices of imports fell very heavily; although the prices of
exports fell too, they did not fall on the average as much as the
prices of imports, with the result that the terms of trade moved
in Britain’s favour. The official index-numbers of import and
export prices! are given in the table on p. 202; the third column
of the table is an index-number of the terms of*trade, got by
dividing the export price-index by the import price-index and
multiplying by 10o. (The terms-of-trade index shows the average
amount of imports got in exchange for a unit of exports; a fall
in the price of imports increases this amount, a fall in the price
of exports diminishes it.) It will be observed that the terms of
trade turned very strongly in favour of Britain (the index rose
by more than 20 per cent.) between 1929 and 1933. After that
a part of the gain was lost, but some of it persisted.

The violent movement of the terms of trade during the
depression years was due to the same sorts of causes as are
responsible for the wholesale price-index having wider swings
than the retail index of the cost of living.2 Raw materials and
agricultural products fell in price more than manufactured
products did; consequently countries like Britain, whose exports
are mainly manufactures, but whose imports largely consist
of foodstuffs and raw materials, found the terms of trade moving
in their favour. The change in the terms of trade which persisted
when the depression was over is more probably to be ascribed
to the great technical improvements in the production of raw
materials, which have been so notable a feature of the economic
history of the twentieth century. The costs of producing many
materials, particularly in the tropical countries, were dramati-
cally lowered; Britain experienced the effect of these improve-
ments through the change in her terms of trade.

The change in the terms of trade, and the increase in the real
value of her overseas income, would have made it possible for
Britain to expand her imports on a great scale, while giving up
no more exports in exchange than before. But this is not what

t Prices of retained imports and of home-produced exports. It should be
observed that these index-numbers are compiled entirely on the basis of
visible imports and exports (see note on p. 130); if invisibles were included,
the figures would probably need a slight correction, but it is not likely that
this would affect the general impression.

2 See above, p. 184, and Chart III.
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happened. There was some tendency for imports to increase
during 1930-1; but the increase was cut short by the tariff im-
posed in 1932. During the nineteen-thirties the volume of
imports (in real terms) per head of working population was
usually a little (perhaps 2 or 3 per cent.) less than it was in the
twenties. The fact that imports were acquired so much more
cheaply than they were in the twenties was reflected in a reduced
volume of exports, not in an increased volume of imports.

The reduction in exports was a disaster to the export trades;
but for the nation as a whole it was an opportunity, not a
disaster—though it took some time for the opportunity to be
translated into a real advantage. There was a first phase in which
the reduction in exports merely led to unemployment in the
export trades; people were thrown out of work, because their
labour was no longer needed for the production of exports, and
because (for the moment) no alternative occupation for them
could be found. At this stage there was no advantage to the
nation; yet even so the swing in the terms of trade explains how
it was possible for this great unemployment to be associated
with the small reduction in real income per head which appears
on our chart. The people who were thrown out of work did in-
deed experience a reduction in their real incomecs; but those
who remained in work were actually better off than before the
slump (the London area was one of the few places in the world
which were quite prosperous in 1931-3). Such reduction in real
national income as did occur was solely due to the reduction in
production for the home market; exports were reduced, but
the reduced exports brought in no less an amount of imports
than before.

In the second phase, after 1933, the opportunity provided
by the change in the terms of trade was converted into a sub-
stantial advantage. The people whose labour was no longer
needed in the production of exports turned over to produce
for the home market (either in their old occupations or in new
occupations to which they transferred themselves). At this stage
real income per head rose sharply (as again appears from the
chart); one reason for the sharpness of the rise was the change
in the terms of trade. Much the same volume of imports as in
the twenties could be got in exchange for a smaller volume of
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exports; the productive power which had been used for making
the additional exports was now set free¢ to produce more goods
for home consumption.

7. Though we are confining this chapter’s study of the real
national income to the inter-war period, it would be misleading
to break off our discussion of the terms of trade in 1938. The
goods which Britain imports and exports are on the average
more standardized than those which enter into home trade; thus
we get a more reliable impression by continuing the series of
British import and export prices across the war years than we do
in the case of the general price-indexes. Table VIII has there-
fore been prolonged after 1938, so as to be complete up to the
time of writing. It tells a remarkable, and in some ways alarm-
ing, story.

The ‘favourable’ terms of trade which had been characteristic
of the nineteen-thirties lasted right up to the war, and (ap-
parently) right through it. But the figures for the war years
should not have too much importance attached to them. Much
less trade was passing than in peace-time, and the prices at
which it took place were largely controlled, often by interna-
tional agreement. The effects of the war on Britain’s trading
position are only seen from 1947 onwards. From 1947 to 1949
the terms of trade settled at a level which was near to that which
had been characteristic of the twenties; the gain of the thirties
was lost. Then in 1950 and 1951 there was a further adverse
movement. The 1951 figure is by far the worst on the table. The
swing from 1949 to 1951 was as violent as the great swing from
1929 to 193I; but it was in the other direction.

It is easy to see, in the light of the foregoing discussion, that
this adverse movement of the terms of trade is one reason why it
has been so easy to maintain ‘full employment’ in post-war
Britain. Whereas, in the nineteen-thirties, Britain’s most neces-
sary imports could be purchased with a smaller volume of
exports than had been customary in the past, the problem
(since 1947) has been one of finding enough exports to pay for
imports. When the further swing took place after 1949, the
export trades were already fully employed, so that there was no
favourable effect on employment. There was no unemployment
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to act as a ‘buffer’, so that the effect of the adverse movement
was more wholly unfavdurable than it might have been in differ-
ent circumstances.

How are these post-war movements to be explained? No
attempt at a full explanation can be made here; but a few simple
points, which go a long way towards explaining what has hap-
pened, may be made. First of all, there were special post-war
influences affecting both the supply of foodstuffs and raw
materials (Britain’s most important imports) and the demand for
them from other countries. Though the long-run tendencies
improving the supply of such goods (to which we attributed a
part of the favourable movement during the nineteen-thirties)
are probably still at work, they have been interrupted by the
strains and disasters of war. The destruction in South-east Asia,
for instance, has had a multitude of direct and indirect effects on
the supply of a large number of commodities. The United States
is one of the few food-exporting countries which has experienced
a normal increase in agricultural production during the nine-
teen-forties—this is quite an important reason for ‘dollar short-
age’. At the same time, post-war scarcity of capital goods has led
to a very rapid rate of investment all over the world; that has
led to an exceptional demand for materials, and (indirectly) for
foodstuffs also. These things alone would account for some
deterioration in British terms of trade—they are quite enough
to account for the movement between (say) 1937 and 1947-9.

But this is not the whole story. If it were, we might have
expected an improvement, as the war got farther away, not the
further deterioration which has occurred. The next thing which
we have to bring in is of a relatively permanent character. In-
stead of being a creditor nation, as she was before the war, so
that she could secure some part of her imports without currently
paying for them, Britain is now a debtor country. Therefore, to
keep her balance of payments in order, she is obliged to export
more than she did before (unless she will import less), and she
cannot expect that the world will always absorb these additional
exports easily. Some concession in the prices which Britain will
take for her exports, relatively to what she pays for her imports,
is probably necessary. The need for making this concession was
signalized by the devaluation of 1949.
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Devaluation was probably unavoidable, though the extent of
the devaluation chosen is open to criticiém. It was a recognition

TasLe VIII
British terms of trade

Index-numbers (1924 base year)

Export Import Terms of

prices prices trade
1924 100 100 100
1925 97 99 98
1926 92 Qo 102
1927 87 87 100
1928 86 88 98
1929 84 86 98
1930 8o 76 105
1931 72 61 118
1932 67 57 118
1933 66 54 122
1934 66 55 120
1935 66 57 116
1936 67 60 112
1937 73 68 107
1038 74 64 116
1939 74 65 114
1940 91 88 103
1941 103 102 101
1942 117 107 109
1943 126 119 106
1944 136 120 113
1045 138 125 110
1946 146 133 110
1947 164 165 99
1948 182 183 99
1949 186 186 100
1950 198 218 91
1951 234 294 79

that Britain could not expect to retain such favourable terms of
trade as she had experienced in the past; to do that was to face
realities. But the movement which has followed has been more
catastrophic than was anticipated. This is to be explained by the
imposition of the armaments boom (leading to a world inflation
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that is much less well controlled than the war inflation) on the
top of devaluation. The two things have worked together in a
way which has led to acute difficulties.

This story, like that which we considered at the end of the last
chapter, breaks off in the middle. (Of course it is the same story.)
There is no more reason to suppose that the 1951 terms of trade
will be characteristic of the future than that the 1951 relation
between wholesale and retail prices will be permanent. It is
likely that Britain’s terms of trade over the next decade will be
worse than they were in the nineteen-thirties, perhaps worse
than they were in 1947-9. But the 1951 figure is a crisis figure,
which cannot last—though its consequences, while they last, are
bound to be unpleasant.



XVII
THE INEQUALITY OF INCOMES

1. IN our studies of the national income we have divided it up
in various ways: into the part which is consumed and the part
which is saved, into the part which is taken by the State and
the part which is left in private hands, into the part which is
paid in wages and the part which is taken in profits. But so far
we have said scarcely anything about what most people would
regard as the most interesting sort of division—the division into
incomes of the rich and incomes of the poor. This is not at all
the same division as the division into wages and profits; there
are some very rich people who earn their large incomes by
working for them (successful lawyers or successful film actors,
for instance), so that their incomes count as wages; there are
some quite poor people (for the most part elderly people) who
live on incomes derived from interest on their past savings, so
that their incomes belong on the profits side. No doubt more
large incomes are derived from profits than from earnings of
labour, and more small incomes are derived from wages than
from profits. Nevertheless, the division into small incomes and
large incomes is one which has to be studied as a separate
problem.

In Britain, as in most other countries, the great majority of
the population have incomes rather below the average for the
community as a whole. The number of people with incomes
above the average is relatively small; but some of these people
have incomes very much above the average. It is customary,
in ordinary speech and for political purposes, to refer to this
last group (small in numbers but with large incomes) as ‘the
wealthy’; the larger group, whose incomes are above the average,
but less markedly above it, as the ‘middle class’; and the largest
group, most of whose incomes are below the average, as the
‘working class’. It should, however, be noticed that class differ-
ences are not by any means wholly due to differences in income;
for social purposes a person belongs to the middle class if he
lives in a middle-class way and associates with middle-class



THE INEQUALITY OF INCOMES 205

people.! The distinction between working class and middle class
is as much a matter of the way income is earned as of the size of
the income; manual workers tend to regard themselves as work-
ing class, clerical workers tend to regard themselves as middle
class; but a highly skilled manual worker will earn more than a
lower-grade ¢lerk. It is not possible to divide the population
into clearly marked classes, each consisting of people with lower
incomes than people in the classes above them, and higher
incomes than people in the classes below them. If the division
is made on any other basis than that of income, the incomes
characteristic of the classes will be found to overlap. If the divi-
sion 1s made on a basis of income, it will be found, however the
income-groups are selected, that the result is a fairly regular
pyramid. There will be some people with incomes in each range,
and generally there will be smaller numbers of people in each
range as we go up the scale of incomes.

Our knowledge of the distribution of British incomes among
income-groups is derived, like so much of our knowledge about
incomes, from the records of the income tax. The higher incomes
(those above £2,000 a year) pay surtax, an extra income tax which
is formally calculated with reference to the size of the taxpayer’s
income, taken as a whole; the distribution of these incomes is
therefore known directly, as soon as the tax to be paid on them
has been assessed. The distribution of incomes less than £2,000
a year is known less precisely, even though most of them pay
income tax; for though the rate of tax does in fact bear some
relation to the size of the income, this is effected indirectly, by
a system of allowances, which avoids the necessity of calculating
the total income of the taxpayer in each separate case. Such
information as has been available until lately about the distribu-
tion of incomes below £2,000 has therefore been distinctly in-
complete and unreliable; it has not been possible to get a view of
income distribution as a whole in which much confidence could
be placed. In the year 1949, however, the tax authorities made a
special inquiry (an ‘income census’) for the purpose of discover-
ing which of the various bits of income assessed in the lower

I For a discussion of the relation between differences in income and the
less economic elements in class distinction, see T. Fl. Marshall, ‘Social Class’
(Sociological Review, January 1934).
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income-groups belonged to the same incomes; the results of this
inquiry! give us a much more satisfactory picture than we have
had before.

One of the difficulties which arises when we seek to give a
comprehensive picture of the distribution of incomes is that of
differences in the kind of incomes which have to be compared.
A man and wife, with their children, have all together just one
income for purposes of income tax; a boy and a girl, who are just
commencing as wage-earners, have two incomes, though they
will only have one income when the time comes for them to get
married. If the income of the family was no more than that of
the boy or girl, it would, on any reasonable standard, be much
worse off. This difficulty cannot be overcome by working in terms
of persons, for needs differ at different ages, and juveniles are
often not entirely dependent on the incomes they themselves
earn. It may therefore be suggested that we get a better picture
of income distribution if we refrain from mixing up all these
kinds of income together, and look at just one kind of income,
classified in such a way as to make it a little more homogeneous.
The income census makes it possible to do this. Since we want to
take a large group, if we are to get anything like a general impres-
sion from it, we must be content with one which includes a good
deal of variation in family circumstances. Thus the best group to
take seems to be that of married persons, all of whose incomes
are enjoyed by husband and wife, with or without family. This
excludes from consideration some cases which may be afflicted
by severe poverty (such as the widow with children), but it,
nevertheless, gives a better picture of the true extent of income
inequality than we can get in any other simple way.

Table IX accordingly shows the distribution of incomes of
married persons in the ‘fiscal year’ April 1949 to April 1950.
Income is made to correspond as nearly as possible to what we
have called ‘Income before tax and transfer’; social security

I These results are published in the Ninety-Fourth report of the Inland
Revenue (Cmd. 8436). It should be understood that the inquiry did not pro-
ceed by counting up all the bits of income assessed over the whole population,
and fitting them all into their places; that would have been a herculean task,
requiring far morc labour than could be spared for it. What was done was to
take a representative sample, as is done in a Gallup poll. When, as here, no
‘majorities’ are at stake, modern sampling procedure is highly reliable,
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benefits (including family allowances) are not included, and con-
tributions are not deducted. There may be a few transfer pay-
ments, such as war pensions, which have not been taken out,
but they cannot make much difference to the general effect. The
total number of incomes included (11.2 millions) may be as
much as a mijllion less than the total number of married couples
in the country; but most of those excluded are old-age pen-
sioners, who are being looked after in other ways. Thus, though
the table does not include quite all of the incomes of ‘married
couples ‘before tax and transfer’ it includes very nearly all. A
more complete enumeration could hardly make a perceptible
difference.

207

TaBLE IX
Personal incomes of married couples (before tax and transfer)
1949-50
Total income in | Average income in
Income class | Number in class class class

(p.a.) (thousands) (£ millions) (£ p.a.)
Over £10,000 8 127 16,100
£2,000-£10,000 178 614 3,450
£1,000-£2,000 333 450 1,350
L500-£1,000 2,121 1,344 630
£250-£500 7,049 2,549 357
Under f250 1,536 315 205

Thus in 1949 the great majority of the incomes of married

couples fell into the £250-£ 500 group. Even if we allow for some
omissions in the lowest group, the total number of incomes in
the lowest group cannot have greatly exceeded the number of
higher incomes, which rise above the big group. Since 1949
money incomes have risen further; the number of these incomes
which remain in the under £250 group must by now have
become quite small.

2. What are the reasons for the inequality of incomes? This
is a very wide question; we have to draw upon many branches
of economics before we can begin to answer it properly.! Here

t See Cannan, Wealth, chs. 10-13, for what is still the best elementary
discussion of the matter.



208 THE INEQUALITY OF INCOMES

we can do no more than indicate a few of the issues which
come up. »

As soon as we begin to think about the question systemati-
cally, it becomes clear that it can be divided, more or less com-
pletely, into a number of sub-questions. Since incomes are
derived either from the earnings of labour (wages and salaries)
or from the personal ownership of capital, we have to ask:
(1) why some people earn higher wages than others; (2) why
some people own more capital than others. If we could answer
these questions, we should have made considerable progress in
answering the main question; but we should not have answered
it completely. For the ownership of the same capital may yield
a higher income to the owner at some times than at others. It
might happen, for example, that capital was distributed among
owners just as unequally as it was before, but the share of the
national income going in profits was reduced from one-quarter
to one-eighth; in this case the incomes of capitalists would be
reduced very greatly relatively to the incomes of wage-earners,
and in consequence (since capitalists are at present on the whole
the richer class) incomes would be more equally distributed.!
There is thus a third sub-question to be considered : why is the
national income divided between wages and profits in the way it
is? An alteration in the relative shares of capital and labour
would affect the inequality of incomes.?

The reasons for the differences in the wages earned by differ-
ent people for the work they do have already been discussed to
some extent in the earlier chapters.3 We have seen that the
economic functions of differences in wages are to facilitate
the distribution of labour among occupations, and to provide
an incentive to effort. If an adequate supply of particular sorts
of work is difficult to get, and there are particular people who
are specially suitable to perform these kinds of work, there is
a case for giving them a wage sufficient to induce them to

! Something of this kind did actually happen, not so much by a change in
the proportion of profits to wages, as by a change in the proportion of distri-
buted to undistributed profits, between 1938 and 1949. See pp. 256—7 below.

2 It is worth noticing that a change in these relative shares would not
affect the inequality of incomes if the ownership of capital were equally
distributed.

3 Chapters VI and VII above.



THE INEQUALITY OF INCOMES 209

specialize themselves, and to exert themselves, in these occu-
pations. Some differences in wages can be defended on these
grounds; but it must not be supposed that all the differences
which exist at any particular time can be defended in this way.
For example, it often happens that a high level of wages is
established in a particular occupation, in the first place for
good reasons; but after a time the labour needed ceases to be
specially scarce, and yet the high wages may persist. Once
people have acquired a privileged position, they are reluctant
to abandon it, and will use all sorts of economic and political
pressure to maintain it. The branch of economics which deals
with differences in earnings from labour is therefore concerned
both with discovering what differences can be justified on
grounds of efficiency, and with criticizing the differences that
actually exist by comparing them-with more ideal arrangements.
Similar issues come up in connexion with the proportion in
which the national income is divided between capital and labour.
This is one of the most important of economic problems, but
it is also one of the most difficult, and it is not even yet com-
pletely settled. It would be impossible to say anything useful
about it with the methods we are using in this book.
Inequality in capital ownership is perhaps the most striking
of the three elements which are responsible for the inequality
of incomes. If the ownership of capital were equally distributed,
the fact that a considerable proportion of the national income is
taken in profits would matter far less; and since nearly all the
largest incomes are due to the ownership of large amounts of
capital, the disparity between the largest and the smallest in-
comes would be far less wide. Inequality in the ownership of
capital is indeed one of the things which make for inequality in
the earnings of labour; people who possess capital (or whose
parents possess capital) find it easier to enter some of the more
remunerative occupations, and in other ways have wider fields
for the exercise of such talents as they possess. If capital were
more equally distributed, a great deal of the problem of ine-
quality would disappear.
rCapital is acquired in two main ways—by personal saving
and by inheritance. The small savings which the ordinary man
puts aside for his old age, or as a nest-egg against emergencies,
5515 P
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do in the end make him into a capitalist, though a very modest
one. The successful man, on the other hand, who earns a large
income from his labour, but spends only a small part of that
income, may become a capitalist on a considerable scale long
before the end of his working life; this is particularly likely to
be the case if his talents are of a kind which enable him to invest
his capital profitably, and so get a large return on it from the
start. To acquire a really large amount of capital entirely from
one’s own savings is, however, very exceptional; since 1940, in
view of the stiffening of income taxes, it has become nearly im-
possible. The part played by inheritance of property in causing
inequality of capital ownership is therefore a very important
one.

The acquisition of capital by inheritance is usually regarded
nowadays! as less justifiable than acquisition by personal saving;
the State has therefore considered that the passage of property
at death is a suitable occasion for special taxation. The British
death duties were first imposed in 1894; but the rates of tax
long remained at a low level, which is unlikely to have had any
appreciable effect on the inequality of capital ownership. The
system of rates imposed in 1930 was much more onerous; but
even in 1938 an estate of £200,000 paid no more than 25 per
cent., and it was only on giant estates of more than £2 millions
that the already formidable figure of 50 per cent. was reached.
There have been further increases from 1939 to 1949; an estate
of £200,000 now pays 6o per cent., and one of £1,000,000 pays
80 per cent. At the same time the inflation of prices has added to
the burden of death duties; for an estate of £200,000 now has a
real value which is no more than £100,000 in pre-war pounds.
If we make that comparison, the rate of death duty on such an
estate has risen from 20 per cent. to 60 per cent. since 1939.

At their present level death duties have a confiscatory effect
on all large properties. County families, in which the same landed
estate has been handed down for generations, find that their
traditional way of life is brought to an end by the impact of

I In earlier times it would not have been regarded in that light; one may
indeed question whether this modern attitude towards inheritance of pro-
perty does not have some connexion with a more general tendency to exalt

the individual as against the family—a tendency which cannot continue
indefinitely, if only because of its effects on the side of population.
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death duties. Family businesses have to be broken up. These
things are happening, but there has not yet been time for their
full effects to be seen. There must be quite a number of large
estates which have not changed hands during the last twenty
years (and it is only in the last twenty years that death duties
have been really formidable); but the proportion of those which
have not done so is continually deciining. The number of those
yet affected by the post-war rises in rates is still quite small. With
death duties as high as they are now, there is a strong incentive
to take any possible means of avoidance that is left open; pro-
perty is thercfore handed on to the heir in advance of the original
owner’s death, or is left in trust so that the income only will be
enjoyed by the Jegatee, and the estate will not again pay death
duties when he (or she) dies. The first sort of avoidance has been
attacked by enacting that gifts made less than (now) five years
before death are assessable to death duty; but the second is still
given a fairly free run. One of the reasons why this door has been
left open is that it serves to offset one manifest unfairness in the
present system-—the treatment of husband and wife—which
would have to be dealt with in some other way if it were closed.
As things are at present, a husband cannot leave property to his
wife without death duties being payable twice over (at his death
and at hers) if she survives him; though if she did not survive
him, the property would pass from one generation to the next
with only a single payment. If a direct concession were made to
deal with this hard case, it would be possible to stiffen up on
trusts—which at present have to be used to meet this situation,
but can at the same time be misused in others.

3. No precise information is available of the way in which the
operation of dcath duties has affected the distribution of pro-
perty during the last twenty years; there is, however, no doubt
that the inequality of incomes, even before tax, has been signifi-
cantly diminishing. 'This cannot be shown from the ‘income
census’ figures which we used in Table IX, since 1949 is the
only year for which such figures are available. The best figures
we have, which are capable of being compared, are those given
in the National Income White Paper. These figures require a
certain amount of adjustment, before they can be used for our
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purposes;! the following table accordingly contains a certain
amount of guesswork, quite apart from its main defect of mixing
all kinds of incomes together, without any reference to family
circumstances. As long as we confine ourselves to using it for
the comparison of one year with another, these defects are per-
haps not so very serious. '

TaBLE X
Personal Income (before tax and transfer) 1938 and 1949
Average income
Number in class in class
Income class (thousands) (£ p.a.)

1038 1049 1938_ 1049 1038 : 1049
Qver £1,000 Over £2,000 289 230 2,660 4,100
£ 500—-1,000 £1,000-2,000 539 545 670 1,350
£250-500 £ 500—1,000 1,890 2,443 335 070
Under f250 Under £s500 15,300 16,800 150 310

The White Paper figures show us the distribution of personal
incomes in two years, 1938 and 1949. We have to be careful in
comparing these two sets of figures. In view of the rise in prices,
L1 in 1938 is not the same thing as £1 in 1949. It is therefore
misleading to put the £250-500 class in 1938 alongside the £250-
500 class in 1949; in view of the rise in prices, the latter people
were much poorer than the former. But there is a simple way of
making a rough allowance for this complication. The level of
wages in 1949 was not far from double the 1938 level; though

I The main trouble is that the White Paper table is not consistently a table
of incomes ‘before tax and transfer’ which is what we want. Itincludes transfer
incomes (putting them all, not very intelligibly in post-war conditions, into
the lowest income-group) and excludes contributions to social insurance.
The transfer incomes can easily be taken out, and the contributions can be
roughly allowed for. Another major difficulty is that the White Paper gives no
figure for the number of incomes in the lowest income-group; no satwisfactory
figure for this can of course be provided. What I have done is to take the
Inland Revenue’s figure for the total number of incomes in 1949—which, as
we have seen, cannot be far from complete. For 1938 I assume that the cor-
responding number of incomes would have been two millions less, since the
working population had gone up by more than three millions, but a con-
siderable number of these were married women, who are not reckoned to
have separate ‘incomes’. It seems reasonable to maintain that this gives us a
fair comparison.

All figures in Tables X and XI are from the 1951 White Paper (Cind. 8203).
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prices (or at least those prices which matter most to wage-
earners) had risen less than this, the assumption that £1 (1938)
equals [2 (1949) will keep wage-earners’ incomes quite closely
comparable; we can then see what happened to the higher in-
comes on that basis. The result is shown in Table X.

When thedigures are arranged in this way, it becomes evident
from the numbers in the classes that it is people of the same sort
who are being compared. The numbers in the lowest class do not
deserve much attention; there must have been an increase some-
thing like this, but the actual figures do not mean very much.
The increase in numbers in the next class (third from the top) is
more solid; it shows a substantial moving-up into the higher
ranks of manual labour, and into the ‘lower middle class’. The
second class from the top is quite steady in numbers. The num-
ber in the top class has fallen, proportionately quite heavily.
Thus all the changes in numbers are such that they can fairly be
interpreted as being in the direction of greater equality.

When we look at the average incomes in the various classes,
we must remember our convention that L1 (1938) equals [2
(1949). In the two middle classes average incomes (1949) are
almost exactly double average incomes (1938); the average posi-
tions of these classes may therefore be regarded as substantially
unchanged. The lowest class appears to have made a small gain,
but it is quite small. But when we look at the top class, and
convert 1938 into 1949 on the same method, we find that there
has been a heavy fall in average income (about 20 per cent.).
Thus there were fewer people in the top income-group, and their
average income was also reduced.

What were the reasons for this fall in the top income-group?
Death duties must have been one of the reasons, but cannot have
been the only reason. Even on the side of salaries, high incomes
have risen proportionately less than lower. There have been
several factors working against the expansion of incomes from
property. These will be examined more fully in Chapter XXI;
here we shall merely allude to a few of them. Rents have been
sticky in money terms—house rents because of rent control, land
rents for obscurer reasons. Bonds carrying a fixed rate of interest
naturally give no more money income per bond than they did in
1938; the gain to the shareholder, which might have been expected
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to outweigh the bondholder’s loss, has been prevented from
materializing by heavy taxation of profits (before they can be
distributed as personal incomes) and by political pressure for
dividend limitation. These things seem quite sufficient to account
for what has happened, though some of them (it should be
noticed) are probably temporary. Death duties mtay well play
a larger part in compressing the top income-group in the nine-
teen-fifties than they have done in the nineteen-forties.

4. The incomes we have been considering so far are incomes
before tax and transfer. They are the incomes on which taxes
are paid, not those which remain after the payment of taxes; it is
only incomes in the latter sense which are disposable for the
satisfaction of personal wants. The rates of taxation on high
incomes are much greater than the rates of taxation on low in-
comes; thus the incomes which are disposable for personal
expenditure are much less unequal than the incomes we have
been discussing. What can be said about the inequality of
disposable incomes?

It is best to take the question by stages. Table XI shows the
distribution of disposable incomes after direct taxes and transfers
—after allowing, that is, for income taxes and social insurance
contributions on the one hand, social insurance benefits on the
other. It simply repeats Table X, except that instead of showing
the average nominal income in each group, it shows the average
disposable income. The two tables should be looked at closely
together.

Comparing the 1938 figures in the above tables, it will be seen
that the top group was then paying about 30 per cent. of its
income in tax (of course this is an average—the largest incomes
at the top of the group were paying far more than this). The
second group was paying 10 per cent., the third group 3 per cent.,
while the fourth was gaining more from transfers than it paid in
tax. Comparing the 1949 figures, the average tax on the top group
had nearly reached 50 per cent., that on the second group was
more than 25 per cent., while the third (which had nearly
escaped tax in 1938) was paying no less than 16 per cent.! The

! 'This particular figure is distinctly doubtful. The White Paper (which we
are following) ascribes all the Social Security transfers to the lowest income-
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lowest group was still gaining, but proportionately less than it
gained in 1938.

Comparing the two figures for disposable income (Table XI)
we see that the disposable income of the lowest group had exactly
doubled. The prices paid by this group had risen greatly, but
they had nét doubled; thus we can make some allowance for
food and housing shortages not fully reflected in prices, and still
conclude that this group must have been substantially better off
in 1949 than in 1938. The average disposable income in the third

TABLE XI
Disposable Income (after direct taxes and transfers) 1938 and 1949
Average disposable
Number in class income in class
Income class (thousands) (£ p.a.)

1938 1949 1938 1049 1938 1949
Over £1,000 Over £2,000 289 230 1,820 2,100
£L500-1,000 £.1,000-2,000 539 545 600 990
£250-500 £.500—1,000 1,890 2,443 325 560
Under £250 Under L3500 15,300 16,800 165 330

group had risen by about 75 per cent. , hardly enough to compen-
sate for the rise in prices; allowing for shortages, the average
standard in this group must have been distinctly lower in the
later year. The two top groups were unquestionably worse off,
the top group very much worse off. Thus, in terms of disposable
income, there was a decided movement in the direction of
greater equality.

5. A table of this kind cannot, however, tell the whole story.
It only allows for direct taxes and transfers; indirect taxes, as
well as subsidies and other forms of social expenditure, remain
to be considered. So far as 1938 is concerned, something can be
done in the way of allocating indirect taxes (subsidies were then
unimportant) among the income-groups; estimates have been
made of the consumption of taxed articles, according to income-

group; but in fact, in 1949 conditions, the advantages accruing to the next
group from such thmgs as sickness benefits must have been quite appreciable.
The net burden of direct taxation on this group may therefore have been
appreciably less than what appears.
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group, and on the basis of these a division of indirect taxation by
income group can be made.! There is a lot of guesswork about
these results, but the broad picture they give is unmistakable.
There is no doubt that the indirect taxes of 1938 were ‘regres-
sive’; since they were mainly imposed upon articles of mass
consumption (house room—local rates—alcohol and tobacco),
the proportion of income taken in indirect taxation increased as
one went down the scale. While the two upper groups paid 10—
12 per cent. of disposable income (as shown in Table XI) in
indirect taxes, the two lower groups may have paid 15 per cent.
or a little more.

Thus when indirect taxes are allowed for, the equalizing effect
of 1938 taxation was appreciably diminished. I’he burden of
indirect taxation on the lower income-groups (especially those
who did not ‘abstain’) was very heavy. But we should not fix our
eyes on this heavy indirect taxation without remembering the
social expenditure (‘semi-public consumption’ like free educa-
tion and free health services) which have not previously been
allowed for, and which are a substantial weight to set on the other
side. Working-class payments of indirect taxes and receipts from
social expenditure seem to have offset one another very nearly.
It was therefore hardly right to describe that expenditure as a
‘transference from the rich to the poor’, an expression commonly
used. Taking all expenditure together, the funds spent by the
government for the benefit of the working class were hardly more
than what was paid to it by the working class. What is true, on
the other hand, is that the lowest income-group had been almost
entirely relieved of the necessity of making a contribution to the
general expenses of government; the costs of maintaining the
State, of running an organized community, were almost entirely
met by the middle class and the wealthy. This was in itself a
great social achievement, whose magnitude will be appreciated
when it is remembered that the general practice of most com-
munities in the past has been for the State to be supported almost
entirely from contributions levied mainly on the poor.

It is impossible, at present, to make a similar calculation for a
post-war year. Though the development of food subsidies has
lowered the burden of net indirect taxation on the lower income-

Shirras and Rostas. The Burden of British Taxation.
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groups, the enormous increase in the taxes on tobacco and
alcohol has worked in the opposite direction. The net effect of
direct taxes and transfers has been shown above to have been
favourable to the lowest income-group; it is possible that the
net effect of indirect taxes, subsidies, and ‘semi-public consump-
tion’ was alsd slightly favourable. But one cannot be sure.

The comparison between real disposable incomes (after all
allowances have been made) is a little easier. There is no doubt
that changes in the relative prices of different goods (many of
which are consequences of changes in indirect taxation and of
food subsidies) have caused the cost of living to rise less for the
lower than for the upper income-groups. It has been estimated!
that a family which spent £200 per annum in 1938 would have
found the 1949 price-level with which it was confronted 77 per
cent. higher; while one which spent 700 in 1938 would have
found the 1949 price-level 100 per cent. higher. These differ-
ences can be allowed for when reading Table XI.

It follows, taking all things into account, that there has quite
certainly been a levelling of incomes. Perhaps it is not much,
after all the pother; but it is clear and unmistakable. It is so
unmistakable that we may be tempted to attach too much im-
portance to it, and to put too much confidence in it. The year
1949, which we have been studying, was in some respects a
favourable year—though the devaluation crisis, which came near
the end of it, was a symptom which showed that more difficult
times were at hand. The gain to the lower income-groups, which
was so unmistakable in 1949, is not proving easy to maintain.
Some of the economic forces, which worked in favour of redistri-
bution up to 1949, show signs of turning in the opposite direc-
tion. Some of the consequences of redistribution, such as its
effect on saving and 1ts effect on incentives, are adverse to the
growth of production, and present dangers for the future.

It remains true that working-class standards of living are in
the long run much more likely to be raised by increases in pro-
duction (increases in total income) than by changes in distribu-
tion, which give more to the poor and less to the rich. It is true
that there are some ways in which total income is increased by

' D. Seers, ‘The Post-war Cost of Living’ (Bulletin of Oxford Institute of
Statistics, June 1950).
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more equal distribution, but there are other forces which work
in the opposite direction, and it is hard to be sure which will
predominate. It is true that if the security which comes from the
possession of even a small reserve of savings can be spread more
widely through the population, it will be a great gain. But for the
rest, the inequality of incomes is more a social problem than an
economic one. Inequality of income is the form taken in our
society of a more fundamental inequality—the inequality of
power. Inequality of power persists in all societies; it is indeed
difficult to see how society could be organized without it. It has
taken many forms in the course of history—the control of the
master over his slaves, of the feudal baron over his serfs, of the
landlord over his tenants, of the employer over his workmen, of
the party organizer over his members, of the State official over
private citizens. As inequalities go, inequality of income is a
relatively harmless kind; the mere fact that it is so easily capable
of being catalogued and measured means that there are ways of
keeping it in check. It is important that it should be kept in
check; but it is still more important for the future of human
freedom that we should not open the door to other devils in its
place.



XVIII
FURTHER HORIZONS

THERE have been several occasions in this book (most frequently
in the later chapters) when we have encountered questions,
questions of great interest and importance, which we have been
obliged to leave unanswered, or to answer in what was obviously
a makeshift manner. There was a reason for this. Although the
reader who has mastered what has been sct before him will have
learned a good deal of economics, the economics he has learned
will be all on one side of the subject. A question such as that
which arose in our discussion of the causes of inequality (why
the national income is divided between wages and profits in
the proportions that it is), such a question cannot be answered
along the lines we have been following. The same applies to
the reasons for the differences in the earnings of different kinds
of labour, and to the reasons for changes in the terms of trade.
We had to be very sketchy in our discussion of these matters,
although they embody economic problems of the first impor-
tance. There are branches of economics which do deal with
them in detail, but they are different branches of economics
from that which we have been studying.

The relation between our branch (which might be called
Social Accounting) and the rest of economics can be made clear
by an analogy from another science. The study of the human
body is divided into two main parts—anatomy and physiology.
Anatomy deals with the structure of the body, the various
organs and their relations, the plan of the organism as it is dis-
covered by dissection after death. Physiology is concerned
with the working of the organism—the living body as a going
concern. What we have been studying in this book is economic
anatomy, the structure of the body economic, as it can be dis-
covered by statisticians working on figures collected after the
event. Only very casually have we learned anything about
economic physiology—the way the economic system works.
Yet economic science cannot get on without its physiological
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branch;! there are indeed many books on elementary economics
which deal with little else. It is only as a result of the great
advances made in social accounting during the last twenty
years that it has been possible to write a book like this which
concentrates on the ‘anatomical’ side; the ‘physiological’ side
was developed earlier, and most elementary books follow that
earlier tradition.

I hope the reader will have found that our ‘anatomical’
method has told him the answers to a good many of the ques-
tions he wanted to ask about the economic system when he
began his studies; I do not think that so many important ques-
tions could have been answered so speedily in any other way.
Yet in spite of that it must be insisted that the field we have
been covering is only one side of economics; to treat it as more
than that would lead to serious error—error of a sort that has
been only too common in recent years.

It is easy to look at the social accounts, and to say that the
country is getting into trouble because it is not producing
enough, not saving enough, not exporting enough, or importing
too much. Speeches are then made exhorting people to produce
more, save more, export more, or import less. We have had
plenty of such speeches, and we have learned by experience
that they are very ineffective. Even if, for instance, they are
successful in persuading people to work harder, it rarely happens
that it is possible for people to work harder without the extra
effort having other effects than those intended. At the very least,
more production is likely to mean more imports of raw materials;
and it is not necessary that there should be more exports. to,
balance. More often, the speeches have little effect of any kind;
in order to have an effect, they would need to be backed by
positive action, as, for instance, a change in some tax or subsidy,
a change in prices, or the imposition of removal of some ‘con-
trol’. All such action is liable to have effects which go beyond

1 Since economic physiology cannot be based upon statistics collccted
after the event, and since it cannot perform experiments, it is inevitably
rather more speculative than a science ideally should be; more of it is theory,
and less of it is applied economics, than onc could wish. But this seems to be
in the nature of the case, and cannot altogether be helped. Although statistical
methods for use on this side of economics have been, and are being, devised,
the results obtained by their use are rather limited.
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the immediate purpose which was in mind. It is rarely possible
to bring about an impoYtant change in one of the magnitudes
which enter into the social accounts without changing several
other magnitudes at the same time; it is not possible, until we
have followed through these various effects to the best of our
ability, to say whether the original decision will in fact have the
effect on production or saving, on imports or exports, which
was intended.

Many of the most important questions people want to ask
about the economic system are questions of the type—if such
and such a thing were done, what would be the probable conse-
quences? Now hardly any of these questions can be properly
answered from a knowledge of social accounting alone. Just
as it is impossible to forecast the effect of performing an
operation merely from a knowledge of the anatomy of the
human body, so it is impossible to forecast the probable effects
of an cconomic reform without having a knowledge of how the
economic system works. Therefore, once the student has mas-
tered the groundwork of social accounting, he must go on to
the ‘physiological’ side of economics, whose centre is the theory
of value. The mechanism by which the economic system works
is the system of prices; the fundamental principles of price
are what the theory of value studies.

Although the theory of value incorporates so important a
body of knowledge, it is perhaps at first sight a less attractive
study than social accounting is. The theory of value does
reach important conclusions on great questions, but it has to
spend a good deal of time on small and apparently trivial
questions in order to get there. This is of course a common
experience in science; the elementary stages of most sciences
are trivial enough. One reason why I have written this book is
because I think that a preliminary grasp of social accounting
may make the elementary stages of the theory of value easier
to bear.

I hope that the reader of this introductory book will finish
it with a number of general questions in his mind—questions
which were probably not there when he started, questions
which have not been answered here, but which he would now
like to have answered. Some of these questions may be of the
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type we have just been discussing—questions of the probable
consequences of economic changes. Some may be of other
kinds. There are questions concerned with the organization of
the economic system; we have seen that more goods and ser-
vices were produced in some years than others, but could not
still more have been produced in any year if things had been
organized differently? Then there are questions about defi-
nitions: is it really necessary to classify things in the particular
compartments we have chosen? could not the classifications be
improved? (A very fundamental question of this last sort is the
question whether the money measure of the national income can
be justified; if a loaf of bread costs 3d., and a box of cough
lozenges 1s., we have taken it that the cough lozenges represent
the same ‘product’ as four loaves of bread.) Along some or all
of these lines, the intelligent reader will want to criticize; but
he has not been given much help towards criticizing. He will
find that help if he pursues his studies in the theory of value.

At this point I take leave of the elementary reader, for whom
this book has been primarily written. For the reason just stated,
he will get a biased view of economics if he sticks any longer to
the social accounting approach, without broadening out in
other directions. But at some stage in his further study he will
have to come back to social accounting; he will then want to
approach it from a less elementary angle. He may still find it
useful to look again at this book, when he will notice things he
missed at a first reading. But at that stage he will want to go
farther. The supplementary chapters, which I have put .into
Part V, may then provide something of what he needs.



PART V

SUPPLEMENTARY CHAPTERS ON
SOCIAL ACCOUNTING

XIX
THE SOCIAL ACCOUNTING SYSTEM

1. ALTHOUGH this book 1s not intended to be more than an intro-
duction to economics, it has gone a good deal further in one
direction, that of the study of the National Income, than is
usual in an elementary book. Having got so far, it is likely that
some readers will want to go farther. They will want to get to
the point where they can take the current National Income
White Paper (that for 1952, or 1953, or 1954, as the case may
be) and make some sense out of it. Not enough has yet been
said to enable them to do that. Some further help will still be
needed, and this is probably the place where it can best be
given.

As was explained in Chapter XIV, the function of a modern
White Paper is to provide a set of accounts—accounts of the
whole nation as a going concern. That this is so has only been
realized gradually; since there was no experience of the correct
form in which a set of national accounts should be presented, it
is not surprising that successive White Papers should have
exhibited a great deal of tiresome rearrangement (very incon-
venient to students).! Much of this rearrangement has been
nothing else but a process of discovery, whereby the correct
form has been gradually established. This process may, by now,

I Most of the differences in form between successive White Papers are
due to this cause. But in addition to these differences in form, there are also
differences in figures, due to the fact that information about the past only
comes to hand gradually as time goes on. Thus the first figures for the year
1949, which appeared in the White Paper of April 1950, could be no more
than provisional figures; by April 1951 extra information about 1949 was
forthcoming and the 1949 figures were accordingly revised. Revision of this
sort is indeed likely to go on to some extent for several years. The 1949

figures, given in this book, are those'shown in the 1951 White Paper; it is not
likely that those shown in later White Papers will be exactly the same.
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be nearly complete; the time has therefore come when it should
be helpful to set down, in simple terms, the main principles
of social accounting, as they have developed over these years.
With these principles in our minds, we shall be able to study
the official figures with more advantage.

reyard them as a consolidation (or combination) of the indi-
vidual accounts of all the persons, businesses, and other con-
cerns which compose the national economy. It is true that this is
not the way in which the national accounts are actually drawn up;
for since many of the individual accounts have never been put
down on paper, it is impossible to proceed by combining what
is not there to combine. What is done is to construct the com-
bined account itself by indirect methods. But what the statis-
ticians are trying to reach in this way are the accounts which
would theoretically be reached by combination of individual
accounts, if the individual accounts were available. Thus if we
want to understand the national accounts, it is best to think of
them as if they were constructed from individual accounts, in
the theoretical way. The actual method of construction (though
we have given, and shall be giving, some indication of it as we
go on) is for the most part a matter of economic statistics rather
than of economics proper, so that it falls outside the scope of
this book.

The first thing which has to be done is to prepare the bricks
out of which the structure is to be built, by constructing a stan-
dard form of accounts for the individual units out of which
the national economy is composed. Much of this task has already
been performed by professional accountants, and we can draw
heavily upon their work at this stage of the argument. But
though we can keep quite close to the standard accounting
practice, we cannot follow it exactly in all respects. For the main
job of the practising accountant is the preparation of the
accounts of businesses (especially of businesses which are organ-
ized in the form of companies); our standard form has to cover
the case of businesses, but it has also to cover other cases as
well. Thus what we need is something a little more general than
the standard form of the professional accountant.

%; iThe best way of looking at the national dccounts is to
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The standard form of company accounts does, however, give
us a good start. It consists of (1) a balance sheet, showing the
assets and liabilities of the company at a moment of time—or
rather at two moments, the beginning and end of the year,
(2) a set of running accounts, in which all the payments which
the firm makes and receives during the year are duly classified.
In the days before modern company legislation, an old-fashioned
firm might content itself, under this last heading, with a mere
cash-book, in which receipts and payments were set down with-
out classification; but it is impossible to tell from such a cash-
book, without examining each item separately, how the firm is
really getting on. The modern firm accordingly splits up the
cash-book items into a minimum of three separate accounts.
These are (a) the trading account, which shows how profits have
been earned—profits being shown as the difference between the
value of sales and the expenses which have to be put against
them; (b) the appropriation account, showing the distribution
of proﬁts and other income among shareholders and other
claimants; (¢) the ‘capital account’, which might be better
described as a change-in-capital account, for it shows the differ-
ences in the balance-sheet items between the beginning and
end of the year. The part which has been played by these three
accounts in the argument of Chapter XI above will be readily
recognized by the reader.

All receipts and payments of money have to find their places
in one or other of these three accounts, but there are items in
the accounts (taken separately) which do not represent payments
of money within the year. These ‘artificial’ items are introduced
in order to give the ‘change-in-capital’ account its proper mean-
ing. When the three accounts are taken together, we must
revert to the cash-book, so that when an artificial item is intro-
duced on one side in one account, it must also appear on the
other side of another account. Since the artificial items do not
correspond to actual receipts or payments, they are less ‘solid’
than the other items. There is some room for judgement about
the precise sum to be put down, though accountants are gener-
ally guided by conventional rules about them.

The most important of the artificial items is Depreciation.
Fixed capital declines in value by use, quite apart from any
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purchases or sales of capital goods. An entry for this requires to
be made in the ‘capital’ account; the cnrresponding entry goes
into the trading account. This is the artificial item of which the
correct value is most uncertain. Another source of artificial
items is the delivery of goods which have not been paid for at
the end of the year; the value of these goods is entered in the
trading account, and a corresponding entry made in the capital
account.

These are the principles on which the accounts of a company
are constructed. There is not much point in writing out these
accounts in a formal manner at the moment, since we shall
require to write them out very shoftly, when we have submitted
them to a little generalization. *

3. The first thing which has to be dong, in the way of
generalization, is to ask: how canh the accgunts of the private
person (or family) be fitted into a system of this kind? We can
recognize, in the case of the family, something which can be
regarded as a rudimentary balance-sheet; it may conceivably
show nothing in the way of assets, save such things as furniture,
and no liabilities to outside parties, but it could be put into
balance-sheet form all the same. If there can be a balance-sheet,
it follows that there can be a ‘change-in-capital’ account. This
may show no more than some small savings, and the purchase
of more furniture out of those savings; but even if it goes no
farther than that, it is in principle analogous to the firm’s
‘change-in-capital’ account, so that an account of this sort is
also quite recognizable. The other two accounts cause rather
more trouble.

For much the most important account, in relation to the
private family, is its income-and-expenditure account, which
shows the family income on one side, and the allocation of that
income between consumption and saving (and payment of taxes)
on the other. At first sight the firm seems to have no account
corresponding to this. But closer examination shows that the
income-and-expenditure account of the firm is its appropriation
account. 'T'he appropriation account does in fact contain items
exactly corresponding to those which figure in the income-and-
expenditure account of the private family. It is true that the
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firm, not being a human person with wants, cannot consume;
but it can pay taxes and it can save. The appropriation account
shows it paying taxes, and saving, out of its income.

If the income-and-expenditure account is (at least in prin-
ciple) ‘fuller’ in the case of the family than in that of the firm,
the family account which corresponds to the firm’s trading
account is relatively quite rudimentary. When the members of
a family are regarded as producing units,’ the only form of
production, which has to be attributed to them and which
has not already been covered in the accounts of firms, is the
direct supply of their own labour. Thus the ‘earning account’,
as it had better be called, shows nothing in the way of sales
but the supply of labour,-and nothing in the way of expenses
against these sales,? so that the wage received appears alone on
the other side equalling the value of labour supplicd. Such an
account seems hardly worth writing down. Nevertheless, we
require to write it down, for (as we shall see) it has a vital
part to play in the system of social accounting.

Thus the system of accounts which accountants apply to the
firm is in principle applicable to the family as well. The system
can be transferred from the one use to the other without any
substantial change. But what does seem awkward, in the appli-
cation to the family, is the names of the accounts, which are
natural enough in the case of the firm, but become very unnatural
in the wider application we want to give them. It may therefore
be suggested that for social-accounting purposes we should use
a set of names suitable for the wider application. The names
proposed in the following table seem to fit in well with modern
usage.

In drawing up our table we need not worry about the balance-
sheet, which does not relate to the year (or accounting period);

! When the family contains more than one wage-earner, it will require
a corresponding number of separate earning accounts. This is analogous
with what may happen with a firm, which carries on two or more distinct
kinds of business, and may conveniently be given a separate trading account
for each of its sections.

2 It would be very reasonable to take into account the expenses for tools,
travelling, &c., which are incurred by workers in order to earn their wages,
and some of which are allowed as expenses for income-tax purposes. But the
information available on this matter is so incomplete and inadequate that it is
at present customary to leave it out.
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it is the running accounts which are our concern. That leaves
us with three accounts, each of which tequires () an accoun-
tant’s name, suitable when it is applied to the firm; () a name
suitable when it is applied to the private family; (c) a general
name suitable for either application. These would seem to come
out as follows: -

Standard system of accounts

Applied to Applied to General
firm family name
I. Trading a/c. Earning a/c. Production a/c.
II. Appropriation a/c. Income-and- Income-and-
Expenditure a/c. Expenditure a/c.
III. Capital a/c. Saving-investment a/c. Saving-investment a/c.

The general names will be used when we wish to refer both to
the firm and to the private family, or to pass easily from one to
the other; but they can also be used when we are concerned
with the accounts of economic entities which fall into neither
category. Such are (1) private ‘non-profit-making’ bodies, such
as churches, universities, and charities; (2) the various organs
of the State. These, like firms and families, can in principle have
their three accounts of the above types.

4. Just as the set of accounts can be put into a standard form
applicable to any entity, so the items entering into the accounts
can be classified in a standard manner. These standard classifi-
cations have in fact been used in our discussion of the social
income and output in Chapter XI above, so that a more formal
arrangement will contain little that is new to the reader. The
chief thing which is new concerns the financial relations between
private entities and the State (taxes and such like)—a matter
which was left out in Chapter XI, and was not fully discussed
in Chapter XIII. Something can usefully be said about the
place of taxes in these accounts before going further.

Although (as has been explained in Chapter XIII) the taxes
paid to the State are used to finance the production of useful
things, many of them things which are directly or indirectly
useful to the taxpayer himself, it is the distinctive feature of
a tax (as against a purchase) that there is no clearly discernible
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relation between the payment by the taxpayer and the services
received in exchange. Thus, from the accounting point of view
(though in this case that may not be a very profound point of
view), it is impossible to regard a tax as a payment for goods
and services rendered; it is much easier to regard it as something
analogous te a gift from the taxpayer to the State. We cannot
exactly reckon it as a gift, for the nature of a gift is that it is
voluntary, while a tax is compulsory; but gifts and taxes can
both be regarded as instances of a wider class of transactions.
'T'hough the word has not always been strictly employed in this
sense, the natural word for this class of transaction is Transfers;
we shall therefore say that a gift is a voluntary transfer from one
private entity to another, a tax is a compulsory transfer from
a private entity to the State.

The State uses the transfers made to it, as we have seen,
partly to finance the performance of services of general public
usefulness, which can be reckoned as a form of public ‘con-
sumption’, partly (as any entity may have to do) to pay interest
on its debts, and partly to make transfers in the other direction.
For if we are reckoning taxes as a transfer (or as a kind of ‘gift’
made to the State) then we must certainly also reckon the sub-
sidies and grants which the State pays out as transfers from
the State to other bodies. From the accounting point of view,
they are clearly the same kind of thing.

Where do transfers fit into the system of accounts? This is
a very awkward point, which gives us a great deal of trouble.
It would evidently be convenient if we could get all the transfers
into cne of the three accounts, so that the others would be
untroubled by them; and if this could be done, it is in the
income-and-expenditure account that we should like to put
them. But in fact it is very awkward to put all transfers into the
income-and-expenditure account. Take the case of a rich man,
who makes a benefaction, say, for the purpose of founding a
college. He does this by transferring to the college, not a part
of his income during the current year, but a part of his capital
assets; the sum transferred may be much larger than his income
in the year when the benefaction is made, so that if we deducted
it from his income, we should have to say that his saving during
that year was an enormous negative quantity, which would be
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ighly inconvenient, and does not accord with common usage.
It is therefore necessary to distinguish between income transfers,
which do figure in the income-expenditure account, and capital
transfers, which do not appear there, but must be allowed for
when we come to the saving-investment account. Unless we
make such a distinction, we get nonsensical results.-But unfortu-
nately it is very difficult to give a firm test for distinguishing
between income and capital transfers—the line between them
is not at all easy to draw.

And this is not all. There are some transfers which get in-
volved with the production account. When the government lays
a tax upon the import of tobacco, the firms which import raw
tobacco have to pay the tax when they import their raw material,
so that the tax appears to them as an expense of production,
an additional cost which they have to meet before arriving at
their profits. Taxes which enter into the production account in
this way are indirect taxes. Further, the transfers which enter
into the production account do not all go one way. Nowadays,
while the government taxes some sorts of production, it subsi-
dizes others; subsidies, which are paid in proportion to the
outputs of particular articles produced by particular firms, also
enter into the production accounts of those firms. Thus both
indirect taxes and subsidies may be called indirect transfers, as
contrasted with the direct transfers (direct taxes and grants)
which enter into income-and-expenditure accounts, and the
capital transfers which only appear in saving-investment
accounts. 1_.-

5. We are now at last in a position to write the three accounts
in their standard forms. When setting out these standard forms,
we shall again find it convenient to make a slight modification
in the usual accounting procedure. In order to make the struc-
ture of each account as clear as possible, we shall divide it into
stages, each stage showing the construction of some significant
item, which is then carried down to the next stage for further
adjustment, or to be divided up. When the accounts are written
in this way, they can be applied to any economic entity whatever
(firm, family, charitable trust, or government department);
though, of course, we shall find that in some special cases a good
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many of the entries will be blank. The same form of accounts
can be applied to the nation as a whole. Incomings are shown
on the right, outgoings on the left, in the traditional book-
keeping manner; the totals of the columns are not significant,
but the two columns need to be added for each stage to ensure
that the left-hand and right-hand sides are equal in value.

On this plan, the production account is divided into three
stages:

Production account for any entity

Stage I

Cost of materials and services used 1n Gross output of goods and
production. services.

Indirect transfers payable. Indirect transfers receivable.

Residue.

Stage I

Depreciation. Net output (or gross product) of

Residue. . entity (residue of preceding

stage).
Stage 111
Earnings of entity (profits or wages). Net product of entity (residue of

preceding stage).

In this case the division does no more than mark the central
importance of the items which are carried down between the
stages—gross product and net product.

The income-expenditure account is likewise divided into
three stages:

Income-expenditure account for any entity

Stage I

Earnings. )
Interest and dividends payable. Interest and dividends receivable.
Residue.
Stage 11 )

Net income of entity (residue of

previous stage).

Direct transfers payable. Direct transfers receivable.
Residue.
Stage 111
Consumption. Disposable income (residue of

previous stage).
Saving.
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In this case the first stage shows the adjustment of earnings
through the receipt and payment of interest and dividends to
get the net income attributable to the entity; the second shows
the effect of transfers. Net income after transfers we call dis-
posable income; and disposable income equals consumptxon
plus saving.

The saving-investment account is divided into two stages:

Saving-investment account for any entity

Stage I
Saving.
Capital transfers payable. Capital transfers receivable.
Residue.
Stage I
Net investible surplus (residue
of previous stage).
Gross investment. Depreciation.
Net lending to other entities. Net borrowing from other

entities.
Accumulation of cash.

In this case the first stage shows the adjustment of saving
through capital transfers (if any) to get what we may call the net
investible surplus. The second stage shows this net investible
surplus being transmuted into net investment and net lending.
It is convenient to show net investment as the difference between
gross investment and depreciation (which thus appear explicitly
on the two sides of the account); and net lending as the differ-
ence between lending and borrowing.!

6. The three accounts just written are the bricks from which
the system of social accounts is constructed; we come now to
the process of construction. This is always a matter of consoli-
dation; that is to say, we take a group of entities and put their
accounts together, producing a set of accounts (still the same
three basic accounts) for the group as a whole. The putting
together is largely a matter of addition, but since what we want
is a set of combined accounts for the group as a whole, trans-
actions internal to the group must be cancelled out.

' In the account as written, net lending (on the outgoing side) means new

lending less repayment of old loans made by entity; net borrowing means
new borrowing less repayment of old loans made to entity.
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The process is exactly the same as that which occurs when
a consolidated account'for a group of companies is constructed
from the individual accounts of the separate companies. Sales
from one company in the group to another, loans from one
company to another, interest or dividends paid from one to
another, all become internal transactions once the group is taken
as a whole. These transactions would appear on both sides (or
as corresponding positive and negative items) if the accounts
were simply added; but since it is identically the same trans-
action which appears on each side, the two entries are cancelled
out in the consolidated account. This is precisely the process
by which the social accounts are (in principle) constructed from
the individual accounts.

The ultimate consolidation takes the form of a set of accounts
for the nation as a whole, still consisting of the same three basic
accounts. All the production accounts of individual entities are
consolidated into a production account for the nation as a whole;
all the income-and-expenditure accounts are consolidated into
a national income-and-expenditure account, all the individual
saving-investment accounts into a national saving-investment
account. These final national accounts are the central part of
the structure. But when consolidation has been carried as far
as this, many things, which are of interest in themselves, and
which can be measured to a sufficient degree of accuracy from
the statistical information available, will have been cancelled
out in the process of consolidation. A set of social accounts, as
published, will therefore generally contain something more than
the three accounts finally consolidated. The multitudinous
individual accounts will be divided into groups (preferably quite
a small number of separate groups); and consolidated accounts
will be constructed for each group (or sector of the economy)
separately. The social accounts will then take the form of a set
of accounts for each sector, together with a combined account
for the nations as a whole, all the sectors together.

'The sectors can in principle be chosen in many ways, but
there is one division into sectors which arises naturally in prac-
tice, and which is therefore particularly important. It more or
less corresponds to our division of accounts into the accounts
of firms, of families, and of public bodies. In technical language
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these become the Business Sector, the Personal Sector, and the
Public Sector. The boundaries betweeh these sectors are not
always very easy to draw. For instance, do one-man businesses
come into the business sector or the personal sector? Do
nationalized industries come into the business sector or the
public sector? These questions cannot be settled upon any
principle; they have to be settled on grounds of convenience,
mainly (it must be confessed) statistical convenience.

If we accept the three-way division into sectors as being
sufficient, the social accounts will consist of twelve (3 X 4) tables,
a table of each sort for each of the three sectors, and a table of
each sort for the economy as a whole. This is in fact more or
less the system at which the White Paper on National Income,
in its modern form, is aiming. The information available is not
sufficient to enable all twelve accounts to be put down fully;
there are still a few blanks. Nevertheless, for a country like
Britain, the greater part of this standard system can be pro-
vided.

7. Enough has now been said to explain the essential struc-
ture of the accounts which we shall be examining in the following
chapter. But before we pass on to study the figures, there are
two further points which it will be useful to discuss here, so as
to prevent them from giving us too much trouble when we come
upon them in practice. One of these points is concerned with
transfers; the other with the Balance of Payments.

In the standard system of accounts, which we have been
describing, individual production accounts are combined in
various ways, income-and-expenditure accounts in various ways,
saving-investment accounts in various ways; but an account is
never consolidated with an account of another kind. This is
good accounting practice. For it is the accountant’s job to
classify business transactions into such compartments as will
make the effects of the transactions understandable; once they
have been classified, it is thoroughly muddling, and most
destructive to the accountant’s work, if they are mixed together
again. In constructing social accounts, we should like to follow
the same rule, and on the whole we do so; but there are a few
cases where it becomes difficult to apply the rule, so that special
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(and perhaps rather peculiar) measures have to be taken in order
to enable us to keep to'it.

Take first of all the case of capital transfers. A transfer which
is regarded as a capital transfer by the donor and as a capital
transfer by the recipient, gives no trouble; when the accounts
of the two parties are consolidated, it cancels out, as it should.
But suppose that the transfer is regarded as an income transfer
by the donor, and as a capital transfer by the recipient; it will
then be left standing in the consolidated accounts, as a transfer
out of income on the income-and-expenditure account, and as
a capital transfer received on the saving-investment account.
But in fact it is an internal transaction which ought to cancel
out. We can only make it cancel out if we doctor the accounts
of one party or the other (it does not matter which). If we
doctor the accounts of the recipient, we shall put the transfer,
as an income transfer, into his income-expenditure account, and
shall then reckon what he has called a capital transfer to be an
addition to his saving.

In the light of this, consider the case of property passing at
death. From the estate of the deceased, it reckons as a capital
transfer; to the estate of the inheritor, it reckons as a capital
transfer; there is no trouble here. But what about the part of
the estate which is paid in death duties? The government
reckons this as ordinary tax revenue, that is to say, as an income
transfer. Thus, on the same principles, we shall only get a
proper cancelling out if we doctor one of the accounts; in this
case it is a matter of some importance which account is doctored,
since the transfer is from one sector to another, so that what is
done will show. Most people would say that it is the government
account which ought to be doctored, so that the transfer would
appear as a capital transfer on both sides. Which solution we
adopt makes no difference to the total amount of saving which
appears in the combined national account; but it does make
a difference to the way in which the saving is divided between
the personal sector and the public sector.

A much worse trouble of the same kind arises with indirect
taxes (and other indirect transfers). An indirect tax is a tax
which is paid, in the first instance, out of a firm’s production
account. But it is not transferred to a public production account;
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it is treated like other taxes, going into the income-and-expendi-
ture account of the government. Thus when the accounts of
firms and government are consolidated together to form the
unified accounts of the whole economy, we shall find (if we take
no special precautions) that the indirect taxes are left as an
outgoing from the national production account, 2and as an in-
coming into the national income-and-expenditure account, with-
out being cancelled out, as they should be if the unified accounts
are to make sense.

The anomaly arises, it should be emphasized, for no reason
of principle, but simply because the indirect taxes have been
classified in a different way in the accounts of the taxpayers and
of the government. (The same difficulty arises, of course, in
the case of subsidies, which are indirect transfers in the other
direction.) The right way to deal with it must therefore be by
some device analogous to that used in the case of capital
transfers; we must doctor one account or the other so as to
bring them into line.

The alternatives which now confront us have already been
described in Chapter XIV. If we adopt one solution, we come
to the national income at market prices; if we adopt the other,
we come to the national income at factor cost. From the account-
ing standpoint, what we do if we adopt the first method is to
regard the government as an ‘invisible shareholder’ of the tax-
paying firm. The production account of the firm is then left
undoctored, so that the value of the firm’s output is shown at
the prices paid by the people to whom the products are seld.
It is the income-and-expenditure account of the firm which has
to be doctored. The indirect taxes ought to be shown as being
transferred, along with profits, from the production account to
the income-and-expenditure account; they should be shown as
being paid over to government along with the direct taxes.!
This is the easiest way out of the indirect taxation tangle; it
involves the statistician in fewer guesses than its alternative, so
that it is being increasingly adopted. The trouble about it is
that it does not make much sense. It makes the indirect taxes

! I have never seen this done in an actual set of social accounts; but some-
thing like it requires to be done if accounts ‘at Market Price’ are to square

up properly.
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appear to be paid by the firms which are the immediate tax-
payers; but these taxes 4re not meant to be borne by such firms.
They are intended to be passed on to the consumers of the taxed
article, who are the real taxpayers the government has in mind. If
the accounts of the nation are to show the indirect taxes as being
paid by these consumers, the other alternative has to be adopted.

On this alternative it is the production account of the firm
which is doctored. The indirect taxes (and subsidies) are taken
right out of the production accounts. Since the tax is to be shown
as being paid by consumers, the value of the firm’s output must
be shown net of tax—at the price which the consumer pays to
the firm itself, excluding what he merely pays to the firm as an
agent of the government. If all prices (including those paid for
materials by one firm to another) are doctored in this way, the
national product still contains the same real goods as before,
but they are valued at prices which correspond to the prices
paid for the services of factors of production (including the
profits of capital). The national product is then said to be valued
at factor cost.

If production accounts are shown at factor cost, no indirect
transfers will appear in production accounts. But the sums paid
by consumers for consumption goods (which figure in their
income-and-expenditure accounts) will be shown divided into
the part that corresponds to the factor cost of the goods, and
the part which represents indirect transfers. Thus the indirect
transfers will appear in the income-and-expenditure account
alongside of the direct transfers, and will cancel out with the
corresponding items in the government’s budget when all
income-and-expenditure accounts are taken together. The
accounts have been made to square, and they do make sense;
but in order to achieve these desirable objects, it has been
necessary to engage upon a process of doctoring that is rather
extensive.!

' Since some of the products whose prices have to be doctored will be
purchased by firms who are making additions to their equipment (1mvest-
ment), the doctoring cannot in strictness be confined to the production and
income-expenditure accounts; it may affect the saving-investment account
as well. Indirect taxes paid on new investment will appear, after doctoring,
as capital transfers; the same problem as arose in the case of death duties
will therefore arise again in this connexion, but it can be dealt with in the
same way.



238 THE SOCIAL ACCOUNTING SYSTEM

8. The last question which we have to consider is that of the
balance of payments. The balance of payments account, which
we examined in Chapter XII, does not figure among the twelve
tables. What is its relation to them?

The answer is that we have here the only case when it is
justifiable to infringe the principle of strict separation of the
three sorts of accounts. For this one purpose we do find it useful,
after the three accounts of the nation as a whole have been
completed, to forget the principle of separation, and to put the
three accounts together in a general mishmash. Suppose that
the three accounts for the nation as a whole have been com-
pleted. Then take all incomings, whether on production account,
income-and-expenditure account, or saving-investment account,
and put them together; take all outgoings together in a similar
fashion; cancel out all transactions which are made between
entities reckoned as internal to the economy; what have we left?
In a closed economy we should have nothing left, so that the
procedure we are following would be completely futile. But in
an open economy we do have something left; we are left with
all the foreign transactions, transactions with entities not in-
cluded in the nation, with the ‘rest of the world’. The account
which consists solely of these transactions must balance, be-
cause it has been constructed from accounts which were already
balanced, merely by a process of cancellation. It is this account
which is the balance of payments.

A full system of national accounts will thus include a table
of the balance of payments, in addition to the twelve tables
previously enumerated.



XX

THE SOCIAL ACCOUNTS OF THE UNITED
KINGDOM

1. LET us now return to the figures which we examined in
a preliminary manner in Chapter XIV; and let us re-examine
them in the light of what we have now learned about social
accounting. The National Income White Paper,! in its modern
form, contains a quantity of detail which is becoming rather
frightening in its complexity. But the core of the document is
to be found in the final section, entitled ‘Social Accounts of the
United Kingdom’; in this section we find the system of social
accounts, arranged in a similar manner to that which we have just
been studying. But instead of the thirteen (12 plus 1) tables which
are needed (so we have suggested) to form a standard system, no
more than six are provided—which does not seem, at first sight,
a very generous allowance. But things are not so bad as they
seem.

One of the missing tables (an income-and-expenditure ac-
count for the whole economy) can be readily constructed from
the information given. When this table is added, the nature of
the remaining gaps stands out sharply. We have a complete
system of accounts (production account, income-and-expendi-
ture account, savings-investment account, and balance of pay-
ments) for the economy as a whole; but the division into sectors
has only been carried through for one kind of account—the
income-expenditure account. There is no doubt that this is the
account for which a division into sectors is most instructive,
but it would have been helpful to have had a division into
sectors for the othe: accounts as well. There is, however, a
special reason why this has presented difficulties.

The three sectors into which the economy is divided, for the
purposes of the accounting system adopted, are business, per-
sonal, and public sectors as described in the last chapter. But
the boundaries of the sectors have had to be defined in what is
perhaps a peculiar manner. The business sector includes all

1 All references to 1951 issue of the White Paper, as before.
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companies, but it includes nothing but companies. Thus it does
not include small businesses, such as shops and farms, which
are left over to the personal sector; but it does include the
nationalized industries, because they are organized in the com-
pany form, though the State holds all the share capital. Thus
the personal sector (which we should like to think of as consist-
ing, in the main, of workers and house-owners) does in fact
include all the smaller businesses; a division of the production
account, or of the savings-investment account, between personal
and business sectors so defined would be difficult to make, and
would not mean very much when it had been made.

In spite of the difficulty about nationalized industrics, a
division between the public sector (on the one hand) and the
two ‘private’ sectors (on the other) is more attainable, and would
be well worth having. In the case of the savings-investment
account, enough information is provided in various places in
the White Paper for us to be able to make our own division with
fair confidence. The development of a production account for
the public sector is impeded by the ‘unorganized’ character of
so much public trading.! We shall therefore have to make do
with an undivided production account, and with a saving-
investment account that is only partially divided.

2. As the tables are printed in the Social Accounts section of
the White Paper, the accounts are shown in their undoctored
form; but information is given by means of which we can do
the doctoring for ourselves. Here, since we want to concentrate
upon the things which are of importance economically, and do
not want to worry about statistical details, we shall show the
accounts in their doctored form straight away. The following
tables are therefore shown throughout at factor cost (that is,
they have been doctored for indirect transfers); they have been
doctored for capital transfers; and they have also been doctored
for two further complications which we have avoided discussing
up to the present, but which require a word or two in this place
before we go farther.

The first of these complications arises out of another dis-
crepancy of accounting practice between government and tax-

I See above, pp. 155-6.
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payer. The sum which the taxpayer allots (or ought to allot) for
payment of taxes is the amount which he is due to pay on his
income (or profit) of the current year. But the sum which the
government enters as revenue is that which it actually collects
during the current year, and this often depends to some extent
upon the taxpayer’s income in a previous year. (Since the intro-
duction of P.A.Y.E. there is no lag of this sort in the case of
wage incomes, but in the case of profit incomes it can be quite
important.) For a proper understanding of the economic position
of the country, it is more important to consider the taxes due
than those actually paid in the current year; to get this emphasis
we leave the taxpayer’s account undoctored, but we doctor the
government’s revenue to correspond with the amounts due to
be received (provision for taxation). What this means is that we
are supposing the government’s accounts to be kept on a more
‘commercial’ basis than they are in fact.

The second point is the vexed question of ‘Stock Apprecia-
tion’.! Changes in prices between one year and another can
be dealt with, after a fashion, by the index-number technique
which we described in Chapter XV. But the apparent profits
and losses which are caused to manufacturing firms by changes
in prices during the year cannot be allowed for in this way.
Most economists consider that the social accounts make better
sense (especially because the measure of the social product
makes better sense) if a correction is made for these price-
changes; this has accordingly been done, in accordance with the
information which the White Paper provides. The year 1938
being one of falling prices, profits have had to be marked up
a little for this reason; between the beginning and end of 1949
prices were nearly stable, so that the correction needed for that
year is negligible.

3. The reader is now asked to examine Table XII,2 which
shows the Social Accounts of the United Kingdom, doctored in
the ways just indicated, and written out in the standard form
which was described in the preceding chapter. Opposite each
entry there are two figures, of which the second is the 1949
figure (with which in many cases we are already familiar) while

I See below, Appendix, Note C. 2 At end.
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the first is the corresponding figure for 1938, put in for com-
parison. This table should be worked through with some care,
in the light of the following commentary.

The first account to be looked at is the Combined Production
Account, put together (in principle) from the trading accounts
of firms and public authorities, together with~the earning
accounts of workers, houseowners, and landowners. In the
consolidation of these accounts all sales of materials and services
from firm to firm, or from worker to firm, within the national
economy, cancel out. The ‘gross national output’ therefore in-
cludes all sales of goods and services by persons, by firms, and
by public authorities within the nation, excluding sales of
materials and services which are purchased by other entities
within the nation with a view to use in current production.
Production includes trade; thus sales of imported goods by
importers reckon, for this purpose, as part of the ‘gross national
output’.! What is left, after cancellation, out of all the materials
and services used, is the cost of those materials and services
which are imported from outside. Since we are distinguishing
imports on the left-hand side of the account, it is convenient
to show gross output divided into ‘gross retained output’ and
exports on the right-hand side. Output is valued at factor cost,
so that indirect taxes do not appear in the production account.
The ‘residue’ of the first stage in the production account is net
national output, or Gross National Product.

The second stage in the production account shows the adjust-
ment for depreciation (which is simply the sum of the deprecia-
tion items in the various accounts which have been combined).
Net national product is then carried down to the third stage,
where it is shown as the source from which the earnings of the
factors of production are paid. Here we can begin to classify by
sectors. Company profits (accruing to the business sector)

I The White Paper makes difficulties for itself by refusing to reckon
‘invisible imports’, such as the expenditure of tourists on the Continent,
as part of the British ‘gross national output’. T'he simplification introduced
by supposing that all such expenditure passes through the hands of an
invisible ‘Cook’ (to whom we need not attribute profits he does not make) is
very marked. I have, therefore, included these invisibles in Retained Output
and marked the imports on the other side up by a similar figure.

2 Some of the depreciation items, especially in the public sector, are open
to much criticism. See below, p. 247 n.
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appear as one item; the profits of government and local
authority trading (accmmg to the public sector) appear as
another; while the earnings of the personal sector, in view of
their heterogeneous character, are further divided. Rents are
shown separately; wages and salaries include the pay of the
armed forces;! the remaining earnings of the personal sector go
down as ‘mixed incomes’ as before.2 Since we do not possess
separate production accounts for the sectors, this classification
of earnings is not as good as it might be, but it will do for
present purposes.

4. In the case of the income-expenditure account, we can
begin by taking the three sectors separately. The income—expen-
diture account of the business sector (or Corporate Appropria-
tion Account, as the White Paper calls it) shows what is done
with the company profits. It also allows for the substantial
amount of income received by companies from other sources:
some interest paid to companies by the personal sector (on such
things as mortgages and bank advances), a substantial amount
of interest on public debt held by companies (paid by the public
sector), as well as interest and dividends received from abroad.3
Against these we set the interest and dividends paid by the
business sector (nearly all of which will be received by the
personal sector). The residue, after these incomings and out-
goings have been allowed for, is the share of ‘net income before
transfers’ attributable to the business sector. After income* and
profits taxes have been paid on this (Stage II) the residue is
undistributed profits. These undistributed profits are the dis-
posable income of the business sector; since the business sector
cannot, as such, consume, its disposable income equals its
saving.

! They also include employers’ contributions to social insurance. See
above, p. 162 n.

2 See above, p. 162.

3 There are some rents included here, which ought to have figured among
the earnings of the business sector, not of the personal sector where we have
shown them. But in the absence of separate production accounts there is no
means of dividing up the rent item.

4 These are income taxes paid by compames out of profits; they do not
include taxes on dividends, which are ‘deducted at the source’ but reckon

as income tax paid by shareholders, and appear in the account of the personal
sector,
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'The nextaccount shows, in a similar way, what happens to the
earnings of the personal sector. Some of them will be paid out,
as we have seen, in interest to the business sector; we have no
figure for this, so are bound to offset it against the much larger
amount received () in interest and dividends from the business
sector; () in interest on government debt; (¢) in interest and
dividends received from abroad. Receipts from interest and
dividends! are therefore shown net. When this receipt has been
added to the earnings of the personal sector, we get its net
income before transfers. To get disposable income from that,
we have to subtract transfers to the public sector; (@) direct
taxes; (b) national-insurance contributions; (c) indirect taxes on
consumption, which we have decided to show as being paid by
the personal sector, so that its consumption expenditure will be
reckoned at factor cost. Then we have to add transfers received
from the public sector, most of which are national insurance
benefits, though some (family allowances, for instance) are not.
Disposable income (net income after transfers) is then divisible
into consumption? and saving.

Stage I of the publicsector’s income-and-expenditure account
shows its earnings (taken down from the production account)
together with some receipts of interest on one side, with interest
paid out on public debt on the other. The residue of these, being
the net income before transfers attributable to the public sector,
is (as we know) a minus quantity—for it is the transfers alone
which enable the government to pay its way. The scene is there-
fore transformed in Stage II. We have large transfers to the
government in taxation, and nothing but the relatively small
transfer from it (which we met in the account of the personal
sector) on the other side. The disposable income of the public
sector is therefore a large positive amount. Out of this dispos-
able income the public sector meets its consumption (including
semi-public consumption); the residue is public saving.

This is the general principle; there are, however, several

I Since rents have been included in the earnings of the personal sector,
they have been deducted from the figure of ‘Rent, Interest and Dividends
(net)’ which the White Paper puts in at this point.

2 As always, personal consumption includes all consumers’ expenditure,
gn durable-use as well as single-use goods, excepting the purchase of new

ouses.
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peculiarities about this public sector account which require
notice, and not all of them will be familiar to the reader.
With one exception, the taxes which are shown to be received
in this account are those which are shown to be paid in the
accounts of the other sectors; this is necessary if the accounts
are to squaré, but it means that a number of tax receipts which
the government would ordinarily reckon into revenue are
excluded. Death duties, for instance, we have decided to reckon
as capital transfers, so that they will not appear here; and there
are certain forms of government expenditure which are excluded
for the same reason. Indirect taxes on investment goods are also
to be regarded as capital transfers;! and such indirect taxes as
fall upon goods purchased by the government (so that the
government pays them to itself) have to be excluded altogether
when government consumption expenditure is reckoned at
factor cost. This leaves us with the indirect taxes on personal
consumption (as shown) together with a small amount which
falls, rather unintentionally, on exports.

When government revenue is reckoned in this way, it will
evidently differ a good deal from revenue as ordinarily calcu-
lated; the public saving shown will differ correspondingly from
the usual ‘budget surplus’. One of the things which modern
social accounting has done has been to cast much doubt on
traditional ideas of measuring a budget surplus; public saving,
as we have been defining it, has more significance from the
economic point of view than the traditional budget surplus, but
it does not answer all the questions which people think of the
‘budget surplus’ as answering. There is indeed no single figure
which does so.

5. The Combined Income-Expenditure account is now put
together from the income-expenditure accounts of the three
sectors. This is a good example of the process of consolidation;
it will thus be useful to check it through carefully, taking each
‘stage’ by itself.

In Stage I the total earnings of the three sectors (which have
been shown in Stage III of the production account to equal
the net national product) are adjusted by payments of interest

I See above, p. 237 n.
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and dividends to give the National Income before Transfers.
Interest and dividends paid by one sector to another within
the nation cancel out; so nothing remains to be reckoned but
what is received from (or paid to) abroad. Thus the national
income before transfers is shown as the sum of net national
product and net income from foreign assets. :

In Stage II, which is the adjustment for transfers, it has
usually been supposed that all transfers would cancel out, so
that the national income would be the same whether it was
taken before transfers or as disposable income after transfers.
Our table shows that this may not be strictly correct; for there
is the small item of indirect taxes falling on exports, which has
to be allowed for when we are reckoning national income at
factor cost. It is logical to regard this as a tax paid by foreigners,
so that it creates a slight discrepancy between the two senses of
national income. (If the country was receiving—or paying—a
tribute such as ‘reparations’, it would fall under the same
heading.)!

It is the national disposable income which is the national
income for most purposes; Stage III shows it divided up into
the consumption and saving items which come into the sector
accounts.

6. We now turn to the saving-investment accounts. In this
case, as was explained, we cannot show an account for each

' T am afraid that some of my readers, even those most instructed, will
regard the above as a piece of pedantry. But it is an inescapable result of
the decision to value the national product at factor cost. For though we
could say (quite arbitrarily) that the factor cost valuation did not apply to
exports, we should not avoid the difficulty in that way; we should still have
to decide what was to be done with the proceeds of the taxes which fell on
exports. To reckon them, as the White Paper has sometimes done, among
the profits of the public sector, is confusing; to put them among the profits
of the business sector is worse. There really is no clean alternative to the
treatment here recommended.

It may be asked why it is that we show transfers from abroad as a result
of indirect taxes falling on exports, but no transfers to abroad as a result
of indirect taxes imposed by foreign governments. If we were doing the
accounts of the whole world at factor cost, this is indeed what we should
have to do. But for mational accounts, we are not interested in the taxes
imposed by foreign governments. All that concerns us is the payment the
country has to make for its imports; just who it is who receives that payment
does not matter. Thus it is logical to value imports at the prices the country
has to pay for them, even if we value exports at factor cost.
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sector separately; we can show an account for the public sector
separately, and a joint 4ccount for the other two sectors taken
together, but that is as far as division can be carried. Even this
division is rather precarious; it is not formally made in the
White Paper, so that the tables have had to be put together from
odds and ends of information, which do not tell one everything
one would like to know.! But in this field, even when one has
official figures, they are none too certain; the most that we can
hope for is that the general impression given by the table is
correct.

It will be convenient to begin with the account of the public
sector. Stage I of the public sector account covers the adjust-
ment for capital transfers. In 1938 these were simple: there was
nothing to go down except the payment of death duties from
the personal sector, together with indirect taxes which fell on
home investment. In 1949 they had become very complicated,
being indeed a striking expression of the involvement of British
finances in that year. Transfers from the personal sector included
the ‘Special Contribution’—a once-for-all extra income-tax not
intended to be paid out of income—as well as death duties;
there was a big transfer to the private sectors in the form of
War Damage Compensation. Then there were big capital
transfers from abroad (Marshall aid and gifts from Dominion
governments) and to abroad (payments arising out of previous
agreements made on the occasion of devaluation in September
1949). Public saving, after these adjustments have been made
to it, becomes the net investible surplus of the public sector.

The right-hand side of Stage II shows depreciation? added
to the net investible surplus to give the gross investible surplus
of the public sector. The left-hand side shows the gross invest-

I Thus we have no figure for 1938 gross investment (or depreciation) by
the central government; only the local authority figure, doubtless much the
larger part of the total in this case. Thus while 1949 figures are for central
plus local, 1938 are for local only. Another difficulty is that there is no way of
dividing the indirect taxes falling on investment between the sectors; I have
shown them all falling on private investment, but this is not strictly correct.
Neither of these shortcomings is really serious.

2 Public authorities do not make regular depreciation allowances in the
commercial sense. The depreciation item in the accounts of the public
sector is a combination of maintenance expenditure and payments into
sinking funds. This is unsatisfactory, but it is the best that can be done at
present.
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ment of the sector, which was greater than the gross investible
surplus in 1938 (so that the public sector was on balance a
borrower), but was greater than the gross investible surplus in
1949 (so that the public sector was on balance a lender). Since
the custody of the nation’s monetary reserve, which used to
rest with the Bank of England, is now vested in a pvrely govern-
ment body (the Exchange Equalization Fund), it is best to
reckon the loss of international reserves, which occurred in both
years, as an item in the account of the public sector. The net
borrowing (or lending) of the sector, as shown, is that which
resulted after the loss of international reserves had been
allowed for.

The saving-investment account of the ‘private’ sectors shows
the corresponding capital transfers in Stage I; no further com-
ment on these is required. The gross investible surplus is
divided in Stage II into gross investment and the balance which
is net lending.

In the combined account, as before, all payments between
sectors cancel out, leaving only the foreign items. The only
capital transfers which appear in Stage I are the capital transfers
to and from abroad. The net lending (or borrowing) which
appears in Stage II is the difference between the lendings and
borrowings which appear in the accounts of the sectors. It can
be nothing else than net lending (or borrowing) abroad.

7. When the social accounts are set out in this form, the
combined accounts (in which the foreign items have been clearly
distinguished) already tell us a great deal about the balance of
payments. Nevertheless, it is helpful to show a separate balance
of payments account, which is reached (as was explained in
Chapter XIX) by putting the three combined accounts together,
and striking out all the internal transactions, which necessarily
balance. This account is conveniently written in two stages.
The first stage includes the external items from the combined
production account and combined income-expenditure account;
the residue of these items, which could be described (if we like)
as ‘saving externally available’, is the balance of payments as
defined in Chapter XII. The second stage consists of the
external items from the combined saving-investment account; it
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shows how the balance is used (or, if negative, covered). The
individual items which appear in this table have all occurred in
earlier tables, and have been commented on previously.!

! It will be noticed that in this treatment the balance of payments remains
equal to the difference between national income (in strictness, national
disposable mcome) and net retained output (gross retained output less
depreciation)> This is a very useful relation, which it is essential to retain.
But the particular figure which we give for the balance of payments (and the
figure which we give for national disposable income) depends upon the line
which is drawn between income transfers abroad and capital transfers
abroad; and where we draw this line is to some extent a matter of taste,
Regular and reliable payments, especially when they are a matter of right,
should clearly be treated as income transfers; those which have special
relation to a particular emergency are best regarded as capital transfers.
These rules take one most of the way, but they do not settle the issue in all
cases that may arise.



XXI
1938 AND 1949

1. ONE thing still remains to be done—to give some illustration
of the uses which can be made of a system of social accounts
such as we have been describing. Most of these uses are for
purposes of comparison. The accounts of one year alone tell us
little, since we have no standard by which to judge them; but as
soon as we have several years before us, we do have a basis on
which judgements can be made. It was for this reason that the
1938 figures were inserted, alongside the 1949 figures, in Table
XII. Though the main practical use of social accounts, as of
business accounts, is for the comparison of one year with the
year following it, there is no pair of successive years, which is
available for study, and which could have so durable an interest
as the pair we have chosen to take. It is more dangerous to
compare two years which are separated by a decade, than to
compare two successive years; the decade separating our years
was so eventful that we shall need to be specially careful. Never-
theless, just because the decade was so eventful, the changes
between our years stand out unmistakably. We shall have to
be careful about interpreting them, but there is no doubt that
they are worth discussing.

Before we can begin the comparison, a couple of preliminary
points require to be made. The first of these concerns our old
bother, the factor cost and market price measures of the national
income. When we first made this distinction (in Chapter XIV) it
was explained that valuation at factor cost was necessary in order
to show the burden of indirect taxes falling where the govern-
ment meant it to fall—on the consumers of the finished product.
This sounds sensible; but I imagine that there will have been
readers of this book who will have wondered, even then, whether
the refinement was worth the trouble. Their doubts will have
been enhanced by the discovery (made in Chapter XVI) that
since the available index-numbers of prices are index-numbers
of market prices, not factor costs, it is necessary to use the
national income at market prices whenever we want to make com-
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parisons of national income, from year to year, in real terms.
And the further discovery (in Chapter XX) that valuation at
factor cost involves a good deal more calculation (and a great
many more guesses) than valuation at market price, may have
seemed to clinch the objection. Why do we want to worry our-
selves withactor cost at all?

In spite of all these difficulties and objections, there is a good
reason for doing so. Whenever we want to study the division
of the national income between one use and another—the divi-
sion between capital and labour, between rich and poor, or
between consumption and investment—it is the proportion of
the nation’s resources which is devoted to satisfying the one set
of wants or the other which is what matters; and this proportion
is what is shown by the valuation in terms of factor cost. A
simple example will make this clear. Suppose that it were to be
the case that rich people spent all their extra incomes on
whisky. Their total expenditure might be very large; but if they
were to be deprived of the means of making this expenditure, only
a very limited quantity of resources would be set free to satisfy
the wants of more abstemious people. The principal result would
be a considerable loss of revenue to the government from the
duty on spirits; this loss would have to be made up in some way
before anything much was available to be used for other
purposes.

Now most of the uses of the social accounts are in fact of this
type. Even when we are making year-to-year comparisons, what
we want to compare are the proportions of resources devoted to
one purpose or to another. All such comparisons only make
sense if they run in terms of factor cost. The market-price
valuation is easier statistically, and it is therefore quite reason-
able that it should be used by official statisticians, when they
want to give us the facts with as little guesswork as possible.
But when we seek to put the statistics into a form which will
answer the important questions, it is the factor-cost measure
which is the one we shall most generally want.!

I It may indeed be questioned whether the factor-cost measure, as
ordinarily employed, comes anywhere near to being a true measure of
resources employed, in the sense required. (See Kuznetz, ‘Valuation of the
Social Income’, in Economica, 1948). It must be admitted that there are
many ways in which it is an imperfect measure. A good illustration of its
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The only important use of the market-price valuation is for
the comparison of the real value of the national income (or of
any part of the national income) at different dates. This is the
comparison which we were making in Chapter XVI. Here,
however, we shall avoid making that comparison; for it can
hardly be made, for the years with which we are' concerned,
without misleading results. In 1938, any of the goods on the
market could be bought by any person who had the money to
pay for them; in 1949 there was a large class of goods for which
this had ceased to be true. This difference makes it exceedingly
difficult to compare real incomes;! when we add the further
difference, that there had been a great change in the distribution
of incomes, it becomes clear that comparison of average real
incomes has almost ceased to have any meaning. Between one
post-war year and another, such comparison can perhaps be
made; between pre-war and post-war it is better avoided.

We shall therefore do the right thing if we stick to the factor-
cost valuation; but we do not end our difficulties by deciding
to do so. For (as will be obvious from the most casual inspection
of Table XII) there had been a large change in money values
between our two years. Almost every item appears much larger
in 1949 than it did in 1938; but mere rise in money value is no
evidence of a significant increase in real terms. In order to make
any sensible comparison, these changes in money values must
somehow be eliminated. If we are unwilling to eliminate them
by reducing the figures for the two years to a common measure,

inadequacy is to be found in the case of employers’ contributions to social
insurance; are they, or are they not, a part of factor cost? T'here is no sure
answer to such questions; we can do no more than establish conventions
about them. It must nevertheless be contended that indirect taxes and
subsidies, when they are used in the ways they have been recently used in
Britain, cause a systematic divergence between the market prices of certain
important goods and their factor costs, however reckoned. Unless we malke
some allowance for this systematic divergence, our impression about the
allocation of resources among uses must be appreciably wrong.

I As between two dates at both of which consumers can spend their
incomes freely, valuation at market prices has a further justification, for the
comparison of real incomes, which we have not mentioned. The market
prices which confront the representative consumer do then indicate the
choices which confront him. To compare the change in his income relatively
to the change in market prices does therefore give some indication whether
his position has changed in a favourable direction or the reverse. Between
1938 and 1949 no such comparison can be made.
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we must look round for some other means of elimination. There
is only one alternative*which seems to be open. We must look
at the proportions in which various significant magnitudes are
divided in the two years. If these proportions are carefully
chosen, they should give us what we want; we can choose them
in such a way as to avoid misleading impressions as far as
possible.

I do not think it is possible, as it might be in an easier case
than that which is before us, to choose some particular item as
central (say the gross national product, or the national disposable
income), and to express all other items in terms of that. There
are too many weak points, and too many odd points, in the
table, for any such uniform treatment to be at all safe. It is better
to proceed by a series of special comparisons, choosing the
proportions which can be most suitably compared in order to
bring out each particular point. We can then avoid being
troubled by the weak points, excepting for those particular
comparisons for which they are most relevant.

2. Let us accordingly proceed to work through Table XII
on this method. Beginning, as before, with the combined pro-
duction account, we can start by taking Stage I of that account
separately. ‘Gross national output’ was there shown divided into
gross retained output and exports on one side, into imports and
gross national product on the other. With all figures written as
percentages of ‘gross national output’, this stage would be
written as follows (the two figures opposite each item being the
1938 and the 1949 figure as before):

Imports . . 16 17  Gross Retained Output 88 83
Gross National Product 84 83 Exports . . . 12 17
Gross National Output. 100 100 100 100

Thus the percentage of imports in the cost of the gross national
output was nearly the same in the two years. It appears to have
risen slightly, but when we remember how high were the prices
of imports in 1949 relatively to other prices (see Table VIII on
p. 202), we shall not expect to find that this means any real
expansion of imports. In fact, when the value of imports is
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reduced to real terms by adjustment with an index-number of
import prices, the volume of 1949 imports (in this sense) is found
to be no more than 84 per cent. of the 1938 volume.! One of
the major troubles of 1949 was that the country found itself
obliged to get along with a much smaller volume of imports
than before the war.

The prices of exports, just because they are British goods,
are likely to be more in line with other British prices than the
prices of imports may be. Thus the export percentage, as shown
above, gives more or less the right impression without special
attention to price changes being necessary. That the export
percentage has gone up from 12 per cent. to 17 per cent. is
decidedly significant. Considerably less of the nation’s ‘gross
output’ was retained than before the war. The main reason why
it was necessary to increase exports in this way is clearly that
post-war Britain had to pay exports for nearly all her imports,
while pre-war Britain had her substantial net income from over-
seas assets to serve as a cushion. But we shall be returning to
this matter when we come to consider the balance of payments,
at the end of the story.

Stage II of the production account is concerned with the
allowance for depreciation. It is well to mark this as a separate
‘stage’, since (as explained previously?) the depreciation item is
always artificial, and in 1949 it was very artificial. A machine
which had been’ purchased by its present owner before the war,
was still having the same conventional percentage of its original
cost written off as depreciation; but if this allowance had been
a fair measure of a year’s wear-and-tear before the war, it could
not have been a fair measure at the higher prices ruling in 1949.
If one-twentieth of the machine wore out every year, the one-
twentieth would be worth more in 1949 than it was in 1938.
Partly in recognition of this difficulty, and to meet consequential
claims that the profits on which taxes were levied were set too
high, the government had given ‘initial allowances’,3 not based

I These are ‘visible’ imports only. No way of calculating the volume of
‘invisibles’ is known.

2 Above, p. 225. See also, Appendix, Note C.

* Initial allowances were introduced in 1945, increased in 1949 and with-
drawn ‘during rearmament’ in 1951. The depreciation item in future White
Papers may require watching.
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on the amount of equipment in use, but on the amount of new
equipment being put th. These initial allowances are included
in the depreciation figure shown, though they have nothing to
do with true depreciation. It does however happen that the
‘depreciation’, which is calculated in this roundabout and (for
our purposss) unsuitable way, amounts to 9 per cent. of the
gross national product in 1949, as against exactly the same
9 per cent. in 1938. That the proportion should be more or less
the same at the two dates is not at all unreasonable. We may
therefore accept the official figure as being good enough for our
purposes, though we are unimpressed by the information, or
lack of information, which lies behind it.

Stage I1I of the Production account gives us the division of
the net national product among the earnings of the factors of
production. This is the first of our major divisions. Percentage-
wise, it comes out as follows:

Wages and salaries . . 64 67
Rents . . . . 9 5
Mixed incomes . . . 13 12
Company profits . .13 15
Public profits . I I

Net national product . 100 100

Much the most remarkable feature of this division is the fall in
the proportion going to rents. Most of this is due to rent control,
which has prevented the rents of houses from rising in money
terms, so that they have fallen enormously relatively to almost
all other prices. There seems to be a slight fall in the relative
share of mixed incomes (in spite of the rise, which has un-
doubtedly occurred, in the share going to farmers). There is
some rise in the share going to wages and salaries, less (perhaps)
than we might have expected, but enough to absorb the major
part of the fall in the share of rents. Lastly, and at first sight
a little surprisingly, there is a rise in the share going to company
profits.

As mentioned above,! the forces governing the share of profits
in the net national product are not very fully understood; but
when we remember that 1949 was a year of high employment,

I See p. 209.
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while 1938 was a year of (mild) depression, it becomes less sur-
prising that profits should have been easier to make in the later
year. And before we form any judgement on these high profits,
we should look across to the income-expenditure accounts, in
order to see what happened to them.

3. The first thing which emerges from the income-expendi-
ture account of the business sector is that the total income of
companies (including interest received from other sectors and
income from abroad) had not risen in the way their profits
appear to have risen when taken alone. The excess profits taxa-
tion imposed during the war had prevented companies from
accumulating much government debt, except in exchange for
other assets (such as foreign assets) which they had lost dur-
ing the war; and the government debt brought a lower yield
than the assets it replaced. Thus the total income of com-
panies, expressed as a percentage of mational income before
transfer (which in this case is the appropriate comparison)
was a little less than 19 per cent. in each case. The gain on
the side of profits just balanced the relative loss on the other
side.

In order to see what happened to this company income, it is
best to take the three stages of the business sector’s account
together, and to work out the percentages of total company
income which went in the three ways that are shown. The result
is as follows:

Distributed to shareholders and bondholders 63 44

Paid in company taxation. . II 32
Undistributed profits after tax . . . 26 24
Total company income, . . . 100 100

Inflation is bound to reduce the percentage going to bond-
holders, whose claim on profits is fixed in money terms; but in
the absence of increased taxation it might have been expected
that shareholders would have gained to a corresponding extent.
In fact, the increase in taxation has been so great that the
percentage going to shareholders also has been considerably
reduced. Since total company income was roughly the same
proportion of national income before transfers in each of our
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years, the proportions of the national income going in each
of these ways will have changed in an exactly corresponding
manner.!

The great reduction in the share of company income going to
shareholders and bondholders, together with the reduction in
the share of rents, means that the proportion of incomes from
property (excluding mixed incomes) in the total of all personal
incomes is bound to have fallen sharply, with a consequential rise
in the proportions of the other incomes. This is what we find
in the income-expenditure account of the personal sector.
Dividing up the earnings of that sector, in accordance with
the information given in the Production account, we find
that the percentages of personal income before transfers were
as follows:

Wages and salaries . . . . 63 72

Mixed incomes . . . . 13 13
Rent, interest, and dividends . . 24 15
Personal income before transfers . 100 100

On these personal incomes taxes have to be paid, and transfer
incomes are receivable. As percentages of personal income
before transfer, the taxes and transfers come out as follows:

Direct taxes . . 63 11}
National-insurance
contributions .28 43
Indirect taxes (net) . 11 I3
Total taxes . . 20 29 ‘Transfer incomes received . 6 7
Disposable income . 86 78 Personal income before

transfer . . . 100 100

Transfer incomes are only slightly up, so that the increased
weight of taxation (under all three heads) lowers disposable
income very greatly.

I It is interesting to notice that it is the increase in income-tax which has
had this startling effect, much more than the profits tax. To take some simple
figures, which bring out the point: suppose that companies desire to retain
(for development or reserves) 24 per cent. of their profits throughout. Then
with income-tax at 5s. in the £, they can distribute 68 per cent., pay one-
quarter of the remainder in income-tax, and still have their 24 per cent. left.
With income-tax at 1os. in the £, even with no profits tax, they can distribute
no more than 52 per cent., for one-half of the remaining 48 per cent. has to
be paid in tax. Taxation of this sort runs on quite a high ‘gear’.

5615 S
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Can we say anything about the way in which disposable
income is divided between the categories? The White Paper
gives us information about the division of direct taxation (in-
cluding national-insurance contributions) between wages and
salaries, on the one hand, and all property incomes (including
mixed incomes) on the other. It is reasonable to ussume that
the transfer incomes become disposable to the wage and salary
group. About the distribution of indirect taxation, we can only
guess. When we met the same problem in Chapter XIV, we
shied off it; here, where our main purpose is to illustrate changes,
it may be well to be a little bolder. We shall therefore assume
that wages and salaries pay a larger percentage of income in
indirect taxation than the others do, but that this bias has
slightly declined between our two years. This seems plausible,
and would give something like the following result:

Wages and salaries . . . . 67 76
Other incomes (including mixed incomes) 33 24
Total personal disposable income . . 100 100

'The change must have been more or less of this character.
In view of this great change in the distribution of disposable
incomes, and of the lopping-off of the higher disposable in-
comes,! from which saving is easiest, it would have been reason-
able to expect a great fall in the percentage of personal dispos-
able income which is saved. The White Paper does show a fall
(from 53} to 43 per cent.), which is significant, but less than might
have been expected. It should, however, be emphasized that
this is not one of the figures in which most confidence can be

placed.

4. Instead of working through the account of the public
sector in this percentage-wise manner, it is most instructive to
turn at once to the combined income-expenditure account,
and to examine the distribution of the disposable income of the
whole nation. This is the centre of the whole structure. If we
allow ourselves to make use of the guess just made about the
distribution of personal disposable incomes, the account of the

I See Ch. XVII above.
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national disposable income (national income after all taxes and
transfers have been allowed for) comes out in the following very
significant form:

Personal consumption . 79 69 Wages and salaries . 50 55
Personal saving . . 4 3 Personal income from
> property (including
mixed incomes) . .27 17
Business saving . . 5 5 Undistributed profits . 5 5
Public consumption . 15 19 Public disposable income 12 23
Public saving . . —3 4

National disposable —— e —_—
mncome . . JIO00O 100 100 100

The great change, on the income side, is the enormous in-
crease in public disposable income and the corresponding
reduction in the share of personal incomes from property. Since
this latter figure includes mixed incomes (and there cannot have
been any great contraction in the share of mixed incomes as
a whole), the proportionate fall in the share of property incomes
—in the narrower sense—must have been even steeper. Since
it is impossible to suppose that the fall in these incomes does
not account for the fall in saving, consumption out of property
incomes must have declined a little less. But by far the greater
part of the decline in the share of personal consumption must
clearly be attributable to the property incomes. The figures
would make no sense in any other way.

Public consumption has risen much less than the rise in
public disposable income, so that there is an enormous rise in
public saving, from a substantial negative amount in 1938 to
a substantial positive amount in 1949. But before we decide on
the exact significance of this change in public saving, we must
look at the savings-investment accounts.

5. These accounts, especially in 1949, are decidedly tricky.
We shall begin by drawing such lessons as we can from them
as they stand, and shall then give some warnings about their
interpretation.

In the saving-investment accounts, as the reader will remem-
ber, we can make no distinction between the personal and busi-
ness sectors, so that we have only two sectors, ‘private’ and
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public. We therefore begin with the following figures, drawn
from the preceding table:

(as percentages of national disposable income)

Personal plus business saving . 9 8
Public saving . . . =3 4

At the first round, we have to allow for the capital transfers.
The net effect of capital transfers from the ‘private’ to the public
sector was to transfer two ‘points’ from private to public in
1938, but only one ‘point’ (death duties being so largely offset
by war-damage payments) in 1949. If these transfers were all
that had to be considered, the net investible surpluses, as per-
centages of national disposable income, would therefore be
as follows:

Personal plus business sectors . 7 7
Public sector . . .o—1 5

These figures are correct for 1938; but in 1949 the public sector
was receiving net capital transfers from abroad, which put its
net investible surplus (as a percentage of the national disposable
income) up to 61.1 Thus while in 1938, government was borrow-
ing a part of the investible surplus of the private sectors in order
to finance its deficit, in 1949 the net investible surplus of the
public sector was almost as large as that of the private sectors.
What was done with these surpluses?

In order to answer this question, we must look at the Invest-
ment which is attributed to the two sectors (as they have now
become). Here we at once have further trouble with the artifi-
ciality of depreciation allowances. Though the White Paper
figures for depreciation do not look so unreasonable, when they
are applied to the whole economy, the division of depreciation
allowances between the sectors is highly unconvincing. It will
accordingly be best, at this point, to give over all attempt to
discuss investment net of depreciation, and to set out the
relevant figures in ‘gross’ terms. Instead, therefore, of looking
at the net investible surpluses of the sectors as proportions of
national disposable income (as we have hitherto been doing),
we shall consider the gross investible surpluses as proportions

! It should be remembered that capital transfers from abroad are not part
of national disposable income.
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of gross national product. At the same time, we shall give the
gross home investment, attributed to each sector, as a percentage
of gross national product This has the following result:

Gross home investment: Gross investible surplus:
‘Private’ segtors . 124 15% ‘Private’ sectors . 143 14%
Public sector . 4 4 Public sector . . 3 7
Total 164 19% 15 21%

This is how the figures appear to emerge. They show, it will
be noticed, no expansion of investment in the public sector, but
a considerable expansion in the private sector. This, however,
is an illusion—an illusion caused by the nationalization of
several major industries between our two dates. Nationalization
has distorted these figures in two ways, one fairly obvious, one
less obvious. On the one hand, nationalized industries are in-
cluded in the ‘private’ sector (because, as corporations, they
reckon among the companies); thus expansion of investment in
nationalized industries appears as a ‘private’ expansion, though
the government is directly responsible for it. It is extremely
probable that most of the apparent expansion in ‘private’ invest-
ment is to be attributed to the nationalized industries. But this
is not all. A considerable number of gas and electricity under-
takings, which were nationalized by 1949 (and so reckoned into
the ‘private’ sector) had been municipal in 1938, so that they
were then ‘public’. Thus if the 1949 nationalized industries
could be hived off and made a separate sector, and if the same
industries (whatever their then status) had been reckoned as
belonging to the same sector in 1938—and it is this which would
be the logical arrangement—we should find that the 1938 invest-
ment of the remaining ‘public sector’ would be reduced, but its
1949 investment would not be reduced. Thus, on a proper
classification, there would be shown a significant expansion in
investment in the residual public sector, as well as in the
‘nationalized’ sector; whether there would then appear to be
any expansion in investment in the residual, and more truly,
private sector is quite doubtful.

If, therefore, we look at the home investment for which the
government was directly responsible (including that in the
nationalized industries), it does not seem that the large public
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savings of 1949 were any too much to pay for them. The
government had to raise those heavy taxes, if it was to cover
the cost of its increased public consumption, and its increased
public investment, both of which had largely expanded, if
properly reckoned.

There remains, however, another conclusion which can be
drawn from the last figures given—a conclusion which is not
altered by such reclassification. If the two sectors shown are
looked at together, gross home investment was greater than the
gross investible surplus in 1938, but less than the gross investible
surplus in 1949. What is the significance of this change? We
have now reached a point where all home consumption and all
home investment have been allowed for; this difference is
therefore a matter of the balance of payments.

6. The balance of payments account is even trickier than that
which we have just been examining. To begin with, the figures
of this account are not fully set out in the National Income
White Paper. We are therefore obliged to supplement the White
Paper figures from other sources." We cannot always be sure
that the figures derived from other sources will fit in properly
with the White Paper figures. There is at least one very impor-
tant point where they do not do so at all satisfactorily.

Both 1938 and 1949 were years of balance-of-payments
troubles, and in one way the troubles were of the same sort. It
is not the only sort of trouble which can arise, and the concen-
tration, which we shall have to make, on this sort of trouble is
therefore to some extent misleading. But it is, in the British case,
a common sort of trouble; the comparison between the effects
of this trouble in the two years is very instructive.

Superficially, the contrast between the two years is great. If
we include the proceeds of taxation on exports in the value of
exports, British imports were largely in excess of exports in
1938, but were almost exactly equal to exports in 1949. The
deficiency in 1938 was so large that it could not be covered even
by the relatively ample income from foreign assets available at
that time. The balance of payments was therefore adverse. In

Y International Financial Statistics (published by International Monetary
Fund) for 1938; Balance of Payments White Paper for 1949.
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1949, income from foreign assets was a poor remainder of what
had been, but it was still positive. The balance of payments was
therefore slightly favourable.

In 1949, however, this small favourable balance of payments
was not the only source of funds available for investment
abroad. In*addition, there were considerable receipts from
capital transfers. Since such receipts were not available in 1938,
there was in that year an excess of gross home investment over
gross investible surplus equal to the adverse balance of pay-
ments, while in 1949 there was an excess in the other direction
equal to the favourable balance plus net capital transfers from
abroad.!

From the point of view of these figures, the 1949 situation
looks much better than the 1938 situation. But appearances are
deceptive. The balance of payments account, more than any
other of the nation’s running accounts, needs to be considered
against the background of the national balance-sheet. And the
balance-sheet itself requires to be classified, for this purpose, in
a way which for other purposes might not be necessary. Assets
(and liabilities) require to be classified from the point of view
of liquidity.

An asset is liquid if it can readily be turned into money; it is
liquid, from the point of view of international economic rela-
tions, if it can readily be turned into international money. From
this point of view, hardly any of the real equipment of the nation
has any liquidity; its fixed capital has none, its working capital
(in practice) very little. Even external assets vary in liquidity
a great deal; as was found in 1940-1, when British overseas
assets were disposed of in great quantities, there are many which
yield good profits so long as their organization and management

T There is, it must be emphasized, nothing causal about this connexion.
It would be quite wrong to jump to the conclusion that there was an adverse
balance in 1938 because the nation was investing too much. The adverse
balance could perhaps have been removed by investing less, though a direct
reduction of investment might also have reduced the investible surplus.
That surplus is itself a short-hand expression for the resultant of all forces
governing exports and imports, private and public consumption. In so far
as we can isolate the causes of the 1938 adverse balance, they are probably to
be found in low demand for exports, and in high ‘public consumption’ of
armaments, which was financed out of borrowing, so that there was no decline
in private consumption to match it.
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remain unchanged, but which cannot be disposed of to foreigners
at a reasonable price. The most liquid part of a nation’s assets
is its gold reserve, which is international money already. But
the gold reserve will generally be accompanied by a fringe of
easily realizable claims, which are nearly as liquid as the gold
reserve itself.

A country may get into trouble if its liquid assets are diminish-
ing, even if the total of its foreign assets remains unchanged, or
is increasing. Thus it is quite possible for a country to have a
favourable balance of payments, and yet to have acute balance-
of-payments trouble. This will happen, for instance, if its illiquid
foreign assets are increasing, but its liquid assets are declining.
Since there are other liquid assets besides gold, a situation of
this sort need not declare itself by a movement of gold reserves,
though in practice it usually does.

A similar distinction needs to be made on the side of liabilities.
It is unusual to talk about ‘liquid’ liabilities, but we can talk
about ‘quick’ liabilities, which correspond. A quick liability is
a debt, which has been incurred on such terms that the creditor
has the right to convert it into money at short notice, or when-
ever he desires. Bank deposits are quick liabilities from the
bank’s point of view. It is impossible to carry on international
trade without incurring many quick liabilities. If a nation has
many quick liabilities, its general position is less liquid than it
would be if these liabilities were ‘fixed’. In order to achieve
a given standard of security and liquidity, it then needs a larger
quantity of liquid assets than it would do otherwise.

In the light of this discussion it becomes apparent that a
favourable (or unfavourable) balance of payments may work
itself out in several different ways, according as it is reflected in
a movement of more or less liquid assets, more or less quick
liabilities. All we have been able to do in the second stage of
the balance of payments table is to separate out the movement
of the most liquid assets (chiefly gold), but we have not been able
to separate a movement of assets from a movement of liabilities,
nor to distinguish between more and less quick liabilities. Our
figure of ‘net lending’ is nothing else but a summary of all these
movements. Positive ‘net lending’ may just as well signify the
repayment of old liabilities, as the creation of new assets. In fact,
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there is no doubt that jn both our years it did mainly signify the
repayment of liabilities, and quick liabilities at that. To have to
repay a large quantity of quick liabilities quickly must, at the
best, cause serious strain.

7. The large loss of gold in 1938 was mainly due, not to the
adverse balance of payments of the British economy, but to an
adverse balance in the rest of the sterling area. Overseas coun-
tries, which had been keeping quick claims on London as a part
of their liquid assets, found themselves in difficulties, and de-
manded payment in order to settle their own debts (chiefly to
the United States). The loss of gold was therefore quite largely
a reflection of adverse balances in other parts of the sterling
area, though a considerable part reflected Britain’s own adverse
balance. 'The net effect was a loss of quick liabilities (which in
itself improved Britain’s liquidity) together with a larger loss of
liquid assets, which of course had the reverse effect. Fortunately
at that time the total liquid assets of Britain were large; though
nearly a third of the gold reserve was lost, enough remained to
ensure that there was no major exchange crisis.

The 1949 situation was worse than this. Britain was now, as
we have seen, a net debtor; this, perhaps, would not have
mattered so much, if it had not been the case that an unduly
large proportion of the debts left by the war were ‘quick’. But
her liquid assets were too low for her to be able to meet these
‘quick’ debts; she had therefore frozen a large part of them under
Exchange Control. The term ‘national bankruptcy’ is bandied
about, and is strictly meaningless, since there is no bankruptcy
law to which nations are subject; but the nearest parallel to
commercial bankruptcy that can occur among nations is pre-
cisely what has hanpened with Britain since the end of the war.
A bankrupt firm does not necessarily close down, or open under
new management; it may be continued, with its creditors accept-
ing postponement of payment, in the hope that they can be paid
in the end, though not on the due date. A bankrupt, who, seeks
to rescue himself from such a position, has no course but to pay
off his debts as fast as he can. This is what Britain was trying
to do.

The ‘net lending abroad” which figures in the 1949 balance
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of payments, was nothing else but laborious repayment of frozen
debts. It would have been absurd to use generous American
help to accumulate new foreign assets; to use it for a struggle
towards solvency was not so unreasonable. The sad thing is that
so little had been achieved in the way of a favourable balance
without such aid; the progress which Britain was able to make
by her own efforts was lamentably small.!

Even this is not all. There is another respect in which the 1949
account, as shown, is misleading—perhaps even more grossly
misleading. If we had been able to show an account for the first
eight months of 1949, by themselves, it would have given a
clearer, but far less favourable, impression. In fact the rate at
which liabilities were being paid off was greater than could be
afforded. As in 1938, the sterling area countries were themselves
getting into balance-of-payments difficulties, and the liquid
assets remaining to Britain were quite insufficient to stand the
strain, For these eight months the figure for ‘net foreign lend-
ing’ (or repayment of sterling balances) would have been larger
than it was for the twelve—the difference being made up by
a loss of gold. This loss was more than could be borne, and as
a result the pound was devalued in September.

Most of the consequences of devaluation lie outside our
period; but there was one consequence which did materialize
during the last three and a half months of 1949, and which
accordingly affects our figures. After devaluation there was a
considerable reflux of funds—‘borrowing’ which offset the
excess of lending and reduced it to the year’s total shown in
our table. With the proceeds of this some part of the lost gold
was recovered. But after September the value of the pound in
terms of gold was 30 per cent. lower; thus a given number of
pounds, spent on buying gold, brought in less gold than before.
The account we show runs in terms of pounds, and that is why
scarcely any net loss of gold is shown for 1949. If the change
in gold reserve had been measured in ounces, or in dollars, there
would have been an appreciable loss.

8. Thus the 1949 balance of payments was much worse than

! Even if the disastrous years 1946 and 1947 are left out of account, the
four years 1948-51 show, in this sense, no net progress in total whatsoever.
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it appears at first. And for a country like Britain, which is depen-
dent on international trade for its bare subsistence—for the food
of its people and for the raw materials of its industry—it is
impossible to regard the balance of payments as a separate com-
partment, which can have its own troubles without the rest of
the economy being affected. The fact that the balance of pay-
ments position was worse than appears on the surface means
that the whole economic position of the nation was worse than
appears on the surface. It is not surprising that things turned
more difficult after September 1949; that they had to do so was
implied in what had happened previously.

One of the things which we learn from a comparison, such
as we have made in this chapter, is that a comparison of social
accounts for two years cannot tell the whole story. Part of its
inadequacy is due to our concentration on a particular post-war
year; if we had extended our investigation, and covered all the
post-war years for which figures are available, the picture would
have been clearer, and its message more distinct. But that
would have been too large an investigation to be appended to
a book of this kind; it would have needed a book to itself.
Another defect, which we could do no more than begin to
remedy in the preceding pages, is the inadequacy of the National
Income White Papers on the balance of payments side, and the
lack of a national balance-sheet to provide the background for
proper appreciation of the balance of payments position. The
fact that the main balance of payments information is published
separately, and is not arranged to fit in, is symptomatic of the
widespread failure to think through together these two vitally
interconnected aspects of the same problem.

If we do attempt to remedy these defects to the best of our
ability, what is the broad picture which we get? Very briefly
stated, it seems to be something of this kind. The resources
which Britain needed for waging war were drawn, during the
war, from four main reserves: (1) the absorption of the pre-war
unemployed; (2) abstention, mainly by the wealthier classes,
but to some extent by all classes, from less necessary consump-
tion; (3) abstention from the replacement of capital equipment ;
(4) sale of foreign assets and new borrowing abroad. Of these
four sources, the drain on the first was a good thing in itself;
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but none of the others were good in themselves, with a possible
exception of a part of the sacrifice under the second head. When
the war ended, these reserves had been drained away almost
entirely; the third and fourth were both of them in urgent need
of attention, since their exhaustion imperilled the future pro-
ductive power of the nation. In fact, a great deal has been done
to make up for the war-time running down of capital equip-
ment—though, as we have seen, there was a bias in favour of
certain sorts of equipment rather than others, which was not
always as wise as it might have been. Much less, far too little
indeed for the health of the national economy, was done for the
rebuilding of the external position, and for the replacement of
external losses. Instead of that, the resources which were kept
available under the first two heads (full employment and absten-
tion from luxury consumption) were turned over to the imple-
mentation of a large programme of social expenditure—public
consumption and investment for social purposes—the eftects of
which have been seen in the accounts we have been studying.
This social expenditure is undoubtedly good in itself, and
reflects most faithfully the desires of the masses of the people;
many of its consequences, such as its effect on the inequality of
incomes, doubtless also reflect those desires. But some of its
consequences do not reflect what anyone would deliberately
desire; they are indeed most highly dangerous. One of these
consequences is inflation; the other is the fact that the external
position has always had to take the last place in the queue for
attention, excepting on the frequent occasions when it has
shown the red light.

Some might say that the most fundamental difference between
the Britain of 1938 and that of 1949 is on this matter of reserves.
In 1938 Britain had ample reserves, too ample in many ways.
Neither the unemployment of the poor nor the luxury expendi-
ture of the wealthy were good things in themselves. But they
did mean that it was easy to respond to a challenge: ‘she re-
joiceth as a giant to run her course’. In 1949 the opposite was
true; even at the best the boat was riding low on the water, and
the response to the challenge which was to come could not be
the same.
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Note A. On the Definition of Production

I HAVE kept, fairly strictly in this book to the definition of productive
work as work done to satisfy the wants of other people through exchange.
This definition corresponds to the definition of 7ncome used in cal-
culations of the British National Income, and it has the greatadvantage
of being unambiguous. But it is not by any means wholly satis-
factory. There arc at least three kinds of socially useful work which
are excluded from productive work on this definition: (1) domestic
work, done within the family, by housewives and others; (2) direct
production for use of the family, mainly of foodstuffs, on gardens,
allotments, and small-holdings; (3) ‘voluntary’ work, done for its
own sake or from a sense of duty to the community or social group to
which one belongs. These kinds of work are only distinguished from
the kinds which we do count as productive on the one ground that
they are not paid: there is no payment in the ordinary sense, that is,
though of course there are other compensations. Exactly similar work
can often be found which is paid for; domestic work may be done by
a paid housekeeper, the allotment-holder may sell his produce, the
club may employ a paid secretary. It would thercfore be possible for
production (in our sense) to go up, merely because some work, which
had previously been unpaid, was transferred to the paid class; yet the
wants of the community as a whole need not be any better satisfied as
a result.

Transferences of this sort do not often occur nowadays on a large
scale; but when they do, we must allow for them in some way, if we
are not to be led into serious error. It is a serious error, for example,
in the economics of war, if we neglect the fact that by drawing women
into munition making and other war services the supply of labour for
necessary domestic work is diminished. Again, when rapid improve-
ments in transport take place in a hitherto undeveloped country,
farmers will change over from producing mainly for their own wants
to producing mainly for sale. On our definition of production this
would cause agricultural production to shoot up from almost nothing
to a considerable height; but though the farmers would almost
certainly be better off for the change, they would not be as much
better off as such figures would indicate. In cases such as this last,
there is a great deal to be said for using a wider definition of pro-
duction, including all agricultural production, whether produced for
sale or not; this is in fact what is usually done when estimating the
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national income of such a country as India. The object of any such
calculation is to get the most useful figure possible; in a case where
the habit of selling agricultural products is spreading, a figure which
includes all such products will be more useful than one which in-
cludes only those products which are produced for sale.

It is tempting to seek for a way round the difficulty by widening
our definition, including some of the things we have left out; but the
trouble then is to know where we should stop. The most promising
suggestion for widening is that made (but ultimately rejected for this
purpose) by Professor Pigou:' that we should include all those kinds
of work which can be brought into relation with the ‘measuring-rod
of money’—not merely those which are paid, but those which might
be paid. Unfortunately it is impossible to interpret this wider defini-
tion in a way which would command general agreement. A man
might employ a secretary to write his letters; if he writes his own
letters, are we to say that the time he spends in doing so is spent in
productive work? A man may employ a gardener; if he works in his
own garden, how are we to separate out the work which he does to
satisfy his own wants for vegetables and flowers, from the work which
is an end in itself, which no one could do for him since no one else
could give him the pleasure he gets from watching the growth of a
shrub, raised from his own cutting and planted by his own hands?
The wider definition gets us into inextricable knots; and no other
wide definition has been suggested which would not do so. We are
therefore driven to adopt the limited definition here used, though
we must be prepared to modify it by including some particular things
not produced for sale, in cases where it would be seriously misleading
not to do so.

It is also interesting to observe that an issue exactly parallel to that
which we have discussed in this note arises in another connexion.?
If we decide to reckon as productive only those services of labour
which are paid for, we ought to do the same with the services of
capital. The durable-use consumers’ goods, which are in existence at
the beginning of a year, render valuable services to their users during
the year; but if user and owner are one and the same person, no
payment is made for these services. People derive advantages from
the durable-use consumers’ goods in their possession, just as they
derive advantages from the work which they do to satisfy their own
wants; but as we are excluding the one because no payment passes,
so it would appear that we must exclude the other. On the same
principle, we must include the services of those durable-use con-

¥ Economics of Welfare, Part 1, chs, 1 and 3.
2 See above, p. 34.
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sumers’ goods for which a rent is paid, since these are analogous to
the work which is paid for.

This is the principle; but in this case we meet a difficulty just like
that of agricultural production for the farmer’s own use. Houses are
the most important class of durable-use consumers’ goods; but some
houses are rented, some are owner-occupied. If we reckoned the
services of the rented houses as a part of production, but not the
services of the owner-occupied houses (which would be the logical
thing to do), we should get into a difficulty just like that which arose
over agriculture. An increased tendency for people to own their own
houses would appear as a fall in the social income, but it would be
absurd to regard it in that light. Since a change of that sort may well
occur (and has in fact occurred in Britain during the last thirty years)
it is much safer to include the services of all houses. The peculiarities
of the British income-tax law do in fact make it easier to include the
services of all houses than to sort out only those houses which are
rented. This is no doubt the reason why the services of all houses
are in practice always reckoned in calculations of the British national
product; it is not always appreciated, however, that there are good
economic reasons for including them all.

NotE B. On the Idea of an Optimum Population

When discussing the economics of Population in Chapter V, I have
carefully avoided making any use of the idea of an Optimum Popula-
tion, although that idea has been widely used in discussions of the
subject.” It is easy to see how the idea arises. If the population of a
particular area may be too small for full efficiency of production, and
if it may also be too large, then there must be some level in between
at which it would be just right. The same thing can be put in more
technical language by defining the optimum population as that level
of population which would make output per head a maximum. A
country will then be under-populated if its population is less than
the optimum, over-populated if its population is more than the
optimum.

We have seen that it is possible to give definite and important
meanings to the terms under-population and over-population; but
this does not suffice to show that an optimum population between
the two can be precisely defined. No one has ever been able to say
what the optimum population of any particular area is in fact; for
this inability there are several very good reasons.

! See, for example, Carr-Saunders, Population. Cannan, Wealth (3rd
edition), only uses the idea with careful qualifications.
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In the first place, what do we mean by saying that net output per
head is a maximum ? The output of society tonsists, not of one good,
but of an immense variety of goods and services. In consequence,
in order to say that net output per head is greater in one set of cir-
cumstances than in another, we have to find a means of reducing the
variety of goods to a common measure. Methods of doing this are
discussed in Chapter XV ; but the methods discussed in’that chapter
are none of them perfect ways of making the reduction; they are all
of them makeshifts. It is not by any means certain that a perfectly
suitable method of making the reduction can possibly be found. It is
thus extremely probable that a range of possible sizes of population
would exist, each of which would have a good claim to be regarded
as the optimum population, if a suitable method of reduction were
taken. If population increases, some kinds of goods become harder
to get, some become easier; we have got to decide whether the shift
from the one sort to the other is advantageous or not, and on that
opinions may differ. Sometimes it may be very clear that the advan-
tage excecds the disadvantage, or vice versa; then we need have no
hesitation in saying that the country is under-populated or over-
populated as the case may be. But between these extremes there is
likely to be a range (conceivably quite a wide range) where the
advantageousness of a change is largely a matter of opinion. Within
this range it would be venturesome to claim that any particular size
of population is optimum; it is far more important to notice that it is
only when the actual size of population falls outside this range that
the size of the population becomes an urgent economic issue.

This is one of the difficulties which has to be borne in mind; but
there are others of greater importance. It is impossible to define the
optimum population of an area unless something is taken for granted
about the other conditions of economic welfare apart from popula-
tion. These other conditions include the state of industrial technique,
the amount and the character of capital equipment, and the oppor-
tunities for external trade. Changes in these other conditions may
change the optimum size of population very markedly. England
would be grossly over-populated today if her capital equipment
were no greater than it was a century ago ; she would be grossly over-
populated today if her opportunities for foreign trade werc no greater
than they were a century ago. The way in which a problem of over-
population in England can most easily arise in the future is by a
failure of sufficient expansion in the opportunities for foreign trade.

This being so, an optimum population, defined with refcrence to
the conditions of technique, capital, and foreign trade as they are at
present is a notion of extremely little practical interest. For in the
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time which it would ineyitably take (by any other route but that of
catastrophe) to adjust the actual population to the optimum, we may
be sure that the optimum itself would have shifted, and would
probably have shifted to an important extent. Further, it is very
probable that the optimum size of a population will depend on the
age-distribytion of that population; but in the process of adjusting
the sizc of population age-distribution must change. An area could
not be said to have reached a fully optimum state of population until
its age-distribution was such as to keep the population optimum;
but such a condition could hardly be reached from any actual popula-
tion within a foresceable future.

These difficulties are not of importance when a country is decidedly
under-populated (or over-populated); for we should then be safe in
maintaining that an increase (or diminution) of population would
still be advantageous, even if the other conditions of production
changed in any way that seeméd at all probable. But a statement of
this sort is not made any clearer by using the phrase ‘optimum
population’.

Note C. On the Depreciation of Capital

The using-up of capital equipment as the result of productive
activity takes two forms: (1) the gradual wearing-out of fixed capital
—this is what the business man calls depreciation; (2) the using-up
of single-usc producers’ goods—working capital and stocks. Each of
these kinds of depreciation raises awkward problems of measurement,
perhaps the most awkward of all the problems connected with the
national income. Here we can do no more than indicate the general
nature of the difficulties.

We have already seen (p. 103 above) that the valuation of a durable-
use good, at a time when there is no question of selling it, is always
avery delicate matter ; different values may be put upon it by different
people, and by the same person for different purposes. Naturally the
same trouble persists when it is a question of estimating the reduction
in the value of a particular piece of equipment, which has resulted
from the year’s operations: different people might estimate the reduc-
tion in different ways. In practice there are two estimates for the
depreciation of a firm’s fixed capital which need to be carefully dis-
tinguished.

In the first place, there is the estimate made by the firm for its
own purposes—for example the purpose of deciding the amount
which is available for distribution in dividends. In a well-managed
firm care will usually be taken when framing this estimate to be well

6516 T
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on the safe side; when there is any doubt on the matter (as there
usually will be) a high figure for depreciation will be chosen rather
than a low one. (The systematic choice of high figures for deprecia-
tion is the easiest way of setting aside ‘hidden reserves’.)

The other practically important estimate is that made for purposes
of taxation. Since there is this arbitrary clement in a firm’s own
reckoning of its own depreciation allowances, and hence of its own
profits, taxes on profits cannot be assessed on what firms themselves
declare their profits to be; this would give far too much opportunity
for evasion. It is therefore necessary for the government to lay down
rules for the determination of depreciation allowances (or, as these
statutory allowances are called, wear-and-tear allowances); the pro-
fits on which taxes are paid are calculated by deducting, not the
firm’s own depreciation allowances, but the wear-and-tear allowances
laid down by law. Now it is these profits, calculated for purposes of
taxation, which are recorded in the statistics used for calculating the
national income on the income method; the figures given for the
British national income are therefore dependent to some extent upon
the rules for the calculation of wear-and tear allowances which have
been laid down by Parliament.

Wear-and-tear allowances, drawn up for the purpose of securing
fairness in taxation, do not necessarily give us a satisfactory measure
for use in calculating the national income. It is probable that in
practice the discrepancy is not often serious ; nevertheless, economists
have the responsibility of trying to discover the principles on which
depreciation allowances ought to be calculated for this other purpose,
in order that they should be on the look-out for such discrepancies
as may arise.

It is not possible in this place to go far into the economic theory of
depreciation, not all of which is well agreed among economists; two
points which are well established nevertheless deserve to be men-
tioned. One is the distinction between depreciation and capital losses.
When calculating the income or output of a year we have to deduct as
depreciation the capital equipment used up in the process of produc-
tion; but we should not deduct any accidental destruction of capital
equipment which occurred otherwise than as a consequence of pro-
duction. In the year 1941 a considerable amount of capital equipment
was destroyed in air raids; a loss of this sort must not be deducted
before arriving at the net output of the year, if only because the
figure got after deducting that loss would be less significant than the
figure for output without such deduction. It would be absurd to
regard 1941 as having no output at all until it had produced enough
to offset the air-raid damage! But it will be noticed that if we regard
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such losses as capital losses, not included in depreciation, then it is
not necessarily true to say that the capital of the community at the
end of the year equals the capital at the beginning plus net investment.
The capital at the end of the year may be reduced below this level to
the extent of such capital losses.

T'he official rules for calculating wear-and-tear allowances make no
mistake on this point; they proceed by allowing a certain percentage
of the original purchase price of each piece of fixed capital equipment
still in use during the year, and are thus under no temptation to
include capital losses. But although it is necessary, in the interests of
fairness, to go back to the original purchase price (for that is firm
ground, not somebody’s guess), to do this is not economically satis-
factory. For the original purchase price of a piece of equipment is not
one of the prices of this year; it belongs to an earlier year, sometimes
a much earlier year; thus when prices are changing, the practice of
reckoning wear-and-tear allowances on this basis introduces a new
complication into the problem of expressing the national income in
real terms. When prices are rising, the fact that wear-and-tcar allow-
ances are based on conditions as they were when prices were lower
means that they may underestimate the rcal economic depreciation;
the national income is therefore made a little higher than it should be.
Conversely, when prices are falling, the national income may be
made a little lower than it should be.

A distortion similar to this last (but not identical with it) may arise
on the side of working capital. If the community possessed exactly
the same quantities of all sorts of single-use producers’ goods at the
end of the ycar as it did at the beginning, then clearly we ought to
say that no net investment in working capital had taken place (apart
from the possibility of capital losses). But if there had been a change
in prices during the year, the valuc of the working capital would be
altered ; the accounting methods employced in practice would prob-
ably show this as positive net investment if prices were rising, and
certainly show it as negative nect investment if prices were falling.!
In a more rcalistic case, with higher quantities of some goods at the
end of the year than at the beginning, and lower quantities of others,
it becomes hardly possible to conceive of a system of accounting
which would not produce some distortion of this sort. But, unlike
the distortion on the side of fixed capital, this distortion on the side of
working capital can be allowed for in national income calculations.
It is to some extent a matter of taste whether one docs allow for it;

I There has sometimes been a misunderstanding on this point. If stocks
are turned over more than once a year (as is usual), some correction needs to
be introduced even in the case of rising prices.
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modern White Papers include estimates of ‘Stock Appreciation
which enable us to make the correction or'not as we feel inclined.
In the figures given in Chapters XIV and XXI the correction has been
made. If we had not made it, the undistributed profits of companics
would have been £6o millions lower in 1938 than we have shown
them, while the ‘mixed incomes’ would have been £20 millions lower.
The net national product would therefore have been lower by 2 per
cent. In 1949, on the other hand, undistributed profits of companies
would have been £7 millions higher, the profits of the public sector
would have been £10 millions higher, and the mixed incomes would
have been {23 millions higher. Relatively to 1949 prices, these are
much smaller corrections. They would raise the net national product
by less than } per cent. Much bigger corrections would have been
necessary if we had taken a year in which prices were rising rapidly,
such as 1947 or 1950.

Note D. On the National Balance-sheet

The sketch of a national balance-shect given on p. 109 is a very
poor thing; if it did not play a rather crucial part in the argument of
this book I should have been tempted to lecave it out. 1 feel a good
deal less confident in it than I did in the corresponding table for a
date in the nineteen-thirties which appeared in the first edition. In
that case I had the advantage of being able to use the careful re-
searches of Mr. Campion, whose Public and Private Property (Oxford
University Press, 1939) had applied the methods invented by Lord
Stamp (British Incomes and Property) to give as good a picture as we
are likely to have of the distribution of property in 1932--4. No similar
inquiry has been completed for the nineteen-forties. I have had the
advantage of being allowed to see some preliminary results of an
inquiry by Mrs. K. M. Langley, of the Oxford Institute of Stdtistics;
my table owes to her what traces of solidity it contains, but these arc
almost swallowed by the guesswork which is my own responsibility.
It already appears from Mrs. Langley’s work that the Stamp-
Campion method of treating property assessed to death duties as a
sample of all private property is decidedly more hazardous in the
conditions of 1946-50 than it was before the war. The great problem
which confronts an attempt to construct a national balance-sheet for
these years is that the immense mass of national debt (a known figure)
has to be fitted into the table somehow ; and it is by no means easy to
fit it in, consistently with the other evidence. I have been unable to fit
it in, except by a good deal of rather rough treatment.

So much by way of apology. The rest of this note is of a more con-
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structive character. I wapt to emphasize (partly for the benefit of any
economic statisticians who may read these pages) that the construc-
tion of a respectablc national balance-sheet does scem to me, after
all, to be a more possible task than has often been supposed. And
further that it is well worth having, if we can get it.

On the side of practicability, we should not allow ourselves to be
over much frightened by the multiplicity of valuations which can be
set upon particular assets (and debts). It is quite true that if the actual
balance-sheets of British companies were put together and consoli-
dated, we should not get the cancelling-out we ought to get, because
of the same obligation being set at different values in the books of
creditor and debtor respectively. But, though we have to think of
the national balance-sheet as being put together theoretically by such
consolidation, thisis not the way in which the statistician will actually
go to work; any more than the corresponding process in the field of
national income calculation is the one which the statistician actually
carries through. The combined balance-sheet of all companies will
not be put together by combination of actual accounts—it will have
to be estimated by indirect methods. Now in the process of estimation
we can transcend the difficulty. We can decide that, for our purposes,
valuation is to be done in a particular way; we can kecp to that
system of valuation consistently. If we do so, our national balance-
sheet will hang together; even though the individual accounts which
(in principle) compose it will not be identically the same as those
which would be put forward in practice for their own purposes by
the constitutent units.

T'he basic system of valuation which will have to be adopted is
undoubtedly that which is appropriate for the property of persons.
The first object should be the valuation of ‘personal’ property at, so
far as possible, market values. This will be reached in the form of an
asscssment of the net assets of persons; it will be slightly distorted by
lack of uniformity in the assessment of inter-personal debts, but the
distortion need not be serious. A balance-sheet of the personal
sector ought usually to be attainable along these lines, by Stamp-
Campion methods, reinforced (perhaps) by the newer sampling
techniques developed in the United States. The theoretical difficulties
arisc in the other sectors.

If, however, we hold firmly to the principle that the basic valuation
is that of the property of persons, we can find a way out. The balance-
sheets of ‘companies’ and of ‘government’ must frankly be adjusted
so as to maintain consistency with the personal sector. The shares
and bonds, as they appear in the balance-sheet of the ‘companies’
sector, must be entered at the values which have been given them in
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the balance-sheet of the personal sector, not at the values given them
by the companies. In spite of this, we must hold to the principle that
the net assets of companies are nil. This means that we must not
attempt to value the real assets of companies directly. We must
accept the ‘shareholders’ value’ of these real assets—not the value
which is set upon them by the company, but the value which is
implied in the market value of the shares.

The same principle will hold for those nationalized industries
which take the form of ‘public corporations’ (sce note on p. 106
above). In this case, as in the case of ordinary companics, the use of
‘shareholders’ value’ may mean that there remains a ‘hidden reserve’
in the form of a difference between the cost value of the assets and
that which is set upon them in the table. It may be useful to
attempt a direct valuation of this reserve, but it should not be
included in the balance-sheet, save (perhaps) as an altogcether inde-
pendent entry or appended annotation.

The same principle, again, should be used for the valuation of
the national debt. Since it is always possible for the government
to buy back its own debt at market value, the valuation of national
debt in the government part of the national balance-sheet should in
principle be at market value, though this is not done in the statement
which the government publishes. Where we get no help at all from
these principles is over the valuation of government assets; though
something can possibly be done with some classes of government
assets (houscs should be valued as analogously as possible with the
houses in private ownership), the valuation of government assets as
a whole must inevitably be very arbitrary.

A national balance-sheet, composed on these principles, would not
tell us all the things we might expect at first sight that it would tell us.
The truth seems to be that no possible balance-sheet could do so. It
would all the same be a most useful instrument of thought about
public affairs.

The most important practical function of a national balance-sheet
would be to remedy some of the weaknesses of the national income-
and-expenditure account, upon which too much reliance has been
placed in the years since 1945. No one supposes that it is possible to
get a sound idea of the way a company is doing purely from a con-
sideration of its running accounts (the accounts which refer to the
annual period), without some attention to its balance-sheet (its
account at a moment of time). The same is true, though it has been
too much overlooked, with the nation. If a national balance-sheet,
however rough in character, had appeared each year with the
National Income White Paper, the general position of the British
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economy would have been seen in much better focus. It would, for
instance, have been impossible to go so far as most people have gone
in forgetting two of the most basic facts about that position. These
are the fact that Britain is now a debtor country on overseas account
(though she has been temporarily able to avoid payment on some of
her debts); and the fact that so much of the private property in the
country now has nothing more solid behind it than the ability of the
taxpayer to pay taxes. Much of the post-war economic history of
Britain is nothing clsc but a series of wriggles in the attempted
digestion of these two most indigestible morsels.

Note E. On Comparisons between the Real National Incomes of
Different Countries

In principle, the same methods as those used in Chapter XVI, for
comparing the economic welfare of the same country in two different
years, may be used for comparing the economic welfare of two
different countries. But the difficulties in the way of getting a result
that means anything are far greater. The circumstances existing at
the same time in two different countries may easily differ far more
drastically than those which are likely to exist in the same country in
successive years; for the purposes of such comparisons, even France
in 1941 was more like France in 1938 than England is like the United
States. These great differcnces in national circumstances make it
necessary to pay particular attention, when making international
comparisons, to all those defects of the national income as a measure
of economic welfare which we listed on p. 187. National habits about
the sorts of useful work which are paid for differ widely; the amount
of cffort needed for similar sorts of work varies with climate and
national temperament; the proportion of the national income used
for defence varies greatly within a nation as political circumstances
change, but it varics between one nation and another for simple
reasons of geography. Then the comparison of prices between dif-
ferent nations is a particularly intricate matter. It often happens that
there are wide differences between the sorts of commodities which
different peoples principally consume; this means that the basket of
commodities consumed by a representative (say) Italian will nearly
always cost more in England than it would in Italy, but at the same
time the basket of commodities consumed by an Englishman would
cost more in Italy than it would in England. Are we then to say that
prices are higher in Italy than in England, or vice versa? We can
probably arrive at a moderately satisfactory answer by some device
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for splitting the difference; the result thus reached may have some
meaning, but we should be unwise to place more than a limited
amount of confidence in it.

Even if all these difficulties can be overcome—and with care (which
is not always taken) they can be overcome more or less—there is still
the fundamental difficulty that people who live in favqurable geo-
graphical circumstances acquire freely all sorts of things which others
have to carn by the sweat of the brow. Those who live in cold
climates need more fuel, more clothing, and probably even more
food, than those whose allowance of free sunshine is more generous.
This is not at all to deny that there are poor nations and rich nations,
just as there are poor and rich people within a nation. Their existence
is obvious; international inequalities create social problems as grave,
or graver, than the inequalities of class. The warning is concerned
with a limitation of economics; what economics has to say about the
comparison between the economic welfare attained by the same
person (or similar persons) in different economic circumstances is
extensive; but comparisons between people who differ in other
important respects are a much more slippery matter.
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Marshall, T. H., 205 n.

Materials, sold by one firm to an-
other, 120; imported materials,
134 n.
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Migration, 39-40.

Mixed incomes, 162, 166, 168.

Money, 17, 105-6; money measure
of capital and income, 112, 176;
money and saving, 125; monetary
approach to balance of payments,
133, 137-9; monetary diseases, 18,
192.

National capital, place of foreign
assets and liabilities, 100; and
national debt, 101 ; national capital
of Great Britain, 109.

National debt, 100-2; external debt,
102; interest on national debt,
153—4, 278.

National disposable income (see Dis-
posable income).

National income, methods of calcu-
lating, 127-9; in money terms,
112, 175, 189; real terms, 175 ff.,
189; imperfections as measure of
economic welfare, 187-8; inter-
national comparisons, 279.

National income at factor cost, 171,
236—7, 251-3.

National income at market prices,
169, 236, 251.

National income before transfer, 246,
256.

Nationalized industries, 106 n., 154,
162, 240, 261.

New Equipment (see Investment).

Old-age pensioners, 207.

Output, gross and nect, 121, 231;
gross retained output, 134, 253;
net retained output, 135, 249;
‘gross national output’, 242, 253.

Partnership, 87.

Payment by results, 70-1.

Peasant proprietorship, 85.

Pensions, 153, 165.

Personal services, 34, 117.

Pigou, A. C., 270.

Population, probable future of,
45; effect on employment, 56;
optimum population, 271-3;
over-population, 51-54; under-
population, 49, 51.

Prest, A. R., 159, 191.

Prices, changes in, 175 fI.; wholesale
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and retail prices, 183; export and
import prices, 196 ff. ; international
comparisons, 279.

Producers’ goods, defined, 235.

Product, gross and net, 121, 231; net
social product, 36, 112 ff.; gross
(net) national product, 135, 161,
242, 253-5°

Production account, 228, 231, 242.

Production, definition of, 21-22,
269-71.

Profits, 93, 113, 120-1; in U.K,, 162,
255-6 (see also Undistributed
profits).

Property, private, 18, 86, 109; in-
equality in distribution of, 209-10;
public property, 108-9, 278.

Protection, 51, 199.

Public consumption, 150; semi-
public consumption, 152, 216.

Public Corporation, 106 #., 154, 278.

Public investment, 156, 169.

Public services, whether producers’
or consumers’ goods, 147-50.

Real income, 175, 252.

Rent, relation to interest, 124 n.;
allocation of 243—4; rent control,
255.

Reparations, German, 145.

Retail trade, productive nature of, 21.

Ricardo, D., 74.

Roads, as public investment, 157.

Rostas, L., 216 n.

Rowe, J. W. I, 83 n.

Russian communism, 60, 86 n., 143.

Saving, 114, 205-10; equal to net
investment, 115; savings re-lent,
120; public saving, 168; saving in
U.K,, 167 ff,, 258.

Saving-investment account, 228, 231,
246-8, 259-62.

Sectors, 105, 233, 239—40.

Security, for a loan, 89—9o.

Seers, D., 217.

Shareholder, limited liability of,
90-93; types of share, 93 n.; one
firm shareholder in another, 120;
income of, in UK., 256.

283

Shirras, F., 216 n.

Single-use goods, defined, 26.

Smith, Adam, 22-23, 33, 147.

Social accounting, 219, 223 ff.

Social insurance, 157, 214.

Socialism, 20.

Statistics, 9.

Sterling balances, 110, 265.

Stock Exchange, 7, 04.

Stocks (reserve stocks), 80-84, 275;
stock appreciation, 241, 276.

Stone, J. R. N,, vii, 159.

Subsidies, 152; as indirect transfers,
230, 236.

Surtax, 205.

Taxation, analogy with club sub-
scription, 147; tax liability, 165 n.,
240-1.

Terms of trade, 197, 202.

Time rates, versus piece rates, 70.

Trading accounts, 225 (see Produc-
tion account).

Transfer incomes, 152, 165, 214-15,

257.

Transfers, defined, 229; direct and
indirect transfers, 230-1; income
and capital transfers, 230-2, 247,
260; doctoring for transfers, 234~

6.

Undistributed profits, 116-18, 124,
164, 167, 243.

Unemployment, 5, 56, 72. “75-80,
189, 191.

‘Unorganized’ trading, 155-6, 162.

Value, theory of, 66, 221-2.

Wages, inequality in, 60, 208—9.
War Damage Compensation, 173,
247, 260.
Wear-and-tear allowances, 274.
White Paper on National Income,
160, 223, 239 and passim.
Working capital, defined, 8o.
Working-class expenditure, Ministry
of Labour, inquiry into, 182.
Working population, 57-58, 188.
World Bank, 143-4.
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